Workshop on Medium Term Strategy for the Sunflower Oil Sector

Kiev, 5 April 2005

Main Conclusions

1. INTRODUCTION  

The workshop was designed to inform the medium term strategy proposed for the Ukraine sunflower sector. The workshop presented the results of the November 2004 update of the Ukraine oilseed sector review commissioned by the EBRD and conducted by FAO, and the recommendations for a medium term strategy contained therein. The policy issues discussed by stakeholders included (i) the reform of the value added tax system, (ii) the export tax on sunflower seeds, (ii) representation of seed producers, and (iv) improving performance in the farm sector.

The workshop took place on 5 April 2005 at the Hotel Domus in Kiev. The workshop was chaired by the Deputy Minister of Agrarian Policy, and co-chaired by FAO and EBRD. The workshop benefited from the technical inputs of international experts from the UK (LMC International) and local experts (UkrAgroconsult). The audience included 30 individuals representing the main sector stakeholders (including crushers, Ukroliyaprom, downstream processors, input suppliers, traders, research institutes). 

This note aims at presenting the conclusions reached at the workshop. The conclusions are designed to be endorsed by all workshop participants, and to be formally presented to the Ukrainian Government for consideration and, possibly, action. 

2. PROCESS AND PARTICIPATION

The workshop enjoyed a good level of participation, gathering up to 30 participants, of whom 20 were professionally involved in production activities. A drawback was that no individual farmers, farmer associations or farmer organizations were represented. This is a concern for all the participants. Partly due to this fact, there was an imbalance among participants, with an over-representation of crushers with respect to farmers. Furthermore, while the workshop was delighted to have the Deputy Minister making the opening address, the process could have been enhanced if the Ministry had been represented for the duration of the workshop.

Participants were very positive about the way the workshop had been organized and moderated. Participants appreciated the fact that the discussions were clearly issue and output oriented. Moreover, participants emphasized the fact that the workshop demonstrated that it was not only possible but also beneficial to discuss important and difficult issues with other stakeholders even when viewpoints are divergent.

Participants also pointed out the good quality of the initial report, as well as the draft medium term strategy, which was considered a valuable update of the evolving industry situation.

3. DEVELOPING A POLICY FRAMEWORK

The participants agreed that the policy framework should be designed and implemented with the full participation and cooperation of all sector stakeholders. The aim of such a policy framework should be to 

(1) Provide a conducive environment for enhancing dialogue among stakeholders in the long run 

(2) Introduce a number of progressive and cautious reforms within the sector  

(3) Improve the existing regulations and promote the role of the State in this regard 

In discussing the strategy of the Ukrainian sunflower seed sector, most participants expressed their views that the sector would present in the future an even more export-oriented profile, given its potential for international competitiveness. For this to be achieved, such competitiveness will need to be further developed, and, in particular, production costs reduced further over the medium term. The concept of quality should be developed at several levels in the production chain, particularly for plant seeds, and market analysis should also be developed. Some participants concluded that future sector benefits lie more and more in foreign markets, and in particular the ability of Ukrainian players to fulfil the requirements of the European Union market.  

4. GENERAL SITUATION FOR THE SECTOR  

The general situation in the sector is positive, though an imbalance exists between performance in the factory and farm sectors. 

The sunflower sector has witnessed considerable changes since 2000. Since the introduction of a 17% tax on seed exports in July 2001, the crushing sector has been revitalised by considerable investment. The export tax has been extremely effective in limiting exports of seed to an amount approximately equivalent to the domestic seed surplus. The scale of investment in processing has resulted in surplus factory capacity, as seed production now averages around 3.5 million tonnes a year, while crushing capacity has reached six million tonnes. 

This surplus capacity has had a significant impact on the price of seed. Since the introduction of the 17% export tax, seed prices appear to have been subject to two distinct influences: 
· In years of seed surplus (relative to crushing capacity), such as the unusually large crop of 2003/04, seed prices have reflected the full extent of the export tax, averaging around 20% below the export parity equivalent. 
· However, in years of seed deficits, such as 2001/02, 2002/03 and 2004/05, crushers competing for seed have bid up prices to close to the export parity equivalent, and seed prices have been around 5% below export parity. This situation looks set to be the case for the foreseeable future, due to the large investments in crushing capacity in recent years. 

Although seed prices for producers may be on course to approach export parity levels over the next few years, the farm sector still lags considerably behind the crushing sector in terms of investment and performance. Notably, production increases have been achieved by increases in sunflower area significantly beyond recommended levels. Overcropping of sunflower has contributed to declining yields. Other contributory factors include a lack of inputs and technological applications on the farm, largely due to the problem of accessing credit. 

In addition to the credit constraint and export tax consideration, the third overriding issue in the sunflower sector is the VAT situation. Crushers pay VAT on seed purchases, but farmers are exempt from paying this VAT to the government. Thus, this acts as a subsidy in kind to farmers. Furthermore, crushers are entitled to a refund of their seed VAT payments on the proportion of their products sold to export. These refunds have often not been forthcoming. Despite a temporary improvement in the situation, when the previous government provided Treasury bills in exchange for VAT refunds due to crushers, the situation has again deteriorated. VAT refunds due to the sector can approach US$100 million per annum. 

The non-refund of VAT has had a major bearing on crushing margins over the past three years, and in some circumstances margins have been low or negative on exports where VAT has not been refunded. Nevertheless, domestic margins have been very healthy, partly due to the impact of the export tax on seed prices, and partly due to favourable world market conditions in recent years. Overall, margins have been strong enough to encourage investment in the sector, particularly where firms have been able to access the domestic oil market. 

5. A MID TERM STRATEGY FOR THE SECTOR

The workshop discussed the proposals made for reforms in the November 2004 report on the sector. Proposals were made mainly on Export Tax, VAT and Direct Farm Support. On farm credit and farm sector performance, the absence of farmers’ representatives resulted in few concrete proposals. 

An important framework for the proposals was that any reform of the sector should be cautious, and should not risk the revitalisation and improvements in the crushing sector that have been experienced in recent years. 

Proposal 1: VAT to be reduced to zero on seed purchases, and farmers’ VAT exemption to cease.

Participants all agreed that the current system was unacceptable and not sustainable in the long run. The VAT system was often described as a brake on more investment in the sector. Even with concerted goodwill on the part of the new government, it was felt unlikely that the current system would be able to deliver timely and full refunds to crushers. 

The reform proposal met with support, though participants agreed that the major losers from any such reform would be growers, who would lose their current subsidy-in-kind. Thus, any reform that damaged growers’ revenues should be tied to compensation for farmers. The form of any such compensation is dealt with in the next section. 

An alternative reform was also proposed, perhaps as a transitory measure, and received support, whereby crushers would be able to offset VAT refunds due against their total tax liability. This would alleviate the need for refunds in many cases.

Many participants agreed that any reform on taxation should simplify the current system for taxes generally, which was felt to be complicated and subject to too much alteration. Stability and transparency should, therefore, be sought in taxation policies governing the sector. 


Proposal 2: Support to farmers’ to be provided by direct income support measures, not linked to production of specific crops. 

This measure would simplify the range of indirect farm support measures used at present, including VAT exemptions, and provide a fixed guaranteed income per annum to the farmer. Furthermore, direct area payments, decoupled from production, are compatible with WTO rules and in line with policy adopted by several major competitors. If zero rate VAT on seed were introduced, and the crushers’ refunds entitlements made available to farmers as compensation, the funds available for support would approach US$30 per hectare. Funds from other indirect measures, such as Fixed Agricultural Tax preferences and interest subsidies, could boost this figure if incorporated into a single farm payment. 

This measure would bring Ukraine in line with EU farm support, whereby farmers receive a payment linked to the tillable area. The farmer is therefore able to decide on the crops grown based upon the market situation, with direct support providing a fixed guaranteed income per annum.     

This proposal received support from many participants involved in a range of activities in the sector, as all agreed that the farm sector situation merited strong measures to address its current problems. On the other hand, several participants expressed concern with the proposal. They expressed the view that direct payments to farmers in the sunflower sector was an unrealistic option since, to a great extent, the sector is perceived as a very healthy and profitable one and therefore there are no clear justifications for public support. However, this point requires a technical qualification. Under a system of unified area payments, payments would not be made to sunflower producers per se. Payments would be made based upon total arable area, and the choice of which crops to grow would rest with the farmer. Thus, the farm sector as a whole would receive income support, not sunflower growers only. 

A potential drawback of this system is the substantial resource capacity required to initiate and implement a direct payment system. The burden for this would fall upon a government with limited resources at present. 

An alternative proposal was that support should be concentrated on interest subsidies, as access to credit and the cost of credit were critical impediments in the field sector. 


Proposal 3: Export Tax to be reduced to 10% in three years, and 5% in five years. 

This proposal was conditional upon the successful resolution of the VAT issue. 

The proposal received only limited support, with many participants feeling that the current system had crucially preserved seed supplies for the domestic industry, thereby contributing greatly to the rejuvenation of the sector. With domestic seed prices approaching export parity, and an excess of capacity likely for the next few years at least, reform of export tax was not felt to be an immediate imperative. Nevertheless, participants agreed that the system should be reformed in the medium-long term, though a cautious approach was advisable. As farmers are likely to be the main losers from export taxes with seed surpluses, and without farmers’ representatives present, support for the export tax is unsurprising. 

The government has proposed a reduction of export taxes by 1% per annum from 1 January 2007 to 2013, taking the export tax down to 10%. This would be a slow and cautious reform, but would take Ukraine towards WTO compatibility on this issue.   

A further proposal was made by some participants concerning import taxes. Several stakeholders felt that the current situation, with excess processing capacity, will inevitably result in closures of facilities unless alternative sources of oilseed can be accessed. In the short term, this will effectively mean access to imported seed. At present, import tariffs on seed imports for processing are prohibitive, and it was proposed that a tariff-rate quota be introduced equivalent to the excess of processing capacity over domestic seed production. This received support from some sectors, though the influence upon domestic seed prices would have to be monitored carefully. However, other participants expressed the view that such a decision should be postponed as it is not an emergency.


Proposal 4: Promote improved access to credit for farmers. 

Participants agreed that the relatively poor performance of the farm sector requires attention. Several interrelated issues need to be addressed to facilitate technical performance. Crucially, developing the land market and enforcing property rights over land would make a major contribution toward solving several other issues, such as access to credit, access to technology, improvement of yields and soil depletion.
Access to credit - Enhancing access to credit was seen as the single greatest contribution that could be made to field performance. Participants noted that improved credit would have a beneficial impact on access to technology, improving the use of chemical inputs, and in general terms to improve investment in the farming sector to modernize farm activities. 

Two options were discussed: a) credit provided via the banking sector, and b) credit provided via crushing companies. 

On the second of these (i.e. prepayment by crushers), crushers present expressed a deep reluctance to becoming involved with pre-finance to growers. This is because of previous experiences, where crops guaranteed in exchange for finance were not subsequently forthcoming. In both cases, it was stated that the role of the Government was of paramount importance in securing loans. Some form of government guarantee, perhaps providing a compensatory fund for crushers where defaults occur, would seem required to stimulate crop finance. Farms defaulting on crop guarantees could be made subject to fines by way of reductions in government farm support measures. Additionally, land reform should be completed so that land could be proposed as collateral. Experience in other transition economies suggests this reform goes some way to enhancing liquidity in the credit sector, and reducing interest premiums. Furthermore, an improved programme for warehouse receipts is currently being implemented, and should also contribute to better collateral provision. Nevertheless, some crushers have experienced problems with the system in the last year, and have lost deposited seed, finding it difficult to pursue losses through official channels. In these cases, strict government enforcement of the regulations in place must be encouraged.  

Proposal 5: Encourage and implement further measures to improve performance in the farm sector. 

The recommendations for the farm sector were hindered by the lack of farmer representation at the meeting, and indeed in the sector overall. This is a concern that requires attention. Without the support and input of farmers and their concerns, practical proposals for improvements in the farm sector are weakened substantially. 
Participants agreed that all stakeholders had a vested interest and responsibility to address the problems of poor technical performances in the field sector. An overriding technical problem is that of low, and declining, sunflower yields.

1. Low yields
The declining yield trend was actively discussed. All recognised that it was an issue of great concern. For many, the roots of the problem should be extensively discussed with farmers directly. However, though no farmers were present, participants provided possible explanations for low yields among which:

· The reduced period between sunflower crops in the field rotation. To some extent, this is because of the high profitability of sunflower seed cultivation for farmers relative to other crops. 

· Inadequate application of inputs and technology (for example quality hybrid plant seeds) to offset the decline in soil fertility. This is due to difficult financial situation for a significant number of farmers.

All participants agreed that farmers should be encouraged to apply a more optimal rotation in order to preserve the potential of Ukrainian soils in the long run. However, well-defined incentives have to be found to modify farmer’s behaviour in this regard. One possibility would be to include environmental considerations in a direct support policy, with support conditional upon sustainable practices.   

Moreover, it was observed that high seed prices (as in 2004/05) do not suffice to stimulate the use of inputs and to improve access to technology. Many reasons were proposed for this, among which the fact that many farmers tend to compensate deficits registered with other crops with the profits made on sunflower. Crucially, despite sunflower’s profitability, farms as a whole tend to experience serious financial problems, and lack access to credit, as discussed above. Other explanations were the lack of technical knowledge, the preference for immediate gains at the expense of the “land”, which to some extent is perceived as a free or zero cost factor due to the lack of land ownership.

Although current practices are recognised as problematic, little is currently done to alter farmer cropping behaviour. The short term economic incentives to plant sunflower are strong, and any efforts in this regard would need to recognise this cash imperative. An important contribution could be made in this area by the provision of educational extension services to farmers, enhancing knowledge of sustainable agricultural practices. State funding, perhaps supplemented by a small crusher levy collected through the processors’ association, would be required, and the strong knowledge base of the research institutes could be used to coordinate and staff such a programme. Private land ownership via the land reform process is also likely to make farmers far more responsive to the long term requirements of land management, as this would be a method for preserving land values. 

2. Enhancing Competitiveness
The issue of production costs is central to improving competitiveness. To further reduce processing costs, which are already low in comparison with those of many international competitors, it seems important for the crushing sector as a whole to increase the level of utilization of capacities in crushing activities. Although several facilities operate at near full capacity, many operate at low utilisation rates. 

Improving the overall industry capacity utilisation rate could be achieved in several ways. First, under the current industry environment, surplus capacity is likely to reduce naturally as unprofitable crushing facilities exit the industry. This is likely to remove more outdated plants from the sector. Without intervention, this is the most likely current scenario, as seed import tariffs are prohibitive and domestic production is unlikely to rise substantially in the foreseeable future. In the longer term, even as yield improvements occur, these are likely to coincide with a reduction in the sunflower area, and therefore seed production is unlikely to grow significantly from recent levels, and is extremely unlikely to reach even the current planned crushing capacity of six million tonnes.
A second alternative is to open a tariff rate quota, as discussed above, equivalent to the annual surplus of capacity over domestic seed production. A potential drawback of such a mechanism is that it provides no guarantee that underutilised facilities will gain access to imported seed. It is quite possible that access to greater seed supplies will stimulate further expansion of the more profitable modern facilities in the crushing sector. If this occurred, the more outdated plants may continue to experience difficulties. 
For the sector as a whole, therefore, a shake-up of processing capacity may be inevitable, and the introduction of a tariff-rate quota for seed imports is not an immediate priority. This is especially true when one considers the potential impact on domestic seed prices, which have been bid up towards export parity only when domestic crushers had to compete more vigorously for limited seed supplies.
Competitiveness is also an issue of quality management, which seems to be well understood. It was clearly stated that the Ukrainian sector has to perform better on quality to reach the level of some competitors and satisfy international standards.

3. Information and Statistics
The participants agreed that sound data and policy analysis are of paramount importance to improve the sector performance. They also concluded that it is the role of the Government to provide good, updated and reliable data and statistics to economic operators.

5. PROPOSAL FOR NEXT STEPS

The next steps were discussed. First of all, participants highlighted the benefits of EBRD/FAO support and therefore expressed their interest for similar workshops that could be held again at a later stage. An immediate priority for any further discussions is the involvement of farmers and farmer associations. This would strengthen significantly any proposals made to government, and would stimulate more concrete practical proposals for yield improvements.  
It was decided that the conclusions of the workshop should be prepared and circulated at the earliest opportunity. Then, on the basis of the agreed conclusions, it was suggested that the medium term strategy be updated where needed in order to make the final document consistent with workshop participants’ recommendations.

Some participants suggested that the work done with FAO and EBRD assistance be given special emphasis. One possibility mentioned would be to produce a version of the updated report’s recommendations to be taken into consideration by the Government in its current process of policy framework definition. Therefore in line with this idea, it was proposed that the result of the process (the final version of Medium Term Strategy) be not only sent but also presented to the Ministry. 

Policy decisions are expected by early June 2005. It would be important to present the work done before any decision regarding the policy framework is taken by authorities. Therefore participants strongly recommended that the conclusions of the workshop and the update of the medium term strategy be done by the week ending April 22nd. 
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