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FOREWORD

Sugar is an important input in the diet of most urban and semi-urban communities
including rural communities in PNG. In urban areas, sugar consumption
constitutes a considerable portion of the average Papua New Guinean’s household
budget. Papua New Guineans enjoy their cup of tea/coffee with sugar and use it for
baking, production of other goods and apply in many other uses.

Previously the sugar market in PNG was entirely dominated by one company, RAL
Brand loyalty and RAI’s position as the only sugar producer in the country make
Ramu sugar products a favorite in PNG. However, a number of new brands have
successfully entered the market due to the Government’s on-going tariff reduction
program.

Regulation attempts to be a surrogate for workable competition, as workable
competition delivers goods and services at the lowest economically efficient prices,
which in turn makes the maximum contribution to improving average living
standards and reducing poverty.

With a few imported sugar brands entering the market and changes in dynamics of
the market, the Commission has, over the past decade, considerably reduced the
extent to which prices in the market are regulated. In 2008, the Commission
undertook a comprehensive review into the price setting arrangements for sugar
products. Following this review, the Minister for Treasury determined that prices of
Ramu sugar products should be monitored under the provisions of the Prices
Regulations Act (Chapter 320) (PR Act) and the Independent Consumer and
Competition Act 2002 (ICCC Act). This meant a move away from price setting
regulation to a price monitoring approach. Price monitoring is a relatively less
onerous approach which is one step removed from complete deregulation.

In 2013, the Commission carried out a follow-up review. The Commission decided
at that time to continue the monitoring arrangements which were put in place in
2008. The 2013 decision on price monitoring expired in 31st December, 2018. As
such the Commission has been assessing options for an appropriate level of
regulatory oversight into the future.

The Commission endeavors to undertake a public and transparent process in
establishing the appropriate form of regulation for the sugar industry. As part of
this process, the Commission released an Issues Paper and a Draft Report to
provide stakeholders an opportunity to appreciate the findings of the review and to
comment on these where necessary. The Commission has considered all
submissions received on these reports and would like to take this opportunity to
thank all who have contributed to this review process.

Whilst input and technical advice had been sought from relevant stakeholders, the
final outcome in the Final Report remains the property of the Commission.
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ABBREVIATIONS AND GLOSSARY

ABS

FGP

FAO

ICCC
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2002

NZS

PGK

PNG

PR Act

RAI

ICE 11

Platts

Australian Bureau of Statistics

Factory Gate Price

Food and Agriculture Organisation

Independent Consumer & Competition Commission

Independent Consumer and Competition Commission Act

New Zealand Statistics

PNG Kina

Papua New Guinea

Prices Regulation Act

Ramu Agri-industries Limited

The world’s main benchmark contract for raw sugar trading
Is a provider of energy and commodities information and a

source of benchmark price assessments in physical energy
markets
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1 EXECUTIVE SUMMARY

The current price control arrangements for Ramu sugar commenced in 2014 and
expired on 31st December, 2018. In view of the expiration of these price control
arrangements, the Commission has carried out a review of sugar prices within PNG
in order to determine whether to continue with, vary or terminate the current price
control arrangements.

Findings on Competition

In order to assess competition in the market, the market was defined taking into
account the product market, geographic (area) market and the functional market
for sugar sold in PNG.

In terms of barriers to entry, the Commission concludes that:

e At the production level, there are substantial capital costs and difficulties in acquiring
land that are significant barriers to entry for local production of sugar in PNG.

e There are also barriers to entry for entities supplying imports to compete with locally
produced sugar in the form of a high import tariff and foreign exchange restrictions.

e At the retail level, there are no material barriers to entry for selling sugar products as
potential retailers all face similar constraints as existing retailers.

In assessing competition between existing market participants, it is noted that
competition between RAI and imports is very limited. This reflects the combined
impact of the import tariff, foreign exchange restrictions and local preferences for
Ramu sugar over other brands of sugar.

In terms of countervailing market power, it is noted that:

J Large wholesalers and retailers (big supermarkets) have some degree of
countervailing power as they buy larger quantities and are in a strong position
to deal more effectively with the foreign exchange constraints and take
advantage of lower tariffs and world sugar prices;

J Large customers in the food and beverage manufacturing sector also have
some degree of countervailing power. They are able to import directly when RAI
is unable to supply the quantity of sugar that they require. However most
manufacturers now prefer more refined imported sugar; and

. There is no evidence of any material countervailing power for typical
consumers or for retail outlets where most of the population purchases sugar.

Whilst there is strong local preference for Ramu sugar, typically consumers at the
retail level have not been able to exercise effective choice in the period where foreign
exchange controls have applied due to the very limited availability of imported
sugar brands.
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Findings on Price Monitoring

In relation to the ex-factory gate price, it was found that during the current
regulatory period, international developments had limited impact on Ramu sugar
prices with local conditions having a more noticeable impact. However, given the
real decline in sugar prices, in recent years, it is concluded that there is little
evidence of the abuse of market power in the pricing of Ramu sugar.

However, given the findings on competition, the Commission concludes that it is
appropriate to continue to monitor a ‘base price’ for sugar that includes transport
costs incurred to the point where the product is transferred from RAI to buyers for
subsequent processing or sale to the public.

Final Determinations

The Commission acknowledges the comments and submissions received on its
Sugar Industry Pricing Review Issues Paper and Draft Report. Having considered
these comments and submissions, the Commission has now made the following
Final Determinations as to the manner in which the price of Ramu sugar is to be
regulated over the next regulatory period.

Based on its assessment of the extent of competition in the retail market, the
Commission considers that some form of price regulation or price monitoring needs
to continue.

The Commission will continue with the current arrangement of price monitoring,
provided it is reasonable to assume that the level of prices reflects reasonable costs
and a reasonable profit margin.

Although the current form of regulation has been reasonably successful, the
Commission considers that there is need to make some adjustments as explained
below.

Monitoring the base consolidated price
The recommended changes to price monitoring of the ‘base price’ are noted below:

. The Commission will monitor a ‘base price’ that includes all the costs RAI
incurs up to the point when the Ramu sugar product is transferred to buyers.

J The Commission will need to confirm that the ex-factory price includes
relevant transport costs. If this is not the case it will be necessary to
separately monitor the transport costs and margins that RAI charges that
cover relevant transport costs.

. A consolidated ‘base price’ and a price for a 1kg package of Ramu Mill White
Sugar in a poly pack based on a 10 kg size pack product will be monitored
rather than monitoring the whole list of declared Ramu sugar products.

. The consolidated base price and the 1kg package price will be inclusive of
discounts.
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J The monitoring will change from monthly to quarterly and be undertaken
relative to both the NZS retail sugar price adjusted to PGK for a 1 kg
equivalent package and the underlying CPI for PNG. Where substantial
divergences arise, comparisons relative to the ICE11 price expressed in PGK
will be assessed.

. RAI is required to provide the Commission with one month’s notice of when
changes to its prices would take effect, together with data and justification to
demonstrate the need for price change. The data should include the main cost
components and the profit margin for the ‘base price’ for the past year prior to
the change and estimates for the year after the change.

. The Commission will also have the authority to request additional information
on costs, revenues, profit margins and supporting analysis to assess RAI’s
‘base price’.

Monitoring at Retail Level

The main focus of monitoring will be on the RAI ‘base price’ which is a wholesale
price inclusive of relevant transport costs. It represents the price when the product
is sold by RAI to distributors, retailers and industrial customers.

The Commission considers that there is no need to monitor prices in the wholesale
distribution sector as it is sufficiently competitive.

However, the Commission concludes that as there is very limited competition at the
retail level some form of less onerous monitoring at the retail level is warranted.
Retail price monitoring will comprise:

J Comparison of the retail sugar prices in the eight reported towns in PNG as
calculated by the PNG Statistics office with the New Zealand retail price
adjusted to PGK for a 1 kg equivalent package on a quarterly basis.

J Comparison of the retail prices for Ramu natural sugar and imported products
for 250g, 500g and 1kg packages in Port Moresby, Lae, Mt Hagen and Kokopo
on a monthly basis. This information is already collected by the regional offices
and is in effect the same arrangement as stipulated in the current regulatory
arrangements.

Regulatory period

A regulatory period of 5 years will be retained — 31st January, 2019 to 31st January,
2024.
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2 INTRODUCTION AND BACKGROUND

2.1 Introduction

The current regulatory arrangements for the sugar industry began on 1st January,
2013, and ceased on 31st December, 2018. With the current regulatory
arrangement coming to end, the Commission initiated this review in mid-2018 to
determine whether the current regulatory arrangement should continue and
whether and how it should be amended for the next regulatory period. An extension
of the existing regulatory arrangement applied pending the release of the Final
Determination.

This document represents the Commission’s Final Report and Final Price
Determination. In undertaking this review of the Sugar Industry, the Commission
released an Issues Paper and a Draft Report, sought comments from interested
parties and held meetings with a number of stakeholders. The Commission has
considered inputs from various parties in producing this Final Report and has also
undertaken its own investigations and analysis. The analysis and consideration of
submissions have contributed to the conclusions in this Final Report.

2.2 2007 review of sundry declared goods

In 2007, the Commission undertook a comprehensive pricing review into the
declared basket of sundry goods consistent with Section 25A (6) of the PR Act. The
purpose of the review was to determine whether price regulation of declared sundry
goods was still necessary given the changes in industry circumstances at that time.
Sugar was part of the declared basket of sundry goods that was reviewed then.

The Commission undertook the review by releasing an Issues Paper, Draft Report
with Draft Determinations and later the Final Report detailing the Commission’s
Final Determinations. Issues considered then related to the import, manufacture,
and supply of sundry products, wholesaling and distribution of these products and
the retailing activities of the industry. The Commission released the Final Report on
the Sundry Declared Goods Pricing Review on 16t August, 2007.

The main findings of the 2007 review, amongst others, included that there was an
overwhelming degree of competition that existed at different levels of the industry,
hence, the need to do away with price regulation for most of the sundry goods;
except for sugar where the Commission continued to apply price regulation. Based
on these findings, the Commission recommended that:

1. price regulation of all goods except sugar should cease; and

2. price regulation for Ramu sugar products should be in the form of price
monitoring entailing the monitoring of the ex-factory gate price of specified
Ramu sugar products under the provisions of Section 32A of the PR Act.
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2.3 2012 - 13 review of the sugar industry

In late 2012 the Commission initiated a further review to determine whether the
current regulatory arrangements for the period ending 31st December, 2012, should
continue and if so, in what form. The 2012-13 review arrived at the following Final
Determinations:

. “Price regulation, through the price monitoring regime which currently applies
to the ex-factory gate price of Ramu sugar products produced and sold by RAI,
will continue for the next five years, and the Commission will recommend this
approach to the Minister for Treasury under Section 32A of the PR Act.

. The declaration of the price monitoring arrangements will apply for a five year
period from 3rd January, 2014 until 31st December, 2018.

. The form of price monitoring regulation to be applied by the Commission,
should the Minister agree with its recommendation, will be:

0 Price monitoring of actual ex-factory gate price (FGP) of Ramu sugar
products under the provisions of Section 32A of the PR Act;

0 By end of first working week of the current month, RAI must provide to
the Commission previous month’s FGPs for all pack sizes and types of
Ramu sugar products. For instance, by end of first working week of
December, RAI should provide November’s monthly FGPs to the
Commission;

0 The Commission will then compare these prices to the NZS index
developed using the Food Price Index Selected Monthly Weighted Average
Prices for New Zealand (Monthly); and

0 In the event that there is a deviation between the price movements as
measured by the Ramu sugar index and the NZS index, the Commission
will undertake an assessment of the Ramu sugar index against the FAO
sugar index. The Commission will also retain the option of requesting
additional information from RAI on costs, revenues and profit margins to
support any changes in price that are not consistent with the NZS and
FAO indexes.

J If during the regulatory period the Commission finds that the NZS index is no
longer relevant to use, it will find an alternative index to use and will advise
RAI accordingly.

J In the event there is significant divergence between RAI’s, NZS’ and FAO’s
indexes and the Commission has reasonable grounds to believe that RAI is
unnecessarily increasing prices, then it will request the Minster for Treasury to
declare Ramu sugar products as price controlled goods under Sections 10 and
21 of the PRA.

J In addition, any time after 1st July, 2016, RAI will be able to apply to the
Commission to have the price monitoring regime removed. RAI will be required
to provide supporting analytical and technical arguments to support their
contention that the market is competitive and that price monitoring is
unwarranted. The onus of proof will be on RAI and should be supported by the
monthly returns provided to the Commission over the previous three years.
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Until such time as the Commission determines otherwise, the price monitoring
will continue, including while the Commission is reviewing the information
submitted by RAL

. The Commission shall also continue to monitor the retail prices for sugar
products, including imported or other locally produced sugar products, at
retail outlets within PNG, to assess the level of competition through pricing
outcomes within the production, wholesale and retail supply chain.

. Pricing returns are to be verified by a statutory declaration as required by
Section 14(4) of the PR Act, by the Chief Executive Officer of RAI.”

2.4 Legislative requirements

The current regulatory arrangements applying to the sugar industry are governed
under Sections 10 and 32A of the PR Act. Under Section 10 of the PR Act the
Government, through the Minister for Treasury, has the power to declare that the
price of any good (such as sugar) or a service can be regulated for the purposes of
the Independent Consumer and Competition Act 2002 which in turn requires
consideration of the long term interests of the people of PNG as a key objective.

Under Section 32A of the PR Act the Government, through the Minister for
Treasury, has the power to declare the price of any good (such as sugar) or service
to be monitored for the purpose of reporting such price movements to the Minister,
and where price movements suggest it is necessary, recommend to the Minister to
consider price regulation.

The declaration by the Minister under Section 32A of the PR Act provides the
Commission power to monitor the ex-factory gate price of Ramu sugar products.
Since late 2009 when the Commission recommended the revocation of the
Minister’s declaration in relation to wholesale and retail margins for Ramu sugar
products, there has been no regulation declared for sugar goods under Section 10
of the PR Act.

The Commission, in undertaking this Review of sugar market developments over
the last five (5) years has and will continue to have regard to the confidentiality and
public disclosure provisions of the ICCC Act concerning information received
through submissions and provided by third parties concerning the current and
prospective operating environment of the sugar industry in PNG.

Under Section 32A of the PR Act, the Government through the Minister for
Treasury declared the following would be subject to price monitoring for the a five
year period from 3rd January, 2014 until 31st December, 2018:

i. Ramu Mill White Sugar Poly Pack in sizes of 10Kg;
ii. Ramu Mill White Sugar Paper Pack in sizes of 15Kg;
iii. Ramu Mill White Sugar Poly Pack in sizes of (20x500g) 10Kg;
iv. Ramu Mill White Sugar Poly Pack in sizes of (40x250g) 10Kg;
v. Ramu Mill White Sachet Poly Sugar in sizes 3.5Kg;
vi. Ramu Mill White Sugar Poly Pack in sizes SKg;
vii. Ramu Mill White Sugar Bulk Bag in sizes 10Kg;
viii. Ramu Refined White Sugar Poly Pack in sizes 10Kg;
ix. Ramu Mill Castor Sugar Poly Pack in sizes 10Kg;
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x. Ramu Gold Sugar Poly Pack in sizes 10Kg;

xi. Ramu Soft Brown Sugar Poly Pack in sizes 10Kg;
xii. Ramu Mill White Sugar in sizes of 25Kg; and
xiii. Ramu Mill White Sugar in sizes of SOKg.

2.5 Current Review Process

The current review process followed by the Commission to facilitate public
comment through a wider Public consultancy process is outlined below.

1 Public notice of the inquiry and issues paper 27% June, 2018

2 Close of comments/submissions to the public notice 27th July, 2018

3 Release of a Draft Report 05th December, 2018

4 Close of comments and submissions to the Draft Report 09th January, 2019

5 Reiiease of the Final Report (including Final Pricing 05th February, 2019
Order)

Copies of submissions received by the Commission during this review (unless
treated as confidential) are placed on a ‘Public File’ and available for public viewing
at the Commission’s office. Copies can be obtained from the Commission at
nominal cost for photocopying. This Final Report is also a public document and can
be obtained from the Commission’s office or through the Commission’s website,
WWW.icCC.gov.pg.

Submissions received to date are discussed below.
2.6 RAI’s submission

The RAI submission to the Draft Report provided an overview of the sugar industry
and basic data of its sugar sales. The submission outlined the benefits of local
production and pressures on local production if import tariffs were further reduced.
The submission considered that the local market was not large enough to support a
second producer but that there were no real barriers to entry in the sugar industry

other than the substantial level of capital investment and availability of suitable
land.

The submission noted that occasionally imported products are present at the retail
level and sometimes at prices higher than Ramu sugar products and often at prices
that are lower. RAI observed that generally, consumers preferred Ramu sugar.

Other aspects of RAI’s production, distribution and price monitoring arrangements
were discussed with the Commission in a separate meeting.
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2.7 Other submissions

The Commission also received submissions from the Department of Commerce,
Trade and Industry, the Institute for National Affairs, Patrick’s Transport Limited,
Paradise Foods Limited and Super Value Stores. Further discussions were held
with a number of these stakeholders in the form of meetings and teleconferences.
Key concerns and comments submitted by stakeholders are summarized below.

The Department of Commerce, Trade and Industry expressed their view that a lot of
sugar is being imported despite tariff levels set at 30 per cent. It proposed that the
next pricing review should be undertaken after three years as this would enable the
Commission to adjust prices to the new trade trends.

The Institute for National Affairs submission discussed international and trade
policy issues and their impact on the sugar industry in PNG. The submission
recommended that the Commission should at least ensure protection of the
industry is at a fair level and consumers are not being exploited.

Patricks Transport Limited commented on the sweetness of Ramu Sugar and the
strong local preference for the product which in turn limits the scope for price
competition. Patricks Transport Limited also noted that prices in the major urban
centres were seemingly competitive but expressed concern about retail competition
and prices outside of the urban centres. It recommended that the Commission
should look closely at the cost of freight, including port charges and land transport
from Lae to the Highlands. It also recommended for the continuation of price
monitoring of the ex-factory price.

Paradise Foods Limited submitted that RAI was unable to manufacture and supply
refined sugar of the type needed for its manufacturing purposes and provided data
of its purchases of locally produced and imported sugar.

Super Value Stores supported the continuation of price monitoring and expressed
concern about the quality of local production generally.
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3 THE SUGAR INDUSTRY IN PNG

This chapter describes the basic features of the sugar industry in PNG and sets out
information that is relevant for assessing the state of competition and the need for
some form of regulation of sugar prices.

3.1 Ramu Agri-Industries Limited

The sugar industry in PNG continues to be dominated by Ramu Agri-Industries
Limited (RAI), formerly Ramu Sugar, which is the only producer of sugar in PNG.

Ramu Sugar was established in 1978 and three years later it harvested its first
sugar in the Ramu Valley in 1982. The Government initially held a controlling
share in the sugar mill but sold its share to the public in 2003!. Ramu Sugar
subsequently changed its name to Ramu Agri-Industries Ltd and diversified into
beef production, ethanol fuel and oil palm.

RAI produces sugar at a sugar factory in the township of Ramu, it is the only
producer of sugar in PNG and is now part of New Britain Palm Oil Limited. RAI
packages all of its products at its factory in Ramu and has a warehouse in Lae and
a small depot for temporary storage in Mt Hagan. RAI began importing substantial
quantities of sugar, from Thailand, in 2016. Most of the imported sugar is
transported from Lae to Ramu where it is blended with locally produced sugar and
packaged for the domestic market.

There is no legislation preventing third party investment in a new sugar production
and processing facility but the market is considered to be too small to support more
than one sugar production and processing firm at efficient levels of operation.
However, the Commission understands that foreign investors, from Thailand and
China, in partnership with PNG government, have access to land in Cocolands in
the Central Province and are planning on establishing a new sugar plantation,
milling plant and other infrastructures such a such as roads.

Figure 1 shows the total sales and local production of RAI and total imports of
sugar from 2008 to 2017. RAI purchased substantial imports in 2016 and 2017
and blended the imported sugar with its own locally produced sugar for sale at the
retail level. This is shown in the total sales figures in 2016 and 2017. The other
noticeable feature is the substantial reduction in local production in 2011 as
imports increased. However, in subsequent years, the total local market for sugar
grew strongly, enabling RAI to gradually increase production and total sales.
However, local production declined again in 2016 and 2017, while imports grew
strongly to make up for the decline.

' ICCC (2007), Sundry Declared Goods Pricing Review, Final Report, 16 August, p. 14 and p. 13.
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Figure 1: RAI total sales, RAI local production and total imports of sugar -
2008 to 2017
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Source: RAI, Customs Department.

3.2 Imports

High import barriers have provided considerable protection of local production of
sugar since Ramu Sugar started operations. Imports were banned until 1996 when
they were allowed to enter but under a high tariff.2 In 1999 the import tariff was 82
per cent but was subsequently reduced to 70 per cent and was expected to be
further reduced to 40 per cent in 20063. However, the tariff remained unchanged at
70 per cent from 2006 to 2010 as part of an agreement between the State and
Ramu Sugar Limited.

As noted in the Commission’s 2007 report, a tariff at this level severely restricts the
opportunity for import competition in the domestic market*. Despite this, small
quantities of sugar were imported to meet special market requirements and imports
increased substantially at times when Ramu Sugar supplies were inadequate
because of production constraints®.

The tariff was reduced to 40 per cent in 2010°6. The current tariff of 30 percent has
been in place since January, 2015 (see Table 1). Although there were plans to
reduce the tariffs on sugar by a further 5 per cent to 25 per cent from 1st January,
2018, the Government’s supplementary budget in September, 2017 maintained the
tariff rate at 30 per cent.

The 2018 National Budget suspended the on-going tariff reduction program, and
increased tariffs on a number of goods including imported soft drinks, beer and

2 Ibid, p. 28.

3 Ibid, p. 14 and p. 30.

4 Ibid.

5 Ibid, p. 28.

¢ ICCC (2013), 2012-13 Sugar Industry Pricing Review: Final Report, October 31, p.16.
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other goods produced in PNG; pending the outcome of a review into the program
scheduled to take place in 20187. It should also be noted that the Melanesian
Spearhead Trade Agreement provides for tax exemptions on a wide range of
products from Fiji and Vanuatu but with the exception of sugar, salt and
mackerel8.

Table 1: Import tariff for sugar — 2006 to current

2006-2009 2010-2011 | 2012-2014 2015-current

70% 40% 35% 30%

Source: ICCC (2007), Sundry Declared Goods Pricing Review, Final Report, 16 August, Papua New
Guinea. Import and Exports Custom Tariff (2012 edition). Customs Tariff (2018 Budget) (Amendment)
Bill 2017.

Figure 2 shows imports and tariff rates for sugar from 2008 to 2017. The steep
reduction in the tariff between 2009 and 2010 resulted in a substantial increase in
imports between 2010 and 2011. Imports however declined in 2012 but picked up
in 2013 and grew strongly up to 2017. High import figures have also been reported
for the first nine months of 2018.

Figure 2: Imports and tariffs for sugar - 2008 to 2017
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Inquiries undertaken for the current review have confirmed that most of the
imports in recent years are for industrial customers’ manufacturing needs. These
customers require a higher grade of white refined sugar which RAI has not been
able to supply to the domestic market. It was further confirmed that apart from the
larger and some mid-sized supermarkets in Port Moresby and Lae, there is very
little imported sugar products on the shelves in most retail stores. The
Commission notes that this is attributed to:

7PNG (2018), National Budget, Volume 1 Economic and Development Policies, p. 51 and PNG Customs Tariff (2017
Supplementary Budget) Amendment) Act, 24 November.
8 MSG Subcommittee on Customs and Quarantine Meeting, 18 March 2018.
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. difficulties in obtaining foreign exchange in a timely manner and on a regular
basis because of Central Bank imposed foreign exchange controls that have
been in place since mid-2014; and

. local preferences for Ramu sugar, which is particularly sweet.

It is also noted that RAI imported substantial volumes of sugar in 2016 and 2017
which were blended with locally produced sugar sold in the retail shops.

In the 2013 review undertaken by the Commission, it was noted that several
importers competed with RAI. In contrast, the only independent major importer
currently supplying reasonable competitive quantities of sugar to retail outlets is
Homestate, which supplies the Star sugar brand. This product is imported from
Thailand and distributed from Lae and sold at prices that are highly competitive
with Ramu sugar however, the geographical market and the number of shops in
which it is sold is limited. Inquiry by the Commission showed that where other
imported brands of sugar are sold in supermarkets, the prices are typically well in
excess of the nearest RAI equivalent product.

3.3 Market shares for RAI production and imports

The 2013 Review of Sugar Industry Pricing® noted that RAI’s market share declined
from almost 100 per cent in early 2000 to around 75 per cent or less in 2012. One
likely explanation for this is the introduction of the tariff reduction program by the
Government which resulted in subsequent substantial reduction in tariffs placed
on imported sugar.

Figure 3 shows the average market shares for RAI production, RAI imports and
other imports for the period 2002, 2005, 2010 and 2017. The RAI market share of
local production plus imports has declined from 92 per cent to around 70 per cent
in 2017. This is still a relatively high market share and the RAI’s market share at
the retail level is likely to be more than 90 per cent given most other imports are
sold to the food and beverage manufacturing sector in PNG.

Figure 3: Market shares for RAI production, RAI imports and other imports -
2002 to 2005 (average), 2010 and 2017
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Source: ICCC (2007), Sundry Declared Goods Pricing Review, Final Report and Figure 1.

° ICCC (2013), 2012-13 Sugar Industry Pricing Review: Final Report, October 31.
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3.4 Wholesale sector

The wholesale sector refers to various functions in the supply of products and
services from the production stage to the retail stage. This includes the storage and
transport of local and imported goods and the provision of logistical services. The
point of transfer of control from RAI to wholesalers varies across PNG which is
discussed below.

Some examples of businesses involved in some aspect of the wholesale sector and
their wholesale and retail activities are listed below:

J RAI - Warehousing in Lae, logistics, organisation of transport contractors and
imports but no direct involvement in transport.

. Patricks Transport — Wholesale storage and transport in the National Capital
District, Central and Western Provinces.

. Homestate Limited — Wholesale distributor of imported rice, salt and sugar
across PNG as a whole.

J Cholai Trading — Wholesaler in the National Capital District.

. Desh Besh (Gordons) — Wholesaler and retailer in the National Capital District.

. KR Trading — Wholesaler in the National Capital District.

. Rimbunan Hijau (RH) — Wholesaler and retailer in the National Capital District.

. Stop and Shop (SNS) — Retailer in the National Capital District.

. Seeto Kui — Wholesaler and retailer in Port Moresby and Lae.

. Tropicana Ltd - Wholesaler and retailer in Kokopo/Rabaul.

. John & J Seeto Ltd — Wholesaler and retailer in Kokopo/Rabaul.

. Andersons Foodland - Retailer in Kokopo, Lae and Madang.

. Bintangor Ltd — Wholesaler and retailer in Goroka.

. Sengda Ltd — Wholesaler and retailer in Goroka.

These businesses supply a wide range of household goods including sugar to
retailers.

In the case of those suppliers who import packaged sugar products, they typically
either distribute directly to industrial customers or retail outlets.

All of RAI’s locally produced sugar is grown, processed and packaged at its factory
in Ramu valley. Ramu sugar is distributed directly from Ramu to the Highlands
provinces and to RAI’s Lae warehouse to supply customers in Lae or for loading
into containers for shipping to other locations including the National Capital
District, the Islands and other coastal provinces. RAI contracts wholesalers to
transport all of its products, with the exception of some local delivery in the
National Capital District where Ramu sugar is supplied directly to buyers. In some
instances products are picked from the Ramu factory and transported by respective
buyers. In other locations apart from the Highlands, buyers (i.e. wholesalers, large
retail outlets and some manufacturers) take control of the product at the port
where it is landed. In the Highlands, buyers take control of the majority of orders at
a small depot in Mt Hagen and at Kainantu, Goroka and Kundiawa. In Port
Moresby, RAI is also responsible for carting sugar containers from the port at
Motukea to the wholesalers and has recently introduced a separate additional
charge for this service.
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RAI sets a uniform ‘base price’ for sugar which RAI advises comprises the cost of
production at the Ramu factory plus average transport costs plus a profit margin.
The transport costs are averaged across the whole country and cover the costs of
transporting: (1) the product from the factory to the Highlands; (2) from the factory
to the warehouse in Lae; and (3) from the warehouse in Lae to other locations as
described above. In the past, the ‘base price’ was described as an ‘ex-warehouse’
price as opposed to an ‘ex-factory’ price (i.e. an ‘ex-factory’ price would not normally
include transport and storage costs). Thus, the ‘base price’ is a uniform or ‘postage
stamp’ price that all buyers across the country pay at designated transfer points
which includes the average transport costs to get the product to those locations.
However, RAI has advised the Commission that there is no difference between the
‘base price’ and the ex-factory price which it has supplied for monitoring purposes —
both represent the uniform or ‘postage stamp’ price that all buyers across the
country pay at designated transfer points. To verify this, the Commission has
requested information from RAI about the cost structure of the ex-factory price to
confirm that it includes average transport and storage costs. This will enable the
Commission to examine the link between cost and price changes.

The Commission further notes that the ‘base price’ is then discounted to wholesale,
retail and industrial customers based on volume purchased. Customers that
purchase a minimum of 100 tonnes per month receive a 15 per cent discount while
others are offered discounts of 10 per cent, depending on volume purchased.
Customers purchasing larger packages may also receive discounts, reflecting lower
packaging costs. The Commission noted that RAI changed its discount structure
about three years ago. Discounts are subject to change at any time depending on
change in circumstances.

3.5 Retail Sector

The structure of the retail sector for sugar is similar to the description set out in
the Commission’s 2009 review of the wholesale and retail sectors as a whole!9.

The retail sector comprises a formal sector and an informal sector. The formal retail
sector includes large chain retailers, small supermarkets and trade stores that are
formally registered with the Investment Promotion Authority. The informal sector
refers to the thousands of stores and market stands operating in urban and rural
areas of PNG that are not registered. The informal sector is large in terms of
numbers of locations and geographic spread.

In its 2009 review of the wholesale and retail sectors the Commission found that
the level of wholesale and retail competition in PNG is bi-polar, with highly
competitive markets in urban centres, and limited competition in remote rural
areas. The Commission found that higher margins earned in rural areas are largely
attributed to higher business costs, as opposed to abuses of monopoly power. The
Commission also noted business registration costs restricted entry to the formal
sector and contributed to a lack of compliance with many regulations, however the
informal sector imposed an important competitive threat to the formal sector!!.
Based on recent reviews of the flour and rice markets and inquires for this report,
these observations and conclusions about the retail sector for sugar are still valid.

10TCCC (2009), Final Report PNG Wholesale and Retail Industry Review, pp. 5-6.
1 ICCC (2009), Final Report PNG Wholesale and Retail Industry Review, p. 27.
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The retail sector is generally independent of the wholesale sector, including
importing activities, although some large retailers may purchase their own imports.

Homestate Co-operation Limited is the main competitor to RAI at the retail level
with the Star Sugar brand imported from Thailand. However, although the price is
very competitive the market penetration is very low with Star Sugar brand sold
mainly in Port Moresby and Lae. The retail market share for Star Sugar, across the
country, is estimated at less than 1 per cent.

Seeto Kui is a wholesaler and retailer that has established its own brand of sugar
labelled as King Sugar. King Sugar is locally produced and packaged by RAI and
sold through Seeto Kui’s distribution networks to other wholesalers and retailers.
King Sugar does not appear to have a significant market share.

Since 2016, RAI has purchased substantial imports for supply to the retail market.
RAI had scaled back local production following a substantial reduction in demand
from the local manufacturing sector, but then as the local retail market grew
strongly RAI began importing substantial volumes of sugar that it has been
blending with locally produced sugar and packaged under the Ramu Sugar
(natural) brand. The imported sugar is landed in Lae and transported to Ramu’s
factory for blending and packaging and subsequent transport around the country.
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4 FRAMEWORK FOR ASSESSMENT OF COMPETITION AND

REGULATION

4.1 Introduction

This chapter outlines the analytical framework the Commission has adopted in
assessing the state of the PNG sugar market. In assessing the market the
Commission is required, under the provisions of Section 25C (3) of the PR Act, to
consider whether to:

J Continue to operate price control arrangements in their present form;
. Vary the existing price control arrangements; or
J Terminate the existing price control arrangements.

In order to make a decision regarding these matters, the Commission has examined
the nature and extent of competition in the PNG sugar market.

The rest of this chapter:

. Describes the approach to defining a market or markets for competition
purposes;

. Discusses the rationale for using competition as the basis for assessing
possible changes to the existing arrangements;

. Describes what is meant by a competitive market;

J Establishes the assessment criteria which will be used by the Commission
when assessing the state of competition in relevant markets; and

J Outlines key considerations in assessing whether price monitoring should
continue and if so the form of regulation that should apply.

4.2 Market definition

In assessing competition, the starting point is to define the relevant market or
markets where there is relatively close competition or business rivalry. The concept
of substitution of products and services is also the central aspect when defining
relevant markets for competition purposes.

The term “market” is defined in Section 45 (2) of the ICCC Act as follows:

“is a reference to a market in the whole of Papua New Guinea for goods or
services as well as other goods and services that, as a matter of fact and
commercial common sense, are substitutable for them, including imports.”

In defining markets in the context of competition issues a purposive approach is
applied i.e. the purpose of market definition is to identify the product and area in
which market power is likely to have been exercised. The main focus or market
definition is typically on product and geographic characteristics. The products that
should be included in the relevant market, and the geographic boundaries of that
market, are determined by the extent to which customers can readily switch
between substitute products, or suppliers can readily switch their facilities between
the supply of alternative products. Thus, the key to market definition is
substitutability.
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In addition to the product and geographic characteristics, market definition may
need to focus on functional characteristics i.e. the stage of production or service in
a vertical production chain. This is because there may be scope to exercise market
power at a particular level in the production chain. The definition of a separate
functional market needs to take account of efficiencies from vertical integration,
which may mean that separate functional markets are not relevant, commercial
reality of different independent production stages, and substitution possibilities at
adjacent vertical stages that could mean a single vertically integrated market.

All three aspects of market definition — product, geography and function - are
considered relevant in the case of the supply of sugar in PNG. The time frame for
consideration of the effectiveness of substitution in defining markets is usually
taken as a period of 1-2 years.

The most common analytical tool to assess the scope of markets is the
“hypothetical monopolist” small but significant non-transitory increase in price
(SSNIP) test. Applying this test, it is necessary to determine whether a hypothetical
monopolist could profitably impose a SSNIP. At the heart of this test is
substitutability on both the demand-side (will customers switch?) and supply-side
(will businesses switch production?) when there is a change in the price. The
principal focus is usually on the demand-side.

The test starts with the narrowest possible market. If imposing a SSNIP would be
profitable, then this is the relevant market. If it is not profitable, then the market is
widened and the test is re-applied, until it passes the SSNIP test.

The following questions with reference to the geographic dimension of market
definition illustrate application of the test:

. On the demand-side, can a business in a chosen geographic area increase its
prices without consumers switching to a nearby supplier of a substitute good
or service in sufficient numbers so as to render the price increase unprofitable?

. On the supply-side, can the business increase prices without attracting supply
from other firms outside the chosen geographic area in sufficient quantities so
as to render the price increase unprofitable?

If the answer to these two questions is ‘yes’, then it is likely that a hypothetical
monopolist in the relevant area could profitably impose a SSNIP. The relevant
geographic market therefore is likely to be the area tested. If the answer to one or
both of these questions is ‘no’, then the area would be increased in size and the test
is re-applied.

This test needs to be applied in terms of product, geographic and functional
dimensions. For the functional dimension the issue is whether substitution
between products or services at another functional level constrains prices at the
functional level under consideration. For example, does a vertically integrated
supplier who supplies at the retail level in effect constrain prices at the separate
wholesale or factory level.

Once the market has been defined the nature and extent of competition in that
market can be assessed.
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4.3 Rationale for competition as the basis for assessment

The primary objectives of the Commission are specified in section 5 of the
Independent Consumer and Competition Commission Act 2002 (ICCC Act) and in
section 21(2A) of the price regulation Act. They are:

. To enhance the welfare of the people of Papua New Guinea through the
promotion of competition, fair trading and the protection of consumers’
interests;

. To promote economic efficiency in industry structure, investment and conduct;
and

. To protect the long-term interests of the people of Papua New Guinea with
regard to the price, quality and reliability of significant goods and services.

Competition is the proven and most effective way to ensure that the interests of
consumers are protected and enhanced. Where competition is effective, there is
generally no need for price regulation. Regulated prices will almost always be an
imperfect substitute for prices determined by the competitive forces of demand and
supply. Regulation is likely to impose costs and distortions not present in a
competitive market. Because regulators have imperfect information, regulated
prices are more likely to be set either too low or too high compared to the price set
by the market itself. If they are too low, they will deter investment and innovation. If
they are too high, this is to the detriment of consumers. Further, regulated prices
often lack the flexibility of market prices adjustments. Price regulation is only
justified where markets are not competitive, where regulation can improve market
outcomes and where the benefits exceed the costs.

Section 5 of the ICCC Act also notes that, in seeking to achieve its primary
objectives, the Commission shall have regard to the facilitating objectives to:

. Promote and protect the bona fide interests of consumers with regard to the
price, quality and reliability of goods and services;

. Ensure that users and consumers (including low-income or vulnerable
consumers) benefit from competition and efficiency;

. Facilitate effective competition and promote competitive market conduct;

o Prevent the misuse of market power;

J Promote and encourage the efficient operation of industries and efficient
investment in industries;

J Ensure that regulatory decision making has regard to any applicable health,
safety, environmental and social legislation; and

J Promote and encourage fair trading practices and a fair market.

The common theme of the Commission’s primary and facilitating objectives is
competition. Competition in the provision of a product exists where there is
competitive rivalry (or potential rivalry) between two or more businesses seeking to
secure the business of a customer. In order to obtain the business of any individual
customer, the businesses are under pressure to offer the most attractive product in
terms of price and quality and to continually seek new and improved ways of
providing products and services.

ICCC Final Report Sugar Industry Pricing Review January 2019 Page 25



Competition can be thought of as delivering more efficient economic outcomes
production in three ways:

. To produce goods and services at least cost (productive efficiency);

. To allocate labour and material inputs to the production of goods and services
and to produce a level and mix of products that are most valued relative to
cost (allocative efficiency); and

. To seek new and improved ways of serving customers (dynamic efficiency).

However, competition is not an end in itself. Rather, competition is in most
situations the most effective mechanism by which customers receive products
suited to their needs that reflect the efficient costs of production and a normal
commercial profit margin.

Based on the primary objectives and facilitating objectives of the ICCC Act and the
principles discussed above, it is the Commission’s view that competition in the
provision of a good, such as sugar, is the most effective way to protect the long-
term interests of consumers and deliver efficient prices to customers. It is for this
reason that the Commission considers the state of competition in the various
dimensions of the PNG sugar market as the most important issue when assessing
whether to continue, alter or cease the existing pricing monitoring arrangements.

4.4 What is a competitive market?

The definition of a perfectly competitive market described in textbooks exists rarely,
if at all, in the real world. As such, it is necessary for the Commission to adopt a
real-world definition that can be applied usefully.

The approach often adopted is to consider whether a market is ‘effectively
competitive’. Where a market is ‘effectively competitive’ (sometimes also referred to
as ‘workably competitive’):

e There is sufficient rivalry between businesses to ensure that they strive to
deliver the goods and services consumers demand at least cost;

J Resources move relatively freely between and within markets in response to
consumer demand and price signals;

J Consumers will have access to a reasonable degree of information to allow
them to make choices and participate in the market;

J Businesses may have a degree of market power over price associated with
product differentiation or innovation, but that market power will not be
substantial or sustainable and will be subject to competitive erosion over time;

J At any particular point in time, resources may not be employed in their most
valuable use, prices may deviate from costs and technologies can deviate from
the most efficient ones available, however, over time, effective competition will
drive the market towards efficient outcomes; and

J Businesses will continually strive for competitive advantage against actual and
potential rivals and seek out new profit opportunities to deliver the goods and
services consumers want, and so the market may always appear to be in a
state of disequilibrium and change.
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Summing up the critical characteristics of effective competition are that no one
seller or group of sellers acting in concert has substantial and sustained influence
over prices and barriers to entry do not preclude competitive outcomes.

In addition, the dynamic nature of markets over time demands that a forward-
looking approach to the state of a market be adopted. Clearly, regard must be given
to evidence of what has actually been happening in a market, but the most
important question is: what is likely to happen going forward? With the absence of
decisions under Papua New Guinea law in relation to the ICCC Act, the
Commission has been guided in its analysis by the forward- looking approach of
the High Court and Federal Court of Australia and the Australian Competition
Tribunal. These entities identified the benefits of analysing competition using a
forward-looking approach:

In our judgment, given the policy objectives of the legislation [the Trade Practice],
it serves no useful purpose to focus attention upon a short-run, transitory
situation... This does not mean we seek to prophecy the shape of the future — to
speculate upon how community tastes, or institutions, or technology might
change. Rather, we ask of the evidence what is likely to happen to patterns of
consumption and production were existing suppliers to raise price or, more
generally, offer a poorer deal. For the market is a field of actual or potential
rivalry between firmsI2.

The Commission, in its assessment of the PNG sugar market or markets, will be
guided by the definition of an effectively competitive market while noting that
markets change and evolve over time and that a forward-looking approach is
appropriate.

In assessing competition, the Commission first defines the relevant markets, which
involves consideration of various aspects of substitution and then assesses the
nature and extent of competition within the relevant markets using the following
assessment criteria:

. barriers to entry for new participants;

o competition between existing market participants;
. countervailing market power; and

J the exercise of choice by customers.

As noted, this chapter explains the competition assessment framework and the
following chapter assesses competition using the framework.

4.5 Barriers to entry for new participants

Barriers to entry are a critical consideration in assessing the scope for competition
particularly in markets where there are relatively few competitors. If barriers to
entry are low or non-existent in a market, then it is likely that prices will not exceed
efficient costs. Furthermore, if barriers to entry are low then the threat of entry
rather than actual entry can be an effective constraint.

There are two basic definitions of barriers to entry in economics. Bain defined an
entry barrier as anything that allows incumbent firms to earn above-normal profits

12 National Competition Policy Review Report, The Hilmer Repot, 23 August 1993, page xxxiii.
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without the threat of entry and considered that large scale economies are an entry
barrier!3. However, Stigler rejected the basic notion that scale economies can create
an entry barrier and defined entry barriers as costs that must be borne by a firm
that seeks to enter an industry but are not borne by firms already in the industry!4.
The two definitions can however apply where economies of scale are related to sunk
costs because for a potential entrant sunk costs are not sunk until entry occurs
and affect the decision to enter, while for an incumbent firm the sunk costs do not
affect decision making. As a result the potential entrant may be deterred from
investing where it considers the post-entry price will be too low to cover its sunk
costs because the incumbent would ignore sunk costs in its pricing decisions.

Thus the key consideration, following Stigler, is whether the potential entrant faces
material costs or constraints that the incumbent firm does not face. Sunk costs can
be an important entry barrier. Other entry barriers can arise because of
Government regulation or policy or other special advantages that an incumbent
firm has. Sunk cost entry barriers can include previous investments in establishing
a market presence and distribution arrangements. An import tariff or other
restriction on imports will also constitute an entry barrier to the efficient supply of
the product under consideration. The incumbent firm does not face an import tariff
although it may face higher costs of production than embodied in the imports
however; the concept of an entry barrier needs to also consider whether
Government regulation or policies restrict efficient entry.

4.6 Competition between existing market participants

Competitive markets normally exhibit competition between existing market
participants. Competition between existing market participants is characterised by
activities such as businesses actively seeking new customers and businesses
developing new products and services. Effective competition is also often related to
the degree of market concentration and the independence of competing firms in
terms of both ownership and supply and pricing arrangements.

There is no definitive theoretical or empirical link between market concentration as
measured by the market shares of the largest firms and competitive outcomes. The
concentration ratio is the combined market share of the largest firms, often
referring to the four largest firms. A concentration ratio of 80-100 per cent is
considered to be high and often of concern to regulators when examining
competition issues!>.

High concentration ratios by themselves do not necessarily indicate the likelihood
of market power or the absence of effective competition. As noted, if barriers to
entry are sufficiently low potential entrants may provide an effective competitive
threat even when there are very high concentration ratios.

Other information that is important, in assessing competition between existing
market participants, is the extent to which there is evidence of independent price
and service rivalry in the product, geographic and functional market dimensions.
There needs to be both independence in terms of ownership and supply
arrangements and an absence of explicit or tacit collusion over market supply and
pricing arrangements.

13 Bain, J. S. (1956), Barriers to New Competition, Cambridge, MA: Harvard University Press.
14 Stigler, George (1968), The Organization of Industry, Chicago, IL: University of Chicago Press.
15 See ICCC (2013), 2012-13 Sugar Industry Pricing Review: Final Report, October 31, P. 24.
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4.7 Countervailing market power

Countervailing market power exists where a consumer either directly or indirectly
demands or induces some degree of influence to cause the supplier to amend its
supply arrangement or vary the price of its good by succumbing to the demands of
the consumers. Countervailing market power exists normally where a customer is a
major customer or consumer of the good being supplied. As such, it may be the
case that some, but not all, customers have a degree of countervailing market
power.

The extent of this countervailing power is reliant on the availability of alternative
supply options of similar quality and quantity. Countervailing market power is most
likely to exist for large customers although individuals can potentially exert
countervailing powers through their consumption behaviour.

4.8 The exercise of choice by customers

Competitive markets are normally characterised by an ability of customers to
access relevant information and exercise choice in their purchases. The ability of
customers to exercise choice and switch between competing products compels
producers to offer goods at competitive prices and with a higher level of service. If a
producer does not offer goods at competitive prices, a decision by customers to
switch to alternative suppliers offering more competitively priced goods will lead to
a loss of sales and therefore, market share and may lead to a producer going out of
business. The more actively customers respond to the offers of businesses, the
greater the pressure on businesses to set efficient prices and provide better quality
goods and services.

4.9 Price comparisons

The effectiveness of competition can also be assessed by undertaking price
comparisons for relevant product, geographic and functional markets.

It is not considered to be feasible to determine if the current price level for sugar
produced by RAI is clearly a competitive price, as this would require measurement
of rates of return and independent valuation of assets. The measurement of
margins at the various functional levels would encounter similar problems.

However, assuming that the starting point for price monitoring was at a reasonably
competitive level, it is feasible to examine price movements over time, which can
help to identify where unexplained price changes occur and may be related to the
use of market power. To be clear, the effectiveness of monitoring changes in prices
over time to help detect potential exercises of market power assumes that starting
point prices (i.e. the starting level of prices do not contain a material monopoly
price component).

It is reasonable to assume that the starting point prices that have been monitored
were at reasonable levels when price monitoring began because of the detailed work
undertaken by the Commission in its 2007 review of price regulation arrangements
for Sundry Declared Goods!®. In that review the Commission developed a building

16 JCCC (2007), Sundry Declared Goods Pricing Review, Final Report, 16 August.
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block!7 financial model and used it to assess if the level of ex-warehouse prices
(now known as the ‘base price’) declared by RAI was an appropriate starting point
price. The Commission was satisfied that the ex-warehouse prices that applied at
the time were reasonable and an appropriate starting point for the price monitoring
arrangements that it recommended for sugar.

The reference to an ex-warehouse price referred to the practice at the time of RAI
setting a single price for distribution from warehouses in Port Moresby and Lae, a
depot in Mt Hagan and the wharf at other ports which meant that the freight
component was averaged across costs incurred to transport to these locations.
However, subsequently the Commission adopted ex-factory gate prices for a range
of products for monitoring purposes (and discontinued the practice of price control
of retail and wholesale margins)!8. Where the Commission’s monitoring identified
substantial divergences in Ramu sugar prices, it sought an explanation from RAI to
justify changes in the ex-factory gate prices. A discussion of the challenges
associated with monitoring the ex-factory price rather than the base price that
includes average transport costs (main focus for RAI) is provided in Chapter 6.

To help assess the effectiveness of price monitoring, Chapter 6 discusses
comparisons of:

. ex-factory gate price and ex-warehouse price (base price including average
transport costs to certain central locations) changes in PNG and relevant
international benchmarks;

. retail price changes for sugar for various geographic locations in PNG and
retail price changes for international benchmarks; and

. retail price of domestic sugar products with imported sugar products,
including for several different geographic areas in PNG.

4.10 The form of regulation

Depending on the assessment of competition the Commission will need to
determine: whether price monitoring should continue; whether the existing
arrangements should be amended to focus better on key concerns and take
advantage of better information; or whether more stringent price regulation should
occur and the exact form of that regulation.

In addressing this issue the Commission will take account of the limitation of
information which poses a challenge to making an effective assessment of
competition; the information requirements in amending the existing arrangements
or implementing a more stringent price control regime; the complexity and cost
burden associated with more stringent regulation; and the incremental benefits of
the various options.

An important factor, in assessing the need for regulation, is the role of imports and
independent distribution businesses that provide effective competitive constraints
on RAI’s operations. The Commission considers that lower tariffs and removal of
exchange controls would facilitate more effective competition but these are matters
that are beyond the Commission’s remit for this review (i.e. tariff policy and foreign

17 The term building blocks in price regulation refers to the approach of establishing the various cost components that are
allowed for recovery in allowed revenue or prices comprising operating costs, deprecation, taxation expenses and
18 Ibid, p. 63.
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exchange policy are not matters that the Commission has responsibility for in this
review).
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5 COMMISSION’S ASSESSMENT OF COMPETITION

This chapter discusses the evidence in relation to the competition assessment
criteria specified in Chapter 4.

5.1 Market Definition

As noted in the previous chapter on the Framework for Assessment of Competition
and Regulation, the starting point in assessing competition is to define the market
or arena in which relevant competition occurs. The market for competition
purposes is defined as the product or area or function in which there is relatively
close competition and this depends on the extent to which substitutes are available
from both a demand and supply perspective. It is relevant to consider market
definition in terms of the product, the geographic region and the function in the
supply chain. The time frame over which effective substitution is considered is
typically taken to be a period of 1-2 years.

Product market

Generally, a relevant product market encompasses all those products and/or
services which are regarded as interchangeable or substitutable on the basis of
product characteristics, prices and intended use. Products and/or services that
could readily be put on the market by other suppliers without significant switching
cost or by potential competitors at reasonable cost and within a limited time span
also need to be taken into account.

Sugar is a carbohydrate that has several important uses in the foods industry. It
gives foods sweetness and improves the texture and colour of baked goods. Sugar
also helps to thicken, firm, or preserve foods such as puddings, jams and jellies.
The main function of sugars (and all carbohydrates) in the body is to provide
energy. Sugar is a major raw material used as an input in a number of other food
and beverage products produced in PNG.

As noted in the 2013 review of sugar pricing, the Commission is aware that there
are substitutes to sugar that provide sweetness and with less calorific content!9.
Some sugar substitutes are natural and some are synthetic. Those that are not
natural are generally called artificial sweeteners. An important class of sugar
substitutes is known as high-intensity sweeteners. These are compounds with
many times the sweetness of common table sugar. As a result, much less sweetener
is required and energy contribution is often negligible.

While sugar substitutes and sweeteners can be substitutes for sugar in terms of
providing basic sweetness properties they are not considered to be an effective
substitute in terms of providing an effective competitive price constraint for sugar
in PNG for the following reasons: limited availability; high price; limitation for use
in manufacturing (except for beverages) and limited demand for low calorie food
products. Therefore, the relevant product market for consideration in this report
focuses on natural sugar.

1Y ICCC (2013), 2012-13 Sugar Industry Pricing Review: Final Report, October 31, p. 14.
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Geographic market

A relevant geographic market is the geographic area in which there is relatively
close competition and technically the boundary is set by the extent to which firms
outside the boundary are unable to have a material impact on competitive
conditions and prices. As noted in Chapter 4 of this report, the boundaries can be
set by undertaking a SSNIP test for a hypothetical monopolist operating in a
geographic region and asking the question whether the hypothetical monopolist
could increase its prices by 5-10 per cent without facing a competitive threat.

For the wholesale market, the market is considered to be predominantly a national
market including imports. If a single firm controlled this market there would be no
scope for a meaningful competitive threat.

There may also be separate wholesale markets for some isolated regions reflecting
the difficulties that firms operating outside a specific region have in establishing
profitable competitive operations in the event of an existing monopoly operator
exercising monopoly power. However, as is the case for retail markets in isolated
regions, other factors are considered to dominate competition concerns and the
focus of the competition assessment in this report is on competition outside of
isolated regions.

Retail markets for basic foodstuffs like sugar are likely to be markets restricted to
local population centres. This follows from the application of the hypothetical
monopolist test and the recognition of transport costs that individual consumers
would face in exercising their choice.

Functional market

The functional market refers to the relevant function in a vertical supply chain (i.e.
production or wholesale or retail function or for a vertically integrated entity supply
the whole chain or part of it). Given the potential for competition from imports, the
scope for retail outlets to operate in a separate market and the competitive state of
the wholesale market (except in isolated areas) the main relevant functional
market, for the purpose of this review, is for the supply of sugar products either
locally produced or imported for retailing.

Retailers are considered to operate in separate functional and geographic markets
as distributors would need to establish separate retail functions to compete and
consumers generally tend to purchase directly from retail outlets in areas where
they have reasonable access to those outlets.
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5.2 Barriers to entry

There are substantial capital costs and difficulties in acquiring land in PNG.
Availability of land can be a significant barrier to entry for businesses that wish to
enter into local production of sugar in PNG. The capital costs are sunk in the sense
that once invested, the capital cannot be deployed for other uses. Another barrier to
entry is that the market is not large enough to support a second local producer of
sugar at competitive prices such that a second sugar producer will find it attractive
to enter the market. As a result of these features, potential entrants face
substantial costs that are not faced by RAI because their capital is not sunk until it
is invested and the market is too small for two producers to share and achieve cost
efficiency.

Although there are indications that a foreign investment group has access to land
at Cocolands in the Central Province and is planning to establish a sugar
plantation, barriers to entry, consistent with efficient production, are still
considered to be high and in any case it will take several years before a crop is
produced if the project goes ahead. Thus, the prospect of this project likely to come
into fruition does not provide a meaningful constraint on sugar prices over the next
few years.

There are also barriers to entry for entities supplying imports to compete with
locally produced sugar in the form of a high import tariff and foreign exchange
restrictions. The existing import tariff is a barrier to entry as it reduces the scope
for efficient entry to supply sugar in PNG. Import tariffs on sugar have been a
longstanding barrier to entry in PNG and at one stage were specified at near
prohibitive levels. Tariffs were reduced from 70 per cent to 40 per cent in 2010 and
have since been reduced to 30 per cent and for a time this facilitated import
penetration into the PNG sugar market. The Commission’s 2013 report noted the
growth of imports and sugar brands over the previous five years and that if tariff
reductions continued it would be likely that new brands would enter the market20.

However, in recent years an additional barrier to entry has evolved in the form of
foreign exchange restrictions which make it very difficult to obtain foreign currency
on a regular, timely and flexible basis and with a firm indication of when foreign
exchange will be made available to purchase imports. This reflects the application
of foreign exchange controls put in place by the Central Bank since mid-2014.
Enquiries with wholesalers and importers confirmed this as a major constraint for
importing sugar and other products where there were no domestic substitutes
available in the PNG market.

It is also noted that RAI has an advantage in being able to circumvent foreign
exchange restrictions that affect imports because it earns foreign exchange for oil
palm exports that it can use to purchase imports. This advantage is considered to
consolidate its market power in the PNG sugar market. It is also likely that other
entities involved in both exporting and importing would have an advantage in
ameliorating the constraints associated with obtaining foreign exchange on a timely
and predictable basis. In addition, larger firms that distribute imports may have an
advantage given the scale and nature of the products they supply, for example, in
the case of rice. In this respect, Home State Limited which distributes Star Sugar
also exports coffee, cocoa and timber which put it in a strong position to support its

20JCCC (2013), 2012-13 Sugar Industry Pricing Review: Final Report, October 31, p. 27.
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import of Star Sugar and other products.

At the retail level, the Commission continues to consider there are no material
barriers to entry for selling sugar products as potential retailers all face similar
constraints as existing retailers.

Commission’s Final Conclusions

e At the production level, the Commission concludes that there are
substantial capital costs and difficulties in acquiring land that are
significant barriers to entry for local production of sugar in PNG.

e The Commission also concludes that there are barriers to entry for entities
supplying imports to compete with locally produced sugar in the form of a
high import tariff and foreign exchange restrictions

e At the retail level, the Commission continues to consider there are no
material barriers to entry for selling sugar products as potential retailers all
face similar constraints as existing retailers.

5.3 Competition between existing market participants

Competition between RAI and imports is very limited, reflecting: (1) the impact of
the import tariff, (2) foreign exchange restrictions and (3) local preferences for
Ramu sugar.

While imports did develop markedly following the large tariff reduction in 2010,
they have not continued to penetrate the retail market in the same way in recent
years and their market presence at the retail level has declined. Imports have
continued to grow strongly but most of the imports are for the purposes of
manufacturing as most major manufacturers state that they require white refined
sugar that RAI is not able to provide. However, the Commission considers that the
substantial reductions in the import tariff for sugar and low world sugar prices are
important contributing factors. In addition, it is noted that RAI has been a
substantial importer since 2016 and is blending the imported sugar with the locally
produced product to supply the retail market.

The Commission notes that imported sugar brands that were once imported and
sold in retail outlets in many towns outside of Port Moresby and Lae, are no longer
imported due to the impact of the foreign exchange restrictions. Furthermore, it is
also noted that where popular imported products are on the shelves in reasonable
quantities, this is typically restricted to larger supermarkets in Port Moresby and
Lae and often sold at prices that higher than the closest competing RAI. In the case
of the Star Sugar brand that is imported from Thailand, prices are highly
competitive but the product is not available in sufficient supply throughout PNG to
provide a generally effective constraint on prices of Ramu sugar. Other imported
brands include Mama’s Sugar and Mitr Phol and although their prices are
competitive, for example in Lae, the products are only available in relatively small
quantities and typically require special promotions to support sales.
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There is no clear evidence that RAI has taken advantage of the impact of foreign
exchange constraints to materially increase the prices of Ramu Sugar. This may
reflect the combination of the regulatory arrangements and a potential threat from
imports given that import tariff is now 30 per cent compared to 70 per cent in 2010
and world sugar prices are at low levels. It may also reflect the fact that RAI has
lost the bulk of its market share to manufacturers in the food and beverage sector
given the combination of a demand for higher quality refined sugar, a lower tariff
and relatively low world sugar prices. All of these factors could have created an
incentive for RAI to price conservatively to preserve its market share at the retail
level.

It is noted that following the loss of RAI market share for supply to industrial
customers, RAI scaled back production but then as the domestic retail market
continued to grow strongly RAI began to import sugar in substantial quantities for
blending with locally produced sugar to meet the domestic demand, particularly at
the retail level. As noted, RAI has not faced the same foreign exchange constraints
as many other importers because it generates considerable foreign exchange from
oil palm exports.

Given the foregoing considerations, the Commission concludes that RAI does not
face significant competition in the retail sugar market.

Competition in the distribution sector (i.e. the wholesaling functions of transport,
storage and logistics) is considered to be effective, particularly in the large
population centres but also reasonable in smaller rural towns. It is noted that RAI
makes extensive use of contractors in the distribution sector for the supply of its
products to retail outlets and large industrial customers and is not materially
involved in these business functions.

Competition in the retail sector in larger population centres is also considered to be
effective, reflecting low barriers to entry and market size effects. However,
competition in the more isolated regions is still considered to be very limited but
this factor is of relatively minor importance in affecting prices compared with the
high business costs that retailers face outside of urban centres and in remote
areas. As noted in Chapter 3 of this report, these observations are consistent with
the findings in the Commission’s 2009 review of the retail and wholesale and retail
industry review 2! . The Commission considers that structural issues and
impediments to business in general, particularly in areas outside of urban centres
and remote areas need to be the focus of Government policy given price regulation
or monitoring in these areas would be costly, ineffective and unjustified.

21 ICCC (2009), Final Report PNG Wholesale and Retail Industry Review, p. 27.
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Commission’s Final Conclusions

e Competition between RAI and imports is very limited, reflecting: (1) the
impact of the import tariff, (2) foreign exchange restrictions and (3) local
preferences for Ramu sugar.

e There is no clear evidence that RAI has taken advantage of the impact of
foreign exchange constraints to materially increase the prices of Ramu
Sugar.

. Competition in the distribution sector (i.e. the wholesaling functions of
transport, storage and logistics) is considered to be effective, particularly in
the large population centres but also reasonable in smaller rural towns.

e Competition in the retail sector in larger population centres is also
considered to be effective reflecting low barriers to entry and market size
effects.

5.4 Countervailing market power

Countervailing market power exists where a customer is able to exert influence over
a supplier to cause the supplier to amend its supply arrangement or vary the price
of goods, as a result of a credible threat of ‘bypass’ either by importing or sourcing
from other suppliers or producing the product itself or contracting another party to
do so.

The extent of this countervailing power depends on the availability of alternative
supply options of similar quality, quantity and price. Countervailing market power
is most likely to exist for large customers. Countervailing should not be confused
with bargaining power, arising from size, although the two may be co-incident.

It is clear that some large industrial customers have exercised countervailing power
by importing large quantities of refined sugar for their manufacturing requirements
with some indicating that RAI cannot produce the quality of refined sugar that they
require for their products. This is a relatively new development as many of these
manufacturers appeared to have used RAI’s sugar in the past. This development
could be a reflection of competition concerning the quality and price at the retail
level for such products as well as the impact of lower tariffs. It could also reflect
global business decisions of major suppliers such as Coca-Cola.

The Commission also considers that large wholesalers and retailers (big
supermarkets) have some degree of countervailing power as they buy larger
quantities and are in a strong position to deal more effectively with the foreign
exchange constraints and take advantage of lower tariffs and world sugar prices.

Hence, the Commission is of the view that large customers of RAI have some degree
of countervailing power and RAI is in effect unable to compete in the supply of
quality sugar for some large customers in the food and beverage manufacturing
sector.
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However, there is no evidence of any material countervailing power for typical
consumers or for retail outlets where most of the households purchase sugar. As
noted; (1) most of the imported sugar is purchased by manufacturers and Ramu;
and (2) there is an absence of effective competition provided by imports at the retail
level for retail outlets where most of the households purchase their sugar.

Commission’s Final Conclusions

e A number of large industrial customers have exercised countervailing power by
importing large quantities of refined sugar for their manufacturing
requirement with some indicating that RAI cannot produce the quality of
refined sugar that they require for their products.

e There is no evidence of any material countervailing power for typical consumers or
for retail outlets where most of the household purchase sugar.

5.5 The exercise of choice by consumers

As noted in the 2013 Sugar Industry Pricing Review?2, the PNG market for sugar
has been dominated by RAI since 1970 with other players only entering after 2000.
During RAI’s three decades as the single supplier of domestically produced sugar in
the PNG market, generations of consumers have become accustomed to the Ramu
brand, its taste and baking characteristics.

In the 2013 review, it was noted that new brands of sugar were introduced at the
retail level as the variety of imports increased in the PNG market following a
substantial reduction in import tariffs in 2010. As a result RAI’s market share had
declined from around 100 per cent in early 2000 to around 75 per cent in 2012.
However, the Commission noted that this was still a significant market share which
indicates that majority of customers are loyal to the Ramu brand of sugar products.

In recent years the import share of the total market has increased to well above 25
per cent but this appears to be primarily driven by demand from industrial
customers for their local food and beverage manufacturing requirements and by
Ramu itself to supply a rapidly growing retail market. The Commission’s inquiries
have confirmed that the presence of imports at the retail level is very low for most
retail outlets and effectively non-existent outside the urban centres. The
Commission’s inquiries also confirmed that most distributors faced foreign
exchange restrictions that discouraged imports and therefore, distribution of the
bulk supplies to retail outlets. In addition, there exists strong local preferences for
Ramu sugar over imported sugar. RAI also confirmed in its submission that
consumers generally prefer Ramu sugar either based on price or flavor.

As noted, another factor affecting the growth of imports in recent years is that RAI’s
production has been unable to keep up with demand, and RAI has been importing

sugar from Thailand and blending it and with its own sugar as RAI products.

The Commission concludes that the majority of end-consumers of sugar at the

22JCCC (2013), 2012-13 Sugar Industry Pricing Review: Final Report, October 31, pp. 29-30.
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retail level have not been able to exercise effective choice in the period (since mid-
2014) following the introduction of foreign exchange controls and this continues to
be the case and it would take some time for this situation to change even if the
foreign exchange controls were removed. However, this situation which favors RAI
does not appear to have led to RAI abusing its market power in recent years as
discussed in Chapter 6. This is likely to reflect the combination of a reasonable
starting price when the monitoring arrangements first began, modest increases over
time since then and the impact of the regulatory arrangements and potential
competition from imports.

Commission’s Final Conclusion

The majority of end-consumers for sugar at the retail level have not been able to
exercise effective choice in the period following the foreign exchange restrictions.
There is also strong local preference for Ramu Sugar. However, there is no
evidence that suggest that RAI has abused its market power in recent years.
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6 COMMISSION’S ASSESSMENT OF PRICE MONITORING

6.1 Introduction and background

As explained in Chapter 1 of this report, in 2007 the Commission undertook a
comprehensive pricing review into a declared basket of Sundry goods that were
subject to price control and concluded that price control should be removed for all
of the goods except sugar23. The 2007 pricing review developed a detailed financial
model of the cost of RAI’s sugar production and concluded that ex-warehouse
prices for a range of Ramu products at the time were an appropriate starting point
for the price monitoring arrangement. The ex-warehouse prices referred to a
uniform price (a postage stamp-type price) which includes the average transport
cost to provide sugar to points of pick-up either at Ramu, Lae or at the wharf in
other locations. They differ from the standard interpretation of an ex-factory price
which does not normally include any transport cost. RAI now refers to and focuses
on a uniform ‘base price’ that is equivalent to the ex-warehouse price referred to in
the 2007 review.

The 2007 review recommended monitoring of the uniform ex-warehouse price of all
products quoted in the RAI price schedule at the time and control of wholesale and
retail margins for sugar as specified at the time for a period of five years or until
such time as altered by the Commission as the result of a proposed review of the
wholesale and retail sector24. The review also recommended that the prices be
monitored relative to a benchmark that comprised 50/50 weighting of the PNG CPI
series and the exchange rate adjusted Australian Bureau of Statistics Series for 2kg
packet of sugar, based on a need to balance the impact of international and
domestic factors and the strong link between the proposed monitoring series and
movement in the prices of sugar in PNG at that time.

In 2009 the Commission completed a review of the Wholesale and Retail Industry
and concluded that the prices of flour, rice and sugar should continue to be
monitored and the controls that apply to the wholesale and retail price margins
should be removed.2> However, the form of price monitoring that was eventually
put in place entailed monitoring what is described as the ex-factory gate price
rather than an ex-warehouse price against a New Zealand Statistics retail price
index for a 1.5 kg pack of refined white sugar converted to Kina and to check
material divergences by using the FAO world sugar price index.

As noted in Chapter 3 of this report, RAI has advised that the ex-warehouse price
referred to in the 2007 review is in effect the same as the ex-factory price that is
monitored. The Commission has requested RAI to provide information to show the
cost structure for the monitored ex-factory price and the links between cost
changes and changes in the base price.

If there is a concern about the market power of RAI in relation to Ramu sugar then
it is important to monitor a price that includes transport and storage costs. If ex-
factory prices excluding transport cost are monitored, RAI would have considerable
discretion as to how it sets prices at the wholesale level that are in effect not
monitored, reflecting the extent it had market pricing power for Ramu sugar. The

23 ICCC (2007), Sundry Declared Goods Pricing Review, Final Report, 16 August.
24 Ibid, pp. 64-68.
25 JCCC (2009), Final Report PNG Wholesale and Retail Industry Review, p. 7.
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potential to exercise such market power in effect reflects the market power of the
Ramu sugar product and not market power in the wholesale market. The extent of
competition in the wholesale market is in effect of no consequence because retailers
have to pay the price which includes the average transport cost set by RAI and as
noted, imports of sugar are not an effective constraint on prices at the retail level.
Thus RAI may be able to exercise market power through the cost charges and profit
margins for transport from the Ramu factory to the point where customers take
control of the shipments.

6.2 Sugar trading

Sugar is a commodity that is traded internationally. Most of the sugar that is
traded is derived from sugar cane. Sugar cane is milled to produce raw sugar which
is then refined to yield white sugar.

The international standard for the trading of raw sugar is the ICE11 contract. The
ICE11 contract has particular requirements in relation to product (raw cane sugar),
quality (e.g. sweetness, known as polarization value), parcel size and transportation
costs (defined as delivered free on board at the relevant port). The ICE 11 contract
shows considerable volatility over time as shown in Figure 4 below.

Figure 4: ICE 11 raw sugar price movements (USD and Kina) - 2007 to 2018,
quarterly
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The drivers of this volatility are the ex-ante (perceived) supply demand imbalances
which are affected by weather conditions, ethanol policies (particularly in Brazil)
and seasonality (cane sugar is predominantly grown in the southern hemisphere
and there is limited global storage capacity). As the ICE 11 contract is a free on
board arrangement, the cost of chartering a vessel for delivery is met by the buyer.
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In practice, this means that there are important regional considerations that can
affect pricing. Because of high Asian demand for sugar, there is a structural deficit
for sugar supply in the East Asian region of around 3 million tonnes of sugar per
annum that needs to be imported from outside the region to fill this supply deficit.

This supply deficit results in a premium to the ICE11 futures price known as the
Far East Premium. This premium, on average, largely reflects the difference in
freight cost to supply the Far East Market from Brazil relative to supply from
Thailand or Australia. Changes in the size of the premium are driven by short term
supply demand imbalance issues and changes in freight rates.

Refined sugar is also traded internationally. Refined sugar must meet carefully
defined specifications concerning factors such as quality (there are various
gradations, particularly for refined sugar in terms of grain size and colour), parcel
size, whether or not the sugar is containerised and location.

The refined sugar imported into PNG is typically sourced from Thailand. Platts
maintains an index of containerised refined sugar based on Thai exports. However,
the index is not publicly available which reduces its usefulness for our purposes. In
reality, there is a reasonably high correlation between the price of refined (white)
sugar and the more heavily traded raw sugar as the former is simply derived from
the latter. Consequently, the ICE 11 is used as a benchmark for this review.

6.3 Ex-factory gate prices

As explained in Chapter 3 of this report, it is appropriate for the Commission to
monitor a ‘base price’ for Ramu sugar products that includes relevant transport
costs. The Commission has been monitoring the ex-factory gate price that RAI
advises includes relevant transport costs. The Commission has asked RAI to
provide supporting information to confirm the cost structure of the ex-factory price
that is monitored. The analysis in this section assumes that the ex-factory price
includes relevant transport costs.

As explained in Chapter 2 of this report, the Commission has been monitoring the
ex-factory gate price of Ramu sugar products relative to the retail price of refined
white sugar in New Zealand converted to Kina. Where there is a deviation between
the price movements as measured by the Ramu sugar ex-factory gate price index
and the NZS index, the Commission can exercise its monitoring role to undertake
an assessment of the Ramu sugar index against the FAO sugar index and also
retains the option of requesting additional information from RAI on costs, revenues
and profit margins to support any changes in price that are not consistent with the
NZS and FAO indexes. The Commission has undertaken this exercise on a number
of occasions under the current monitoring regime.

Figure 5 shows the ex-factory price for Ramu sugar on a consolidated basis, the
NZS price and the underlying CPI for PNG. The latter price index is considered
relevant to take account of local conditions. The ex-factory price for Ramu sugar
remained stable over the period from 2007 to 2018. It has not increased at the
same pace as the underlying CPI for PNG such that real (inflation adjusted) prices
for Ramu sugar have declined by 20 per cent in real terms since 2007.

The relevant period of focus is from January 2014 to 2018 as this relates to the
current regulatory period. In that period the NZS retail price declined markedly up
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to late 2015 and then increased markedly, largely reflecting international price
developments but the RAI ex-factory price remained stable but increased slightly
towards the end of the review period. This pattern confirms that international
developments have limited influence on Ramu sugar prices; while local conditions
and factors impact on Ramu sugar prices. However, given the real decline in prices,
there is little evidence that RAI has used its market power in the manner in which
it prices its products.

Figure 5: Ramu Sugar ex-factory gate prices, NZS retail price and underlying
CPI for PNG
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Figure 6 incorporates the ICE11 and FAO sugar price indexes into the price
information in Figure 5. The significant movements in these international indexes
are reflected to some extent in the NZS and Ramu sugar price but to a lesser extent
in the latter. The FAO price also tracks closely the ICE11 price reasonably well
except for some perturbations experienced which may reflect issues in the
composition of the FAO index. The ICE11 index is considered to be more relevant in
capturing international price developments for sugar given it is the key focus of
traders in the raw sugar market and it recognises the main movements in globally
traded refined sugar. In addition, it does not contain the unusual perturbations
observed in the FAO index in recent years.
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Figure 6: Ramu Sugar ex-factory gate prices, international benchmark prices
and underlying CPI for PNG
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Source: ICCC, National Statistics Office, Bloomberg.

Commission’s Final Conclusion

The ICE11 index is considered to be more relevant in capturing international price
developments for sugar given it is the key price index of traders in the raw sugar
market.

The next issue that needs to be assessed is how the retail sugar prices have moved
over time.

6.4 Retail prices

Consideration of retail prices is relevant to help determine the extent to which
imports constrain the pricing of locally produced sugar for consumers at the retail
level. It is also useful to review retail prices in the different geographic areas across
PNG. The Commission considers that less densely populated areas have less
competitive retail markets than high densely populated areas such as Lae and Port
Moresby.

Figure 7 shows the retail sugar price indexes in Port Moresby and Lae compared
with the NZS price for 1kg of sugar and the underlying CPI for PNG.
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Figure 7: Retail sugar prices in Port Moresby and Lae compared with NZ retail
price and underlying CPI for PNG
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Figure 7 shows a spike in sugar prices in mid-2011but subsequently real sugar
prices declined over time as the nominal retail sugar price initially declined and
increased in both Port Moresby and Lae from about mid-2016 while the CPI
increased steadily over the review period. The spike in retail prices did not show in
the corresponding increase in the ex-factory gate price, but it occurred at a time of
higher international raw sugar prices (see Figure 6). Retail prices in Port Moresby
and Lae remained relatively high well after international raw sugar prices dropped
and did not decline much in 2015 in line with developments in New Zealand.

Retail prices in Lae and Port Moresby closely followed each other until early 2016
when retail prices briefly spiked in Lae. Since then, consistent price increases
experienced in Port Moresby have not been observed in Lae. If future monitoring
reveals a sustained divergence, this may provide cause for the Commission to
investigate the factors driving the retail price increases in Port Moresby.

It is observed that over the current regulatory period since January 2014, the PNG
sugar price developments seem reasonable relative to the underlying CPI for PNG,
with the exception being the recent price increases in Port Moresby.
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Figure 8 presents data for other regional centres in PNG.

Figure 8: Retail sugar prices in in six regional towns compared with NZ retail
price and underlying CPI for PNG
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Source: ICCC, National Statistics Office.

Figure 8 shows the same spike in prices in mid-2011 experienced in Lae and Port
Moresby (and elsewhere in PNG) although prices returned to below the CPI index
threshold earlier for these regional centres than in Lae and Port Moresby.

Figure 8 also shows retail prices remaining markedly higher in Alotau, Kimbe and
Rabaul than in Goroka, Mt Hagen and Madang. A comparison of the data indicates
that the average retail price in Alotau, Kimbe and Rabaul closely mirrors the retail
price in Lae.

Focusing on the current regulatory period since January 2014, the PNG sugar price
developments seem reasonable relative to the underlying CPI for PNG.

Commission’s Final Conclusion

The Commission considers that less densely populated centres have less
competitive retail markets than Lae and Port Moresby but that price changes over
the recent regulatory period have been reasonable.
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7 COMMISSION’S ASSESSMENT OF OPTIONS FOR REGULATION

7.1 Introduction and background

The Commission must decide whether to terminate, continue or change the current
price monitoring arrangements for RAI sugar.

In the 2013 price review, the Commission concluded that, while there were
competitive pressures in the PNG sugar market, most end users preferred Ramu
sugar products and this was likely to continue unless there was a significant price
difference relative to imported brands. As a result the Commission concluded that
it was necessary to continue with some form of light-handed regulation and
endorsed the continuation of the existing price monitoring arrangement.

The price monitoring arrangement that is in place for the past 10 years has
involved monitoring the ex-factory gate prices of a range of Ramu sugar products
relative to the New Zealand price for a 1.5 kg package of refined sugar converted to
Kina. In addition, any significant divergences of Ramu sugar prices are assessed
against the FAO world sugar price index and the Commission has the power to
request information and justification from RAI explaining why the changes are not
consistent with the benchmark indexes monitored by the Commission.

The current review comes to a similar conclusion as the 2013 price review, but
notes that import competition at the retail level has not matured as anticipated and
there is a need for some adjustment to the current form of price monitoring. The
rest of this chapter summarizes the assessment of competition and price
monitoring and discusses options for continuing with price monitoring.

7.2 Assessment of competition

The assessment of competition in the context of the current price review indicates
that there is still a concern about the extent of competition in retail markets (formal
and informal) for sugar. It is apparent that there is still a strong public preference
for Ramu sugar relative to imported brands. However, an additional development is
that foreign exchange restrictions have had a significant impact in restricting the
supply of imports at the retail level. This is particularly the case with centres
outside of Port Moresby and Lae. As discussed in Chapter 5 of this report, there is
no clear evidence that RAI has exploited the situation relating to foreign exchange
restrictions to increase retail prices materially. RAI has however, taken advantage
of the indirect import restrictions and used its strong financial position to purchase
sugar from Thailand that it blends with its locally produced sugar to meet domestic
demand at the retail level. RAI has also faced significant competitive pressure from
the loss of most of its market share for industrial customers.

Commission’s Final Decision

Based on its assessment of the extent of competition in the retail markets, the
Commission considers that some form of price regulation or price monitoring
needs to continue.
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7.3 Assessment of the effectiveness of regulation

The monitored ex-factory gate price has been very stable since 2007, falling by 20
per cent in real terms when measured against the CPI. Whilst the real reduction in
the ex-factory gate price, to a limited extent, reflects the reduction in tariffs, there
was no discernible change in the nominal ex-factory gate price in response to the
various changes to the tariff regime that have occurred over this period. It is also
evident that the ex-factory gate price has been quite insensitive to changes in the
international sugar price over this period.

At a broad level, the price monitoring arrangement and the threat of import
competition seem to have been effective in restraining ex-factory gate prices. The
focus of price monitoring has been on monitoring ex-factory gate prices relative to a
selected New Zealand price adjusted in Kina terms and to investigate divergences
by referencing against the FAO sugar price index converted to Kina. Despite
experiencing some perturbation in recent years, the FAO sugar price index is highly
correlated with the key sugar commodity price index ICE11, and the latter is the
key index that traders focus on in the international raw sugar market. However,
there is very little relationship between these international trading price indexes
and the RAI ex-factory price and they are of questionable value for price monitoring
purposes.

The New Zealand price index is considered to be useful for benchmarking purposes
as it incorporates transport costs and is considered to be an independent and
competitive benchmark. However, while the New Zealand price index is helpful for
reflecting relevant international developments, it is necessary to consider the PNG
underlying CPI in the price monitoring arrangements to reflect the impact of local
conditions. Such an approach is also consistent with the findings of the 2007
review that recommended price monitoring of sugar broadly along the lines of the
current arrangement.26

In addition, to help gauge the effectiveness of import competition it is considered
relevant to monitor the retail prices for sugar in Port Moresby, Lae and six other
regional centres relative to the New Zealand retail price.

Another issue that needs further investigation is the extent to which the ex-factory
price that is monitored is better described as a ‘base price’ or ex-warehouse price
that includes transport and storage costs up to the point where buyers of Ramu
sugar take control of the product.

Commission’s Final Decision

At a broad level, the price monitoring arrangement seems to have been effective in
restraining ex-factory gate sugar price changes by RAI.

7.4 Assessment of the form of regulation

Although the current form of regulation has been reasonably successful, the
Commission considers that there is need to make some adjustments to improve it.

26 JCCC (2007), Sundry Declared Goods Pricing Review, Final Report, 16 August, Chapter 4.
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Price control or price monitoring

Price control is a stricter form of price regulation than price monitoring and entails
the setting of either a price or a profit margin to be applied to specified costs.

The various options for control of prices were discussed in the Commission’s 2007
Sundry Goods Final Report27. The main challenge is to determine an appropriate
level of costs and prices. In order to promote the long term interests of consumers,
as specified in the primary objectives of the ICCC Act, it is important to ensure that
prices reflect efficient costs and a reasonable profit margin. A standard way to do
this is to implement what is described as a ‘building blocks’ financial model where
the building blocks are the various operating costs, plus an allowance for
depreciation of capital and an allowance for reasonable profit. However, in order to
provide incentives for the regulated entity to be efficient it is necessary to establish
reasonable costs rather than just actual costs and also to allow the regulated entity
to retain some profits from efficiency improvements. The building blocks approach
is used to regulate certain businesses in PNG that have market power and are
natural monopolies. For example: the utilities that provide electricity and water and
seaports.

However, the building blocks model requires detailed and reliable financial
information, is a costly and intrusive process and restricts the ability of the
regulated firm to make necessary and rapid adjustments when circumstances
change and warrant price changes.

The use of standard margins for wholesale and retail activities also has serious
limitations, particularly in a country like PNG where transport costs are substantial
and vary considerably for different locations and across products.

Price monitoring is a more light handed, more flexible, less intrusive and less costly
form of price regulation. Essentially, it relies upon the ability of the Commission to
assess movements in the price of the declared good or service against the
movement in some independent price (or cost) indicator. If the Commission
determines over a period of time that the prices of a declared monitored good and or
service are increasing at a faster rate than the indicator used (or declining at a
slower rate than the indicator if prices are declining), then the Commission can
request an explanation from the regulated entity or industry, and if the
Commission is not satisfied with the explanation given, it can recommend to the
relevant Minister that prices of the good and or service in question be declared for a
more information-intensive and intrusive direct price control form of regulation.

The main difficulty in undertaking price monitoring is establishing the
baseline/starting prices that will be monitored to confirm that these are prices that
are relevant and adequate to cover reasonable costs and provide a reasonable (not
exploitative) profit margin.

Given these considerations, the Commission prefers to continue with price
monitoring provided it is reasonable to assume that the level of prices reflects
reasonable costs and a reasonable profit margin.

271CCC (2007), Sundry Declared Goods Pricing Review, Final Report, 16 August, Chapter 4.
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Commission’s Final Decision

The Commission prefers to continue with price monitoring provided it is
reasonable to assume that the level of prices reflects reasonable costs and a
reasonable profit margin.

Recommended changes to price monitoring
Monitoring the base consolidated price and the price for a standard product

The Commission has been monitoring the ex-factory gate price for a list of Ramu
sugar products. The Commission recognises that it is necessary to monitor a price
that includes all the costs RAI incurs up to the point when the Ramu sugar product
is transferred to buyers. Such a price is often described as an ex-warehouse price
and it is most relevant because, if RAI has market power in relation to Ramu sugar
products, the power can be exercised in the price at which the product is sold to
buyers (i.e. a price inclusive of relevant transport and storage costs). The extent of
competition in the wholesale market is not relevant because the potential market
power relates to the product and can be exercised in the final price that buyers face
when they take control of the Ramu sugar product.

RAI has advised that the ex-factory price that is monitored is the same as the ‘base
price’ or ex-warehouse price that includes average transport costs and that the
‘base price’ is its main focus from a commercial perspective. As discussed in
Chapter 4 of this report, in its 2007 review of price regulation arrangements for
Declared Sundry Goods, the Commission was satisfied that the ex-warehouse
prices that applied at the time were reasonable and an appropriate starting point
for the price monitoring arrangements that it recommended for sugar28.

The Commission has requested RAI to provide information to assess the cost
structure of the base price and links between changes to the key cost components
and the base price.

The Commission considers that it is still relevant to monitor the ex-factory price
but subject to confirmation that it includes relevant transport costs. This work is
currently on-going. If this is not the case there would be a need to separately
monitor the transport costs and margins that RAI charges for in its base price or a
price that includes them.

Also, the Commission considers that it is sufficient to monitor a consolidated ‘base
price’ and a price for a standard sugar package of Ramu natural sugar of lkg
package rather than monitoring the whole list of declared Ramu sugar products.
The consolidated information is a useful average and the 1kg package is useful for
making international comparisons. In addition, the price of a 1 kg package in effect
puts a ceiling on prices that could be charged for other package sizes, as
consumers always have the opportunity to buy the 1 kg package. The Commission
notes that this approach of focussing on a single Ramu sugar product is consistent
with the approach adopted in price monitoring for rice29. The standard 1kg product

28 JCCC (2007), Sundry Declared Goods Pricing Review, Final Report, 16 August.
2 JCCC (2015) Rice Industry Pricing Review — Final Report, December, p. 70.

ICCC Final Report Sugar Industry Pricing Review January 2019 Page 50



that is recommended for monitoring is alkg package of Ramu Mill White Sugar in a
poly pack based on a 10 kg size pack.

The Commission also considers that the consolidated ‘base price’ and the price for
a lkg package should be inclusive of discounts. The consolidated discounted price
is most relevant for assessing the overall competitiveness of the Ramu sugar
product while the price for a 1kg package can be useful in making comparisons at
the retail level.

The Commission proposes that monitoring of the consolidated ex-factory price
should be changed from monthly to a quarterly relative to both the NZS retail sugar
price and the underlying CPI for PNG. This will reduce administration costs and
provided there is adequate notice and justification of price changes, it should be
effective in restraining price increases.

It is evident that international sugar prices have exerted very little influence on the
ex-factory gate prices for the various RAI sugar products under the current
monitoring arrangement. To the extent that international benchmarks are relevant,
it appears that the ICE 11 price expressed in PGK is an appropriate benchmark
than the FAO benchmark. It is appropriate for future reviews to have regard for
movements in international prices, but the Commission considers the more
appropriate benchmarks are likely to be informed by the price of similar products
in New Zealand (expressed in PGK) and movements in the underlying PNG CPI.

The Commission requires the consolidated ex factory price to cover all the packaged
sugar products provide by Ramu sugar as described in Section 2.4 of this report.

The Commission also requires RAI to provide the Commission with one month’s
notice of when the changes would be effected and the reasons and data that provide
a reasonable justification for the change. The data should include the main cost
components and the profit margin for the ‘base price’ for the past year prior to the
change and estimates for the year after the change.

The Commission will also have the authority to request additional information on
costs, revenues, profit margins and supporting analysis to assess RAI’s ‘base price’.

The Commission also requires that pricing returns are to be verified by a statutory
declaration as required by Section 14(4) of the PR Act, by the Chief Executive
Officer of RAI.”

Commission’s Final Decision — Monitoring a consolidated ‘base price’ and the price
for a standard product

. The Commission will monitor a ‘base price’ and the price for a 1kg package of
Ramu Mill White Sugar in a poly pack based on a 10 kg size pack. Both
prices should include all the costs RAI incurs up to the point when the Ramu
sugar product is transferred to buyers.

. The Commission will need to confirm that the ex-factory price includes
relevant transport costs. If this is not the case it will be necessary to
separately monitor the transport costs and margins that RAI charges that
cover relevant transport costs.
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o The consolidated base price and the 1kg package price will be inclusive of all
discounts.

. The monitoring will change from monthly to quarterly and be undertaken
relative to both the NZS retail sugar price adjusted to PGK for a 1 kg
equivalent package and the underlying CPI for PNG. Where substantial
divergences arise comparisons relative to the ICE11 price expressed in PGK
will be assessed.

. RAI is required to provide the Commission with one month’s notice of when
changes to its prices would take effect, together with data and justification to
demonstrate the need for price change. The data should include the main cost
components and the profit margin for the ‘base price’ for the past year prior to
the change and estimates for the year after the change.

o The Commission will also have the authority to request additional information
on costs, revenues, profit margins and supporting analysis to assess RAI’s
‘base price’.

o The Commission also requires that pricing returns are to be verified by a
statutory declaration as required by Section 14(4) of the PR Act, by the Chief
Executive Officer of RAI.”

Monitoring at the retail level

The Commission considers that the main focus of monitoring should be on the RAI
‘base price’ which is a wholesale price and represents the price when the product is
sold by RAI to distributors, retailers and industrial customers.

The Commission also considers that there is no need to monitor prices in the
wholesale distribution sector as it is sufficiently competitive.

However, the Commission considers that there is very limited competition at the
retail level and that some form of less onerous monitoring is warranted. Monitoring
at the retail level supplements monitoring of the ‘base price’ and the price of a
standard product at the wholesale level in that it is an additional check on the
effectiveness for monitoring the ‘base price’; because it is ultimately the price that
retail customers pay. Monitoring at the retail level also allows direct comparisons of
retail prices for locally produced goods and imports and direct comparisons with
retail prices in other countries.

The Commission recognizes that it is not likely to be feasible to monitor retail price
margins effectively given difficulties in determining what actual wholesale prices
retailers pay and does not consider the monitoring of retail price margins to be
warranted.
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Commission’s Final Decision — Monitoring at the Retail Level

The main focus of monitoring should be on the RAI ‘base price’ which is a wholesale
price and represents the price when the product is sold by RAI to distributors,
retailers and industrial customers.

There is no need to monitor prices in the wholesale distribution sector as it is
sufficiently competitive.

There is very limited competition at the retail level, thus, some form of less onerous
monitoring is warranted.

The retail price monitoring at the retail level should comprise:

e Comparison of the retail sugar prices in the eight reported towns in PNG as
calculated by the PNG Statistics Office with the New Zealand retail price
adjusted in PGK terms for a 1 kg equivalent package on a quarterly basis.

e Comparison of the retail prices for Ramu natural sugar and imported products
for 250g, 500g and 1kg packages in Port Moresby, Lae, Mt Hagen and Kokopo
on a monthly basis. This information is currently collected by ICCC and is in
effect the same arrangement as stipulated in the current regulatory
arrangements30,

Regulatory period

The Commission considers that the regulatory period of 5 years should be retained.
This recommendation recognizes that the regulatory arrangement is reasonable
and, while the proposed form of regulation is light-handed in nature, the
Commission has the power to undertake a review at an earlier date and to
recommend stricter forms of price regulation if deem appropriate.

Commission’s Final Decision:

A regulatory period of 5 years should be maintained.

30 ICCC (2013), 2012-13 Sugar Industry Pricing Review: Final Report, October 31, pp. 7-8.
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8 APPENDIX A - ICCC OBJECTIVES

Section 5 of the ICCC Act states the Commission’s objectives as follows:
OBJECTIVES OF THE COMMISSION

(1) In performing its functions and exercising its powers, the primary objectives of
the Commission are —

(a) to enhance the welfare of the people of Papua New Guinea through the
promotion of competition, fair trading and the protection of consumers’
interests; and

(b) to promote economic efficiency in industry structure, investment and
conduct; and

(c) to protect the long term interests of the people of Papua New Guinea with
regard to the price, quality and reliability of significant goods and
services.

(2) In seeking to achieve its primary objectives, the Commission shall have regard
to the following facilitating objectives :—

(a) to promote and protect the bona fide interests of consumers with
regard to the price, quality and reliability of goods and services;

(b) to ensure that users and consumers (including low-income or vulnerable
consumers) benefit from competition and efficiency;

(c) to facilitate effective competition and promote competitive market
conduct;

(d) to prevent the misuse of market power;

(e) to promote and encourage the efficient operation of industries and
efficient investment in industries;

(f) to ensure that regulatory decision making has regard to any applicable
health, safety, environmental and social legislation; and

(g) to promote and encourage fair trading practice and a fair market.
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Section 21(2A) of the PR Act specifies the following:

When making an order under subsection (1) of the PR Act, the Commission shall
have regard to:

A.

the need to protect consumers and users of the declared goods or services from
misuse of market power in terms of prices, pricing policies (including policies
relating the level or structure of prices) and the standard of the declared goods
or services;

the cost of making, producing or supplying the declared goods or services;

the desirability of encouraging greater efficiency in relation to making,
producing or supplying the declared goods or services;

the need to ensure an appropriate rate of return on any investment in relation
to the declared goods or services;

the borrowing, capital and cash flow requirements of persons making,
producing or supplying the declared goods or services;

considerations of demand management and least- cost planning;

existing standards of quality, reliability and safety of the declared goods or
services, and the desirability of encouraging improvements in those standards;

the effect any proposed order on general price inflation over the medium term;
the economic and social impact of anti-proposed order; and

any other matters the Commission considers relevant.
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