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EXECUTIVE SUMMARY

1. Background and objective of the study

Agricultural commodities in Indonesia in particular rice, beef, shallos, chilis, sugar and salt
experience big price fluctuatiors,in which price spikes becoming anannual tradition. Theselead
to price risks for consumers and producers. Sudies report that there are many factors
contributing to the price increases includingexchange rate movementgyiven the internationally
traded nature of some of the commoditiegi.e., beef), increasing input costs, fuel costs and growth
in GDP per capitaAnti-competitive behaviorsmight contribute to price increasesas well. These
include anti-competitive mergers, abuse of dominance, cartels armlice fixing, vertical restraints
and exclusive practices.

The Competition Commission in Indonesia has identified competition oftaple foods as a priority
area to be focusedn in order to deal with high and volatile prices This study aims to examine
structure, conduct and performance in the six food products (rice, beef, sugar, salt, chidind
shallots). The results of the studyaims to be utilized to provide recommendations for each food
sector on how to address the problems identified and provide solution to improve the functioning
of these markets in the best interest othe consumers andthe producers from the viewpoint of
competition policy.

This market study was prepared for the purpose of supporting to draw up policy
recommendations but this is not represent the opinion of specific agencyThis study is a
collaboration between Institut Pertanian Bogor (IPB) and Komisi Pengawas Persaingan Usaha
(KPPQ with the support of Japan Fair Trade Comission (JFTC) addited Nations Conference on
Trade and Development UNCTAD. This study has receival financial support from Japan
International Cooperation Agency JICA and the copyright is in JICA

2. Market structu re and Conduct
2.1. Sugar

Market structure

The market structure of sugar is presented itthe figure below. Fromthe sugar factory tothe big
traders the market structure is characterized by oligopsony and after that level the market
structures are characterizel by oligopoly.
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2.2. Rice
Market structure

Farmers faced an oligopsony market whewealing with traders whoare smaller in number. In
addition, the price is mostly determined by the traders. Thecan be independent or an employee
of the rice mills. The independent traders face an oligopsony market whedealing with the rice
mill. Meanwhile, the rice mills face an oigopoly market when dealing with the wholesalers.Rice
mill s have the choice to whom they sell the ricevhich depends on the demand or price.

Rice Market Structure at Various Market Level

Seller Buyer Market Structure
Farmers Traders Oligopsony
Traders Rice Mills Oligopsony
Rice Mills Wholesalers Oligopsony
Wholesalers Retailers Oligopoly

2.3.  Shallots

Market structure

The market structure ofshallots indicates an oligopsony market This structure is characterized
by many sellersand fewer buyers (see table below)

Traders Buyer Market Structure
Farmer Collectors Oligopsony
Collectors Large Traders Oligopsony
Large traders Wholesalers Oligopsony
Wholesalers Sub Wholesalers Oligopoly

Sub Wholesalers Retailers Oligopoly
Retailers Consumers Oligopoly

2.4,  Chili

Market structure

The market structure of chilisis presented in the table below.

Seller Buyer Market Structure
Farmers Middlemen/collectors Oligopsony
Middlemen/collectors Large traders Oligopsony
Large traders Wholesalers Oligopsony
Wholesalers Subwholesalers Oligopoly
Subwholesalers Retailers Oligopoly
Retailers Consumers Oligopoly
2.5. Beef

Market structure

The market structure of beef is imperfect athe live cattle and beef markets are classified as a
disintegrated market. This structure tends to be oligopsony, .g, the price is determined by fewer



buyers, relative to the sellers. On the other hand, the beef market structure tends to be oligopoly,
i.e.,the price is determined by fewer sellers in comparison to the buyers.
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2.6. Salt
Market structure
Salt farmers face an oligopsony marketith traders beinglimited in numbers.
Seller Buyer Market Structure
Farmers Traders Oligopsony
Traders Salt Processor Oligopsony
Salt Processor Wholesalers Oligopoly
Conduct
Sugar

Salesare by an auction system owned by SOE&armers cantherefore avoid the control by one
party or one company. The number of D1 traders is getting smaller.

Other fraudulent actions that will affect the sugar market are (1) illegally sowred sugar and (2)
GKR entering the marketvhich is illegal and especially occurs in the border areaBntry into GKR
to GKP markes can be caused by excess supply or buyeie GKRbeing unable to distribute all
the GKR tley own.Weak supervisionby the authorities causes this fraud to occur. However, the
starting point of this all is the supply of GKP which is still not enough to cover demasdnd the
high prices of national productionand ismore expensive than imported sugar



Rice

The ten largestrice millsin Indonesiaare located in the centralrice production area.The four
largest market shares (CR4) are only 13.7% and when the concentration ratio is below 20 the
industry is considered to be highly competitive. The trend of CR4 is increasirig,2010 the value
was 10.82% andin 2014 it increased to 13.7%. However, rice millers cannot sell directly to the
wholesalers but, only through the agents

Shallots and Chilis

For the chili and shallot commodities,the traders depend on the wholesale markets around
Jakarta forsales More than 70% ofis sold there. Wholesaler markettradrers have an opportunity

to hamper free competition since theymay decide to onlybuy chili and shallots from traders they
already know. Only large traderswho are well-known, will be accepted as their suppliersLimited
access between these marketing agencies is due to the existence of bonds between them: funds,
family relationships and long-standing relationships. This provides barriers for new entrants
(new traders) to sell chili and shallos directly to the wholesale markets.

Beef

In some cases, imported beef entsrthe traditional market. Traders, have been known tamix
imported and local meat and sellby using local meat prices thaare higher than imported beet

In the supply chain of beef, the high risks in the transporting of live cattle. Because the vehicke
usedare not designed specifically to transport live cattle, the stress levedan bevery high. This
leads to a decrease in the weight dhe live cattle,as well asthe quality of beef andunfortunately
the death ofsomecattle. In fact, the weight of live cattle is a determinant of the profit that will be
obtained bythose in themarket.

To return the weight of the cattle to the pretransported initial weight require stime and money.
Consequently,animal cruelty occurs.Examples are theeyesof cattle being covered with chili or
balm, so the cattle do not collapse during the triplo restore the initial weight, the cattle are often
forced to drink a lot of water (glonggongan cattle) The practice damags their internal organs
and reduces the quality of the meat.

Salt

According to Statistics Indonesiathere are 118 salt processing plargin 2014 whichis considered

amedium to large enterprise. Meanwhile there are 55 ung of micro and small salt processing in
2014 listed. The concentration ratio or CR4 for the industry is 71.98 which means that the four
largest plants/firm s in the industry holds thismajority of the market share This number

increased from 64.52 in 2013.

Related to the industry conduct there are several unfaiindustry activities which affectespecially
farmers, caused by collusion between the marketing institutios, these activities including:



Vi

9 Salt farmer numbers aresignificantly more than the processer. This, coupled with the traders
and suppliers being mostly in the employ of the processorswhich has the effect that the
farmer are generally dictated to regarding tke price being offered.

1 In the purchasing system, traders and supplier hae the authority to determe the weight of
the salt purchasedFor every sack the tradersassume the weight is 50 kalthough the weight
can reacheasily55-60 kg. This activity camot be stopped since all the traders are usually the
employee of the supplier Therefore, farmers have no power and it is cotrolled by all the
traders.

9 In salt processing there is an accusation that they contrbthe supply and price especially
among theprocessors in Madura. These accusatignwere investigated in 2006 by KKPU.

3. Performance
Price trend

By using monthly price data from January 201:December 2016 for sugar, rice, chili, shalletand
beefthe study calculated the mean and coefficient variatioior each commodity. The coefficient
variation of consumer price was higherthan the producer price, showing thatconsumer prices
tended to fluctuate compared tothe producer price. From this analysis it can be seen that the
trend of price formation at consumerlevelis determined by themarketing margin.

For rice, the average producer prices in the period of analysisas IDR 4,310 per kg (in the form
of unhusked rice or dry milkrice). The average consumer prices @& IDR 9,290 per kg. The co
efficient variation of consumer price was higher compared to producer price indicating that rice
prices at the consumer level fluctuatednore compared to producer prices.For rice, both for
producer and consumer prices have similar trend. As such, in order to reduce prifer the
consumer, the price for the producer should be reducd as well.

For red and small chili commodities, thee is a similar pattern in which consumer prices
fluctuated compared to producer prices. Similarly, the prices of shallstand beef at consumer
level fluctuated compared tothe producer level. For saltthe variation of producer and consumer
prices were almost similar.

Red chili, small chili and shallos are dominated by the marketing margin. This can be seen from
the CV value of the consumer price that is greater than the CV producer price.

The values of CV at consumer price for red chilli, small chilli and shalére greater than 20%
showing very big fluctuations.

For beef and saltthe values of CVs at the producer prices is almost equal to the values of CVs at
the consumer prices. The prices formed are influenced hifre producer price andthe marketing
margin.

3.2.  Price asymmetry

The cointegration of producer and consumer prices occurs ithe six commoditiesunder study.
Then, the causality test is conducted Among them, causality can be identified for three
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commodities, chili, beef and rice. For ta other commodities, i.e., shallat, sugar and salt, the
causality in which whether producer price (PP) affects consumer price (PP) or vice versa is
inconclusive. The values dathe Wald test in the short run are significant at the 1% level for chili
and the 5% level for beef and rice. Asuch, we reject the null hypothesis showing that there is
evidence of price asymmetry between producer and consumer prices of chili and rice. For chili,
the price rises or falls at producer level pass to consumer level hug not fully transmitted. In the
case of chili, the price reduction changes at the producer levielnot fully transmitted to a price
reduction for the consumer, showing thatthey are not benefiting fromthe price reduction at the
DOl ABAAOOS ,ithdplick reducti@n atthe @dtldcion level will not be fully transmitted

to price changes at the consumer level. Similarly, we also find evidence of price asymmetry in
beef. The price reduction at the consumer level will be fully transmitted tdhe producer level, but
increasing ofthe price will not be fully transmitted to producer prices. This shows that producers
might not benefit from a price increase at the consumer level.

4. Conclusion and Implication

In this market study, some problems from the viewpoint of competitionpolicy were found.
Common with six commodities, there are many intermediary venders between producer and the
final consumer, which is thought one of cause of the high distribution cost and high consumer
price. And the number of players participating in eat distribution stage is small and there are
few new entrants in each distribution stage. The reason why new entrants are not promoted is
not always clear, but there is a need to further survey about the cause that competition is not fully
activated in the commodity market.

What is suggested by this market study is thatayernment shouldactively promote streamlining

of disribution of commaodities. As one of salition, it should be strengthen the legal system on
wholesale market to reduce information asymetryand to realize high transparent market pricing.
And dthough several government agencies are involved in the agricultural sector, it is necessary
to review existing regulations crosssectionaly and improve the regulation that is not functioning
well to strengthen competitiveness And supervision along the supply chain of the commodities
should be conducted more intensivly by KPPUin order to avoid unfair transactions in the
market.
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Chapter 1 Background and Study Design

1.1. Background

In Indonesia, food price stability is theone ofmain issue faced by producers and consumersith

big price fluctuations occuing in almost all staple food.Thesefluctuations causeprice risks to
both consumers and producers. Higher price will reduce their access to sufficient and good
quality food. This increasing price of staple food (particularly rice) will increase the numbe of
households below the poverty line. As such, there is a connection between food price ahd
poverty issue in Indonesia. Warr (2005) found that raising rice price causel poverty in
Indonesia. This is because rice accounts farlarge share ofthe budget. Similar situations occur

in many developing countries such as Bangladesh, Madagascar and Vietnam in which higher
prices of staple foods increase poverty (Barret and Dorros, 1996; Minot and Goletti, 2000; and
Ravallion, 1990).

While higher prices of staple foods might increase the incentive for farmers to investin new
farming activities, the spillover effect of increasing pricsis reduced becausefarmers are
consumers as well. Farmers, particularly smallholders of land will not gain a benefit from
increasing prices of staple food For example, Wari(2005) reported that increasing rice prices
in Indonesia only provides benefit for rich farmers This is a smilar situation to the case of price
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will reduce after they have experienced low prices (White et gR007). This result was confirmed
by Sahara (2012) in the case ofchifiroduction, in which many small farmers avoid planing chili
in the next plantation time after they received low prices.

Most agricultural commodities in Indonesia particularlyrice, beef, shallag, chili, sugar and salt
experience big price fluctuatiors. It is almost anannual tradition. The Indonesian government
represented bythe Ministry of Agriculture has issued regulation number 63 year 2016 about
price references for the five commodities (salt was not included in the regulation).arge price
fluctuations still occur in the markets. For example, the prices of chili (small chilfeached about
IDR 150,00GIDR 200,000 in the retail markets at the beginning of 2017. The prices were far
above the reference prices set by the Ministry of Tradevhich was only IDR 29,000 per kg.
Similarly in March 2017, the price of shallat at the retail market reached about IDR 40,000 per
kg. This price was 25% higher compared to reference price set in the regulation which is only IDR
32,000 per kg.

Previous reports reveal there are many factors contributing to the price increases including
exchange rée movements given the internationally traded nature (i.e., beef), increasing input
costs, fuel costs and growth in GDP per capita that might drive the demand for food. Besides-anti
competitive behaviors in the value chain of the commodities might contoute to price increases.
These include mergers, abuse of dominance, cartels and price fixing, vertical restraints and
exclusive practices (OECD, 2013). This increasttee needfor more supervision by competition
authority in Indonesia.

The Competition Commission of Indonesia has idenified the staple foods as a priority area to be
focused in order to dealing with high and volatile prices



Ensuring competition at different stages of the supply chain is essential since the chain is a
complex series of iner-related markets in which concentration, mergersand acquisitions are
increasing and large multiproduct retailers might have dominant roles (OECD, 2013).
Competition may relate to buyer power which in turn can relate to vertical relations between
actors at each stage of the food supply chain. The competition among traders may also include
the overall functioning of the food supply chain. As such a comprehensive study aims to assess
market structure, concentration, competition and efficiency of the sigommodities isvital.

This study aims to:(1) provide a review of the economic, trade and agricultural policies as well
as the regulations that apply to the six food products (rice, beef, sugar, salt, chili and shal)p(2)
analyze the market structureand interactions between market players, (3) look into cost and the
price trends in the selected products, (4) identify the competition issues and other relevant
problems in the markets, (5) providerecommendations for each food sector studied on how to
address the problems identified and(6) provide a solution to improve the functioning of these
markets in the best interest of consumers.

This study traces the product starting from the producer to the end consumer. The study area is
chosen from locations wich is considered to be thecentral production areasof the commodity.
The data is collected on each level with several institutions are questioned

This market study was prepared for the purpose of supporting to draw up policy
recommendations, but this § not represent the opinion of specific agency. his study is a
collaboration between Institut Pertanian Bogor (IPB) and Komisi Pengawas Persaingan Usaha
(KPPU)with the support of Japan Fair Trade Comission (JFTC) abdited Nations Conference on
Trade ard Development UNCTAD. This study has receival financial support from Japan
International Cooperation Agency(JICA and the copyright is in JICA

1.2. Study Design

In order to reach the expectations of the study, the study team will utilize the method consisting
of both quantitative and qualitative work. Secondary and primary data (interviews of key
stakeholders and Focus Group Discussion) will be collected to fulfihe expectations of the study.
Based on thesix expectations above, details of method proceeds in this study will be divided into
three phases.

] Phase 1z Exploratory phase

There are two objectives in phase 1:1() to inventory policies and regulationsapplying to
the six commodities in Indonesiaand (2) to review organization and structure of the food
sector from other developing countries. This phase wilbe proceeded by conducting
literature review and collecting (inventory data) of:

a) policies and regilations of the six commodities. In Indonesiathere are several
forms of regulations and policies issued by Indonesian Parliament House (DRR)
Law, President through Presidential Regulations, MinistryRegulations through
Government/Ministry managing the sk commodities (Ministry of agriculture,
Ministry of Trade, Ministry of Industrial, etc) and Regional Government through
Regional Regulations. There is a possibility that policies and regulations issued by



DPR, President, Ministry andLocal Government might be overlap. Bilateral
agreements affecting the development of six commaodities will also be reviewed.

b) current practices the organization andthe structure of the food sector particularly
taken from other developing countries.

Output of phase 1:

The primary output of this phase is an interim report discussing the policies and
regulations of the six commodities in Indonesia (Chapter Il in the study report) and the
current practices of theorganization and structure of the food sector from other developing
countries (Chapter/Section V in the study month).

Phase % Analyzingthe market structure, concentration, competition and efficiency of the
six commodities. The objective of Phase 2 idedicated to accomplish expectation
2, 3 and 4 as outlined in the TOR. Specifically this phase will assess (1) market
structure and interaction between players along the value chain of the six
commodities, (2) efficiency from the perspectives of costs, mgin, price trends
and asymmetric prices of the selected commodities, (3) competition issues in the
markets of the six commodities. This phase will rely on primary data (Interview
with actors along the value chain of the six commodities and Focus Group
Discussion) in the selected regions and secondary data (particularly for price
trends and symmetric price). In this phase, the study team proposed a
framework as presented in Figure 1.

MAPPING THE MAPPING THE MAPPING THE
COSTS ACTORS INFORMATION
RICE PRICE TRENDS AND ASYMETRIC PRICE

SUGAR

PRODUCER INTERMEDIARIES CONSUMERS
SALT

ll

STRUCTURE ® CONDUCT ® PERFORMANCE

SHALLOT

MARGIN RISK ECONOMIC
ANALYSIS ANALYSIS PRICE

MARKET STRUCTURE, CONCENTRATION, COMPETITION, AND
EFFICIENCY

Figure 1 Framework of the study:market structure, concentration, competition and
efficiency

The framework proposed byastudy team based orthe value chain and StructureConduct
Performance approaches. The approaches will be applied for each commodity focused in
the study. This is becaus each commodity has specific aspect. For example, rice needs rice
millers as the actor in the value chain, while for horticulture commaodities (chili and
shallots) the roles of processors in Indonesia are not quitasimportant since consumers
prefer to consume horticulture products ina fresh form.



According to Weber and Labaste (2010), value chains are a key framework for
understanding how inputs and services are brought together and then used to grow,
transform, or manufacture a

Source: Carlton and Perloff (2015)
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Figure 2 Structure, conduct and performance paradigir  The value chain approach will
be utilized together with SCP.
SCP assumes that market structure determines market conduct which then determine the
market performance or social welfae features d the equilibrium (Pepall et.al 2005;
Carlton and Perloff, 2015). Figure 2 describes the relationships among structure, conduct
and performance and show how basic condition and government policy interacts (Carlton
and Perloff, 2015). Marketstructure describes the competitive environment in the market
for any good or service(Hirschey, 2008). Baye (2010) explains several factors that affect
the market structure including number of firms, relative size of firm, technological and cost
consideration, demand condition and the ease which firm can enter and exit the industry.
This market structure will affect the market conduct of the industry. Conduct refers to the
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policy facing the competition in the industry (Arsyad and Kusuma, 2014). The indicatepf
market conduct include pricing behavior, integration and merger activity, research and
development and advertising. This market conduct will determine the mdet
performance. Marketperformance refers to the profit and social welfare in the industry
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growth (Arsyad and Kusuma, 2014).

The study team determinel whether market structure include as oligopolyor olygopsony,
the study team uses the criteria as presented in Table 1.

Table 1 Characteritics of oligopsony and oligopoly markets.

Number of buyers and Market power Difficulty to entry and
sellers exit market
1. Henderson and Quand| Oligopoly: Oligopoly: Difficult
(1980): Low to high subject to mutual| Oligopsony:Difficult
interdependence
Oligopoly:

A Anoligopolistic market | Oligopsony:
contains a number| Sellers will have to deal with
sufficiently small | the increased negotiating
sellers, so the actions o| power of the onlyfew buyers.
any individual seller
have a perceptible
influence upon his
rivals

A A market with a small
number greater than
two sellers

Oligopsony:
A market with a small
number greater than two
buyers

2. Pearce (1992):

Oligopoly:
A market in which the
number of sellers is few

Oligopsony:
A market in which a few
buyers face a very large
sellers

3. Ferrer (2013)
a. Oligopoly- There are a
few sellers of the
product.
b. Oligopsony- There are
few buyers of the
product.

In this study, the application of value chain and SCP will rely on primary data obtained from
field trip sfor each commodity in the selected regions. The activities in this phase include:



1. Selectingregions to be focused in the study. The value chain approach states that
market (demand side) for certain commodity will depend on the supply side
(producers and intermediaries involved in the chain. As such, it is important to assess
the product flows ofthe six commodities both from producer and consumer sides.
Focusing on the product flows from the main production regions producing the six
commodities can be the best strategy proposed in the study. The main production
regions for the six commodities are

a. Rice : West Java Province
b. Shallots : Central Java Province
c. Chili : West Java Province
d. Salt : East Java Province

e. Beef : East JavaProvince

f. Sugar : East Java Province

In each province, the study team will focus on the main production distrigiroducing
the commodity. For example, the main production zone for salt in East Java is in
Madura. The information with respect to districts in each province will be
determined based on secondary data (production aspect, see detail in Annex).

2. After getting the map of the chain for each selected commodity, the study team will
conduct interview with the actors along the chain. The interview will focus on some
aspects including:

a. Assess the costs, margin and information flow of each selected commagdiiy
using the value chain approach. The data collected algdll include the system of
product handling and logistics connectingrom the farmers to the intermediate
stage and on tahe final users/distributors/consumers. Quantify the structure of
costs in the tandling, storage and logistical movement of the product/animals
through the value chain, variations in these costs among different
sourcing/distribution channels and perhaps, differences in costs at different time
periods/production seasons.

b. Assess thanarket structure, including the size and type of each actor, patterns of
intermediation, cooperation and integration, processes for price discovery, etc.
and how these serve to promote or inhibit the current performance of the value
chains. The SCP appraa will be utilized in this stage.

c. ldentify the competition issues and other relevant problem in the markets such as
the number of buyers in each stage ahe value chains,the existence of rent
seekers and at what level athe value chain theyinhabit, the supply issue and the
existing supporting institutions available along the chain such as cooperatiand
farmer groups. This willbe conducted by usingthe SCP approach.

3. FGDto meet with the stakeholders involved in the six commodities (business
association, producer association, importer, distributor and relevant
government/ministry) in aselected study location.

Besides using primary data, the study team will also use secondary dataring phase 2
particularly to analyze price trends and asymmetric price issus for each selected



commodity. This is particularly to assess the efficiency analysis. Price trends at producer
and consumer prices will be performed by using trend analysis and grapts. The prices
data at the consumer and producer levels will also be used to conduct asymmetric price
analysis. Examining price asymmetry is essential to investigate price efficiency along the
value chain. Evidence of asymmetric prices show that a group society is not benefiting
from a price reduction (consumers) or increase (producers) that wouldunder conditions
of symmetry, have taken place sooner (Meyer and Cramdraubadel, 2004). Miller and
Hayenga (2001) state that the slow response of price chaeg betweenthe producer and
the consumer levels show inefficiency and inequity of price transmission in the value chain.

Following Rao and Rao, (2005), Reziti and Panagopoulos (2007) and Capps and Sherwell
(2007), three steps in assessing asymmetric priege utilized; (1) checking the
cointegration issue, (2) testing causality relationship between producer (farm) and
consumer prices, and (3analyzingasymmetry price.

1. Cointegration issue

The Augmented Dickey Fuller (ADF) test is utilized to confirm thetationary price series
data at producer and consumer levels. Next, for each price series that are cointegrated in
same order, the application of the Johansen and Juselius, (1990) is utilized to test their
cointegration (see equation 1 and 2).

k
R=mgaPPR. +e (1)

j=1
where P, is vector of producer and consumer prices (PP and CP); aglis Gaussian
residuals

In order to determine the rank of P and to reach the conclusion about the numbeof co-

integration equations, we reparameterize the equation (1) into the VECM form (equation
2).

k-1
DR =c+PR,+a BDR  +e (2

j=1
whereP is a matrix of long run and adjustment parametersB, is matrix of the short-run

parameter; € is vector of i.d; andjis the number of lags. Trace statistiswill be used in
testing the cointegration between producer and consumer prices for each province.

2. Causality test

To investigate the causality between producer and consumer prices, we applied Granger
causality test (equation 3 and 4). In equation 3, a regression equation of the producer prices
is run as a function of lagged producer and consumer prices. Equation 3 is consisted of
conaumer prices asa dependent variable and two independent variables, i.e. lagged
consumer and producer prices (Granger & Engle, 198 Hollowing Reziti and Panagopoulos



(2007) and Koutroumanidis, Zafeiriou, and Arabatzis (2009), the causality test is
concluded by gplying a weak exogeneity test.

nl n2

DPR=m+3§ bppDPPt-i +a bpcmR-i 0,2y, ey 3)
i=1 i=0

and
n n2

DCFt) = /75 +a bppDPFt)-i +a bpcDCFt)-i +p22t2—1 +e[2 (4)
i=0 i=1

The conclusion is indicated below;
i iftpE m MEAnh OEAOA E Qunielati@lshipiboheeit thel tWwol C
variables

(i) ifp,=0andp, E 1 PP i®ihe longrun causesCP

@iy if p,E 1 PA¥ @ soCP in the long-run causesPP

3. Theissue of Asymmetry: ECM

Suppose there is a causality between producer price (PP) and consumer price (PP),
assuming that PP cause PC, the EE® model as follow.

n2 nl
DPP = nz+a b pcDCP i +a b peDPP i +p, 7, +

i=0 i=1 (5)
p'3 + + p'4 + + +
a bPCmR—l+a bPPDPR—l +pZZt—l+et
i=0 i=1

The plus (+) superscripts on the coefficients and the variables indicate that changes in the
variables are positives. The minus-§ superscript indicate that changes in the variables are
negative (Rao and Rao, 2005). To teshd existence of asymmetric price transmission
hypothesis in equation (3) a formal Ftest will be utilized as the null hypothesis indicate in
equation (4). The evidence of the asymmetric price transmission in the rice supply chain is
included if the null hypothesis is rejected.

Ho o =P,
Output phase 2:

The primary output of phase 2 will be two reports:

a. Interim report, consists of secondary data analysis and preliminary results of field
research

b. Draft final report as a synthesis report presenting field research on market
structure of the six commodities (Chapter 1l in the study report) and the issues



of concentration, competition and efficiency of the selected commodities (Chapter
IV in the studyreport).

Phase 3 Proposing policy recommendations for the six commodities

The main objective of this phase is to propose policy recommendations for each selected
commodity focusing on how to address the problem identified and provide solution to
improve the functioning of these markets in the best of interest of consumers and
producers. As outlined previously, not only consumers will receive negative impact when
big price fluctuations occur in the food market. Increasing prices will reduce the welfaref
the producer as well considering farmers act as consumer as well. The policy
recommendation will be derived from results at phase 1 and 2. These results will be also
presented in a bcus group discussion (FGD) with key policy makers at national leved
have feedback and inputs.

Output:

The output will be a final report that outlines policy recommendations concerning of each
product (Chapter VI in the study report). The output will be utilized by competition
authority (KPPU) and regulatory authorities (RAs) in understanding, enhancing and
promoting competition of the six selected products.



Chapter 2 Overview of the Sx Commodities

This chapter providean overview of the six commodities focused in the study which coveprice,
production, consumption and exportng & importing. Important policies with respect to the six
commodities are also discussed.

2.1. Sugar
2.1.1. Price

As a commodity experienced with intensive policy intervention in both domestic and
international markets, sugar price at both the farmer and retail levels is quiteomplicated. This
price is not purely following the law of supply and demand.This section dscusss the
mechanisms of sugar price formatiorand thedevelopment, both at the farmer and retail levels.

Prior to trade liberalization in 1998, sugar price at the farmer level was determined by the
government through BULOG, the price is known ggoverueprice. The price analysis shows that
in determining the provenue price, the government considers the retail price target to be
achieved cumulated inflation as the representation of production and transportation costand
the price of fertilizer which represents the production cost (Susila, 2004). All the three variables
are positively correlated to provenue price. In other words, the increase in production and
transportation costs are two considerations in determiningorovenueprices, aside from the réail
price. For example, if inflation increases by 1%, then price at the farmer level increases by about
0.84%. Furthermore, if the price of fertilizer increases by 1%, then the price also increases by
about 0.60%.

Due to a regulation by the government, sgar price at the farmer level is relatively stable and
increasing in line with the changes of those three factors. Thus, the sugar price at the farmer level
is relatively predictable, making it easier for farmers to make decisions. In the period 198877,
sugar price atthe farmer level increased at a rate of 6.6% per year, very close to the inflation rate
which was between 6%-8% per year. Until 1977, the price at the farmerdvel had not exceeded
IDR 1,000 perkg. The maximum pricewas onlyIDR911 perkg.

In 1998-2002, the government released the sugar price at the farmer level on the free market
mechanism. Although there were efforts to seprovenueprice as happened in 19992000, the
policy is no longer effective because the price mechanism that oceuss following the free trade.
This happens because BULOG no longer has the sole authority, whether in terms of imports or
purchasing the sugar from farmers. Thus, in the regime period of this liberalization policy, the
price of sugar is determined more byhe free market mechanism that refers to the price of sugar
in the international market.

If before the liberalization policy, the price at the farmer level was still below IDR,000 per kg,
then at the beginning of the period of liberalization, the pricemmediately jumped to IDR2,100
per kg. However, ths price spike was not beneficial to farmers because the economic crisis that
occurred at that time had caused the cost of sugar productidn increase sharply. The price was
below the average cost of suay production estimated between IDR2,300- 2,800 perkg.
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This situation had triggered a decline in farmer area and production at that time, where national
production reached its lowest point in 198 and 1999.

The commerce policy for importing sugar, itr oduced inSeptember 2002, changed fundamentally
the price formation for the farmer. This was the beginning of the Controlled Policy Regime. One
of the basic essences of this policy, related to the price of sugar at the farmer level, is that sugar
imports can be done if the Farmers Benchmark Price (HPP) at least IBR10 perkg. This polcy
basically guarantees that the price at the farmer level is dhis level. The sugar price each year
changesin line with the calculation ofthe cost of sugarproduction. Broadly speaking, the process

of HPP formation is as shown in Figure 3. The Govenent uses thevarious aspects of the sugar
palm concession set forth in the Decree of the Minister of Inflammation RI. It is expected that the
HPP will be established by the Government through the Ministry of Trade in April before the
milling season begns.

EPP Survey Team of Sugar at the Farmer Level -+

Team
Coordinating Ministry for Economic Affairs
Indonesian Agency for Agricultural Reseach
and Development
Ministry of Agriculture
Ministry of Trade
Ministry af Industries
Minister of State Owned Enterprises
Universities

Survey of Sugar Farming

International Sugar Price

¥

Retail Price

Main Cost of Production (BPP) of Sugar Measurement of Farmers
at Farmers Level Benchmark Price (HPP)

Farmers Profit

‘ Inflation ‘

k.

Establishment of HFP by the
Government

Figure 3 The process of forming HPP

Under that mechanism, HPP over the past 5 years had increased in line with the increase in Cost
of Production (BPP) (Figure 4). Farmers also urged the HPP increas¢o keep pace with the rise

in BPP due to a 10% increase in land rent per yean increase in wages and an increase in the
cost of agricultural inputs & tools. In 2016, with a BPP ofDR 8,790, the HPP is set at IDR,100

per kg. In 2017, the Government a longer stipulates the HPP but sets the reference price at the
farmer level ofIDR 9,100 and the Highest Retail Price (HET) of IDR 12,500 per kg.
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Figure 4 Main cost of production and farmer benchmark price2012-2016

Data from 2012 to 2016 shows thatthe change of HPP is relatively small. This is also the case of
auction pricesas thesédnave not increased significantly. The increase ithe auction price in 2016

is slightly higher than in previous years, which is aroundDR 1,000 per kg. The big increase
actually happenedfor the retail price in 2016. The data showshat the retail price is more affected
by the commerce margin.

Margin distribution began to change since 2013, i.e., the margin of commerce is as great as the
farmer's margin. In 2016, there is a very striking phenomenon, that ihe margin of commerce is
1.5 bigger than the farmer's margin. It seems that the magnitude of this margin caubeetalil
prices in 2016 to be high. The retail price determiner appears to be mormefluenced by the trader
than the auction price.The underlying supply problem seems to be the cause of the commerce
margin being enlarged.
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Figure 5 Farmer benchmark, auction, and retail price012-2016
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Table 2 Auction price, retail and distribution of farmer and management margins

Year Price (IDR perkg) Margin (IDR perkg) Margin Distribution

BPP  Auction Retail BPP. = Auctlon Total Farmers Commerce Total

Auction to Retail

2012 7,902 10,982 11,516 3,080 534 3,614 27% 5% 31%
2013 8,070 9,518 11,548 1,448 2,030 3,478 13% 18% 30%
2014 8,790 9,640 10,416 850 776 1,626 8% 7% 16%
2015 8,860 10,006 11,384 1,146 1,378 2,524 10% 12% 22%
2016 8,790 11,063 13,514 2,273 3,344 5,617 16% 23% 39%

Source: Ministry of Trade, processed

2.1.2. Production an d Consumption
Production and consumption

Sugarcane that is milled by a sugar factory is divided into factorgwned sugar grown (HGU) o
leased land fromthe community and sugarcane planted bysmallholders. The production of
plantation white sugar (GKP) in 2016 hd decreasedas hadthe size of the farmedarea (Table 3.
This production is farbelow what wasobtained in 2015. The decline in sugar production in 2016
is mainly due to reducedcropping and low yield becaus®f less favorable climatic conditions (wet
spell).

Table 3 Harvestareaand GKRproduction

Large Estate Smallholders Estate Total
Year Area Production Area Production Area Production
(000 ha) (000 ton) (000 ha) (000 ton) (000 ha) (000 ton)
2011 192.5 959.4 242.5 1,284.2 435.0 2,243.6
2012 194.9 1,147.5 247.8 1,445.1 442.7 2,592.6
2013 208.7 1,185.3 262.3 1,368.2 471.0 2,553.5
2014 187.1 1,062.8 290.0 1,516.6 477.1 2,579.4
2015 186.8 1,050.2 275.0 1,573.7 461.8 2,623.9
2016 173.9 905.8 266.9 1,297.9 440.8 2,203.7

SourceStatstics Indonesia,2016

Of the total production of GKP, private sugar factory produces sugar at 44.5% and stategned
companies at 55.5%. Ownership of sugar is divided into sugar owned by the company (saifned
sugar) and sugarowned by farmers. In 2016,sugar is controlled by State Owned Enterprises
(SOEs) by 25.8% or about 570 thousand tons, whitee balance issugar owned by farmers and
privately. Sugar owned by farmers and privay is sold freely by auction to D1 level trders
meeting the price agreement. This allows the trader to hold sugasp to 74.2% of the total
production. The distribution of control of sugar will affect the distribution and price formation
ranging from the level ofthe auction price to the retail price. Figure 6 shows the current
proportion ownership of sugar (GKP) excane.
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GKP Ex-cane
(100%)

A4 Y

Private SOEs
(44.5%) (55.5%)

Earmers-owned Self-owned Farmers-owned Self-owned
(14.0%) (30. 5%) (29.7%) (25.8%)

Figure 6 Distribution of gkp excane ownership

Trader
(74.2%)

There are currently 47 sugar factories from SOEs and 15 private sugar factoriggmarily using
cane.These sugar factories are spreathroughout Sumatra, Java, and Sulawesi. Stade/ned
factories are generally factories with relatively old technology. Té number of SOEs sugar
factories are 100+ years are 33 (73%). Most of SOEs sugar factories have a milling capacity of <
4,000 tcd (34 factories). Several statdwned enterprises are not operating due to lack of raw
materials and low efficiency. This clogre is in line with the plan ofthe sugar factories owned by
BUMN.This re-structuring is aimed at improving the factory performance, quality and yield.

Table 4 Active sugarcane factory

Company Location Total
SOEs
PTPN Il North Sumatra 1
PTPN VII South Sumatra 1
PTPN VI Lampung 1
PTPN IX Central Java 8
PTPN X East Java 10
PTPN XI East Java 15
PTPN XII East Java 1
PTPN XIV South Sulawesi 3
PT RNI West Java 4
East Java 3
Private
PT Laju Perdana Indah South Sumatra 1
West Java 1
PT Pemuka Sakti Manis Indah Lampung 1
PT Gunung Madu Plantation Lampung 1
PT Sugar Group Co. Lampung 3
PT Madubaru Yogyakarta 1
PT Kebon Agung East Java 1
West Java 1
PT PGGorontalo Gorontalo 1
PT Industri Gula Nusantara Central Java 1
PT Gendhis Multi Manis Central Java 1
PT Kebun TebuMas East Java 1
PT Sukses Mantap Sejahtera NTB 1

Source: Ministry of Industry (2017)
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Table5 Sugarcane production by province and farming categorg016 (Ton)

No Province Smallholder | Government Private Total
1 Sumatera Utara 5,644 24,593 30,237
2 Sumatera Selatan 1,101 57,861 29,849 88,811
3 Lampung 130,592 76,467 570,054 777,113
4 Jawa Barat 38,490 42,219 80,709
5 Jawa Tengah 268,020 1,682 10,250 279,952
6 DI Yogyakarta 12,246 12,246
7 Jawa Timur 1,233,975 132,941 2,191 1,369,107
8 Gorontalo 5,899 39,233 45,132
9 Sulawesi Selatan 7,627 24,590 32,217
Total 1,703,594 360,353 651,577 2,715,524

Source: Directorate General of Estat€rop, 2016

Production of sugar made from sugarcane is still far from the totalonsumption of sugar which
reached 6 million tomes in 2016. This consumption consistof plantation white sugar (GKP) for
direct household consumption and rined sugar (GKRJor the food andbeverage industry needs.
Increased consumption of GKRs relatively small because it is only caused by the increase of
population. While the increase in consumption of GKR is greater in line with the development of
the food and beverage idustry alsoother industries based on GKR.

Table 6 National sugar total needs

Sugar reeds (000 ton)
No. Year GKP GKR Total
1 2011 2,769 2,251 5,020
2 2012 2,735 2,638 5,373
3 2013 2,686 2,815 5,501
4 2014 2,888 2,976 5,864
5 2015 2,928 2,790 5,718
6 2016%) 2,989 3,033 6,002
Growth per year(%) 1,44 5,51 4,05

Source Ditjenbun, Kemenperin; *) :Preliminary data

GKP Trade Balance

National GKP supply comes from various sources hubr the GKPit is mainly from sugarcane
processed by GKP sugar factories. tine case of supply shortags,import swill be either raw sugar

or white sugar.The permission for white sugar import is owned only by BULOG. Meanwhikhe
importing of raw sugar in the form ofspecial assignment is given to the parties who havea
production license. Furthermore raw sugar is processed in GKP or GKR sugar factories. The
results will enter the GKP market. The following illustration shows the current flow of sugar

supply.

For exampge, the GKP tradebalance is presented in Table7. If it is assumed that monthly
consumption is fixed and only increasesluring national holidays. If the overall condition of the
2016 GKP trade balance shows a deficit of + 815 thousand toasd this supply is only sourced
from GKPsugarcane But if supply also calculates the end of 2015 stock andcludes theexport-
import of GKP, there is a surplus of 275 thousand tons. The problem is that the supply distribution
does not occur in accordance with consumgn, resuting in a period with a deficit or surplus.



16

SUGAR
IMPORT oAt
A
Raw Sugar
A 4 \
INDUSTRY
- MSG GKR .
- IMG Factories GKP Factories —
- L-LYSINE
v \
GKR GKP

Figure 7 Sources ofational sugar supply

Table7 The GKRrade balance based on sugarcane and impd?016
Production of

Month Supply ex-sugarcane Import Consumption Stock
Jan 816,592 - 247,461 569,131
Feb 569,131 - 247,461 321,670

March 324,906 3,236 247,461 77,445
Apr 91,371 13,926 247,461 (156,090)
May 15,799 69,640 102,249 247,461 (231,662)

Jure 119,557 342,728 8,491 247,461 (127,904)
July 255,794 304,438 79,260 296,953 (41,159)

August 457,163 498,322 247,461 209,702
Sep 559,802 350,100 247,461 312,341
Oct 755,886 358,870 84,675 247,461 508,425
Nov 682,025 173,600 247,461 434,564
Dec 523,456 88,892 247,461 275,995

Total 2,478,427 2,203,752 274,675 3,019,024

Source : Sugr Company and Directorate @neral of Plantation, processed

A surplus of 275 thousand tonds 1 month of consumption. Therefore, in the following year, so
that GKP trade balancé it does not have a deficit, it will require an additional supply 0 months

of consumption.

2.1.3. Export and Import

The nonfulfillment of GKP production to supply thedemand of direct household necessities
forced the Government to import sugayin the form of white and raw sugar. Imports of sugar to
meet the needs of GKP reach 1 million tors in the form of raw sugar. Raw sugar impostare
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then processed in some GKRBugar factories and some in GKP sugar factories which have the
ability to processthe raw sugar.

All of GKR supply are still supplied by GKR sugar factories using raw imported sugar materials
from some major sugarproducing countries. The imporing of raw sugar is calculated based on
the GKR requirement by the industry as evidenced by the contract between GKR sugar factories
and the food and beverage industry. The volume of raw sugar imped for GKRfactories is
currently around 3.2 million tons. If the import of raw sugar for the food and beverage industry

is added to GKP needs, the total import reaches 4 million tons. If the sugar requirement is about
+ 6 million tonnes, it means more than 66% still can be covered from impast

Table 8 The development of sugar imports in 2009 2014
Import of Raw Sugar (tome)

Year White sugar(ton)
for GKR for GKP Total

2009 2,237 149 2,386 13

2010 2,469 110 2,579 447

2011 2,268 128 2,396 118

2012 2,770 533 3,303 61

2013 2,937 394 3,337 20

2014 2,700 158 2,858 21

2015 2,800 600 3,400 -

2016 3,220 84

Source: Ministry of Trade RI; NSC Journal

2.1.4. Government Regulation and Policy
2.1.4.1. Price

There are three main factors determining the retail price which are HPP, the margin between the
price level of consumers and producers and distribution costs. The flow of domestic sugar price
formation is presented in Figure 8. This indicates that if the HPP is set by the Government
increases, then the retail price will rise. However, the increase diPP is not immediately
transferred to an increased in retail price. Based on the data contained in subhapter 2.1, it is
seen that the effect of HPP on retail prices is slightly higher in 201&he price becomes very
elastic becausef the additional cogs of distribution. The further the distance between producers
and consumers, the higher the retail price. Data from the Ministry of Trade reviewed by AGI
(2015) shows that, in areas with lower transportation cost, the total margin is 121%. While in
the area with expensive transportation, the margin can reach 50%. The total margin frothe
producer to the consumer according to this studyis about 20% of the price at the consumer level.
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Figure 8 The flow of domestic sugar price formation

In 2016, the margin from producer to consumemvas above 20%,it was about 39%, so the retalil
price became very high. The margin gap fronthe retail to the producer price increased by about
6% and the margin oftommerce increased by about 11%. This is the basis for the Government to
take several steps to control prices at the retail level. The steps taken by the Government include:

1)
2)

3)

4)

5)
6)

Setting a sugar HET of IDR2,500 per kg

AssigningBULOG to purchase sugar aved by BUMN (PTPN and RNI) at IDR0,500 per
kg.

In 2017, BULOGs purchase price is set by the Government #DR 9,700 per kg (Letter of
the Minister of Trade No. 885 of 2017) both for sugar owned by SOPS PN and RNIgand
farmer.

In order to support price stability, SOEs (PTPN and RN&nd the farmers must sell all of
their sugar to BULOG.

Giving import permits in accordance with thesupply needs of GKP domestic.
Conducting price controls in the market andvith wholesalers.

The point worth examining the impact of this policy is

1)

2)

3)

If the determination of HET the government is carrigit out with consequents and strict
supervision, it will have an impact on the stability of the auction price of sugar. Traders
will try to keep their trading margins not to be significantly down so that they will try to
push down the auction price. If the auction price remainsigh, the retail price will not be
at HET level. Data obtainedly the Ministry of Tradewhich shows that retail prices in early
2017 wasstill above IDR 14,000 per kg. This is likely due to the lack of sugar stosk that
traders take the margin of commerce more thathe normal level.

The purchase price of sugaowned by BUMNiIs set at a price of IDR 10,500 gross
(including taxes, etc.) by BULOG. It will affect thacome of sugar companies. This is due
to the highlevel of HPP in some ahe sugar factories owned by BUMN.

Sales of sugaowned by PTPN and RNI, to BULOG may not be able to influence the market,
because the control of processed sugas by SOE mostly owned by farmers. If the sugar
owned by the farmeris sold to the tradersand combined with the private sugar which is
also sold to traders, then the amount is greater than sugar controlled by BULG{®wever,

if all plantation white sugar is purchased by BULO@,will be dominated bythem.
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4) Imports in the form of processed raw sugacombined with plantation white sugar will be
able tocause competition problems for local sugar. If the pricthat is owned by farmers
decreases, then the farmerwiill switch to other commaodities. Data from sugar production
in 2016 shows a decline irthe sugarcane area compared to 2015. If this happens then the
target of selfsufficiency for plantation white sugarwill be very difficult.

2.1.4.2. Domestic Sugar Trading Policy

In general, various government policies relating to trade and distribution can be divided ia
three policy regimes (Table 9. Sugar is a commodity that gets serious attention from the
government. Therefore, the government's policy on distributionand price aspects arequite
intensive, especially until 1997. During this period, the policy of price stabilization and
availability of sugar was very prominent.

The foundation of the price stabilization regime begins with the government policy set ithe
Presidential DecreeNo. 43/1971, issued on July 14, 1971. The material or subject matter of this
policy concernsto procurement, distribution and marketing. This policy clearly has a very wide
coverage because it involves three strategic thing3he essene of this policy is to authorize
BULOGto maintain price stability and to supply of sugar. This decree marks the beginning of
BULOG's role as a stabilizer institution for the domestic sugar market.

In the period 1970-1980, the amount of BULOG controlledascks ranged from 5080% of the total
stock. When the TRI program began to take place and the share of farmer's sugar became larger,
the stock and supply of sugar from outside BULOG was increasing. Therefore, since 1980, BULOG
purchased all domestic sugaproduction and distributed it to the market. On the other hand,tie

role of BULOG was stronger as a stabilizing institution (Amang, 1994).

The sugar trading policy is considered to have some weaknesses such as un@daugar quality
specifications. To that end, the government refined the policy by Decree of Minister of Industry
and Trade. 527 /| MPP / Kep / 2004 junto Decision of Minister of Industry and Trade No. 02/ M/
Kep / XII / 2004 junto Decision of Minister of hdustry and Trade No. 08 / MDAG / Per / 4/2005.
The essence of the policy was the provision of ICUMSA that clearly distinguishbdtween
plantation white sugar, refined sugar and raw sugar

The fuel price hike at the end of 2005 which was more than 100%aused the cost of production

to increase sharply, especially due tdhe increasing transportation costs. It is known, that
transportation costs have a share oébout 30% of the overall cost. Coupled with an increase in
other costssuch as fuel price increases, production costs increased to around IDR 4,400 / kg.
Based on these considerations as well as in the effort to increase food security, increase of
regional economic activity and maintain good momentum to achieve food setifficiency, the
government again raised the benchmark price of farmers through Minister of Trade Decré.

19 / M-DAG / PER / 4/2006, April 19, 2006. With tls policy,the price of sugar was set at IDR
4,800/kg.

This policy continues to grow with the dynamics ofthe international sugar market and the
increasing domestic demand for sugar. Increased sugar priceshich were considered asan
extraordinary condition, encouraged the government to issuaregulation about reference prices
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of some food commodities. PenendagNo. 42 / M-DAG / PER / 5/2016 set Farmers Benchmark
Price (HPP) of IDR 9,100 per kddyHPP and auctiorat around IDR 11,000, sugar price should be

at the retail level of only IDR 13,000 per kg. In fact, the price at the retail level on averagached

IDR 14,000, moreover the hghest price reached more than IDR6,000 per kg. With this incident,

the government was assigning BULOG to import sugar and obligate SOEs sugar factories to sell
its sugar to BULOG at a set price.

Table 9 Policiesrelated tothe domestic sugar market

Name of Policy

Subjects

Aim(s)

Keppres No. 43/1971, 14 July 1971

Procurement, distribution
and marketing of sugar

To keep sugar stability as a staple
food

Surat Mensekneg No. B.136/ABN
SEKNEG/3/74, 27 Mach 1974

Non-PNP sugar control,
supervision and distribution

As an explanation 0f43/1971 which
includes sugar of PNP

Kepmen Perdagangan dan Koperas
No. 122/Kp/1ll/81, 12 March 1981

Domestic sugarcane
commerce arrangement

To ensure smookh procurement and
distribution of sugar and increase in
farmer's income

Kepmenkeu No.
342/KMK.011/1987

Determination of domestic
and imported price of sugar

To ensure price stability, devisa, and
narrowing income of farmers and
factories

Inpres N0.5/1997, 29 December
1997

Farmers-owned sugarcane
development program

To Provide roles to business actors in
the framework of free trade

Kepmerperindag No.
25/MPP/Kep/1/1998

Commoditiesin which its
commerce is governed

To encourage efficiency and smooth
flow of goods

Kepmenhutbun No. 282/Kpts
[X/1999, 7 May 1999

Determination of provenue
price of sugar production of
farmers

Avoiding losses of farmers and
encouraging increasing in production

Kepmenperindag No.
363/MPP/Kep/8/1999, 5 August
1999

Sugar impat commerce

Reduction of government budget
burden through import of sugar by
producers

Kepermenindag No. 230/MPP/
Kep/6/1999, 5 June 1999

Revoke the Minister of
Industry and Trade Decree
no. 363/MPP/Kep/8/1999

Imposition of import tariff on sugar to
protect domestic industry

Kepmenperindag No.
643/MPP/Kep/9/2002, 23
September 2002

Sugar import commerce

Restrictions on sugar importers as
only importers of sugar producers
and as registered sugar importers for
increasing in income of farmers /
producers

KepMenperindag No.
527/MPP/Kep/2004 jo Kep
Menperindag No.
02/M/Kep/X11/2004 jo Kep
Menperindag No. 08/M
DAG/Per/4/2005

Import regulation, sugar
quality, and soil nutrient
reference of farmers

Restriction on sugar importers; sugar
quality, time of import, and buffer /
guarantee price

Kep Mendag NO. 19/M
DAG/PER/4/2006, 19 April 2006

Sugar price determination of
farmers

Food security, economic growth, and
self-sufficiency in sugar

Permendag 42/M
DAG/PER/5/2016, April 2016

Farmers Benchmark Price
Determination (HPP)

Ensures farmers' profits and
encourages the development of
national sugar

BULOG assignment in
importing white sugar and
raw sugar

Increases the supply of sugar to keep
retail prices under control

Purchase of sugar owned by
BUMN Compny by BULOG

Adding control of sugar by the
Government (BULOG) to be able to
become market price determinant

Permendag No. 27, tg 4 April 2017

Determination of Highest
Retail Price

Control of retail price of sugar

Source: Sudana et al. (2000) and Susi{[2005); Ministry of Trade (2017)
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2.1.4.3. Production

Policies in the field of production are made with the aim of increasing sugar production based on
sugarcane.Sugar production is determined by the area and productivity of sugar per hectare.
Therefore, basically national sugar policies are grouped into production policy, arrangement of
old sugar factories, and development of sugarcane plantatidgnew sugar factaies:

Production

1) Increased production and quality of sugar through the Government sugar factories,
revitalization of private factories and development of sugarcane plantatio new sugar
factories.

2) By 2030, the national sugar production will reach 5.9 milion tonnes as the result of
existing sugar factoriesco-operating and the new factories develping about 20 units.

3) The quality of sugar produced through tlis agreement between thesugar factories and
the new sugar factories development must meet SNI stdards.

Revitalization of Existing Sugar Factories

The existing sugar factories arrangement is intended to improve performance and efficiency.
Therefore, the existing factories arrangement must meet the following criteria:

1) The design capacity is at least,000 expandable to 6,000 TCD

2) Factory efficiency (overall recovery) of at least 80%

3) Guarantee of the availability of sugarcane raw materials according to capacity with
maximum effective milling time is 135 days witha minimum time of 120 days

4) Haveadequate working area in accordance with the needs of sugarcane raw materials

5) The quality of sugar meets the SNI "gula pasir" as a requirement for the unification of a
single sugar market.

6) Diversified products other than sugar

7) Cost of sugar productions lower than IDR 6,500 per kg

Improving the productivity and quality of cane
1) Productivity of sugar per hectare of at least 6 tons (productivity of sugarcane minimum is
75 tons per ha with sugar content (rendement) as much as 8.5%)
2) The level of trash andyoung stem isa maximum 5%

Construction of a new sugar mill

1) The development of new sugar factories and new plantation area outside of Java is 20
units with a minimum capacity of 8,000 TCDalong with the ability to produce sugar at
least 127,500 tons peryear per factory. To support the operation of the factories, it is
required + 15,000 ha of planted areavhich intotal area isabout 20,000 ha. The total new
planted area then is about 300 thousand ha and landeeds around 400 thousand
hectares.

2) Starting in 2018, at least 2 new sugar factoriemust be built. New factories should be
projected to start in 2019.
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3) New sugar factories must havethe technology that suppors the diversification of
sugarcanebased products.

4) Design the construction of a nevactory in a cluster consisting of at least 3 sugar factories
so thatable tosupport other sugarcanebased industries.

2.1.4.4. Investment

Based on an Integrated an€€ompetitive Sugar Industry Policy Review conducted by the Ministry
of Industry (2015), the current investment policies on sugar are:

1. Government Regulation Number 18 of 2015 cono@ng Income Tax Facilities for
Investment in Certain Business Fields and/or in Certain Regions

1 Itis arevision of the previous Government Regulation No. 522011 which includes
only 129 companies. Since May 6, 2015, tax discount (tax allowance) can be filed by
investors. The government invitesthe investors or companies wishing to applyfor
a tax allowance for 143 business sectors covered e Government Regiation
Government Regulation No. 18 of 2015 on Income Tax Facilities for Investment in
Certain Business Fields and / or in Specific Areas.

1 The sugar industry includes certain business sectors arateas as referredo in the
regulation while the agricultural machinery industry is included insome business
sectors.

9 Taxpayers conducting arinvestment may be granted an Income Tax facility if they
meet the following criteria: (i) have a high investment value or for export, (ii) have
a large labor absorption; or(iii) have a high local content.

2. Presidential Regulation No. 39 of 2014 concerning étd of Closed and Open Business
with Requirements in the Field of Investment

1 Sugarrelated business fields in this regulation include: (i) seed industry of
sugarcane plantations with less than or equalo more than 25 ha, (ii) plantation
business with an area o25 ha or more or up to a certain area without andy
processing unitwhich is integrated with processing unit that has the same capacity
or up to a certain capacity, (iii) research and development of science, technology
and engineering,agricultural genetic resources, GMO (genetically modified), (iv)
raw sugar industry-reserved for MSMESs, vi) sugar industryflantation white sugar,
rafined and raw sugar) through the development of new factories and expansion
firstly, they must build their own sugarcane plantation in accordance with the
legislation.

1 In general,the regulation is balanced in the sense of providing proportional space
between the protection of the sugar industry/sugarcane farmers from trade
liberalization traps and attracting foreign investment to play a role in accelerating
the increase of national sugr production towards selfsufficiency.

9 Sugarcane plantations and factories are not included in theegative List of
investment, so that they remain open to domestic and foreign investment, but with
certain conditions intended to maintain the existence othe factories. The new
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investment also aims to encourage a healthy and dynamic competition with existing
sugar factories.

Foreign capital ownership and/or investment locatiors for ASEAN countries
remains 95% as a maximum level with 5% representing the sharof local shares
(Indonesian companies)and plantations development involing local farmers. This
rule also applies to the sugarcane seed industry, whether with an area 2% ha or
equal and more than 25 hawhich open to foreign investment with maximum
ownership of 95%.

Especially for research& development of science, technolog$ engineering in the

form of GMO, the share of foreign ownership can be increased fraimaximum of

40% to 95%. Such actions are needed to acceleratetechnology transfer of
sugarcane productionby utilizing the latest biotechnologybased research results,
particularly through the release of improved varieties.

Development of new sugar factories to produce various types of sugar (GKM, GKP,
GKR or liquid sugar) must build their own garden. This applies for factorieghich
both of integrated with downstream industries producing derivative products
(bioethanol / acetic acid / alcohol / L-lysine from drops, biofertilizer from filter
cake, bagasséased coegeneration, particle board / multidensity fiber / canvas
brake from bagasse, cattle feed from sugarcane, etc.) or not integrated. This limit
also applies both for Jea and dher areas.
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2.2. Rice
2.2.1. Price

Therice price at the farmer is in the form of harvested dry unhusked rice (Gabah Kering Panen
per GKP). During the period of January 2008 until April 2017, the highest price occurred mostly
in the month of January oebruary. On the other hand, théowest price during the year mostly
occurred in the month of March or April during the peak of the first harvest (Figur8). During the
same period, the average price increase is 0.%band the highest increase occurred in 2011 with
the average increase of 1%.

The governmentset the minimum price for the farmer in order to avoid a low price especially
during the harvest season. In order to insure the price levetas not lower than the minimum
price, BULOQgovernment-owned parastatal institution) has the obligation to buy the unhusked
ricefromthe EAOT A08 O A O A#heninnitiin pribednErdadel gradudlk and currently
the price of harvested dry unhusked rice is set at IDB 750 kgfor the farmer.

The unhusked rice forthe farmer will be dried and decreasng the water contentalso it will be
processed in the rice mill. The unhusked rice in the rice mill is called mill dry unhusked rice
(Gabah Kering Giling per GKP). Accortj to the survey conducted by Statistics Indonesia, the
AT 1T OAOOGETT OAOA &£O01i OEA OT EOOEAA OEAA ET OEA
level (GKG) is 83.12%. Theeduction is caused by the decrease in the water content and loss
during the drying process.
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Figure 9 Unhusked rice price level and government minimum price level, January 200%pril
2017

AL

BasedorOEA DOEAA T £ O EOOEAA OEAA piiCe nowsinth&Edaé AO AT A
AEOAAOEI T8 3EIiEIAO O OEA DPOEAA AO AEAOI AOBO 1 AO/

and February. Meanwhile the lowest price will occur during March or Apriland during the pesk
harvesting period (Figure 10).The average increase of mill dry unhusked rice (Gabah Kering
Giling per GKP) during the period of January 2008 until April 2017 was 0.82 higher than the

AOAOACA ET AOAAOA 1T &£ OEA O1 EOOE A feise0lyd A% nithe OE A AA

same period.The highest average increase of the dry unhusked rice in the mill level (GKG) price
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occurred in 2010at 2.1%. Meanwhile in 2016, the price tendd to decrease withan average of
0.27%.

In addition, looking at the price difference betwen the two levek of price, the price level tend
to increase in recent years. In 2008, the average price differeneeas IDR 321.34 per kg and
increased until in 2016 the difference was IDR 857.49 per kg. Considering the conversion
between GKP an@GKG, tle price difference increases. In 2008he average price difference is IDR
740.85 per kg and increasé with the average price difference of IDR 1652.24 per kg 2016. This
shows that the marginfor traders have increased significantlyduring this period.
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Source: Ministry of Agriculture (2017)
Figure 10 Unhusked price in farmer and rice mill, January 200&pril 2017

The unhusked rice will be processed in mifito produce rice ready to be consumed. Thethe rice
will be transferred from the rice mill to the traders to sell tothe consumers. Looking at the price
at thesetwo levels, the price difference has the tendency to increase over the years2013, the
average difference was IDR 838 per kg and irD26, the difference increase by 90% to IDR 1,598
per kg. This indicates that the margin gaiad by the traders has increased siginificantly The
increase can be caused by the increase of profit or the increasetie costof moving the rice from

rice millsto the consumers.
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IDR per kg
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Figure 11 Rice price in rice mill and consumer, January 2018April 2017

2.2.2. Production

The unhusked production in mill level (GKG) during the period of 2000 until 2015 heen average
increase of 2.66 (Figure 12). The highest increase occurred in 2009 witlan increase of 6.7%%.
Meanwhile, the highest decrease occurred in 2001 witla figure of 2.8%. This increasewas due
to a largerharvested area and productivity. During the same periodhe harvested area increasd
in average by 1.226, meanwhile productivity increased on average by 1.3%. By the conversion
rate of 58% from unhusked rice inZEA O A0& O

of rice.
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Source: Statistics Indonesia (2017)
Figure 12 Unhusked rice productionat mill level (GKG), 20062015

Based on Table 10the largest rice produces are East Java, West Java, Central Java, South
Sulawesi, South Sumatera, North Sumatera, Lampung, West Sumatera, West Nusa Tenggara, and
South Kalimantan. These provinces contribute around 80.1 percent to the total rice production in

Indonesia, by an average growth rate of 6. 26 per year.
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Table10 Rice production by Province in 20142016 (Tonne)
Rice Production by Province (Tone)

Province 2014 2015 2016

Value Percentage Value Percentage Value Percentage
Aceh 1,820,062 3% 2,331,046 3.1% 2,205,056 2.8%
North Sumatera 3,631,039 5% 4,044,829 5.4% 4,609,791 5.8%
West Sumatera 2,519,020 4% 2,550,609 3.4% 2,503,452 3.2%
Riau 385,475 1% 393,917 0.5% 373,536 0.5%
Jambi 664,720 1% 541,486 0.7% 752,811 0.9%
South Sumatera 3,670,435 5% 4,247,922 5.6% 5,074,613 6.4%
Bengkulu 593,194 1% 578,654 0.8% 642,754 0.8%
Lampung 3,320,064 5% 3,641,895 4.8% 4,020,420 5.1%
Kepulauan Bangka 23,481 0% 27,068 0.0% 35,388 0.0%
Belitung
Kepulauan Riau 1,403 0% 959 0.0% 627 0.0%
DKl Jakarta 7,541 0% 6,361 0.0% 5,342 0.0%
West Java 11,644,899 16% 11,373,144 15.1% 12,540,550 15.8%
Central Java 9,648,104 14% 11,301,422 15.0% 11,473,161 14.5%
DI Yogyakarta 919,573 1% 945,136 1.3% 882,702 1.1%
East Java 12,397,049 17% 13,154,967 17.4% 13,633,701 17.2%
Banten 2,045,883 3% 2,188,996 2.9% 2,358,202 3.0%
Bali 857,944 1% 853,710 1.1% 845,559 1.1%
West Nusa Tenggara 2,116,637 3% 2,417,392 3.2% 2,095,117 2.6%
East Nusa Tenggara 825,728 1% 948,088 1.3% 924,403 1.2%
West Kalimantan 1,372,695 2% 1,275,707 1.7% 1,364,524 1.7%
Central Kalimantan 838,207 1% 893,202 1.2% 774,466 1.0%
South Kalimantan 2,094,590 3% 2,140,276 2.8% 2,313,574 2.9%
East Kalimantan 426,567 1% 408,782 0.5% 305,337 0.4%
North Kalimantan*) 115,620 0% 112,102 0.1% 81,854 0.1%
North Sulawesi 637,927 1% 674,169 0.9% 678,151 0.9%
Central Sulawesi 1,022,054 1% 1,015,368 1.3% 1,103,168 1.4%
South Sulawesi 5,426,097 8% 5,471,806 7.3% 5,727,081 7.2%
Southeast Sulawesi 657,617 1% 660,720 0.9% 696,954 0.9%
Gorontalo 314,704 0% 331,220 0.4% 344,869 0.4%
West Sulawesi 449,621 1% 461,844 0.6% 548,536 0.7%
Maluku 102,761 0% 117,791 0.2% 99,088 0.1%
North Maluku 72,074 0% 75,265 0.1% 82,213 0.1%
West Papua 27,665 0% 30,219 0.0% 27,840 0.0%
Papua 196,015 0% 181,769 0.2% 233,599 0.3%
Indonesia 70,846,465 100% 75,397,841 100% 79,358,439 100%

Figure 13 shows the largest rice producer in Indonesia. In the period 2032016, the largest
produces rice are East Java, West Java, and Central Java. Those provincesagiserage
contribution of 47.5% of the total rice production in Indonesiaby an average growth rate of 6.1
percent per year. It shows that rice supply in Indonesiatill relies on production from Java Island.






























































































































































































































































































































































































































































































































