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EXCUTIVE SUMMARY

As an attempt to facilitate the industrialisation and modernisation process of rural areas as well as to reduce rural poverty, the Government of Vietnam started the One Million Tonnes of Sugar Program in 1995. With the blessing of the Government, sugar mills and sugar cane areas have grown rapidly in all regions of the country during the five years period from 1995 to 2000 at a pace of double digit. The number of sugar mills increased to 44 in 2000 from just 10 relatively small ones in 1995. Meanwhile, sugar production areas were expanded to over 350 thousand ha from just slightly over 200 thousand ha in 1995. At the peak time, sugar industry creates jobs for around one million farm labours and more than 30 thousand workers. The sugar industry also contributes to improvement in incomes and livelihoods of many farm households and to development of some rural areas. 

Unfortunately, the rapid development of Vietnam's sugar industry coincided with a depression period of the world sugar market. Further troubled by unwise investment in mill technology, ineffective management, and low productivity of sugar cane production, the sugar industry has gone bad financially since the early 2000 even with high level of border protection and government's subsidies, which was at high as over US$20 million per year. Even though that the country is considered as having potential to develop a commercially viable sugar industry, all indicators on productivity at producing and processing stages reveal that Vietnam is far lagging behind other countries in the region. When domestic prices are usually higher than import parity prices at about 40 percent, many sugar mills, especially small ones, have incurred significant losses over years. The sugar industry is further threatened as the current trend of farmers opting to switch to other crops, which can bring higher returns on their limited land areas. Data from field surveys also confirms that sugar cane growers are quite flexible and sensitive to relative incomes from different crops. 

Meanwhile, the pressures for policy change are substantial as Vietnam has to accommodate request to open domestic market to be able to join the WTO in 2006. Trade liberalisation will expose the sugar industry fully to the market signals in the world. This will lead to farm level adjustments as well as may cause the closure of several sugar mills. Consequently, concerns have been raised on the negative implications of expected government's trade liberalisation of the industry. 

To estimate the potential impacts of various options of trade policy reform, an econometric model of the Vietnam sugar industry that was developed by the Centre for International Economics (CIE) of Australia was used to simulate four alternative policy experiments: i) a reduction in the tariff from 40% to 15% with no change in the value of government subsidies for the mill sector and no new forms of assistance for farmers; ii) the elimination of all mill subsidies with no change in the 40% tariff rate and no new forms of assistance for farmers; iii) a reduction in the tariff rate to 15 %, the elimination of all mill subsidies and no new forms of assistance for farmers; and iv) complete trade liberalisation with the elimination of import tariffs, the elimination of all mill subsidies and no new forms of assistance for farmers. All four simulation scenarios confirm significant reduction of production of cane and sugar, reduction of producer income and increases of sugar importation in comparison with the baseline. Nevertheless, the model also reveal relatively large increases in consumers' surplus of over US$ 100 millions, except the case when the government decide to eliminate all mills subsides without tariff cut.

Policy options for industry integration are an important issue from an economic, political and social welfare perspective. Industry adjustment pressures are already evident and will intensify with world market integration. The options need to be considered in the context of the economic incentives for structural adjustment. Changes need to occur for the longer term benefit of the industry and the wider economy. The overwhelming requirement is to place the sugar industry on a pathway to international competitiveness, which requires: achieving economies of scale in milling; increasing competition for sugar cane by the sugar mills; increased farm productivity by sugar producers; and encouraging farm diversification or industry exits in areas where producers can earn higher incomes from alternative uses of their land. Since tariff reduction is inevitable, the only undecided matter for the government is the pace of reduction, whether progressive process or slower one. 

Arguably, the most appropriate roadmap for international economic integration of the sugar industry is through progressive trade liberalisation with some type of short term transitional assistance. Under this roadmap, tariff level imposed on sugar products will be reduce from 40% in 2006 to 30% in 2007, 20% in 2008, 15% in 2009 and down to 10% in 2010. In addition, the government will provide some types of short-term transitional assistance to sugar farmers so they can determine whether keep growing sugar or exiting the industry.

CHAPTER 1:  INTRODUCTION

Trade related policy reform is an important issue for the future development of agriculture industries in Vietnam. For some time the central government has been committed to an overall policy objective of integrating domestic industries into the world market. The aim of the industry integration is to stimulate economic growth and development in order to attain a higher standard of living.

This commitment will require the development and implementation of policy reforms that will reduce protection and government support for industries that have been sheltered from global market conditions. These policy changes are linked to WTO accession negotiations and compliance with regional commitments under the ASEAN free trade agreement (AFTA). 

Policy reform will have important implications for the future development of the sugar industry. Reduced trade protection will expose the industry to the cyclical fluctuations in world market prices. It will create adjustment pressures for producers and the processing sector. The adjustment issues will be an important consideration in the development of the proposed policy actions for the global integration of the sugar industry.

Development of the Vietnam sugar industry

Vietnam is considered
 to have good potential to develop a competitive sugar industry. The South Central Coast and Mekong River Delta have climatic and soil conditions that are ideally suited to sugar cane production. Since the mid 1990s the Government of Vietnam (GOV) has made a substantial public sector investment to stimulate the development of the industry:

· in 1995 the central government implemented a five year industry development plan referred to as the One Million Tonnes of Sugar Program;

· a large number of sugar mills were built in various regions and there was a substantial increase in cane plantings during the life of the program.

Despite this investment Vietnam has faced difficulties in developing a competitive industry (CIE 2001). Fluctuations in world market prices and domestic developments such as drought, rural labour market adjustments and policy changes in other agricultural industries have affected the industry’s development. High levels of protection from tariff and non-tariff barriers have been maintained to support the industry:

· the industry is dispersed throughout the country;

· some regions have demonstrated a greater potential to develop a competitive industry.

In recent years it has become apparent the industry has been unable to fulfil the potential that was envisaged at the time the plan was established. The industry has experienced significant adjustment pressures and elements of the processing sector have become reliant on government support. The reduction or removal of trade protection is likely to exacerbate these adjustment pressures over the medium term.

The sugar industry is facing a period of structural change that will have important implications for a number of regional economies. Producers and mill workers will be affected by these changes. Producers will adjust cane plantings in response to changes in market returns and this could affect the economic viability of many sugar mills.

Policy reform in agriculture

Vietnam is currently making preparations to negotiate an accession agreement to join the WTO. The Government’s Five Year Plan for 2006-2010 has an overall objective to introduce policy reforms that will use competitive and undistorted market forces as the guiding force behind future industry development. In general the aim is to liberalise trade barriers by eliminating quantitative restrictions and reducing tariffs and to reduce government subsidies. This will facilitate the negotiations for the WTO accession agreement and generate longer term benefits for the country through higher living standards. 

Government policies that rely on undistorted market prices to guide economic activity are critical to creating a business environment that will generate higher levels of economic growth. Such policies promote competition and efficient markets. They also lead to an improved allocation of resources among the alternative activities that contribute to the economy.

Policies that rely on protection and government subsidies are generally not in the best interests of the industry or the wider economy. Support policies are discriminatory and can have unintended consequences. They provide financial assistance to a particular group in the economy and impose costs on others (Harris 2005).

The effect of this policy approach is to impose an explicit or implicit tax on other sectors of the economy. Consumers face higher prices for the supported product and other industries may face higher input costs. The community could also face higher taxes or reduced services to pay for the cost of the subsidies:

· taxation revenues are usually limited and the cost of industry subsidies can affect government spending in other areas of the economy.

Economic resources shift between alternative industries according to changes in relative returns. Policy interventions that artificially improve returns in a particular industry distort the distribution of the resources. They interfere with the price signals that determine resource allocations because the supported industry attracts extra resources that could earn a higher return in other industries:

· individuals responding to undistorted market prices and acting in their own self interest is the most efficient way of achieving resource adjustments in a dynamic economy. 

Market distortions and protection tend to constrain industrial growth and industry development. Policy reform is likely to cause some resources to leave the affected industries. However, it can also lead to changes that improve industry competitiveness. The reform can increase the incentive for producers and processors to make the changes that drive longer-term productivity gains.

Policy reform in the sugar industry

The structural changes that will flow from sugar policy reforms will be a major challenge for policy makers. There will be adjustment pressures that could lead to requests for new forms of industry assistance. It will be important to consider ways in which the government can facilitate the adjustment process without jeopardizing the benefits of the reform.

Other changes in the economy will also affect the future development of the sugar industry. Faster rates of economic growth are causing wages to rise strongly. Labour is shifting out of the agriculture sector to into non-farm activities. The process of labour migration is an inevitable and highly desirable aspect of economic development. It creates opportunities for income growth and increased demand for goods and services including products that make use of sugar as an input. 

Economic growth and labour migration also creates opportunities for resource adjustments in the agriculture sector. Rural incomes can rise if individual farms are supporting a smaller population base. Over time farmers become more responsive to pricing signals and the opportunity to grow different products. This type of change has been evident in the sugar industry in recent years.

In areas such as the South East region, farmers have been shifting from sugar cane growing to other high value crops, such as fruit trees. This demonstrates that sugar farmers are responsive to changes in relative returns and will adjust farm output to improve their financial position. Cane growing areas have declined in recent years even though cane prices have been increasing.

The adjustment issues facing the sugar industry are in part linked to the implementation of the One Million Tonnes of Sugar Program. This program was an attempt to foster a modernisation and industrialisation of Vietnam's poor rural areas. The aim of the program was to produce one million tons of sugar by 2000. Sugar mills and cane farms were developed all over the country without much attention to the economic viability and effectiveness of these investments. 

There is an extensive government involvement in the processing sector. Provincial governments have built and operated their own sugar mills as they were considered to be a pathway to rural development of impoverished regions. In addition, the central government believed that to encourage a rapid development of the sugar industry it would be necessary to protect domestic producers from international competition. 

The situation facing the sugar industry is an example of how attempts by policy makers to direct and support industry development can have unforeseen consequences. Even though the year 2000 production target was met, the industry has subsequently struggled to develop into an efficient, internationally competitive part of the rural economy. 

In most years market prices have exceeded the landed price of imports by a wide margin. When production began to exceed domestic demand the surplus output caused the domestic price of sugar to fall. The reduced profitability created adjustment pressures in the industry. A decline in plantings reduced mill throughput and the financial viability of many processing plants. 

The government policies also created a strong incentive for smuggling sugar from neighbouring countries. The incentive for smuggling was especially strong during the period of low world prices in the early 2000s. Consequently, despite being protected by trade barriers, the domestic sugar market was heavily supplied which had a depressing effect on industry returns. 

The economic performance of the sugar mills has been highly variable. Several mills have experienced financial difficulties and required government subsidies to remain operating. The future viability of these plants is highly uncertain. Many sugar mills, including those financed by foreign investment, have excess capacity and are concerned about the implications of policy reforms. Their financial situation has deteriorated over time as their losses have accumulated. 

Rural development and poverty issues

Many sugar mills and intensive sugarcane growing areas are concentrated in disadvantaged regions. The industry expansion has made a substantial contribution to poverty reduction in these regions over the last ten years.

More than half a million farmers earn a living from small scale plots of less than 1 ha and there are important rural poverty issues associated with changes in sugar returns. In some areas, the entire district is heavily dependent on the sugar industry for employment. In these districts, the sugar mill and its related industries are the major source of income and the socio-economic development of the local community.

Consequently, in recent years the government has implemented additional policies that provide financial assistance to the sugar industry. These policies include delayed debt repayments, debt restructuring, and compensation for changes in exchange rates and low interest loans. Despite this assistance the economic performance of many sugar mills has not improved. 

In 2004, the Prime Minister released Decision 24/2004/QD-TTg on financial measures to help the sugar mills overcome their difficulties. The government also set a target to restructure ownership of state-owned sugar mills by 2005. This decision requires all state-owned sugar mills to be equitized and either sold or leased to private sector operators. 

Industry adjustment to policy reform

Though well intentioned Vietnam’s sugar support policies have not helped to develop a globally competitive industry. They have also imposed significant costs on the wider economy. Domestic consumers are paying substantially more than the world price for sugar. This has affected the cost competitiveness of industries that use sugar as an input. 

The pressures for policy change are substantial. Trade related reforms will be introduced to meet Vietnam’s obligations under various international trade agreements. The design of the policy reforms and the way they are implemented are important issues. They will shape the way the sugar industry responds to the world market integration and its future contribution to the Vietnamese economy. 

Trade liberalisation will lead to lower domestic prices. This will lead to farm level adjustments that may cause the closure of several sugar mills. Farmers in areas where there is a mill closure will have to consider their options for switching into alternative products. 

Some policy makers are concerned about the implications of the adjustment decisions in the poor regions where there is a high concentration of sugar growing. Experiences with policy reform in other countries suggest these concerns are often overly pessimistic (Harris 2005). They are often based on a static perspective of farmer responses to a change in net returns:

· farmers are highly responsive to changes in market returns;

· they react like individuals and small businesses in other sectors of the economy;

· they will make rapid adjustments to improve their financial position.

However, much will depend on the way the policy reforms are implemented. Consideration should be given to the need for short term adjustment policies that will help farmers make the transition into alternative industries. Consequently, it will be important to assess the potential impact of the reforms and the nature of the regional adjustment that are likely to emerge. 

There may be a case for short term transitional policies to be implemented in conjunction with the reductions in industry support. Access to competitively priced input, higher yielding sugar varieties, adequate infrastructure support and new technology are some issues that may need to be investigated. The objective of any transitional policy measures is to encourage the industry to make the changes that will improve its competitive position. 

The objective of this report

The Ministry of Agriculture and Rural Development (MARD) requires policy advice on the impact of reform and the options for transition measures to facilitate the industry adjustment. The advice needs to be presented as a ‘roadmap’ for industry policy reform. It needs to specify the policy actions required to facilitate industry integration.

This report has been prepared to provide a roadmap for international integration of the sugar industry. The objective is to develop a set of policy proposals that will help the industry make the transition to the new market conditions. It will serve as a guideline for the Ministry’s actions in coming years as the industry adjusts to the reduction in support:

· the study was developed as an extension to the MARD project, Strengthening Capacity for Agriculture and Rural Development Sector for International Integration-SCARDSII, that was established in 2003;

· the project was developed under the Vietnam-Australia Capacity Building for Effective Governance (CEG) Facility;

· financial support has been provided by AusAID, the overseas aid agency of the Australian Government.  

The study has been designed to address several issues that were raised during a 2005 national workshop on the Overall Roadmap for the integration of the agricultural sector:

· how will the industry be affected by Vietnam’s WTO commitments to open its domestic markets under various scenarios?

· what should the central government do to assist the industry to address the adjustment issues that will emerge from the integration process?

· what is the timeframe of strategic actions by the government and relevant stakeholders to improve industry competitiveness? 

· what are specific responsibilities of the relevant departments in MARD regarding the industry integration?

The study will make use of an econometric model of the Vietnam sugar industry that was developed by the Centre for International Economics (CIE) of Australia. The model will provide a basis for quantifying the domestic implications of the trade policy reforms. The study will also investigate the transitional assistance measures that have been used by other countries in situations where reforms involving substantial reductions in support. The analysis should assist the Ministry to develop policy responses for future adjustment issues that could emerge in other industries. 

CHAPTER 2: COMPETITIVE PRESSURES ON THE SUGAR INDUSTRY

The international competitiveness of the Vietnam sugar industry is an important consideration in developing a policy proposal for industry integration. Previous government interventions have shaped the development of the industry. The efficiency of the processing sector and the physical performance of sugar farms will determine the industry’s ability to cope with integration in the world market. The alignment of the domestic sugar market with global trading conditions will increase the competitive pressures on the industry.

The government program for industry development

In 1995 the Government of Vietnam introduced the One Million Tonne Sugar Program (OMTSP) to encourage industrialisation in rural areas with high levels of poverty. It was the first major program in the Vietnamese Communist Party's policy of rural modernisation. The sugar industry was selected because it would involve two important aspects of economic development: 

· construction of sugar processing plants in rural areas to promote industrialisation; and 

· establishing sugar farms in remote areas to supply raw materials.

The overall objective of the program was to produce one million tonnes of sugar by the year 2000 in order to achieve self-sufficiency. Achieving this objective would encourage industrialisation of the rural economy, create employment and reduce poverty in rural areas. Many provincial governments expected the establishment of sugar mills would generate additional taxation revenue for their provincial budgets. A sugar mill was seen to be a symbol of progress in rural industrialisation and many provincial administrators were keen to finance the construction of government owned sugar mills.

A report prepared by the Ministry of Agriculture and Rural Development, Overview of Sugar Cane and Sugar Development to the Year 2000, was the basis for the development of the OMTSP. The aim was to establish an additional 200,000 hectares of sugar cane to supplement the existing 150,000 hectares of cultivation. This was expected to create employment for 200,000 households:

· it was an import-substitution policy that was expected to save an estimated US$350 million a year in sugar imports. 

The OMTSP was designed to give priority to developing a sugar industry in the poor areas of the Central Mountain region and the Mekong River Delta region. Sugar cane was a crop that could be grown in hilly areas and was suited to acidic soils. These areas were considered to unsuitable for the cultivation of other crops and there were high levels of rural poverty:

· this was the primary justification for advocating the OMTSP – it would raise farm incomes and reduce the level of rural poverty. 

An important principle of the program was to encourage the adoption of new technology that would facilitate the development of a low cost industry supplying a high quality product. The OMTSP recognised the importance of developing an internationally competitive industry. It advocated the establishment of concentrated sugar production areas within a 30 km radius of the processing facilities to minimise transport costs. It also recommended the introduction of new, high yielding sugar varieties.

While the program objectives were well intentioned there were conflicts and inconsistencies in what was trying to be achieved (CIE, 2001). The OMTSP specified the processing capacity of the sugar mills for particular areas. Mills able to process more than 2,000 tonnes a day were to be built in areas of concentrated production. Smaller capacity mills were to be built in other, less concentrated areas of production.

Experiences in other countries show that sugar industry competitiveness is linked to the efficiency of the processing sector. Economies of scale are a key factor in the cost competitiveness of sugar mills. Current industry performance shows that the OMTSP restrictions on new mill capacity have constrained the competitiveness of processing plants in some regions. The OMTSP has also led to the construction of mills in locations that do not have sufficient raw material supplies to sustain a regionally competitive industry:

· these competitiveness issues have become increasingly evident in recent years;

· they will be the primary cause of the adjustment pressures that will accompany the process of industry integration. 

In order to achieve the production targets of the OMTSP the central government introduced policies that would support industry returns. Since 1995 Vietnam’s sugar policies have involved two integrated components. Trade restrictions have been used to insulate the domestic industry from world market conditions and to stabilise domestic prices. In addition domestic support has been provided both directly and indirectly to cane growers and sugar mills.

Trade policy support for the sugar industry

When the program was implemented in 1997 sugar imports were completely banned. Sugar was placed on the list of sensitive products that were tightly control by the central government. The Ministry of Planning and Investment (MPI) in coordination with MARD and the Ministry of Trade (MOT) was responsible for managing market conditions by balancing supply and demand. Approvals for sugar imports were only provided if there was a supply shortage. 

In an attempt to begin a process of trade liberalisation the government introduced export-import management mechanisms for the 2001-2005 period. This decision was seen as a positive move towards reducing the short term market uncertainty in government trade policies. To a limited extent it made the trade regime more transparent as it covered a five year period rather than the annual determinations in the previous policy announcements: 

· the policy decision also included a requirement for non-tariff barriers to be abolished for imports of most agricultural commodities.  

The sugar industry was granted an exemption from a general decision to abolish non-tariff barriers for imports. Sugar imports were controlled by quantitative restrictions and a requirement to obtain an import license from the MOT. The process to obtain an import license was complicated and time consuming. Each application required approval from the Prime Minister and in principle, import licences were only granted for two reasons:

· re-export; and 

· for domestic sales in times of supply shortages. 

Over the 2001-2004 period imports were limited to a few enterprises for re-export purposes. In 2005 a substantial decline in production required imports of 57,000 tonnes of sugar. Further imports were expected towards the end of the year in order to off-set the supply shortage.

Tariffs are imposed on sugar imports and there have been frequent changes in the tariff rate over the past ten years. In 2003 the Ministry of Finance (MOF) released a new MFN tariff schedule. The applied tariff for raw sugar imports was set at 30% while the tariff for refined sugar was set at 40%. Under the current arrangements import tariffs are not the binding trade policy instrument:

· the import licensing requirements are the binding constraint;

· the tariff reduces the quota rents obtained by importers in periods when imports are required (eg 2005);

· the tariff revenue is retained by the central government.

The reported rationale for the trade restrictions is to manage trade with a view to ‘balancing the needs of producers and consumers’. But the real economic effect is to protect sugar producers and sugar mills from the effects of global market conditions. This is achieved at the expense of higher retail prices for consumers and higher costs of production for other industries that use sugar as an input. 

The trade policies were considered necessary if the industry was going to achieve the OMTSP production targets. Trade protection supported industry returns which in turn encouraged higher production. However, this was done at the expense of attracting resources away from other economic activities that could potentially make a greater contribution to higher living standards. This is why production targets and import replacement policies are poor forms of government intervention:

· they distort market conditions and do not generate benefits for the economy as a whole.

Vietnam's commitments to various trade agreements and accession requests by existing members of the WTO will require changes in the trade policies that protect the sugar industry. In the framework for the ASEAN Free Trade Area (AFTA) sugar has been included in a list of sensitive products. Consequently, Vietnam’s commitment under the Common Effective Preferential Tariff (CEPT) is to reduce the tariff on all sugar products to 5% or less by the year 2010:

· as this commitment applies to regional trade among ASEAN countries there is the potential for increased competition from Thai sugar.

In the WTO accession negotiations sugar is a commodity that will get special attention. Article 4 of the WTO Market Access Agreement on Agriculture states that members shall not maintain, or adopt any measures which have to be replaced by ordinary customs duties. This refers to non-tariff measures such as import quotas, import levies, minimum import prices and discretionary import licensing. At the very least this will mean the sugar import licensing arrangements will need to be abolished when Vietnam joins the WTO.
Domestic support for the sugar industry

In 1999-00 a number of sugar mills encountered financial difficulties due to declining prices and competition from illegal sugar imports. In response the Central Government implemented policies to assist the state-owned sugar mills. Financial support for sugar mills was provided in a number of ways:

· interest free working capital;

· reduced value added tax commitments;

· restructured loan terms; and

· compensation for the effect of exchange rate changes on equipment imports. 

In the 2000-01 the Government provided the sugar milling sector with 50 billion VND of working capital for purchasing raw material from cane growers. Around 30 billion VND was provided to the state-owned mills controlled by MARD and the remainder was provided to other sugar mills.

Sugar processing companies also obtained financial support to cover the cost of movements in the US dollar exchange rate on imported equipment. In the year 2000 around 75 billion VND was provided for this purpose. By the end of 2000 there were 19 companies facing higher costs from exchange rate movements. However, only 12 companies completed the procedures required by the MOF. The total amount of assistance provided for this purpose was 37.4 billion VND.

In the year 2000 the central government temporarily reduced the value-added tax (VAT) paid by state-owned mills by 50%. The VAT reduction was applied to all sugar products including by-products recovered in sugar processing. This assistance was applied retrospectively to help the sugar mills which had incurred losses in 1999. The VAT payable for that year was reduced by an amount equivalent to the financial loss by the mill but the assistance was capped at the total value of VAT payable. The taxation relief included a waiver on all VAT payable on products made from molasses and mud:

· by June 2001 26 companies had received assistance worth 131.7 billion VND. 

In 2004 the government decided to consolidate all financial support to sugar mills. This decision improved the transparency of the amount of assistance provided to the sugar mills. The policy decision also included provision for financial assistance to the foreign-owned and privatised mills for the first time. In implementing the decision the Government announced plans to restructure the ownership of all state-owned sugar mills by 2005.

Under the new financial support arrangements, sugar companies were categorised into three groups that would receive different types of assistance. Group 1 included 9 companies which were either joint-stock or foreign-owned enterprises. Group 2 included 32 state-owned mills that were nominated for restructured ownership. The remaining 3 mills were nominated for closure or relocation to other regions. 

The government provided financial assistance to the mills in Groups 1 and 2 to ensure their future survival. Assistance for the Group 1 mills included a decision to forgive all debts associated with unpaid VAT on sugar and processing by-products over the 2001-2003 period. It also provided for the restructuring of domestic loans with an interest rate subsidy equivalent to the difference between commercial rates and a nominated preferential interest rate.

Assistance for Group 2 companies also included an interest rate subsidy and loan restructuring. The interest subsidy was based on the difference between the interest rate charged on their commercial loans and the rate charged on loans from the Development Assistance Fund. Foreign currency loans for importing equipment and other investment purposes were converted into VND at exchange rates determined by the MOF and the borrowing period was redefined to a maximum of 45 years.

Group 2 companies obtained other forms of assistance. Interest costs on domestic loans and reinsurance fees for foreign currency loans were cancelled until December 2003. The MOF was instructed to settle these loans in accordance with the income tax law for credit organisations. The companies also gained some limited VAT relief with a waiver on the tax owing for the increase in VAT over the 2001-2003 period. 

MARD estimates indicate the total amount of government support paid to the sugar processing sector between January 2004 and September 2005 was 631,737 million VND. This is equivalent to around US$40 million. The allocation of the assistance includes:

· 198.2 million VND for unpaid VAT;

· 379.6 million VND for unpaid interest on bank loan; and 

· 54.0 million VND compensation for the effects of exchange rates changes on the cost of equipment imports.

Effective rate of industry protection

The extent of the competitive pressures facing the industry after global integration will depend on the nominal rate of protection at the time the policy changes are implemented. The import licensing arrangements have sheltered the domestic industry from global market developments. There is no alignment of the domestic sugar price with world market prices and the differential between these prices is a reasonable indicator of the rate of protection from imports:

· the rate of protection will vary according to fluctuations in the price of imported sugar landed in Vietnam and the domestic price of raw sugar;

· estimates based on the price of Thai sugar imports show the tariff equivalent effect of the trade policy arrangements was close to 40% in 2005.
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North

Central

South

Vietnam

Estimated price differential for 2002

Farm-gate price of cane

VND/kg

219

255

218

233

Factory price of cane

VND/kg

241

280

240

257

   - cane to sugar conversion

ratio

8.2

9.8

11.2

9.8

   - cost of cane in sugar equivalents

VND/kg

1 976

2 744

2 688

2 529

   - processing margin

VND/kg

2 748

1 942

1 806

2 105

Factory price of sugar

VND/kg

4 724

4 686

4 494

4 634

   - internal distribution costs

%

3.0

3.0

3.0

3.0

Wholesale market price of domestic sugar

VND/kg

4 866

4 826

4 629

4 773

Thai mill white export price

US$/t fob

195

195

195

195

   - transport margin (fob to cif)

%

15.0

10.0

5.0

10.0

Border price

US$/t cif

 224

 215

 205

 215

   - exchange rate

VND per US$

15 270

15 270

15 270

15 270

   - port handling charges

VND/kg

 50

 50

 50

 50

Landed border price

VND/kg

3 474

3 325

3 177

3 325

   - internal distribution costs

%

3.0

3.0

3.0

3.0

Wholesale market price of imported sugar

VND/kg

3 579

3 425

3 272

3 425

   - price differential (tariff equivalent)

%

36.0

40.9

41.5

39.3

Estimated price differential for 2005

Farm-gate price of cane

VND/kg

266

260

263

270

Factory price of cane

VND/kg

293

286

289

297

   - cane to sugar conversion

ratio

10.8

11.2

11.9

11.3

   - cost of cane in sugar equivalents

VND/kg

3 164

3 203

3 443

3 359

   - processing margin

VND/kg

2 564

2 600

2 602

2 591

Factory price of sugar

VND/kg

5 727

5 803

6 045

5 951

   - internal distribution costs

%

3.0

3.0

3.0

3.0

Wholesale market price of domestic sugar

VND/kg

5 899

5 977

6 226

6 129

Thai mill white export price

US$/t fob

244

244

244

244

   - transport margin (fob to cif)

%

15.0

10.0

5.0

10.0

Border price

US$/t cif

280.6

268.4

256.2

268.4

   - exchange rate

VND per US$

15 969

15 969

15 969

15 969

   - port handling charges

VND/kg

 50

 50

 50

 50

Landed border price

VND/kg

4 531

4 336

4 141

4 336

   - internal distribution costs

%

3.0

3.0

3.0

3.0

Wholesale market price of imported sugar

VND/kg

4 667

4 466

4 265

4 466

   - price differential (tariff equivalent)

%

26.4

33.8

46.0

37.2

Sources: CGE Survey 2005; MARD 2005.


Table 2: Domestic resource cost (DRC) and protection indices for sugar product

	Indicator
	North
	Central
	South
	Vietnam

	Domestic resource cost -DRC
	1.50
	1.58
	1.52
	1.53

	NPCO - Nominal protection coefficient for output 
	1.49
	1.45
	1.39
	1.44

	NPCI -Nominal protection coefficient for input
	1.03
	1.01
	1.01
	1.01

	EPC- effective protection coefficient
	1.56
	1.54
	1.47
	1.52


Source: calculation based on data from 30 factories in Vietnam in 2003 and field survey data

Table 2 provides an indicator the rate of assistance for the sugar industry in 2003. The domestic resource cost (DRC) of sugar in all regions in Vietnam was over 1.5. This suggests Vietnam has a low comparative advantage in sugar production. Industry assistance from the non-tariff barriers is reflected in the protection coefficient (NPCO) of 1.44. It shows the high rate of assistance for sugar producers and the processing sector. The effective protection coefficient (EPC) is 1.52. 

Domestic market conditions

Sugar consumption has increased rapidly over the past decade. Between 1995 and 2005 annual consumption growth has averaged almost 20%. This is a high growth rate in comparison to other countries
. The annual growth rate of global sugar consumption over the past 20 years has been around 2% (CIE, 2001). In Asia markets the annual growth rate was around 3.6%. 

The growth rate of sugar consumption has slowed in recent years. For the five years since 2000 of the growth in sugar consumption has averaged around 6% per year. This is more than double the growth rate of sugar consumption in other Asian countries.

The Vietnam sugar market has two segments – direct retail sales and sugar used in the food manufacturing and beverage industries. There is no reliable data on the size of each market segment. A 1999 survey by the French Development Agency (AFD) found that over 60% of sugar is directly consumed by households. This contrasts with the view of the Vietnam Sugar Association who believe only 40% of sugar is sold directly to consumers:

· the growth in consumption through processed foods and beverages has been higher than direct household consumption.

Chart 2.1: Sugar supply, consumption and price in Vietnam, 1995-2005
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The high level of protection ensures the domestic sugar price is considerably higher than the import parity price (see table 1). The average wholesale price was more than 50 % above the notional price of imported sugar
 during the 1994 – 1999 period (CIE 2003). In the period from 2000 to 2004, the gap between the world price and the domestic price has narrowed (chart 2.1).:

· to some extent illegal imported sugar has helped to keep the domestic price from rising too high in comparison with international prices.
In the year 2000 domestic sugar prices declined substantially. A production surplus, high sugar stocks and increased smuggling activities required the sugar mills to reduce their selling prices. At the start of 2001 prices recovered but by 2002 prices had declined again due to a supply and demand imbalance and continuing smuggling activities. In 2003 increased domestic production caused sugar prices to fall to their lowest level for some time. Prices recovered in 2004 and 2005 as improved world market conditions reduced the incentive for smuggling and there was no growth in domestic output.

Over the past five years there have been several attempts by the Central Government and the Vietnam Sugar Association to support domestic prices through ‘market directions’ to the sugar mills. For example, in 2001 the Government asked the sugar mills to stockpile some sugar during the three month peak production period. A further example in June 2003 involved some sugar mills in the south ceasing sugar sales for a period of time in order to support prices.

There were further interventions in 2004 and 2005 when sugar prices increased strongly. The Vietnam Sugar Association called for measures to limit the price rises. This request led to the importation of a significant quantity of sugar. In general these efforts to either support or reduce prices have not been successful:

· it demonstrates the difficulties of trying to manage market outcomes through policy interventions when domestic output is subject to significant seasonal variations;

· ‘market directions’ by government creates uncertainty for commercial investments;

· it has proven to be a failure as a policy instrument for supporting market prices in other countries.

Developments in world market prices

Sugar is one of the most distorted agricultural commodity markets in world trade. Access restrictions and high levels of support in the major developed markets have created major distortions in world trade. The protection in these markets limits the amount of sugar traded to a small number of price responsive markets. This means small changes in supply and demand can lead to substantial fluctuations in the world price from year to year. 

The adjustment to the instability in world prices is concentrated in the sugar industries of a small number of countries. Sugar producers in highly protected markets such as the EU and the United States are insulated from these price movements. They respond to artificially high prices which result in higher production and lower consumption by the food and beverage manufacturers in these markets. 

One of the unwanted consequences of the high protection is that surplus sugar production is sold onto the world market at highly subsidised prices. These subsidised exports have a  depressing effect on world prices. The instability in the world price has encouraged many countries to try to protect their domestic producers from world market conditions. 

Historically the world sugar price have been characterised by periodic sharp increases followed by periods of low or declining prices.  Over the past fifty years there have been three peaks in the world price. These price peaks occurred in 1963, 1974-75 and 1980.

In 1974 the world price for refined sugar reached a peak of more than US$1,600 per tonne. This was an unusually high price as the peak in other periods was closer to US$770 per tonne. After each price peak there was a decline in market returns. There have also been substantial troughs in world prices. For example, the world price for refined sugar reached a low of US$150 per tonne in 1985 (Chart 2.2).

Despite the fluctuations that have been evident in the world price there are some encouraging signs that the distortions in world trade are being reduced. Some developing countries have reformed their sugar support policies over the past two decades. At the same time the share of developing countries in global sugar consumption has increased due to population and income growth. This has led to greater price responsiveness by sugar producers and consumers on world markets. 

Chart 2.2: World prices fro refined sugar, US$/tonne
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The collapse of the former Soviet Union led to the abandonment of dedicated sugar imports from Cuba. This has increased the amount of world trade that occurs at market determined prices. While the major developed markets such as the EU, the US and Japan maintain high levels of protection there are restrictions on the amount of subsidised exports. The current round of WTO trade negotiations is likely to lead to an agreement to eliminate subsidised exports. These developments will help to improve world market conditions and moderate the fluctuation in world prices. 

CHAPTER 3: ECONOMIC PERFORMANCE OF THE SUGAR PRODUCING SECTOR

An assessment of the impact of sugar industry integration requires a good understanding of the economic performance of the producing sector. The current physical and financial performance of sugar farms will be a crucial factor in the ability of farmers to cope with pricing developments associated with integration in the world market. To obtain the necessary information a survey of selected farms was undertaken, which was referred in this report as the CEG survey. 

The survey involved farmer interviews in the northern, central and southern areas of sugar cane production. In each region, three sugar mills were selected to reflect differences in processing capacity – a large, medium and small scale plant. A random sample of 25 farmers supplying each of the plants was selected for interviews. The farms were selected to get an even distribution of low, medium and high income producers.

The total sample size of 225 farms included 75 farms in each region. The information obtained from the survey provided a reasonable indication of the current economic conditions facing sugar producers. This information has contributed to the preparation of the following assessment. It has also been supplemented with other information on the performance of the sugar producing sector.  

Trends in sugar cane production 

Following the launch of the One Million Tons of Sugar Program (OMTSP) in 1995 the area planted to sugar cane rapidly increased. By 1999 sugar cane plantings had reached 342,000 hectares (chart 3.1). This compares with 170,000 hectares in 1994, and represents an average annual increase of around 15 percent. Average yields improved from less than 40 tons per hectare in 1994 to 51.6 tons per hectare in the year 2000. The growth in yields and planting areas resulted in sugar cane production rising to 17.8 million tons in the 1999/2000 season. This was more than twice the level of production in 1994. 

Since that time, there has been some adjustment in the producing sector of industry. Total sugar cane areas have declined to around 280,000 ha in 2005. The downward trend in plantings was evident even during periods when the purchasing price of cane was rising. The higher prices of recent years have not prevented a gradual decline in plantings. This suggests that higher relative returns have encouraged some farmers to diversify into other agricultural products.  

The OMTSP encouraged the development of sugar cane production throughout Vietnam. Even regions with unfavourable growing conditions such as the Red River Delta and the northern mountain regions allocated thousands of hectares of land to sugar cane. In recent times, cane production, however, has become concentrated around three main regions – Thanh Hoa- Nghe An, Quang Ngai - Binh Dinh - Phu Yen - Khanh Hoa and Tay Ninh - Long An. The combined planting areas in these regions account for about half of the national sugar crop. 

Chart 3.1. Growth in sugar cane area and production, 1994-2005
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Household characteristics of sugar cane farms

Sugar cane is typically produced on small scale labour intensive farms without irrigation. In many areas, sugar cane is not the only crop grown. It is typically grown in conjunction with one or more other crops. Only in selected areas surrounding some large scale sugar mills, is sugar cane the dominant crop:

· most of the land used for sugar cane has growing conditions suitable for other crops;

· there are alternatives for sugar farmers that face adjustment pressures from industry integration.  

The lack of concentrated production areas suggests that returns from growing sugar cane may not be as favourable as the returns from other crops. In general, farmers are highly responsive to changes in the relative profitability of alternative crops. Despite higher returns in recent years, farmers have not responded with increased sugar cane plantings. This demonstrates the sugar industry is competing with other crops for farm level resources based on relative returns:

· the higher level of support provided to the sugar industry has not discouraged farmers from diversifying into other more profitable crops. 

The scarcity of specialised sugar cane areas results in higher average costs for transporting cane to the sugar mills. This reduces the average net return received by farmers. If farmers are individually responsible for transport costs those located some distance from the mill will receive a lower average return. Adjustment pressures from industry integration are likely to be greater for these farmers.  

The widely dispersed location of sugar cane production implies there are few physical constraints to an industry expansion. There is sufficient land and labour to support larger production areas. This supports the argument that industry growth has been constrained by its relative profitability with other crops.

The only other factor that may have constrained industry growth is managerial expertise. The education and training of farmers will affect their ability to achieve higher yields and productivity growth. According to the CEG survey, most farmers have graduated from secondary school. This would suggest that farm management capabilities have not been a big constraint on industry growth. This conclusion depends on the quality of government advisory programs in providing farmers with information on ways to improve farm performance. 

According to CEG survey there are considerable differences in the average size of sugar cane farms. Farms in Dong Nai had largest area of sugar cane with an average of 2.6 ha per household, In Gia Lai/Binh Dinh the average farm size was 2.4 ha and in Thanh Hoa about the average farm size was around 1 ha. In most other areas the average size of a sugar farm was much lower at around 0.3 to 0.4 ha per household. 

The CEG survey results also highlighted the labour intensive nature of sugar cane production. It appears that on most farms between 3 and 4 people per hectare are engaged in the cultivation, harvesting and handling of sugar cane. With around 300,000 hectares under cultivation this would suggest over a million people are involved in the producing sector of the sugar industry.

In contrast to the situation in areas such as the Red River Delta and the Northern Mountains, farm households in the areas surveyed have specialised in growing sugar cane. The contribution of sugar cane to household earnings is quite high. Sugar returns account for about 54%, 52% and over 60% of household incomes in the Gia Lai/Binh Dinh, Thanh Hoa and Dong Nai Provinces respectively. 

However, most of the households surveyed have to some extent diversified into other crops such as rice, peanut, cashew, cassava and other industrial crops. These farmers have been diversifying in order to increase their farm income. In many cases, livestock is also an important source of additional income. For example in Gia lay/Binh Dinh and Thanh Hoa livestock returns account 17% and 16% of household income respectively:

· the CEG survey results show that sugar farmers are not solely reliant on sugar returns and there are opportunities to diversify into other products in order to off-set the effects of industry integration. 

Productivity in sugar cane production

Yield improvements are an important indicator of industry performance and development. It can contribute to productivity growth if the increased output exceeds the amount of additional inputs used (eg fertiliser, irrigation, etc.). Sugar cane yields vary according to differences in physical growing conditions (i.e. land quality, weather), the degree of intensive farming and the education level of farmers. Average yields in Vietnam are currently around 50.8 t/ha. This is considerably lower than the yields achieved in other major sugar producing countries (chart 3.2):

· China, India and the Philippines –73 to 76 t/ha;

· Indonesia – 62.9 t/ha;

· Thailand – 69.5 t/ha;

· Australia – 93 t/ha; and 

· Brazil – 85 t/ha
.

Over the last five years average yields in Vietnam have been around 50-51 t/ha with some variation in different regions. For example, yields in Lam Son (Thanh Hoa) are 55.4 t/ha compared with 53 t/ha in Dong Nai and 50 t/ha in Gia Lai and Binh Dinh. Inferior cane varieties, a lack of irrigation, incorrect use of fertiliser and pesticides, small-scale production and poor harvesting techniques have contributed to the inferior yield performance in Vietnam.

Chart 3.2 – Sugar cane yields in selected countries (t/ha)
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There are significant regional differences in the industry’s performance in terms of sugar production yields. The Central region has an agronomic advantage in producing cane with higher sugar content. In the Southern region (eg the Mekong River Delta) the cane has lower sugar content but cane yields are significantly higher. The North of Vietnam, especially the Red River Delta and the Northern Mountain region appears to be at considerable disadvantage in terms of cane yields. 

Sunshine and topography in the Central region provides favourable growing conditions for sugar cane. Longer hours of sunshine and a more complete drying of soils before harvesting encourage higher sugar content in comparison with the South. Sugar cane is often grown in conjunction with irrigated rice in the Southern region which creates difficulties for drying off the cane. Moreover, the flat topography in areas such as the Mekong River Delta does not drain well which limits the amount of land suited to sugar cane production. These difficulties are off-set by the higher soil moisture conditions which tend to promote higher cane yields. 

In some areas of the Mekong River Delta cane yields can be as high as 80 t/ha (eg the Phung Hiep District of Hau Giang Province). This suggests there is room for yield improvements in concentrated growing areas in the South. CEG survey results for the Southern region strongly supports this view. Most farmers indicated their yields would improve substantially if they applied more fertiliser, adopted improved varieties of cane and used irrigated land.

Industry performance in comparison to overseas suppliers is also deficient in terms of the sugar content of cane. This is especially the case in the Mekong River Delta. In 2003-04 average sugar content at the national level reached a peak of 10 CCS (chart 3.3). Last season, average sugar content fell to its lowest level at 8.8 CCS. At this level of sugar content the industry’s sugar yield is only 4.5 t/ha. In most of the major producing countries average yields are around 7.5 t/ha and in Australia the yield is more than 12 t/ha:

· low sugar content increases the cost of sugar processing as the sugar mills have to crush more cane in order to get one tonne of sugar

Farmer returns for sugar cane 

Most farmers sell their sugar cane directly to a sugar mill. The CEG survey showed that 70% of the sugar cane produced in Binh Dinh/Gia Lai was sold directly to the mills. This compared with 97% in Dong Nai and more than 50% in Lam Son (Thanh Hoa). Some farmers use cooperatives to arrange the sale of their cane to the mills. The survey suggests around 25% of sugar cane was sold in this way:

· in general the cooperatives have a close relationship to the mills which in some cases extends to the payment of salaries to cooperative staff. 

Chart 3. 3 Trends in sugar cane productivity over the last five years
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Chart 3.4. Average sugar cane prices in 2005 (VND/kg)
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Source: 
CEG survey results

In remote areas, the sugar mills usually do not have enough trucks to transport sugar cane. This requires them have to buy the cane through assemblers. The CEG survey indicated the average distance from farm to mills ranged from 10 km in Dong Nai to about 20 km in Thanh Hoa and Gia Lai/Binh Dinh. In some cases, the distance travelled was as high as 50 to 60 km. Where long distances are involved the farmers have to transport their cane to the mill:

· in these situations the mill will generally subsidise the transportation cost with the amount of the subsidy varying according to the distanced travelled   

The price received by farmers varies according to the method of sale and there can be significant differences in the gross return to farmers (chart 3.4). The CEG survey indicates that farmers received a lower price if they sold their cane to an assembler. The ability of farmers to sell directly to a mill and receive a higher price is constrained by the high cost of investing in transportation services. In some parts of the Southern region (eg Can Tho, Soc Trang) transportation by boat requires the use of assemblers to move the cane to the factory:

· more than 90% of farmers in Thanh Hoa and Dong Nai sell their cane at the farm gate;

· about 37% of farmers in Gia Lai/ Binh Dinh transport their cane to the mill and receive a transportation subsidy.

Over the past five seasons, the price of sugar cane has steadily increased (chart 3.5). This reflects the higher price of sugar on the domestic market. Lower supples of sugar cane in recent years has also been the primary cause of the higher prices.  In order to moderate the rise in prices the Central Government has allowed some sugar imports.

Chart 3.5. Price of cane and Sugar cane areas, 2000-2005
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The cost and profitability of sugar cane production 

There are substantial regional differences in the average cost of sugar cane production. It reflects differences in growing conditions, seasonal production patterns, and the method of cultivation and farm management capabilities. In most regions the production cycle for upland sugar cane involves three seasons – a primary season and two secondary seasons. Farmers plant a fresh crop in the first year which can be harvested for three seasons. This means production costs are higher in the first year of the production cycle:

· chart 3.6 shows the current average annual production cost and profit earned by sugar cane growers in the surveyed areas. 

The CEG survey indicates the main cost items for sugar farmers is labour payments, fertiliser and planting costs in the first year of the production cycle. Planting costs account for 25-30% of total costs in the first year and 1-3% in subsequent years. Labour payments are the primary cost item: 

· in the Gia Lai/ Binh Dinh Provinces labour costs averaged over 3.8 million VND/ha, almost 50% of total production costs;

· in Lam Son (Thanh Hoa province) labour cost were just over 30% of total costs.

A major cost item for all sugar growers is fertiliser. The price of fertiliser has increased sharply in recent years. Over the 2000-2005 period, the price of urea increased by an average of 17.6% per year. As sugar cane prices increased by only 7% a year over the same period most growers elected to apply less fertiliser.

Chart 3.6 Production costs and the price of sugar cane in selected survey areas
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Source: CEG Survey, 2005

Despite the rise in fertiliser costs, the financial performance of sugar cane farmers has been reasonable over recent years. The CEG survey showed that annual net farm profit in 2005 ranged from about 2 million VND/ha in Thanh Hoa province to around 3 million VND per ha in Binh Dinh/Gia Lai. This suggests that sugar farmers are in a reasonably sound financial position and most should be able to manage the adjustment pressures from industry integration.

How sugar returns compare with those for alternative crops is difficult to assess due to the fluctuations in prices for other crops such as rice and cassava. Returns are likely to vary between regions. Some farmers have recognised their land and climate conditions are suitable for growing other crops that potentially offer higher returns. Industry adjustment is already occurring as the survey work discovered some farmers were already investigating their options for exiting sugar production in favour of other crops that may be suitable for their land. 

Chart 3.7 compares the profitability of sugar cane production over three seasons with the profitability of rice production in Lam Son. Profitability of sugar cane in the first and third seasons are marginally lower than that the profitability of rice production. However, the results show profitability was higher in the second season. 

While it is difficult to generalise about the relative profitability of sugar production, the available information suggests there are alternative land uses that will provide farm incomes broadly equivalent to the income from sugar. In general, the field visits for the CEG survey did not provide any evidence that sugar is an exceptionally profitable crop relative to other crops:

· recent developments support the view that farmers regularly assess their options and make rapid adjustments in order to maintain or improve their incomes. 
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Source: CEG Survey results

Over the past five years sugar cane production has gradually decreased despite a significant increase in prices. Some farmers have diversified into other crops and the survey results provide supporting evidence that this adjustment has occurred because of changes in relative returns. Adjustment pressures from industry integration are likely to accelerate the diversification of sugar cane land into alternative crops.

Sugar production and farmers' standard of living

The CEG survey work revealed that most of households considered their living standards had improved since they began growing sugar cane (see Chart 3.8). This view was especially strong in Gia Lai/Binh Dinh (94%), and Thanh Hoa (89%). The survey also found that a significant number of farm households believed their poverty rate had been reduced since they began growing sugar cane (see Chart 3.9):

· this is consistent with the view that the development of the sugar industry has helped to improve living standards in some rural areas;

· most households believed their income was higher or at least equal to other households;

· as their financial position improved many farmers have sought to examine alternative land use opportunities to further improve their household incomes.   

The households that were surveyed highlighted some problems associated with sugar production. Limited land, poor weather conditions, limited availability of capital were some of the major issues raised by farm households in Gia Lai/Binh Dinh. The latter two problems are also reported by growers in Thanh Hoa. By way of contrast, the issue of low/unstable price was cited as the main concern of households in Dong Nai. 

Chart 3.8 Family's view of living standards since growing sugar cane (% households)
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Source: CEG Survey results
Table 3.9 Farm households reporting to be poor before growing sugar cane 
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Source: CEG Survey results
Chart 3.10 Percentage of households intending to reduce sugar cane areas
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Most sugar farmers indicated there was strong competition for sugar cane land from other crops. A number of farmers were planning to reduce the area planted to sugar in favour of other crops (see Chart 3.10). The intention was strongest in Dong Nai Province with over 16% of respondents confirming they planned to change their cropping decisions. This compared with 9% of farmers in Gia Lai/ Binh Dinh and 6.3% in Thanh Hoa:

· households planning to reduce sugar cane plantings in Gia Lai/Binh Dinh intended to shift into maize or cassava;

·  in Dong Nai most households were planning to switch into cashew, cajuput tree, rubber, cassava or sweet potatoes.

CHAPTER 4: ECONOMIC PERFORMANCE OF THE SUGAR PROCESSING SECTOR

An assessment of the impact of sugar industry integration requires a good understanding of the economic performance of the processing sector. A significant number of sugar mills have faced financial difficulties in recent years. The Central Government has provided a range of assistance measures to ensure the mills remain financially viable. Integration will lead to changes in these assistance measures and structural adjustment in the sector.  

Capacity utilisation and financial performance will be key factors in the ability of sugar mills to remain competitive in the new market conditions. To obtain information on mill performance a CEG survey of selected mills was undertaken in conjunction with the survey of sugar farmers. The survey involved interviews with the managers of mills in each of the three producing regions – the northern, central and southern areas.

Three mills were selected in each region for a total sample size of 9 mills. The mills were selected to reflect differences in processing capacity – a large, medium and small scale plant. The survey information provided a reasonable indication of the current economic situation in the processing sector. This information has contributed to the preparation of the following assessment.  

The development of the sugar processing sector 

In the mid 1990’s the sugar processing sector was under developed. It primarily consisted of 10 small mills with a total crushing capacity of 10,300 t/day. Some government owned mills such as Lam Son, Quang Ngai, Hiep Hoa, Binh Duong, and La Nga operated with modern equipment and had a crushing capacity of 1,500-2,000 t/day, The remaining mills used outdated equipment and had a crushing capacity of less than 500 t/day.

The introduction of the One Million Tons of Sugar Program (OMTSP) in 1995 led to a rapid expansion of the processing sector.  The number of mills increased and by 2002-03 there were 44 mills with a total crushing capacity of 82,950 t/day. A number of large scale plants were built and the average crushing capacity increased to around 1,900 t/day per plant:

· in the 2002-03 season the mills crushed 11.5 million tonnes of cane to produce 1,056,188 tonnes of sugar. 

However, in recent years the sector has experienced some difficulties. A number of small scale plants went bankrupt. This included the Quang Binh sugar company (1,500 t/day), the Quang Nam sugar company (1,000 t/day), and the Binh Thuan sugar company (1,000 t/day). At the same time, some small mills merged with larger scale mills to improve their cost competitiveness. By 2004-05 the total number of sugar mills had declined to 38 plants spread throughout the three regions (chart 4.1). 
Chart 4.1: The change in mill numbers and sugar production, 1995-2005
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A further development in recent years has been the ‘equitisation’ of several government owned mills. This process has allowed the mills to adopt an independent approach to managing their financial situation. However, this change has not overcome the challenges of developing a financially viable mill in the current market environment. The pressures for change will become more acute after the industry is integrated into the world market.   

There have been significant changes in average scale of the sugar processing plants since the OMTSP was introduced. The average capacity has increased from 1,086 t/day in 1995-96 to 2,022 t/day in 2004/05 season (table 4.1). This reflects the structural adjustment that has been occurring in the sector in response to reduced plantings and the high cost structures for small scale plants. 

While the industry has more large scale plants, the average crushing capacity is well below the scale of operations in other countries. Sugar mills in Vietnam are much smaller scale operations in comparison to the mills operating in Thailand, China, and Australia. It is worth noting that China has been through an adjustment process that involved the elimination of small scale plants with a capacity of less than 2,000 t/day.

One of the issues contributing to the financial problems of the sugar mills is capacity utilisation. In many cases, there is insufficient raw material to fully utilise the crushing capacity even for small scale mills. For example, in 2004-05 only 17 factories were supplied with sufficient sugar cane to fully utilise their available capacity. For the remaining mills the under-utilisation of capacity results in higher per unit operating costs:

· in the absence of public subsidies a higher cost structure will mean lower prices for the farmers that supply the mill;

Table 4.1: The crushing capacity of Vietnam’s sugar mills, 1994-2005

	Year
	New factories
	Expanded factories
	Total number
	Total capacity tonnes/day
	Average factory capacity 

tonnes/day

	1994/95
	 
	5
	12
	12,700
	1,058

	1995/96
	2
	 
	14
	15,200
	1,086

	1996/97
	10
	 
	24
	32,600
	1,358

	1997/98
	11
	 
	35
	51,800
	1,480

	1998/99
	6
	1
	41
	69,050
	1,684

	1999/00
	2
	1
	43
	74,050
	1,722

	2000/01
	1
	1
	40
	68,050
	1,701

	2001/02
	 
	3
	42
	80,850
	1,925

	2002/03
	 
	2
	44
	82,950
	1,885

	2003/04
	 
	 
	42
	82,350
	1,961

	2004/05
	 
	 
	38
	76,850
	2,022


Source: MARD

· the lower returns are an incentive for farmers to diversify into more profitable crops which can further reduce the supply of cane to the sugar mill.

Sugar mills are an important source of employment in rural areas. Industry expansion under the OMTSP created new employment opportunities for some rural households. In 2004-05 more than 30,000 people were employed in sugar mills across the country (chart 4.2). In addition over 1 million labourers are engaged in sugar cane production.

Concerns are often raised about the loss of jobs from the closure of a sugar mill or labour rationalisation to improve cost competitiveness. These concerns are not a sufficient reason for providing public subsidies to ensure the mill remains operating. It is a highly inefficient way of addressing the social issues associated with rural unemployment:

· direct assistance to displaced workers for job search activities is the best form of government support;

· an alternative approach is to create transitional employment opportunities with short term public works programs.

Sugar processing costs

The CEG survey results indicate the average mill cost for processing sugar is about 5,770 VND/kg. However, there are significant differences between government and privately owned mills. Sugar processed by state owned mills cost 5,919 VND/kg, compared to 5,763 VND/kg at the ‘equitised’ mills and 5,650 VND/kg at the foreign owned mills.     

Chart 4.2: Mill worker and farm labourers in the sugar sector, 2004-05
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Chart 4.3: Sugar sale price and average processing costs, 2004-05 
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Sources: CEG survey,  MARD

The survey results also showed significant differences in the average price received by the mills from selling processed sugar in the domestic market. In 2004-05 the foreign owned mills received a higher average price of 6,625 VND/kg. Government owned mills received the lowest average price of 6,300 VND/kg. This could reflect the seasonality of sugar production and differences in the timing of sales. 

Raw sugar cane is the largest component of mill processing costs (chart 4.4). In 2004-05 it accounted for about 53% of total costs. Labour costs are also a significant cost item accounting for around 12 % of total costs. Asset depreciation contributed around 10% of total costs. This was partly attributed to the under utilisation of plant capacity which is a major issue for many sugar mills. 
Processing cost structures are similar for all type of mills. The cost of raw sugar cane accounted for 52.3%, 52.4% and 50.9% of total costs at the equitised, government and foreign owned mills respectively. Labour costs were about 11% of total costs at the equitised and state mills. At the foreign owned mills labour was a slightly higher cost item accounting for 14.2% of total costs.

The only significant difference in cost structures involved interest payments. For the Vietnamese government owned and equitised mills interest costs represented just over 9% of total costs (chart 4.5). For the foreign owned mills interest costs was just over 2%. This could reflect the ability of foreign owned mills to use capital made available by the parent company which reduced the need for borrowings in Vietnam. 

Chart 4.4: Components of sugar processing cost, 2004-05
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Chart 4.5: Structure of sugar processing costs at different mills, 2004-05 (%)
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Processing costs have increased in Vietnam in recent years (chart 4.6). The average cost of processing in 2004-05 was around 5,700 VND per kg, 400 VND higher than in 2002-03. The higher costs reflected higher sugar cane prices as well as cost increases for wages, electricity.   

Economies of scale are a critical factor in the cost competitiveness of individual mills. Processing costs are lower for plants with large scale processing facilities The CEG survey results showed that processing costs for large scale mills with a crushing capacity of more than 2,000 tonnes per day was 5,300 VND/kg. This average cost is around 250 VND per kg lower than that cost of processing at small scale plants.  

Sugar processing costs in Vietnam are relatively high in comparison to other countries, especially leading sugar exporters such as Australia, Brazil and Thailand. Processing costs are lowest in Australia at US$200/t (chart 4.7). Brazil and Thailand also have lower costs of processing at US$205/t and US$240/t respectively. China’s processing costs are also lower at US$269/t. 

In recent years many sugar mills have suffered financial losses as processing cost were higher than the domestic price received for processed sugar. For example, in 2001-02 the total loss for all sugar mills was around VND 400 billion (table 4.2). About 70% of these losses occurred in domestically owned mills. The equitized mills reported cumulative losses of over 100 billion VND. While the government owned mills reported substantial losses. By the end of 2001-02 a number of mills were facing the threat of bankruptcy.

Chart 4.6: Sugar processing costs for different scale operations (VND/kg)
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Chart 4.7: Sugar processing costs of selected countries (US$/t)

[image: image20.emf]0

100

200

300

400

500

600

700

ChinaThailandBrazil

EU

Australia

India

Large factoriesMedium Small fac.

Vietnam 

 Nam


Source: Oxfam, 2003.
Table 4.2: Financial performance of sugar mills in 2001-02

	Enterprises
	Total revenue from sugar in 2002 

(mil VND)
	Total processing costs in 2002 

(mil VND)
	Profit/ loss 

(mil VND)
	Cumulative loss

31/12/02 (mil VND)

	Total
	2,409,660
	2,833,878
	-424,218
	-2,042,124

	      Central enterprises
	794,019
	933,355
	-139,336
	-821,898

	      Local enterprises
	805,890
	1,098,602
	-292,712
	-1,110,484

	Equitized enterprises
	809,751
	801,921
	7,830
	-109,742


Source: Company reports.

Since 2002-03 there has been a steady increase in sugar prices from approximately 4,700 VND/kg to just over 6,500 VND/kg in 2004/05 (chart 4.8).  The higher returns have improved the financial position of all sugar mills. In 2005, total sugar sales reached 5,000 billion VND which a profit of 146 billion VND (table 4.3). 

The improved financial performance of the sugar mills was partly due to changes in Government policy. Market prices for sugar were allowed to adjust to reflect the supply and demand conditions. A further reason for the improved financial situation was the closure of some mills that were uncompetitive. A number of mills with high cost structures and poor financial performance went bankrupt and exited the industry:

· this shows that structural adjustment in sugar processing sector has commenced;

· it  has helped to reduce the overall losses for processing sector.

Despite this adjustment the processing sector continues to face issues of competitiveness. In general economies of scale across the sector are limited by the crushing capacity of many plants. This results in a relatively high cost structure which flows through to lower returns for farmers. Further adjustment will need to occur in order to improve the cost competitiveness of the industry.

An important issue for the efficiency of the processing sector is the ability to source cane from a variety of production areas. Competition for cane between the mills ensures sugar farmers will maximise their returns. Mills with superior cost competitiveness must be allowed to purchase cane from areas beyond their immediate vicinity. The pressures of competition will encourage mills to become more efficient and cost competitive:

· some further structural adjustment is likely to occur after the policy of industry integration is implemented;

· a continuation of public subsidies to high cost, inefficient mills will lead to distortions in the way the adjustment occurs;

· the development of a globally competitive processing sector requires a shift to more efficient larger scale plant – a level playing field is essential.

Chart 4.8: Trends in factory-gate sugar prices, 2000-2005 (‘000 VND/tonne)
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Table 4.3: The profitability of sugar processing companies in 2004-05

	Type of factories
	Sugar Revenue 

(mil VND)
	Profit from sugar business 

(mil VND)

	Total
	5,000,000
	146,496

	Central factories
	200,000
	35,000

	Local factories
	1,495,200
	40,000

	Equalized factories
	1,876,800
	41,496

	Foreign factories
	1,428,000
	30,000


Source: Factory reports to MARD

Sugar cane yields are a source of concern for the industry. Currently average yields of 50 t/ha are much lower than the yields achieved in other countries. The lower yields mean most sugar mills require larger areas of cane to fully utilise their crushing capacity. With farmers increasingly diversifying into other crops this means the mill has to obtain raw material supplies from farms located some distance from the mill.

A further issue affecting competitiveness is the low quality of the sugar cane produced in Vietnam. The low sugar content requires all mills to crush more cane to obtain a tonne of raw sugar. This leads to higher processing costs in comparison to other sugar producing countries. Yield improvements in terms of sugar content would improve the efficiency and cost competitiveness of the processing sector after integrating in the world market.

CHAPTER 5: THE IMPACT OF POLICY REFORM ON THE VIETNAM SUGAR INDUSTRY

The impact of integrating the Vietnam sugar industry in the world market is an important consideration in developing proposals for the required policy changes.  Longer term economic benefits can be achieved if the industry is placed on a pathway to improved competitiveness. The only way to successfully achieve this outcome is to use market signals from the global market place to guide the process of adjustment. 

The industry needs to be exposed to world market prices and required to adapt to progressive, rapid reductions in trade protection. The economic costs of structural adjustment will be minimised if the industry is well informed about the consequences of integration and receive undistorted price signals from the world market. Overseas experiences have continually shown that government guidance or interference in the adjustment process is not the way to proceed:

· attempts to delay, avoid or direct the adjustment will be ultimately unsuccessful and potentially exacerbate the economic problems facing the industry;

· the current difficulties were brought about by policy responses to the aims of the OMTSP and demonstrate the consequences for inappropriate market interventions.

Exposing the industry to world market prices will change the domestic market conditions facing producers and the sugar mills. It will increase the competitive pressures on the industry and lead to adjustments in resource use. The impact on different sectors of the industry is an important consideration in developing a policy proposal for integration. To assess the impact a quantitative analysis of industry policy reform has been prepared.

The analysis will make use of an econometric model of the Vietnam sugar industry that was developed by the Centre for International Economics (CIE) of Australia. Model simulation results will provide a basis for quantifying the domestic implications of world market integration. The analysis does not examine the annual implications for implementing a specific integration policy. Instead it looks at the medium term consequences of selected policy changes:

· it will help policy makers understand the consequences for future industry development. 

An overview of the simulation analysis

The simulation analysis presented in this report was prepared by the Centre for International Economics. It updates a previous CIE report on the Vietnam sugar industry (CIE 2001). The analysis attempts to quantify the adjustment pressures facing the sugar industry as it strives for international competitiveness in response to integration. 

The key policy variables current used to deliver assistance to the sugar sector are:

· the prevailing tariff rate on raw and refined sugar and mill whites; and

· the size and coverage of subsidies provided to mills.

There are various international and domestic pressures to reduce the assistance provided by each market intervention. Import licensing controls will need to be removed. Entry into AFTA and integration into the global market will certainly put pressure on sugar tariffs in the foreseeable future. In addition, there is pressure from parts of government to reduce the financial outlays that are paid as mill subsidies.

The starting point for the analysis is an economic value-chain model of the Vietnam sugar. The main economic dimensions of the model have been previously published (CIE 2001). Key features such as regional definitions, commodity representations and the technical specifications of the model have been set out in some detail.

A key task for this analysis was to update the database underlying this economic model in terms of quantities, prices and values. The objective was to incorporate as far as possible the most recent data available for 2004-05. Some information was provided by MARD and the CEG survey activities reported in the previous chapters also contributed to the database update:

· the most significant change from the 2001 study was that the classification of regions, as defined by mill regions, was redefined. 

In the 1999-00 model representation there were 44 sugar mills operating. Closures have now seen this number fall to 38 mills. The northern region was previously defined by six relatively small mills that were heavily supported by government subsidies. The model classification used for this study has resulted in six mills from the Central region being added to the Northern region. Two of these mills were relatively large operations with a crushing capacity of 6 000 tonnes per day.

Geographically this redefinition is sensible due to their close proximity to the other mills in the Northern region It is anticipated that this will have minimal impact on the results due to the configuration of mill areas by size. However, it will mean the results from this analysis are not comparable with the previous study.

The key inputs into the data update process were:

· mill data on cane purchases and sugar production by factory operating in 2005 as well as capacity (tonnes of cane per day) and average sugar prices received;

· broad information of cane areas and yields for Vietnam as a whole;

· farm and factor gate prices received for commodities – the reliability of some of these prices is questionable;

· estimates of sugar imports which appears to be only official imports and do not account for smuggling; and

· detailed value chain data for sugar used in the nominal rates of protection calculation.

Since 1999-00 there has been considerable adjustment in the sugar industry. Sugar production has increased from 746,000 tonnes to 901,000 tonnes while cropping areas declined from 351,000 hectares to 280,000 hectares. The decline in cropping areas reflects the closure of some small mill areas. Higher production was made possible by the diversion of cane from traditional uses (i.e. chewing, handicraft cane) to the milling sector – probably a response to changing relative prices. 

The simulation analysis

To assess the adjustment pressures of world market integration on the sugar industry the model was used to simulate four alternative policy experiments:

· a reduction in the tariff from 40% to 15% with no change in the value of government subsidies for the mill sector and no new forms of assistance for farmers – the tariff only scenario;

· the elimination of all mill subsidies with no change in the 40% tariff rate and no new forms of assistance for farmers – the mill subsidies only scenario;

· a reduction in the tariff rate to 15 %, the elimination of all mill subsidies and no new forms of assistance for farmers – the likely trade outcome scenario; and 

· complete trade liberalisation with the elimination of import tariffs, the elimination of all mill subsidies and no new forms of assistance for farmers – the free trade scenario which implies the domestic market price falls to the landed world price.

Each scenario was compared against a baseline of no change in the current policy settings. The baseline was developed as a reference point based on current (2005) market conditions – the 2010 baseline. The approach that was used is that each simulation shows the medium-term (5th year) market outcomes for different policy settings. This means the results of the alternative scenarios show the effect of fully imposing the different policy reforms in 2005 and observing the market outcomes after 5 years (i.e. 2010). 

It is important to note that this approach provides a comparative static result. It does not provide an assessment of the effects of a phased annual change in policy. In other words nothing has been assumed about a potential policy transition path between 2005 and 2010. Therefore the results will have limited value in terms of assessing the adjustment path from policy changes that could be progressively implemented over this period.

Key assumptions in the baseline simulation 

The 2010 baseline simulation required assumptions about the growth in sugar demand and supply during the 5 year period to 2010. Key assumptions for internal market conditions were: 

· population growth of 2.2% a year;

· annual income growth of 7% a year; 

· total factor productivity at the farm level of 2% per year; and 

· total factor productivity at 1% per year.

As sugar consumption is proportional to income growth the total demand for sugar increases by more than 40% by 2010. With limited scope for productivity improvements throughout the sugar value chain, this would increase the pressure for imports to fill the consumption gap:

· if imports were restricted domestic prices would rise;

· depending on developments in world sugar markets and exchange rate movements the prevailing price gap could widen.

Further assumptions were required to develop the 2010 baseline simulation. It was assumed import licences were freely available to any commercial entity who wished to import sugar. This is a reasonable assumption as the removal of import licensing requirements is an expected condition of Vietnam’s WTO accession agreement.  

Other key assumptions to develop a picture of the industry in the 5th year include:

· the landed world price of sugar and the VND-US$ exchange rate was unchanged from current (2005) levels;

· the import tariff was held constant at 40%; and

· mill subsidy payments were adjusted to remain a constant proportion of total revenue.

The tariff rate

The tariff rate of raw and refined sugar and mill whites is an important parameter. Estimates of the current rate of protection presented in chapter 2 imply a tariff of around 40% would match the world price gap for raw sugar. In modelling terms, the tariff rate accounts for the duty on official imports as well as any other factors that can affect the world price gap. Thus the effective tariff rate could include the effect of quantitative restrictions and illegal imports:

· smuggling could lead to an effective tariff rate that is lower than the official tariff rate – the so-called ‘water in the tariff’.

In developing a database for the 2010 baseline simulation the impact of smuggling was assumed to be negligible. This is because the estimated nominal rate of protection is close to the official tariff rate of 40%. In other words the landed price of Thai mill whites (tariff included) is broadly equivalent to the price of domestically produced sugar.

For 2005 total imports of raw sugar were recorded in the database at 43kt, around 4 per cent of total consumption. This was mainly raw sugar imported from Thailand and it was a surprising result. It would be more likely that mill whites would be imported or smuggled from Thailand.

Domestic assistance

There is currently no direct assistance provided to sugar producers in terms of price support or supplementary income payments. A domestic support rate of 10% was proposed as an assumption to accompany the proposed changes in trade policy (i.e. tariff cuts). It is not clear what form this assistance would take but it implies some form of long-term support which is not transitional assistance. In this analysis no such direct assistance has been included in the development of the model simulations.

Government assistance for the mill sector

Mill subsidies are another important policy measure. However, no data was made available to update the extent to which mills of varying sizes are subsidised by the Central Government. This required some assumptions to revise the level of support from the analysis prepared in 2000.

Table 5.1  Key assumptions concerning mill subsidies

	Mill size and region
	Subsidy as % of total revenue
	Subsidy outlay

	
	%
	Million Dong

	Small mills – North
	28
	77953

	Small mills – Central
	40
	139528

	Small mills – South
	20
	41376

	All regions
	31
	258857


Source: CIE calculations.

In the past subsidies to the mill sector have been provided in both direct and indirect forms. Most of the support either was provided as direct grants, reduced interest costs on borrowings or reduced taxation remittances. For a more accurate picture of the effect of removing mill subsidies the database update required new estimates of the total value of support for individual mills. This would allow the support to be aggregated up to accord with the new regional definitions. 

Table 5.1 presents the key assumptions used to develop mill subsidy data for the 2010 baseline simulation. The assumptions were based on the 1999-00 estimates developed for the earlier study of the Vietnam sugar industry (CIE 2001). These estimates were scaled to account for the closure of some mill areas. Total payments to the mills in 2005 were estimated to be around VND 300 billion (US$16 million):

· simulation results are contingent on the assumed value and allocation of these subsidies;

· the CIE analysis in 2001 showed that most of the assistance was targeted at small scale mills – this focus was also used in this analysis as no data updates were provided.

Treatment of the world price

The proposed policy changes will mean that prices in the Vietnam sugar market are determined by the tariff adjusted landed price of imports. All simulations incorporate a highly restrictive assumption that world prices remain unchanged. It is important to note that the effects of the policy reform cannot be accurately assessed because the world sugar price will fluctuate over the 5 year time horizon. The potential impact of alternative developments in the world price is best handled through a sensitivity analysis of simulation results.

Model simulation results 

Results for each of the policy simulation experiments are summarised in table 5.2. It shows data used for the base year of 2005 and model outcomes for the 2010 baseline simulation. By 2010 sugar consumption is projected to increase by 481,000 tonnes or 40%. In contrast, production of sugar increases by only 100,000 tonnes or 8.6%. The output growth is due to higher farm productivity and the diversion of cane away from traditional chewing and handicraft uses:

· this suggests additional imports of 382,000 tonnes are required to fill the shortfall.
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Source: CIE simulations from Vietnam sugar model.
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The impact of the alternative policy settings are summarised in table 5.3. It shows the change from the 2010 baseline simulation. The tariff only scenario involves reducing the tariff to 15% while holding the value of mill subsidies constant in nominal terms. It shows a significant impact for both sectors of the value chain – producers and sugar mills. 

Lower farm gate returns causes sugar production to decline by 21% and some cane is diverted back to traditional uses. Sugar consumption rises by 15% as the mill white price falls by 18%. Imports rise by 123% to 945,000 tonnes:

· there are substantial benefits for retail and industrial consumers of sugar;

· total farm income for the cane growing sector declines by 27% which in part reflects a reduction in planting areas as some farmers diversify into more profitable crops.
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Simulation scenarios:


In the second scenario (mill subsidies only) all mill subsidies are eliminated but the import tariff is left unchanged. In the first instance higher costs for the mills that lose subsidy payments are passed back to farmers through lower cane prices. Some small scale mills cease operating and sugar production in those districts is substantially reduced. The cane produced in these districts is diverted into traditional uses or transported to other mills in neighbouring areas:

· under this scenario the structural adjustment is concentrated in areas with small scale mills that are heavily dependant on government subsidies;

· the mill closures are small scale operations in all three regions as the 2010 baseline simulation assumed government subsides remain targeted at small scale plants;

· mills that receive more cane from surrounding areas improve their cost competitiveness because of the increased utilisation of plant capacity. 

Overall the removal of mill subsidies causes sugar production to fall by 12% or 148,000 tonnes. This requires a corresponding amount of sugar to be imported to off-set the decline in domestic output. There is little change in the domestic price of mill white sugar which is determined by the world price of sugar adjusted for the unchanged tariff rate:

· there are no direct benefits for sugar consumers but there are gains for the general community as the government has higher revenues available for other uses;

· total farm income for the cane growing sector declines by 14% which reflects a lower farm gate price and reduced planting areas as farmers diversify into other crops.

The likely trade outcome scenario combines the policy changes in the two previous simulations. The tariff is reduced to 15% and all mill subsidies are eliminated. Under this scenario there is a significant decline in farm gate prices and the mill white price falls by 17%. Sugar production declines by 33% or 420,000 tonnes. Some small scale mills cease operation because of the loss of the government subsidies and farmers diversify into other crops:

· the size of the price fall is the same as the tariff only scenario because the wholesale market price is determined by the same tariff adjusted world price in both cases;

· there is a bigger impact on farm output because of the larger fall in farm gate prices caused by the loss of mill subsidies. 

The large decline in domestic output leads to higher imports. The simulation suggests imports would be 678,000 tonnes higher than the level of trade in the 2010 baseline. This scenario generates substantial direct benefits for sugar consumers as well as community gains in the form of higher government revenues:

· total farm income for the cane growing sector declines by 37% which reflects lower price and reduced plantings as farmers diversify into other crops;

· the structural adjustment pressures will be concentrated in districts serviced by small scale plants that are heavily dependant on mill subsidies from the government.

The free trade scenario provides a benchmark for the effects of complete trade liberalisation. Import tariffs on all sugar products are reduced to zero and all mill subsidies are eliminated. Under this scenario the mill white price falls by 28% and sugar production declines by almost 50%. This demonstrates the impact of the overnight removal of all forms of industry assistance:

The sudden removal of all forms of assistance would be a major shock for industry participants. However, with adequate warning and appropriate transitional assistance the industry adjustment process could be managed to soften the extreme impacts that are evident in this scenario. The simulation was presented to demonstrate the size of the potential benefits for the wider economy from the removal of industry protection.

Structural adjustment pressures from policy reform

An important consideration in implementing these types of reforms is to identify the regions or districts that would be affected the most. If industry integration involved the adoption of tariff based import protection all producers would be affected by a subsequent reduction in tariff rates. The removal of mill subsidies will generate stronger adjustment pressures in areas serviced by small scale mills that are heavily dependant on the government assistance.

The simulation results indicate the adjustment pressures from the removal of mill subsidies will be evident in all three regions. This reflects the regional definitions in the model. There are small scale mills located in the northern, central and southern sugar growing regions. A more precise assessment of the regional structural adjustment pressures could be obtained if more recent estimates of individual mill subsidies were available:

· the simulation results are conditional on the level and distribution of government subsidies to individual mills;

· sugar growing districts serviced by mills with a heavy dependence on the subsidies will face the greatest adjustment pressures from industry integration in the world sugar market.

Chapter 6: Adjustment Assistance FOR POLICY REFORM – SOME OVERSEAS DEVELOPMENTS 
Integration of the Vietnam sugar industry in the global market will involve a trade related policy reform that will expose the industry world market prices. The industry has been insulated from fluctuations in world prices for a considerable period of time. Import access has been controlled by licence restrictions and a substantial price differential has developed between domestic and world market prices.

Trade liberalisation for highly protected industries can create structural adjustment pressures in the domestic market. World market integration could lead to adjustments in the producing and processing sectors of the Vietnam sugar industry. This will depend on the extent of the reform measures and world prices at the time the reforms are implemented. 

Throughout the world agricultural trade liberalisation is often resisted on the grounds of the cost of adjustment for farmers. It leads to requests to abandon or delay the reform or requests for some other form industry assistance. In some countries Governments have responded to these concerns by providing transitional assistance measures to help farmers adjust to the new market conditions. 

As adjustment pressures are likely to emerge from sugar industry integration it is worthwhile examining the policy responses that have been used in other countries in similar circumstances. It is also important to consider the economic principles behind the development of transitional assistance policies. New forms of market intervention can create distortions which affect the industry adjustment response.

Policy reform and current world market conditions

The timing of a trade related policy reform is an important consideration for the industry’s ability to cope with the adjustment pressures that flow from the change in market conditions. The current global market conditions provide an ideal opportunity for implementing sugar reforms in Vietnam. World prices have recovered strongly from the low returns of recent years:

· the world price of raw sugar was 11.3 USc/lb in 2005, the highest price for some time;

· world prices averaged around 8.3 USc/lb over the 2000-2004 period. 

The price recovery will soften the impact of a rapid decline in protection. Domestic prices in Vietnam have strengthened in recent years but in 2005 the world price gap was estimated to be around 40%. The short term outlook is promising and world prices could strengthen further in 2006. In future years market returns will benefit from EU sugar policy reforms:

· the WTO has ruled the EU must reduce its subsidised exports by May 2006;

· the EU has announced domestic policy reforms that will reduce support prices by 36% over a four period – it is expected to lead to a 20% decline in sugar production.

While future price levels are difficult to predict these developments will be an important positive factor in global market conditions. If the current high prices persist it will encourage a supply response in the major export supplying countries and world prices will weaken over the medium term. However, the production delays in sugar supply response could provide a short term window of opportunity to implement sugar reforms in Vietnam.

Support policies in world sugar markets

The impact of policy reform can lead to consequences that may be addressed by the provision of short term adjustment assistance. Before reviewing the use of adjustment assistance in other countries it is important to distinguish between the different types of policy interventions that are used to assist farmers. 

Policies that provide long term support do not facilitate change and should not be viewed as transitional assistance. There is widespread use of support policies in world sugar markets and it is worthwhile examining the nature of these market interventions. It will provide information on the policy responses that should not be used to manage the effects of industry integration.

Sugar is one of the most highly distorted agricultural commodity markets in world trade. There is a long history of import protection and high support levels in many countries. Support levels are highest in the northern hemisphere countries that grow sugar beet because production costs are nearly twice as high as the cost of producing cane sugar. One of the consequences of high support levels is surplus output which is sold onto the world market as subsidised prices. 

There is widespread use of trade restrictions to insulate domestic markets from world trading conditions. About 80% of the world’s sugar production is sold at prices higher than the world market price
. Industry representatives often argue that protection is needed because of the ‘corruption’ of world trading conditions caused by government interventions:

· many countries see protection as a legitimate response to the distorted world price despite the costs imposed on domestic consumers and the diluted incentive for industry growth and productivity improvements. 

Several countries use tariff rate quota (TRQ) schemes to block imports with prohibitive over-quota tariffs (eg the EU, Japan, the US, Thailand). Other countries simply use high tariff rates to constrain imports (eg Turkey, the Philippines). At the same time many countries provide domestic subsidies to their producers which raises output and reduces the opportunity for imports

The EU is often cited as the major contributor to the corruption of world trading conditions.. The total cost of EU sugar support accounts for half of the total value of production (OECD XXX).  Protection has been extremely effective in insulating EU farmers from world pricing conditions  

In simple terms, the EU sugar regime relies on three policy mechanisms – guaranteed prices, import protection, and export subsidies. Guaranteed prices are applied to production quotas that in recent years has been set at around 14 million tonnes. The quotas were originally designed to ensure self-sufficiency and were established to limit the amount of sugar eligible for price support. The guaranteed price is typically three to four times above the world price. 

Tight import restrictions are used to maintain the effectiveness of the guaranteed price. Apart from a fixed tariff rate the EU uses a special safeguard (SSG) that increases import duties as the world price declines. Current import duties have a tariff equivalent effect of more than 300% which effectively prevents imports from entering the market
.

Export subsidies are the third element of the support regime. The guaranteed price and limited imports raises internal prices which stimulates higher output. Supply exceeds domestic demand the surplus output is sold on to world markets with the assistance of export subsidies. Theses subsidies are required to account for the gap between the domestic and the world price. 

US sugar producers are insulated from world market developments by a TRQ which currently amounts to minimum imports of 1.139 million tonnes of raw sugar equivalents. The over-quota tariff on raw sugar is currently 15.36 USc/lb (US$339/t). This tariff rate ensures the cost of over quota imports is prohibitive at a world price that typically ranges between 7 and 12 USc/lb.

The US also supports domestic sugar returns with non-recourse commodity loans through the USDA's Commodity Credit Corporation (CCC). The effective of this scheme is to establish a floor price at the per unit loan rate. The program is currently scheduled to operate through to the FY 2007 at 18 USc/lb for raw cane sugar. 

Many of the major sugar producing countries in the developing world also provide high levels of protection for their domestic sugar producers. India imposes a tariff of 60% and countervailing duties on raw sugar imports. In addition, there is a national minimum support price for sugar cane (620 INR/t in 2001/02) which is augmented by state government support ranging of 20-50%. Surplus production is sold onto the world market with assistance from a transport subsidy.

China has followed a policy of self-sufficiency for several decades by providing price incentives to producers, limiting import access and operating a government funded stock management scheme. These policy arrangements effectively maintain a high internal price of sugar. About 90% of China’s sugar production is obtained from sugar cane and government officials consult with sugar refineries to set a minimum procurement price. The minimum price is based on cane production costs plus a profit margin determined by returns from other cropping alternatives: 

· in 2002 cane prices in China were required to increase by US$0.60/t for every $12/t increase in the market price of sugar above a base price of US$325/t.

In the ASEAN region several countries impose high tariffs on sugar import. Thailand is the lowest cost producer in the region with a substantial export trade.  But the Thai sugar industry gains support through domestic policy interventions. There is a production quota system similar to the EU production controls. Sugar mills can only sell a specified amount of sugar on the domestic market in order to support the domestic price. Any amount over this quota must be exported at the world market prices. The higher internal prices are maintained by import controls:

· Thailand has a TRQ with a 65% in-quota tariff and a 99% over-quota tariff.

The Thai Government sets an opening price and a final price for sugar cane that can involve a direct subsidy to producers. If the final price is greater than opening price the sugar mills pay a supplement to cane growers. If the final price is less than the opening price the government compensates the sugar mills for the price difference. The government also provides tax incentives to encourage exports as well as subsidised credit to processors and exporters. 

Indonesia has a sugar import policy that regulates who can import and distribute sugar in the domestic market. The Ministry of Industry and Trade limits import licensing to five appointed companies. This includes some government owned sugar mills and a government authority responsible for managing buffer stocks. Imports can only occur outside the milling season and must be unloaded at designated ports specified in the import permit. There are import  tariffs of 20% on raw cane sugar and 25% on beet sugar. In addition the government sets a sugar floor price which is supported by buying and selling through a buffer stock scheme.

Policy reform and adjustment in world sugar markets

The ‘corrupted’ nature of the world sugar market could be a source of concern for the integration of the Vietnam sugar industry. However, the effect of the widespread policy distortions needs to be kept in perspective. Protecting the domestic industry on the grounds that the world market is ‘corrupted’ is not a sensible policy position:

· it imposes costs on the domestic economy and retards the development of the sugar industry because some other countries have decided to reduce their economic wealth by imposing similar costs on their domestic economies.

The important issue for industry integration is the effect of fluctuations in the world price. This is determined by the collective developments in price responsive sugar markets. A number of major markets have trade policies that do not allow import demand to adjust to world price movements (eg the US, the EU, etc). Industry behaviour in these markets is not especially relevant for the integration of the Vietnam sugar industry into the world market. The relevant issues are:

· the impact of subsidised exports from protected sugar markets (eg the EU); 

· market access improvements in protected markets; and 

· developments in price responsive export supplying countries (eg Australia, Thailand). 

Policy reforms and industry adjustment pressures in world sugar markets is an important aspect of industry integration because of the effect on global trading conditions. Subsidised exports reduce world markets returns and causes price instability. Market access gains can strengthen prices by increasing demand. Policy changes and industry adjustments in price responsive exporting countries have a direct effect on world prices. 

The WTO trade agreement from the Uruguay Round’s Round of negotiations has improved global trading conditions for sugar. Constraints were imposed on subsidised exports, non-tariff trade barriers were removed and there were some limited improvements in market access. However, the required tariff reductions and expansions in TRQ access have not provided much improvement in global import demand. 

The most important recent policy reforms involve the EU market.  Access to the EU market for the 48 least developed countries will be unrestricted by 2009. More importantly the WTO has recently ruled the EU has to limit sugar exports to its agreed commitment on subsidised trade. In late 2005 the EU also announced some important reforms to its sugar regime:

· the EU will lower the guaranteed domestic price for sugar by 36% over a four year period from 2006;

·  a package of assistance measures worth around US$7.6 billion will be provided for industry restructuring and farm exits.

The EU policy reforms are expected to lead to a 20% reduction in sugar production. This will reduce the amount of surplus output sold onto the world market. A more important gain could come from a successful launch of the Doha Round of WTO trade negotiations. There will be further constraints imposed on subsidised exports which could involve the eventual elimination of all subsidised exports. This reform would strengthen world prices over the medium term.

In contrast to the EU developments there has been very little policy reform in the US sugar market. Import access remains tightly controlled and the industry retains high levels of support. A free-trade agreement between the US and five Central American countries is currently being negotiated and this could lead to higher US imports. The only significant policy reform that will occur in the near future is an expansion in market access under NAFTA:

· Mexico will be allowed unlimited duty-free access in 2009; 

· NAFTA over-quota tariffs are declining by 15% a year and will be eliminated in 2008. 

China’s entry into the WTO is another significant change in the global trade policy environment, this involved the establishment of a sugar TRQ. The in-quota tariff is 20% and the access level is set at 1.945 million tonnes in 2004. There are restrictions on who can use the TRQ and the access level incorporates an existing import trade with Cuba of 0.45 million tonnes:

· China plans to re-export more than 0.6 million tonnes of the TRQ as refined sugar. 

A further important development has been the policy reforms for the Australian sugar industry. Up until 1997 sugar cane planting areas were regulated in the main producing state of Queensland. The Queensland Sugar Corporation (QSC) set annual mill delivery quotas for sugar sold on the domestic market. This sugar received the No. 1 pool price which based around an import parity price that reflected an import tariff of A$55/t on raw sugar.

In 1996 the Australian Government reviewed the industry marketing arrangements as part of the National Competition Policy review process. The review led to a number of recommendations that were implemented by the government. This included: 

· elimination of the tariff on sugar imports; 

· elimination of the pool price differential on domestic sales and export sales; 

· pricing domestic sugar at export parity; and 

· retention of the monopoly on export sales of sugar.

Transitional assistance for policy reform

Integration of the Vietnam sugar industry into world market will involve trade policy reforms that lead to pressures for adjustment. In these types of situations industry commentators will often paint a bleak picture of the effects of reform. Concerns are raised about the inability of producers to adjust to the change in market conditions and the risk of a long term industry contraction.

This perspective is based on the pre-existing situation and implies a ‘static’ behavioural response to the effects of reform. But concerns about the longer term effects of policy reform often prove to be overly pessimistic. There is ample evidence that shows farmers are highly responsive to changes in their financial position after a policy reform is implemented (Harris 2005):

· the experiences in other countries show that most farmers are highly resilient, dynamic respondents to economic change;

· there is no reason to believe that Vietnamese farmers would respond any differently.

From an economic perspective the best policy response to the adjustment pressures that flow from policy reform is to do nothing. Farmers get undistorted price signals on the need for change and will make decisions that suit their individual circumstances. However, for various economic and social welfare reasons governments may decide that some form of assistance is warranted.

It raises the issue of transitional assistance for industry policy reforms. This may be a relevant consideration for integration of the sugar industry and it is worthwhile examining some overseas examples of adjustment assistance. However, it is important to establish the economic principles behind the provision of adjustment assistance before considering some past experiences:

· the critical issue for any form of assistance is the distortion effect it can have on market responses. 

If some form of transitional assistance is considered necessary it is in the best interests of the industry to adopt measures that with the least distortionary effect. Open-ended assistance is simply replacing trade protection with another form of long term support. It dilutes or removes the incentive for firms and individuals to change their behaviour. in response to the change in market price signals. This will tend to retard the adjustment process which is a key driver of future improvements in productivity and industry competitiveness. 

Policy measures are classed as adjustment assistance if it facilitates change in resource use and is provided for a limited time period. A phased implementation of policy reform is an approach that is often used to provide some implicit adjustment assistance. The industry is given time to adjust to the change in market conditions as the original support measures are gradually reduced. In some situations extra measures may be provided to facilitate adjustment:

· for example, some developed economies have provided limited one-off programs to help farmers exit the industry;

· limited one-off programs to help farmers investigate other income earning opportunities or diversification strategies is another form of transitional assistance that has been used.

The most important feature in designing adjustment assistance programs is the inclusion of a legislated end point for the program. This reduces the risk of political pressures to extend the assistance and distort the process of adjustment. A further important feature is that programs are limited in value and tightly defined. In some developed countries transitional programs often involve an income or assets test to ensure the assistance is directed to those in the greatest need:

· adjustment assistance for high income, wealthy farmers is often limited as they are deemed to have the financial capacity to manage the costs of economic change.

Experiences all over the world demonstrate that farmers react rationally to changes in their financial situation caused by policy reform or changing market conditions. Some farmers adjust by exiting agriculture for employment opportunities outside the sector. Others choose to switch or diversify into alternative agricultural activities. Producers that remain in the industry make on-farm adjustments to offset the impact on their net income position and to improve their competitiveness (Harris 2005). 

In many developing countries the opportunities for farmers to move out of the agriculture may be limited. However, there are opportunities for product diversification and farmers often have some capacity to improve their gross returns by improving farm management and making changes that will increase farm productivity. The earlier analysis in this report shows this perspective applies equally to the situation in Vietnam’s sugar industry:

· in general sugar producers have other opportunities for diversifying their income;

· a phased implementation of the policy changes for industry integration would help those affected to make farm level changes and adapt to the new market conditions.  

A further important consideration fro developing countries is the budget implication for direct assistance measures. Government revenue is limited and there are many other demands for  using national taxation receipts. It is generally not feasible for developing country governments to provide generous income support for those affected by policy reform. Instead governments will often provide additional resources to educate farmers on ways to improve their situation. 

Some examples of adjustment assistance in other countries

Trade agreements through the WTO and other forums have created pressures for reduced protection and agricultural support throughout the world. However, some countries have taken steps to introduce reforms through unilateral decisions involving trade liberalisation. In a few cases this has involved the sugar industry. 

As part of the policy reform some countries have implemented programs to help their sugar producers manage the transition to the new market conditions. Invariably the change in policy has involved a phased implementation. This has provided some implicit transitional assistance as the full impact of the reform is gradually imposed. The design and effectiveness of other assistance measures may provide some useful lessons for integration of the Vietnam sugar industry.

China’s entry to the WTO in 2001involved the introduction of a TRQ with a sizeable over-quota tariff. The TRQ was scheduled to increase to 1.945 million tonnes by 2004 and the over-quota rate was scheduled to fall to 65%. The Chinese sugar industry will undergo significant structural adjustment from opening the market to international competition. Some small scale, high-cost sugar mills are likely to become be unprofitable and production could decline.

The introduction of a TRQ is one way to approach industry integration. A disadvantage with this approach is that it creates quota rents that commercial interests will seek to protect in future years. More importantly it can distort the industry adjustment process because producers and sugar mills do not get clear market price signals from the world market:

· it dilutes and potentially removes the competitive pressures that encourage efficiency improvements which drive industry growth. 

Since joining the WTO, China’s agricultural policy has been guided by the twin objectives of industry restructuring and improving farm incomes. In general the government is encouraging farmers to switch from land intensive crops into higher-valued cash crops. In the case of sugar cane the government is encouraging production where it is a major crop and discouraging production where it is less important and there are alternatives.. 

The sugar refining industry is restructuring in anticipation of increased import competition. Most state owned mills have been converted into foreign-owned joint ventures, joint-stock corporations with significant government share holdings or private companies. The government has also promoted mergers and more vertical integration to improve efficiencies in the processing sector. There has been some labour rationalisation as these structural adjustments have evolved. 

The recent EU decision to reform the sugar regime involved a 36% price cut over four years in conjunction with restructuring assistance. The package of measures include direct assistance for sugar producers as well as programs to address the flow-on effects of farm level adjustment. The assistance has four components: 

· an income support payment for producers to compensate for the effect of the price cut;

· financial incentives to encourage less competitive producers to voluntarily leave the industry;

· funding for programs to cope with the social and environmental impacts of factory closures – social welfare and reemployment programs, measures to improve the good environmental condition of sugar land; and

·  funding for the most affected regions to develop new business that will generate new employment opportunities. 

The income support payment is a long term measure that partially compensates producers for the income effects of the policy reform. It is an example of replacing one form of assistance with another and cannot be viewed as adjustment assistance. On average EU farmers will be compensated for 64.2% of the price cut through a decoupled single farm payment. Payment of a large regular income supplement will dilute the incentive for producers to exit the industry and limit the change in industry output levels.

· the farmer compensation payment is linked to the adoption of environmental and land management standards. 

The content of the policy reform has some additional elements that will affect the industry structural adjustment and output levels. Countries which give up more than half their production quota will be entitled to pay their farmers an extra payment of 30% of the income loss for a period of five years. In addition, intervention buying of surplus production will be phased out after four years and replaced by a private storage system. This will act as a safety net for situations when the market price falls below a specified reference price.

Assistance measures for the downstream affects of policy reform include a voluntary four year restructuring program for sugar mills and other processing industries. It consists of a payment to encourage factory closures and quota retirement. The size of the payment will decline over the four year period from 730 euros/t to 520 in the final year. 

In recent years the Australian Government has provided a number of assistance packages for the sugar industry. The assistance measures did not involved direct incentives for sugar production or export sales. They were provided to facilitate adjustment as the industry experienced a sustained period of pressure on farm incomes. The adjustment pressures reflected the effects of the earlier policy reforms, low world prices, disease outbreaks and extreme weather conditions:

· since 1999 the industry has made several requests for government assistance. 

The Australian Government responded to the industry’s difficulties by implementing a package of adjustment assistance programs in late 2002. The Sugar Industry Reform Program (SIRP) was funded by a 3 Ac/kg levy on domestic sugar sales over a 5 year period. The SIRP was supplemented with a new set of programs in June 2004 in light of the need for substantial industry restructuring. The total value of the SIRP assistance is A$444 million.

The SIRP, assistance was a combination of measures designed to help the industry through immediate short-term difficulties and to facilitate longer term restructuring. The package included the following programs:

· Sustainability Grants (A$146 million);

· Re-Establishment Grants (A$96 million);

· Grower Restructuring Grants (A$40 million);

· Income Support (A$21 million);

· Business Planning for Growers, harvesters and mills (A$15.5 million),

· Retaining (A$7 million),

· Intergenerational Transfer (A$23 million), and

· Regional and Community Development projects (A$75 million)

The primary objective of the SIRP was to encourage regional adjustment, farm diversification and industry rationalisation. All programs were available for limited time periods and subject to income or asset tests for eligibility. They were short term measures decoupled from future production decisions. Program guidelines were specified to address particular aspects of the adjustment issues facing the industry.

A small component of the assistance package was allocated to a one-off income support payment for those who had been severely affected the poor seasonal conditions. But The key programs were those directed at changing behaviour. There were one-off grower restructuring grants to encourage diversification and other on-farm improvements as well as grants for training.

Another important aspect of the package was the one-off assistance for those who wished to exit the industry. Eligible farmers could obtain a ‘Re-Establishment’ grant of up to A$45,000 to help reduce the costs of transition to a new vocation. The objective was to encourage voluntary exits in situations where long term financial viability would be difficult to achieve.

The principles behind the adjustment assistance for the Australian sugar industry are consistent with the general approach of the Australian Government to structural adjustment issues
.There have been a number of industry specific policy reforms in Australian agriculture over the past 10-15 years. Many of the reforms have involved the trade liberalisation. Others have involved reforms to domestic marketing arrangements. 

Australian farmers have on-going access to a range of ‘safety-net’ assistance measures. These programs aim to assist producers in serious financial difficulties. They are designed to facilitate longer term structural adjustment across the agricultural sector with financial grants for exit assistance, re-training, business advice, etc. The programs are generally available with asset and income tests applied to target assistance to those in most need. 

In the case of policy reform the changes are generally phased-in with an implementation date that gives forewarning of the changes. On occasions the adjustment pressures have led to requests for Government assistance to offset the impact of the reform. In some cases the Australian Government has established industry specific adjustment programs. 

Australia does not provide longer term assistance measures such as income support payments for the effects of policy reform. Such assistance dilutes the incentive for change that comes from market price signals. It tends to retard the adjustment process which is a key driver of future productivity improvements and industry competitiveness. If assistance was provided it was transitory.

Australian industry adjustment assistance has generally been concerned with two types of change. First, there have been programs to assist non-viable producers to either exit the industry or diversify into other agricultural activities. Second, there have been programs to improve producer competitiveness and adjust to lower market returns. 

Programs aimed at improving competitiveness have included direct producer assistance and general industry assistance. Direct assistance usually involved one-off grants for farm restructuring, management training and adopting new technology. Eligibility conditions are used to target assistance to those in most need. General assistance involved project funding to develop the competitive position of the industry for the benefit of all producers.

While policy reform was far from painless, the Australian experiences show that the negative impacts on farm profitability were generally short-term and transitional in nature. Industry performance recovered after a relatively short period of adjustment. This is because the farmers that choose to remain in the industry improved their farm performance in order to off-set the impact on their household income..

In summary the Australian approach to managing the effects of policy reform is that assistance should not introduce distortions that will retard the adjustment response. Measures that encourage farmers to remain in the industry and maintain or increase production will be counter-productive. The assistance measures should be:

· transitory – short-term or one-off measures;

· decoupled from production;

· targeted at those in most need; and 

· designed to facilitate structural change including industry exits where necessary.

Assistance measures based on a regular decoupled income payment to farmers will still generate a production distortion. This is because the payment replaces the income that was lost from the effects of the policy reform on per unit returns. Farmers will less inclined to make the necessary restructuring decisions when compared to a situation where they receive a one-off grant for farm res-structuring:

· long term income supplements will generate a production distortion and are only a marginal improvement on price support or payments linked to production;

· they are not adjustment assistance but merely another form of industry support.  

There are often concerns that the removal of protection and support policies will inevitably lead to a long term industry decline. This perspective ignores the fact that farmers and processors can and do adjust to changing market conditions. The evidence from many countries is that the impact of reform is often not as severe as expected. There is no reason to expect the response will be any different for integration of the Vietnam sugar industry:

· a phased policy reform will proved some implicit adjustment assistance for farmers and the managers of sugar mills;

· some resources will exit the industry but others will makes changes that will improve their financial position and strengthen long term industry competitiveness.

CHAPTER 7: policy options for INTEGRATION OF THE Vietnam sugar industry

The preceding chapters have provided an extensive overview of the structural features of the sugar industry and the current market conditions. Productivity growth and industry development will be constrained if the current policy arrangements are maintained. Integration into the world market can be used as a catalyst for encouraging efficiency improvements and the development of an internationally competitive industry.

Policy options for industry integration are an important issue from an economic, political and social welfare perspective. Industry adjustment pressures are already evident and will intensify with world market integration. The options need to be considered in the context of the economic incentives for structural adjustment. Changes need to occur for the longer term benefit of the industry and the wider economy 

Pressures for sugar industry policy reform

There are a number of domestic and international developments that point to the inevitability of major policy reforms for the Vietnamese sugar industry. Domestically there is a strong political commitment to continue the process of integrating the domestic economy into the world economic system. This commitment is driven by recognition that growth and higher living standards will come from exposing the economy to greater competition and developing opportunities for international trade.

Another domestic development is the failure of recent sugar industry policies to nurture the development of an internationally competitive industry. The industry relies on high levels of protection that results in higher prices for sugar consumers. Current policy arrangements are distorting the way resources are used in several sugar producing regions. They impose a substantial tax on retail consumers many of which have limited incomes. 

Higher costs for food and beverage manufacturers have reduced their cost competitiveness and slowed the development downstream industries. At the same time the government provides subsidies to sugar mills which reduces the funding available for other government programs. The support policies have limited the incentive for productivity growth. They have also delayed and distorted the adjustment that needed to occur for the development of an internationally competitive industry.

International developments that have created pressure for reform involve Vietnam’s participation in trade agreements. There is a political commitment to join the WTO as soon as possible and accession agreements are currently being negotiated. Vietnam is also participating in AFTA which involves obligations for trade related policy reforms that will directly impact on the sugar industry. These agreements make trade liberalisation of the sugar industry an inevitable outcome. 

Policy goals and implementing reforms

Previous research has suggested the sugar industry has the potential to make rapid productivity improvements and substantial gains in cost competitiveness. Achieving these benefits will involve some short term pain from structural adjustment. The best way for industry integration to occur is to implement policies that use market based incentives that encourage the industry to fully realise this potential.

Individual acting in their own self interest and responding to undistorted price signals are in the best position to make judgements about production decisions.  These market conditions offer the best opportunity for the industry to evolve into a globally competitive sugar producer. It provides the best environment for making investment decisions and adjustment responses.

There is a large body of evidence in other countries that shows attempts to manage market behaviour has either failed or created an industry reliant on government support at the expense of the general community. Developments in the Vietnam sugar industry show a similar outcome. Government direction through industry plans, production targets, intervention buying and selling, production subsidies cannot successfully replace market based behaviour and establish a globally competitive industry:

· industry policy goals should not focus on import replacement, self-sufficiency, minimum returns or farm income targets;

· they should focus on actions such as encouraging productivity growth, distributing market information, removing infrastructure impediments or facilitating resource adjustments.  

The way policy reforms are implemented is an important consideration. International obligations for sugar trade liberalisation have to be accommodated. Attempts to remove the pressure for adjustment will ultimately be unsuccessful and could potentially create more difficulties for the industry. The integration process must be used to place the industry on a path towards global competitiveness. 

Industry policy goals should focus on facilitating the structural adjustment and encouraging productivity growth. This means allowing greater competition from imports through reducing trade protection to negligible levels. It also means eliminating domestic assistance for the mill sector. These changes should occur as rapidly as possible. However, the rate of change needs to be balanced against the adjustment costs.

If the industry adjustment is managed in way to facilitate change the benefits from trade reform would be maximised. Individual producers and sugar mills will be able to adjust to the change in market conditions from a substantial cut import protection. However, the policy change cannot occur overnight without some form of transitional assistance.  The negative effect on farm incomes and jobs in some districts may create some short term difficulties. 

There are some important advantages in fully introducing major policy reforms overnight. Market participants get immediate market signals of the full effect of the reform. Producers immediately focus on their options for change and the adjustment process occurs over a relatively short time period – one to two years for an annual crop. 

However, the capacity to implement transitional assistance measures is limited for a country like Vietnam. The budgetary cost may be significant unless some form of consumer levy arrangement can be introduced to pay for the assistance. An alternative approach is a phased reform which provides some implicit transitional assistance as the impact is only gradually imposed.

The overwhelming requirement is to place the sugar industry on a pathway to international competitiveness. In practical terms this requires:

· achieving economies of scale in milling;

· increasing competition for sugar cane by the sugar mills;

· increased farm productivity by sugar producers; and 

· encouraging farm diversification or industry exits in areas where producers can earn higher incomes from alternative uses of their land. 

The critical ingredient to achieve these outcomes is competition. Producers and processors will react to the pressures of competition by adopting technological developments and efficiency improvements that reduce the costs of production. Sugar farmers will react to reduced trade protection and increased competition from imports. For those who choose to remain in the industry there is a strong incentive to rapidly and continually adopt productivity improvements.

Farmers will grow sugar cane or increase planting areas if the relative returns are acceptable – sugar competes for land resources with other crops. Sugar mills have an incentive to maximise plantings in their supplying districts by paying the highest possible price. Competition for cane and reductions in per unit processing costs will create the market conditions that encourage individual mills to continually improve their performance:

· producers and sugar mills that use resources efficiently will drive industry performance.

The timing of introducing reforms that involve trade liberalisation is an important consideration. Agricultural commodity prices often move in cycles that reflect medium term changes in global supply and demand. The world sugar market typically follows this pattern.  Reforms introduced at the low point of a price cycle can increase the adjustment pressures faced by the industry.

Fortunately the situation in the world sugar market is highly favourable for introducing trade reforms that reduce import protection. World prices have strengthened considerably over the past two years and are currently at their highest level for several years. While prices will fluctuate there are reasonable prospects for world market conditions to remain favourable for a limited period. This makes it an ideal time for Vietnam to integrate the industry into the world market. 

Policy options for industry integration

Sugar industry integration will require the removal of import licensing restrictions. To ensure there is adequate competition among importers, licences should be freely available to any commercial entities with the capacity to import sugar. This will help to remove the incentive for smuggling.  It will also prevent non-competitive behaviour from developing among importers:

· the economic benefits of integration will be maximised if there are no distortions affecting the transmission of the world price through to the domestic sugar market.

In removing this non-tariff trade barrier the binding trade policy instrument becomes the import tariff. Domestic sugar prices will become aligned with the tariff adjusted landed price of imports. As the modelling results show the level of imports will be determined by the shortfall in domestic supplies to meet demand at the prevailing price level.

The current tariff rate is 40%. The key issue is what the tariff rate implies for the rate of import protection. The analysis in chapter 2 suggests that the current (2005) price differential between the landed price of Thai sugar imports and the Vietnam wholesale market is around 40%. 

This estimate is not a precise measure of the landed cost of imports and it could change over the course of 2006. However, it supports a recommendation for the initial (2006) tariff rate to be bound at 40%. Imports will occur at this tariff rate and the quantity should be similar to the volume of trade in 2005 depending on subsequent movements in the world price:

· to the extent there were illegal imports in 2005 the incentive for smuggling would remain largely unchanged at this tariff rate.

Having established the initial steps for world market integration the next step is to consider the options for the remaining aspects of the integration policy. The policy proposal will require a substantial reduction in import protection if the industry is to become more globally competitive. An overnight elimination of import protection is not advisable because of the size of the tariff reduction. There are also practical difficulties in implementing transitional assistance measures to facilitate industry adjustment to a sudden removal of all import protection.  

The preferable approach is to nominate a reduced tariff rate that would move the industry close to world price parity. The tariff cut should then be phased-in over a relatively short transition period. This takes advantage of the firm pricing conditions on the world market and it will encourage the industry to make adjustment decisions without undue delay. But it also provides some implicit transitional assistance as the full effect of the reform is not immediately imposed.

Overseas experiences show that producers make rapid adjustment decisions to changes in market conditions caused by policy reform. The change facing the sugar industry could be accommodated over a 3-5 year transition period because the starting point is a 40% tariff rate. 

Phase-in periods of this length are commonly used in developed economies and have been used in some developing economies. If the industry was facing global markets conditions that showed a declining trend in world prices a slightly longer transition period may be used. For the Vietnam sugar industry a tariff reduction to 10% would achieve the objective of moving the industry close to world price parity. 

· annual, phased reductions in the 40% tariff rate over 3-5 years would have a price effect similar to the variations in market prices that have been experienced over recent years;

· a lengthy policy transition period slows down the adjustment process and slows the rate of improvement in industry performance.

There are a number of options for developing the remaining details of the sugar integration policy. But the options are constrained by international obligations under the WTO and AFTA trade agreements. They also have to be consistent with the goal of improving the international competitiveness of the industry. The feasible options are briefly described in terms of the nature of the change in market conditions. . 

Progressive trade liberalisation 

This option is to embark on a phased trade liberalisation with no additional support measures. It would entail a gradual reduction in the 40% tariff rate to a final tariff rate of 10%. The advantage of this approach is that industry adjustment decisions would have to aim for globally competitive cost structure. A further advantage is that it would largely remove the incentive for smuggling. 

Reducing protection to negligible levels should be the ultimate goal of the industry integration policy. The critical issue is the length of the phase-in period for this proposal. To some extent the farm income effects of a rapid tariff reduction would be diluted by a continuation of the current favourable conditions on the world market. A lengthy phase-in period would give the industry more time to adjust but it will slow the adoption of measures to improve cost competitiveness:

· there is a greater risk that the adjustment process may partially coincide with a downturn in the commodity price cycle;

· trade policy changes during a downturn in prices increases the political pressures to alter or delay the reform.

 

A reasonable transition program would involve reducing the tariff over a 4 year period from 2006 to 2010. The 40% tariff rate would fall to 30% in 2007, 20% in 2008, 15% in 2009 and 10% in 2010. If world prices remain firm a change of this magnitude would not place excessive adjustment pressures on the industry. At times domestic prices have fluctuated by similar amounts and the industry has coped with the variation in market conditions:

· adjustment is already occurring in the industry and it will continue – this proposal will speed-up the adjustment process without imposing excessive pressure on the industry.

At the end of the phase-in period, the Government would review the industry situation. The tariff could be reduced to 5% unless there are strong reasons to delay the change. There would be very little incentive for imports at a 5% tariff rate. The industry could move into an export situation if the adjustment during the interim period has created a more cost competitive industry:

· the schedule of tariff reductions is consistent with Vietnam's AFTA commitments which require a reduction in the sugar import tariff to 5%.

In conjunction with the reduction in tariffs the financial assistance for sugar mills should cease. Mills that receive open-ended, on-going assistance have no incentive to make changes that will reduce the cost of processing raw sugar. To establish a globally competitive sugar industry the efficiency of the processing sector has to improve. The incentive for change will come from the removal of assistance and allowing mills to compete for cane supplies.

Removal of these subsidies will lead to further structural adjustment in the processing sector. Some small scale mills that are highly dependant on government support will need to make significant changes or exit the industry. The government should not direct the closure of specific sugar mills. Any changes should be determined by market conditions:

· over time the location of sugar mills and sugar producers will consolidate in regions with favourable growing conditions and low cost infrastructure.

An overnight elimination of mill support is not advisable because in some cases the subsidies have become a significant component of mill revenue. Initially the impact would flow through to producer returns. This could lead to significant adjustment pressures in districts where the mills are heavily reliant on government subsidies. It could also lead to some immediate mill closures:

· it would add to the short term adjustment pressures from reduced tariff protection in the post 2006 period in some districts.

The preferable approach is to phase-out the mills subsidies over a short transition period. The individual subsidy amounts should be frozen at their current (2005) levels and eliminated over a three year period. They would be cut by 33% in 2006, 33% in 2007 and eliminated in 2008. This transition period would provide an opportunity for the affected mills to reduce their cost structures, invest in new technology, expand their scale of operations or merge with other mills in neighbouring districts. 

This adjustment process will require good financial advice on the future viability of individual plants. Transitional assistance could be provided to help individual mills to assess their situation, review their future prospects for cane supplies and consider their options for change. A one-off grant could be provided for the mills to engage independent advisors to help with these decisions:

· funding for this program could come form the reduced mill subsidies.

Overall this proposal will create pressures in the producing and processing sectors. No direct support for sugar producers in proposed. The modelling results indicate there would be a substantial reduction in sugar production for a reduction or elimination in tariff protection. However, it is important to note that the model simulations are a comparative static result. 

The model simulations show the effect of an overnight change that does not allow for behavioural changes in the way producers operate their farms. Producers react to these types of policy reform by making structural changes. Some will react to lower sugar returns by leaving the sugar industry or diversifying into other crops. This is the standard negative economic supply response to lower prices.

However some farmers will elect to continue producing sugar and make productivity enhancing improvements to their production process. Others may also choose to grow more sugar to the extent this is possible given land ownership constraints – a scale expansion effect. These changes are not capture by the model results but the evidence in other countries shows that this is typically what occurs. The net effect is that the decline in output may not as large as the simulation suggests. 

Progressive trade liberalisation with transitional assistance
An alternative approach is to adopt the same reform measures in the first option but also provide some short term transitional assistance for sugar producers. Sugar farmers already gaining some assistance from the phased approach to tariff cuts. But a program could be developed to help farmers make changes during the transition period. 

Under this option a short term assistance programme that provides limited one-off grants for farmers to obtain expert advice on how they respond to the new market environment. It would be a voluntary program to gain farm management advice on the potential financial benefits from adjustment issues such as:

· farm scale expansions;

· changing to more efficient production techniques;

· adopting new seed varieties;

· changing the use of inputs (eg fertiliser, irrigation, etc);

· diversification; and 

· exiting the industry for other jobs. 

The program would be available to all existing sugar producers and the amount of financial help would be capped to a maximum amount. The program would open for 2 years but farmers could only access the program once. Some regions are likely to have greater prospects for making changes and remaining a viable sugar producing area. Other regions may not be as fortunate:

· the program may need to be developed with a different emphasis for particular regions. 

Under this option there are no longer term support measures for sugar producers to partially or wholly off-set the impact of the reform on market prices. This type of policy response would be counter-productive in terms of achieving the central policy goal – encouraging the development of an internationally competitive industry. This would only encourage producers to remain in the industry and discourage beneficial changes such as farm diversification and the adoption of productivity improvements.

It is also not feasible to consider this type of assistance from a budgetary perspective. The Cental Government has limited taxation revenues and income support for sugar farmers would reduce funding for other government programs. It would create a precedent that leads to demands for assistance from other industries. 

The benefits of domestic sugar reform for consumers and the economy at large will be maximised if the industry adjustment is allowed to occur. Some of the resources used in the sugar industry (eg land, labour, and capital) will flow into other uses that will earn a higher return. Long term direct assistance for sugar producers would simply be replacing the existing distortions with another. 

The best outcome for the sugar industry is for the government to facilitate and manage the short term adjustment pressures from world market integration. It will create market conditions that will allow the industry to realise its potential. Short term transitional assistance can be designed to minimise the distortions on individual adjustment decisions. 

Progressive trade liberalisation with restructuring assistance
An third option is to adopt the same reform measures in the first option and provide a short term restructuring for sugar producers. Concerns have been raised about the potential effects of trade liberalisation on cane growers.  Consideration could be given to providing a one-off grant to producers who remain in the industry for the purposes of restructuring their farm. 

A limited grant could be made available to subsidise any structural changes that improve farm performance. This may involve adopting new farming practises, improving irrigation facilities, training, diversification costs, etc. A disadvantage with this approach is that it would encourage producers to remain in the industry in the short term. It is a better approach than providing long term support measures but it does create a one-off production distortion.

The need to provide this form of assistance is questionable. The results of this study have shown that most cane growers do not totally depend on growing cane as the source of income. Most farmers obtain a portion of their income from other agricultural activities. In some cases they earn higher returns form other cropping activities. The majority of cane growers can switch into other crops without much financial pain. The need to provide one-off adjustment assistance to enhance the performance of sugar farming would appear to be unnecessary.

· this type of assistance could involve a significant budgetary cost for the government.

Slower progressive trade liberalisation 
A fourth option could involve a longer transition period for implementing the trade policy reforms. This would involve a 6 year phase-in period to reduce the import tariff to 10%. Other requirements would the same as first option. Assistance for sugar mills would be eliminated over a three year period and any regulations that prevent sugar mills from competing for cane supplies would be immediately removed. 

Under this approach there would be no transitional assistance provided to sugar growers. A longer phase-in period provides more implicit transition assistance for producers. The tariff would be cut to 35% in 2007, 30% in 2008, 25% in 2009, 20% in 2010, 15% in 2011 and 10% in 2012. 

The disadvantage with this approach is the slower rate of adjustment. World market conditions will alter over a six year period. The industry needs to move to a more cost competitive production base as soon as possible. There is a stronger incentive for producers to make fundamental changes that improve farm performance and industry productivity if they observe a significant change in farm returns when the reform are first introduced.

 
Other issues for the industry integration policy

An alternative to tariff-only protection at the start of the global integration policy is to implement a tariff-rate quota (TRQ). The introduction of a TRQ is not advisable for a number of reasons. The most important reason is that a quantitative import control will prevent the transmission of world price signals to the domestic sugar market. 

Domestic prices need to rise and fall with fluctuations in the world price. This is to ensure domestic producers receive clear market signals on changes in international trading conditions and the level of import protection. Tariff-only import protection provides these market conditions which are essential for encouraging adjustment and improving the global competitiveness of the industry. 

A second reason is that TRQs create quota rents. The confessional access quantity has a value equivalent to the differential between the world price and the domestic prices. This creates an incentive for lobbying by commercial interests to gain access to the TRQ and to protect the value of the quota rents. It can become very difficult to achieve further trade reform the owners of quota access have a strong incentive for political lobbying to protect their interests. 

 

A third reason is that TRQs add complexity to industry conditions which make it difficult for policy makers to judge changes in the rate of import protection. In these circumstances it is difficult to design a phasing mechanism that will reduce the protection and encourage adjustment towards a more cost competitive industry:

·  reduced protection requires higher TQ access and/or lower over-quota tariffs.

Integration in the world market will raise concerns about the capacity of farmers to cope with the impact of farm income. However, it is important to note that cane farmers have already shown a great deal of flexibility in changing their production base. In some regions, especially the Mekong River Delta, some farmers have already elected to switch from cane to other crops. 

Between 1999 and 2004 the cane growing areas in Mekong River Delta have declined by 37% from more than 102,600 ha in to 65,000 ha. Most of the reduction has occurred in Hau Giang, Kien Giang and Ben Tre. Apart from this there is evidence of diversification in areas where there is a high concentration sugar cane. For many farmers sugar cane is not their only source of income – typically around 60% of farm income comes from sugar cane crops in these areas. 

It is also worth noting that apart from the three provinces of Son La, Hoa Binh and Tuyen Quang, sugar cane is not an important crop in the northern mountains region. This is one of the poorest regions in the country and sugar policy reform has been a sensitive issue. The effects of further structural adjustment in the mill sector will be felt in this region.

Industry adjustment has already been observed in the northern mountains region. In Thua Thien Hue, the closure of the KCP sugar mill caused cane growers to switch into other crops such as cassava. This is typical of the farm level response that is observed in other countries. Producers look to diversify their production base in order to maintain their income position. It shows that farmers in sensitive regions are flexible and capable of adjusting to the policy reform.

Further mill closures and restructuring will lead to the displacement of some mill workers. The number of job losses will not be large in comparison to the size of the workforce. However, the job losses may be concentrated in certain districts where a small scale mill was heavily dependant on the government subsidy. It may be necessary to establish a limited welfare safety net program to assist affected mill workers in these districts:

· this issue should be investigated further;

· any assistance should be limited to subsidies for retraining and job search activities.

The Vietnamese sugar industry has considerable potential to achieve large productivity gains. Competitive pressures will stimulate the adoption of new technologies, seed varieties and farm management practises. To ensure these productivity gains are realised, an increased investment in sugar extension services should be incorporated in the integration policy.

Over the past five years there has been very little improvement in cane yields and the sugar content of cane. A stronger extension effort and increased funding for R&D activities that focus on improved seed varieties and better farm production techniques is likely to improve industry performance. The sugar mills have a strong incentive to ensure these sorts of productivity gains are realised. They should be encouraged to support the government funded extension efforts.  

· an effort should be made to attract more international expertise in sugar cane R&D.

A final issue that needs to be considered in the integration policy is the accumulated debt in sugar mills that may constrain the opportunities for mergers, acquisitions equitisation. Mills with large accumulated debts may not be a financially attractive proposition for investors. The on-going cost of servicing the debt obligations in a market experiencing trade liberalisation may limit or distort the structural adjustment in the mill sector. 

It may be advisable to consider writing-off the accumulated debts in the context of any proposal for ownership change. Maintaining the debt obligations could force bankruptcy which would itself require a partial or complete write-off the existing debt obligations. On the other hand writing-off the debts would send a market signal that the government will absorb the risk of poor investment decisions:

· this issue should be examined further;

· a decision to write-off any debts should be a one-off proposal tied to mill restructuring decisions.

CHAPTER 8 – BUILDING ROADMAP FOR INTERNATONAL ECONOMIC INTEGRATION OF THE SUGAR INDUSTRY

Experiences from the last ten years has strongly shown that Vietnam cannot develop a healthy and sustainable sugar industry through isolation with the world market. Experiences also pointed out that government's directly intervention through administrative measures as well as financial support has not worked. Convincingly, the roadmap for international economic integration of Vietnam's sugar industry is to fully integrate into the world market as the Government remove import licensing requirement and progressively reduce tariff over the five year period to a negligible level. 

Table 8.1. Roadmap for international Economic integration

	Policy
	2006
	2007
	2008
	2009
	2010
	Responsible agencies

	Trade policy
	
	
	
	
	
	

	Import licensing requirements
	Abolish
	
	
	
	
	Already removed by Decree 12/2006/ND-CP dated 23 January 2006

	Tariff level
	40%
	30%
	20%
	15%
	10%
	MOF

	Tariff Rate Quota (TRQ)
	None
	None
	None
	None
	None
	MOT

	Support to sugar mills

	Direct financial support
	Reduce by 33%
	Further reduced by 33%
	Eliminated
	MPI, MARD

	Transitional assistance
	Short-term restructuring assistance, including consideration of one-time debt write-off linked to ownership restructure.
	MOF, MARD

	Support to displace workers
	a limited welfare safety net program
	MARD, MOLISA



	Support to cane growers

	Indirect support to the whole producing sector
	Increase funding for Research, development and Extension; increase funding for rural infrastructure, including irrigation
	MARD, MPI

	One-off grant to individual cane growers
	Only poor households should be eligible
	MOF, MARD

	    Assistance to exit farmers
	Soft loan and retraining to farmers in poor regions to switch to other crops
	MARD, MOF
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� See: Ministry of Agriculture and Rural Development (MARD) and the French Agency for Development (AFD). "Sugar Program of Vietnam from now to 2010-2020". Hanoi. 1999.


� The data on Vietnam’s sugar consumption is not reliable. In addition, for an extended period the shortage of sugar availability in domestic market meant consumption levels were extremely low. 





� Equivalent landed import price is the world price plus freight, insurance and other related fees (excludes the tariff).


� Source: Statistics yearbook; Ministry of Agriculture and Rural Development.


� Centre of International Economics (CIE) and the  FAO


� Source: Ministry of Agriculture and Rural Development. 2005. Report on Sugar Development in Five Seasons 2000-2005.


� Price of cane and cane areas in 2000-2001 as 100. Source: MARD.


� See: Brent Borrell and David Pearce. Sugar: The taste test of trade liberalisation. Centre for International Economics. September 1999.


� Some imports from selected developing countries can enter the market through preferential access arrangements.


� This part is mainly based on a paper titled "Agricultural Policy Reform and Industry Adjustment in Australia and New Zealand" by David Harris and Rae. 2004.
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Sheet1

		

				Consumption		Output		Domestic price for RS		World price						Industrial mills		Handicraft		Total

		1995		445.6		320.1		6,900		4,383		397		11.04		110,117		210,000		320,117

		1996		452.1		382.1		6,500		4,052		367		11.04		182,100		200,000		382,100		19.4%

		1997		545.4		473.4		6,950		3,760		316		11.9		213,400		260,000		473,400		23.9%

		1998		647.0		552.0		7,000		3,451		256		13.48		322,000		230,000		552,000		16.6%

		1999		810.0		756.7		6,900		2,806		201		13.96		556,700		200,000		756,700		37.1%

		2000		926.0		1,014.0		5,052		3,234		220		14.7		764,000		250,000		1,014,000		34.0%

		2001		958.0		950.0		6,300		3,760		249		15.1		650,000		300,000		950,000

		2002		1,029.7		1,072.6		6,000		3,477		228		15.25		772,649		300,000		1,072,649

		2003		1,164.3		1,208.7		4,850		3,311		215		15.4		1,058,725		150,000		1,208,725

		2004		1,219.5		1,219.5		5,500		3,720		240		15.5		1,069,527		150,000		1,219,527

		2005		1,102.0		1,082.0		7,000		4,153		262		15.85		902,000		180,000		1,082,000

				Consumption		Output

		1999		810.0		756.7

		2000		926.0		1,014.0																		84

		2001		958.0		950.0																		421.6

		2002		1,029.7		1,072.6																		19.9%

		2003		1,164.3		1,208.7

		2004		1,219.5		1,219.5																		1,263

		2005		1,102.0		1,082.0																		758.29

								7.5%
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