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Summary

This sudy examines the scope for marketing of timber from community pine plantations
established as part of Nepa-Audtrdia forestry projects that commenced in the 1970s. It draws
on the experiences of two community based sawmills — the Chaubas sawmill in Kabhre
Pdanchok and the Shree Chhap sawmill in Sindhu Palchok. The study aso analysed markets for
timber from the plantations and the scope for expanding sales. Recommendations are made to
guide future project activities of NACRMLP.

The Chaubas sawmill was established seven years ago and is operated by four FUGs with
another FUG supplying logs. The Shree Chhap sawmill was established around 18 months ago
and is operated by asingle FUG with other FUGs supplying logsto it.

It is concluded from the analysis of the performance of the Chaubas and Shree Chhap sawmiills
and estimated costs and returns from sawmilling based on prevailing market conditions that the
ability of community based sawmiills to provide long term net financid and economic benefits is
uncertain. It is suggested that economic and financid returns from log sdes are likdy to be
gregter than those from community based sawmilling. In particular, the estimated resdud log
stumpage price for community based sawmilling is around Rs10-20/cu ft while that for logs sdes
is around Rs35/cu ft. This illudrates that community based sawmills are in fact reducing rether
than adding vdue. Smilarly, estimation of finandia cash flows from community based sawmilling
with alog stumpage price of Rs25/cu ft provides negative cash flows over time.

A dmple economic andyds, which removes condderation of taxes and vaues nortmarket
economic and socid bendfits as the income generated in sawmill employment, shows net
economic benefits at a sumpage price of R25/cu ft. Thisimplies that the vaue of economic and
socid benefits from community based sawmills is sufficient to outweigh financid losses.
However, if the ssumpage prices are increased to RAO/cu ft (the government’s imposed
minimum royaty for pine plantation wood) the net economic flows turn negetive. This implies
that, a this price, the community benefits from employment are not sufficient to judify the
financid losses from a sawmill. This gpproach is aso being borne out in practice where two of
the FUGs previoudy supplying logs to the Shree Chhap sawmill have opted to sdl logs to third
parties rather than to the sawmill. The economic and financid returns are do highly sendtive to
relatively smdl changes in cost and revenue parameters indicating that sawmill investments are

very risky.

These conclusons represent a consderable change from the past where community based
sawmill developments have been promoted because of their potentia to provide community
benefits from utilisation of the maturing pine plantations. However, the two sawmills supported
wereinitid steps and much can be learnt from their experiences. The chdlenge is now to creete
a more robust financid and economic base for utilisation of community forests. Key lessons
learnt are:

Sawmills are a risky business. Vaiaility in the profits generated by the community
based sawmills demondrates that there are substantiad risks associated with sawmill
investments. Those risks stem from market and production issues and are borne by the loca
communities that have invested in and are respongble for managing the sawmiills. Therisk is
particularly high because the community based sawmills are entirdly focused on sawing
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thinnings which produce lower qudity timber with low prices. Other sawmiills in Kathmandu
that buy logs spread the risk associated with plantation pine as it generdly represents only a
very smdl proportion of their total business. For what are generdly poor and reasonably
remote communities, increased exposure to risk can have serious consequences, particularly
in itsimpacts on the poorest members of these communities.

Communities do not have the required business and management skills. The
organisation, management and marketing of timber associated with community based
sawmills is a complex business. It requires congderable expertise in technical, management
and business planning. The mills have acquired technica skills from externd sources.
However, neither of the sawmills have busness plans and many problems have been
encountered in the marketing of sawn timber.

Outputs need to be market oriented The activities of the sawmills have been focused
largely on production. This is understandable but it has meant that the qudity of the sawn
timber produced has not met market requirements with the result that prices have been
consderably less than expected. The sawmills have dso tended to produce timber and then
tried to market it. This has put them at a disadvantage in the market. There has dso been a
reluctance to enter into longer term contracts for fear of being treated unfairly. Related to
this, reliability of supply has been a concern for many cusomers. As an example of the lack
of market understanding, FUGs supplying the Shree Chhap sawmill were unable to achieve
the price they wanted for the timber. Rather than sdll it for alower price they kept the timber
which, in the meantime, deteriorated in quality. Fifteen months later it hed to be sold for a
much lower price. There is dso a need to focus on producing dimensions of timber and
grading timber to produce sizes for which the market iswilling to pay a premium.

Cost contral is vital. An important contributing factor to the losses from the sawmiills has
been that actud harvesting and transport costs are much higher than origindly planned. The
Chaubas sawmill has been experimenting — with some success — in contracting out services
to reduce costs. Sawmilling codts, once al costs are taken into account, have aso been
much higher than planned.

Market issues

Understanding the market is very important when consdering future options for the sde of logs
and timber from community pine plantations. Timber supply, demand and prices were assessed
through discussion with timber brokers and sawmillers.

It is difficult to get a clear picture of potentid volumes of plantation pine thet will be availablein
coming years because of uncertainty over the actua volume of wood in plantations and
uncertainty over the accessihility of forests. Nepa-Audtrdia forestry projects have established
over 22,000 ha of community plantations in Kabhre Padanchok and Sindhu Palchok. However,
the quadlity of plantations is highly varigble and there is no estate wide inventory. Data in
operationa plans are aso highly variable. Nevertheless, as they were the only available source
of information, these plans were used to estimate supplies of logs available from plantations that
were judged to be accessible for harvesting. This analysis suggested that atotal of around 3,200
ha were accessible and that 50,000-100, 000 cu ft per annum were likely to be available from
thinning operations. This is a rdaively smal volume but condderably more than the exiging
sawmill capacity. It is highly desrable that thinning occurs as many of the plantations are
overstocked and thinning will improve the qudity of logs available in the future.
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On the demand sde, the Kathmandu market is dominated by Sa, a naturd forest hardwood
mostly sourced from the Tera region. Over the last 5-10 years natura pine mostly from the west
of Nepal hes gained a foothold in the market and is estimated to account for around 25% of
sdes. Both Sd and naturd pine are used in high vaue gppearance and strength uses. In
comparison, plantation pine is used mainly as supports for construction where it competeswith
much lower vaue timbers. Plantation pine is redtricted to this end of the market asit is a much
weeker timber. In addition, younger, fast grown timber is generdly not used for gppearance
purposes. There is some furniture made from seasoned plantation pine, but only in very small
quantities. Plantation pine sawn timber sdls for about Rs200-250/cu ft. This compares with
naturd pine that sellsfor Rs400-500/cu ft and Sdl that sells for Rs950-1200/cu ft in Kathmandu.

Future directions

Given market redlities, the experiences of the Chaubas and Shree Chhap sawmills, and the
conclusions that community based sawmills cannot demonstrate a capacity to generate long-term
sugtainable financid or economic benefits, it is proposed that NACRMLP should not advocate
the development of community based sawmills. Rather, the emphasis should be on working with
FUGs and the sawmill management committees to identify viable options for the future. These
activities should focus on equipping local communities with the necessary skills to assess
business options and decide on actions for the future. Development of entrepreneurid and
business management skills will be very important.

In asociation with this skill development it is suggested that NACRMLP work with the two
sawmills to facilitate consderation of options for the future. These options should include
comparisons with returns from sdles of logs. It is dso recommended that they include options for
involving the private sector in sawmill invesment and management. The private sector has
advantages because it can take on and manage risk more effectively than smal communities.
Involving the private sector would aso provide the opportunity for business skills development
and transfer. Recommended options for @ndderation and assessment by local communities
include sde of the sawmills, tendering a contract for operation of the sawmill, joint ventures as
well as relocation to a more central location. FECOFUN has aso raised the option of a
cooperative marketing structure for plantation pine. It is recommended that this and any other
option only be consdered if it can be demongtrated that it provides net benefits to communities.

Four themes for proposed project actions are recommended. These are:

Building competitive markets that will assg in maximisng returns from log and timber
sdes,

Deveoping entrepreneurial and business management skills relevant to assessing
dternative options for generating income from log and timber sdes,

Utiliang action learning and self-monitoring to assess impacts of timber marketing
activities and dternatives on the communities and the poor in particular; and

Promoting an enabling policy environment for community forestry and income generation
from timber sdles.

In addition, it is recommended that NACRMLP can assg in addressng a number of policy
issues that have adverse, implications for the utilisation of community based forests. The most
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important of these is the planned 40% tax on log and timber sales outsde of the loca FUG
aress. Thistax will saverdly reduce benefits from utilisng community forests, which will accrue to
loca communities. Depending on how the tax is gpplied, it could cause substantia losses.
Implementation of the tax is likely to discourage FUGs from harvesting. This will have adverse
implications for returns and for future productivity of the forests. Other policy issues to be
addressed include the way in which VAT is cdculated, smplifying the number of approvas
required by DFOs for forest harvesing and timber production, minimum log stumpage,
government regrictions on the number of trees to be removed, and business regidration
practices.

In conclusion, this study has identified congderable doubt over the ability of community sawmills
to provide long-term sustainable economic and financid returns in their current form. The
attractiveness of such investments needs to be judged by individua communities. This report sets
out activities that will assst communities develop the sKills to deal with these issues. It dso
identifies policy issues which the Project can help to address. Both of these activity streams will
fadilitate increased returns from utilisation of community forests,
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1 Introduction

Mark Kdly, Timber Marketing Specidist (Austraia), prepared this report. It forms one of a
series of inputs which NACRMLP is making to encourage FUGs to take a greater interest in
more active forest management and the associated utilisation of forest products, as part of the
Project’ s overarching poverty reduction goas.

1.1 Terms of Reference

The Terms of Reference (TOR) for the Timber Marketing Specidist are provided a Annex 1
These cover marketing of timber, NTFPs and the policy environment for community forestry in
Nepd. The first component of the TOR, with which this report is concerned, focuses on the
potentia for marketing of timber products, specificdly to:

underteke an andyss of possble management dructures for timber harvesting and
processing operations,

undertake an andyss of the economic parameters which indicate whether milling, vaue
adding, or round log sdes are very likely to be the best option for individud FUGs or
clusters, and

explore marketing options and systems for sawn timber from community forests.

Potential management structures for timber harvesting and processing operations should flow
from the analys's of economic parameters and an assessment of the markets for logs and timber
from community forests. The focus in this andyss is on the plantation forests established by
earlier projects which have been supported by the Austrdian Government. Potentia structures
and future directions are condgdered based on an andyss of experience to date with sawmill
investments and market drivers for plantation products.

1.2 Project Goals

The overdl am of NACRMLP is “to improve sustaingble rurd liveihoods in Nepa”. The
purpose of the project is “to reduce rurd poverty by developing and inditutiondising equitable
and sudainable community based naturd resource management systems’. NACRMLP
incorporates a number of components. Component 2, income generation and equity within rura
communities has the objective “to develop and promote income generating activities for forest
users through an action learning approach which addresses the priority concerns of the poor and
margindised”. The market andys's presented in this report addresses Project eements outlined
in Component 2 to:

develop drategies to ensure that enterprise development by FUGs is underpinned by
inditutiona frameworks that address issues of equity and governance;

undertake market research and develop support mechanisms for marketing and enterprise
development;

strengthen the technica expertise and management skills of FUGs o that they are better
able to devel op and manage commercid enterprises, and

examine options available for the development of forest-based enterprises and work with
FUGs to establish pilot enterprises.
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1.3 Approach, Methodology and Outputs

The approach to this analysis has been © examine the market Stuaion for community based
timber processng developments with particular regard to pine plantations that have been
established as a result of earlier projects supported by the Australian government. The market
andysis is based on a supply chain gpproach to identify the overdl supply/demand Situation
relevant to the production of pine timber from community forest plantations and the financia and
economic returns from the sde of timber from community based forests. This included
congderation of activities from the forest to fina product markets in Kathmandu. Figure 1.1
(page 3) provides an outline of the supply chain analysis and key issues addressed.

Two community sawmills have been established with support from previous Nepa-Audrdia
forestry projects. The Chaubas mill in Kabhre Palanchok was established seven years ago and
the Shree Chagp mill in Sindhu Palchok was established around 18 months ago. The experience
of these mills was reviewed and used as the bads for identifying returns from community
sawmills. Lessons learnt from these operations were used to identify paths for the future.

Key components of the activities undertaken as part of this analyss included:
consderation of the outcomes of invesmentsin the two sawmills;

andyss of the overadl market demand and supply Situation for potentia timber outputs and
consequent market opportunities; and

preparation of options for asssing the development of income earning activities from
harvesting trees in the foredts.

The key output from this report is the identification of activities thet will ddliver on the outputs
identified within Component 2 of NACRMLP. These activities are proposed for implementation
as part of project activitiesin coming years.

Chapter 2 sats out the context of timber marketing as part of NACRMLP. This includes an
examination of the experiences of the development of the Chaubas and Shree Chhap sawmills.
Chapter 3 examines the supply and demand stuation for timber from RUGs, particularly Pinus
patula that has been the focus of plantation activities for over 20 years. It provides an
assessment of potential market opportunities and congtraints.

Andysis of the key factors influencing options for development based on plantations is presented
in Chapter 4. The experiences of the Chaubas and Shree Chhap sawmills together with market
prices are used as the basis to estimate the financia and economic returns expected from
savmilling investments, comparisons with the returns from the sde of logs, and the implications
for future development of timber processing operations.

Conclusions and recommendations from the analyss are presented in Chapter 5. These include
options for marketing timber from community forests and potential management structures for
such developments. This chapter dso sets out suggested activities, which NACRMLP could
undertake to facilitate to enhance the impacts that timber marketing could make on long-term
poverty reduction.
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Figure 1.1: Supply Chain Analysis

Component of supply chain Key issues

Forest plantation log production / supply . Volume of logs to be produced
- Aress, growth rates
- From FUG operating plans
Planned thinning activities and timing
Policy activities and procedures influencing production
- DFO approvals requirements
- Regulationsrelating to sawmill location and operation
- Taxes
FUG activities

Harvest . Volumes to be harvested
Timing of harvest activities
Planning and organisation of harvesting activities
- Supply of labour for activities
Costs of harvesting
DFO activities and policies

Transport to sawmill - Costs
- Means of transport
- Timeliness of transport — logs left in forest/road side
Sawmilling . Investment costs for sawmills

Running costs including taxes

Recovery rates

Profitability

Products/outputs

Timing of production and reliability of supply
Markets and marketing

Alternative structure advantages and disadvantages
- Chaubas cooperative structure

- Shree Chhap single FUG ownership

- Other management structures

Transparency of operations

Legidative base for FUGs to operate sawmill — business registrations

Timber products - Types of products and values
Sizing and grading activities and facilities— product quality
Stockpiling and timing issues
Role of brokersin selling of timber
Sdle and marketing arrangements

Transport to market - Costs
Contractors
Organisation and management eg, timeliness
Location of markets

Timber markets/ demand . Size of timber market
Competitiveness of plantation pine with natural forest timbers
Uses of pine— construction, furniture
Wholesale buyers/ brokers
Timber prices
Marketing arrangements eg, contracts for mills
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2 Marketing Forest Products —a new phase for
NACRMLP

Audtrdian support for reforegtation activities in Nepal began in the 1960s. From the mid-1970s
this support was provided via a number of development assistance projects. These projects
focused on reforestation of degraded land, forest protection and the development and
esablishment of FUGs as viable structures. Plantation establishment and management were
emphasised, together with training to facilitate development of requisite skills to enable FUGs to
undertake these activities. In more recent years there has been a strong focus on the
development of FUGs through training. Poverty reduction has been a long-term underlying am
of al project activities.

Most of the plantations were established between the early 1980s and the early 1990s and so
are now around 15-25 years old. A large proportion of the plantations are in need of thinning if
growth rates are to continue and larger, more vauable logs are to be produced over the next
10-20 years. Production of logs from thinning aso provides scope for income generation. At the
same time, a number of FUGs have become interested in generating income from the sde of
wood from ther plantations. The establishment of two community based sawmills has been
supported by earlier projects.

It has been suggested (Acharya et a 2001 p.15) that he development of approaches to

marketing of forest products represents the third stage of development of NACRMLP. These

three stages being:

- Stage 1 - development of FUGs with a focus on establishment of tree plantations, forest
protection and subsistence products for households.

Stage 2 - movement to forest management and utilisation as a bass for generating income.
Support for the development of sawmillsis seen as part of this stage.

Stage 3 - increasng emphasis on investment of FUG funds generated from forest utilisation.

From the review conducted in this Project, it gppears as though movement to utilisation of the
community forests could only be regarded as being in the very early stages of development and
that consderations relating to investment of FUG fundsis aso only initsinfancy. Gilmour (2003)
aso observes this new stage of development of community forestry in Nepal. He aso points out
that there are many challenges associated with this stage of development.

Many of these chdlenges have been recognised in the design of NACRMLP which, as dready
pointed out, includes an emphasis on forest utilisation. This is acknowledged in various Project
activitiesinduding:

training needs for harvesting;

planning for harvesting and timber production;

business planning and management sills;

distribution of income from sde of logs,

development of sawmill operations and NTFPs; and

ongoing development of FUGs.

S:\DEVELOPMENT\OWNER\AUSAID\NEPAL\NEP10050 NACRMLP\6000 BMS & DELIVERABLES\6430 CONSULTANT REPORTS\6432 TMS\NACRMLP TIMBER MARKET REPORT V6
181203.D0OC



Nepal Australia Community Resource Management and Livelihoods Project
Marketing of Timber Products from Pine Plantations 5

2.1 Sawmill Development as part of NACRMLP

The potentid for processng of plantation logs from FUGs in community based sawmills
emerged as an option for future development in the mid to late 1990s. A mgor motivating factor
appears to have been the dedre to maximise employment and returns generated from log
harvesting rather than smply sdlling logs. It appears that reports by Jackson et d (1995) and
Ladley (1995) laid the basis for previous phases of Australian support in the sector, to assst the
development of community based sawmills.

The congruction of two sawmills — the Chaubas sawmill and the Shree Chhagp sawmill — had
been supported by earlier phases of the Nepd Audrdia projects. The Chaubas sawmill
received a loan for the purchase of equipment and the establishment of the mill. The Shree
Chhap sawmill received support for investment activities but invesment funds for the mill were
raised by the FUGs. The following provides a brief history of the experience and performance of
each mill.

2.1.1 Chaubas Sawmill

The Chaubas community sawmill was congtructed in 1995 and opened officidly in May 1996. It
is jointly owned by four FUGs. Chapani Kuwa, Faga Khola, Dhargpani Hile and Rachhama.
Another FUG has sold logs to the mill but has not been involved in sawmilling. The mill was
established with the support of a loan from previous projects. Not dl of the loan has been
repaid. The mill was upgraded from a 24 inch to a 36 inch band saw with funds raised by the
FUGs themselves through the sde of logs. Until July 2000 an externd sawvmill manager was
employed — a forest ranger from the DFO gtaff. He was later replaced with aloca high school
graduate who now manages the mill. Smilarly, until 1999, sawers in the mill were from outsde,
but local people were trained and employed in the sawmill from that time, except for the head
sawyer. The mill is registered under the Cottage Industry Act as atimber processing unit.

The Chaubas sawmill was initidly established with a view to producing sawn timber for loca
sde and to create a revolving fund for community development activities. However, it was soon
redised that loca demand was not sufficient to consume the quantity of timber produced and
that sale to outside markets would be required.

The mill has processed atotal of 59,000 cu ft and produced 28,397 cu ft of timber, a recovery
rate of 48%. Of the timber produced only 1092 cu ft was sold localy with the rest being sold
outside the local areato the Kathmandu valley market. Mill capacity is about 150 cu ft of round
logs per day based on an 8-hour day. Tota capacity based on 250 days per year is 37,500 cu
ft log input or of 18,750 cu ft of sawn timber, based on 50% recovery. The sawmill generaly
operates a maximum of 8 months per year with harvesting occurring over 4 months in the dry
Season. This means that annua capacity of the mill is more redisticaly 20-25,000 cu ft of log
input or asawn timber output of around 10-12,000 cu ft per annum.

The bulk of timber produced was in the early years when the mill was operating closer to its
capacity. However, the mill has operated in only 5 of the 7 years snce its congtruction. In the
last year, only 7,000 cu ft of timber were produced and this has not yet been sold. The cessation
of production for two years was, gpparently, due to policies implemented by the DFO and
security issues. In relation to the former, redtriction on cutting of green trees, imposed by His
Maesty's Government of Nepal (HMGN) was the basis for sopping the harvesting of trees.
However, it is now clear that thislaw is not gpplicable to FUG forests in the mid-hills
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It is difficult to get precise figures on the profitability of the mill but it seems that the early years
of operation were more profitable than the recent years in which the mill has either made aloss
or broken even. It gppears that the mill has only made a prdfit in two of the five yearsin which it
has operated. In more recent times profitability was adversdly affected by increasing harvesting
and trangporting codts for logs and by lower timber prices. The security Stuaion has dso
adversdly impacted on sales and the generd operating environment. A meeting with the sawmill
committee and FUG representatives indicated that, for the recently completed fisca year, the
sawmill ‘broke even’ dthough the mill is currently holding 7,000 cu ft of sawn timber thet it has
not sold. The representatives aso expressed concern that the mill was likely to make aloss in
the coming financid year.

Acharya et d (2001) identified that the development of the Chaubas sawmill was part of an
evolutionary process of FUGs. There is further evidence to suggest that the sawmill committee
and FUGs involved in the mill are beginning to consder financid plans for the sawmiill. Acharya
aso points out that the mill has returned a substantia increase in income for the FUGs involved.
However, the andyss does not congder net income and redive benefits of the sawmill
compared with log sdes. For ingtance, much of the income derived is due to log sdes to the
sawmill which could have been generated smply by log sdes to another party, and net income
from the sawmill gppears to be very smdl. These issues are considered later as part of a generd
discussion of the relative returns from sawmilling compared with log saes.

Another commonly cited factor as a mgor benefit of sawmills is the potentid to utilise sawmiill
residues for loca uses in building and furniture manufacture and for fuelwood. As noted above,
the volume of timber sdlesto local communities has been smadl. In addition, the sde of fuewood
from the sawmill has only been at low prices and the locad community has not been able to
absorb al avalable firewood. In particular, logs bedow 16" girth felled as part of thinning
operations are left in the forest. While it would be beneficid if this timber could be sold, this
practice is consstent with forest management plans to produce higher qudity sawlogs in the
future.

A key factor motivating investment by the FUGs involved in the Chaubas sawmill was the
potential to generate surplus income for investment in community development activities. While
there have been some surpluses, there have also been losses. More consideration is required as
to whether the Chaubas sawmill represents a long term viable business. Notwithstanding that
consideration, as Acharya (1998) points out, there is dso aneed to improve the transparency of
account keeping and for wider involvement in identifying priorities for investing surplus funds.
For ingance, the Chaubas sawmill re-invested some of its surplus funds in a loca school, a
decision that appears not to have been subject to adequate consideration by all relevant parties.

2.1.2 Shree Chhap Sawmill

The Shree Chhap sawmill was constructed around 2 years ago and commenced operation
around 18 months ago. The moativation for the sawmill came from the desire to generate income
for poor communities in the local area. Following atour of sawmilling operations in the western
aress of Nepd, the FUG members developed ambitions to have a sawmill in their own area. A
proposal was developed and it was decided at the Genera Assembly of the FUG to proceed.
The mill was financed by the FUG's own funds that had been generated from the sde of logs
and with some assstance from the previous Nepa-Audrdia foresiry project in the form of
training and some associated capital expenses. It seems that no detailed feasibility study or
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business plan was completed prior to investment in the mill. The mill was established by two
FUGs but one later withdrew. The mill has processaed logs from two surrounding FUGs on a
contractud basis. Since its establishment, the mill has processed atotal of 18,300 cu ft of logs.
This includes around 3,800 cu ft from the mill’s own FUG with the remainder coming from
surrounding FUGs, Gaurati (8,000 cu ft) and Lampeti (6,000 cu ft). Where contract sawing has
been undertaken this has been on the basis that the FUGs were themselves responsible for
delivery of logs and sde of the sawn timber product.

While the financid performance of the Shree Chhap sawmill itsdf appears to have provided a
pogitive income to the owning FUG, it has caused the Gaurati and Lampati FUGs to lose
money. It appears that the mgjor contributing factors to the losses incurred were:

Harvesting and transport costs wer e much higher than planned. Asthe FUG'sforests
were located further from the sawmill and trangport of logs was by hand, the cods of
delivered logs was much higher than expected. Cost of Rs35-40/cu ft were reported.

Recovery rates were low. A totd of 8,000 cu ft of logs from Gaurati produced only
3,200 cu ft of sawn timber — arecovery rate of 40%. In the case of Lampati 6,000 cu ft of
logs produced only 2,200 cu ft — a recovery rate of 37%.

Most importantly, the timber produced was not sold until a long time after it was
produced. This was because the FUGs found it difficult to find buyers. When it was
eventualy sold, some 15 months after production, the timber had deteriorated in quality and
only very low prices of about Rs100-150/cu ft were received. It should also be noted that
the quality of the timber sold was influenced by the need to transport logs by hand which
meant that logs were generdly cut to a maximum of 6 feet in length which congrained the
length of timber produced and so reduced prices recelved. Larger girth logs were also split
down the middle. This severely restricted the recovery rate of timber.

However, when the Shree Chhap mill utilised its own forest, the cost of logs ddivered to the mill
was consderably lower because of the proximity of the forest. In addition, a that time, the
timber market was more buoyant and the price received for the timber was congderably higher
— Rs 250/cu ft ddivered in Kathmandu or the equivaent of Rs220/cu ft at the sawmill gate. For
contract sawing for other FUGs, the sawmill charged Rs18/cu ft which was only sufficient to
cover marginal operation codts. Actua codts of sawing are considerably higher.

It should dso be noted that in the case of the Lampati FUG, the decison to have the mill

process logs was influenced by a directive from the DFO that the logs should be sent to the
sawmill. This followed one unsuccessful cdl for tenders for logs where no bids were received.
Following that tender a second notice for bids was made but on the last day before bids were
due to close the DFO issued the directive that dl 1ogs should be sent to the sawmiill.

The Gaurati and Lampati FUGs have since decided that they no longer want to sell sawn timber
and will, in the future, look to sdl logs. The committee members a Gaurati have dso changed
and it has decided not to proceed with any log sdes pending consderations relating to the
proposed 40% tax on income from sales of timber products.

Future plans for the Shree Chhgp mill are not clear. The Chairman of the Sawmill Management
Committee indicated that the mill was going to concentrate on sawing logs from its own forests,
but it was not clear what volume would be available from those forests or whether this would be
aufficient for economic operation of the mill.
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2.2 Lessons Learnt

The development of the Chaubas and Shree Chhap sawmiills provides vauable experience for
possible future development of sawmills based on community forests. Key lessons identified are:

Running a sawmill requires careful business planning with specialist kills both in
production as well as marketing. This includes financid planning and reporting. These
skills take time to develop and both sawmills gppear to have suffered from a lack of
experience in these areas. Understanding market demand is part of these skills and isvitd to
the success of sawmill operations. In particular, mills need to understand the end uses of

timber and ensure that its output matches requirements for those markets. There is aneed to
generate increased demand o that the sawmiills are not reliant on only one or two buyers as
has occurred to date. At the moment it appears as though only one sawmill is purchasing
sawn timber but interviews with sawmills in Kathmandu suggested there is scope to expand
the number of customers. This is despite plantation pine timber not being highly regarded in
the market.

Focus on quality of output. Ensuring that sawmill outputs are of the best possible qudity
dandard is aso part of marketing kills. The limited understanding of the existing sawmiill

managers in these areas is illugtrated in the lack of focus on qudlity. In both sawmills timber
is not graded or dried, which reduces the overall price received. There is scope for grading
of timber into larger and smaller pieces for sde at different prices to add value to the output
of community sawvmills

Harvesting and transport costs need car eful management. As dready noted, increases
in harvesting and trangport cogts have had a significant adverse impact on the profitability of
community sawmills. The Chaubas sawmill has had some success in reducing costs by

contracting some activities to FUGs rather than directly employing labourers.,

Policies can have an important influence on the viability of processing operations.
There is a range of issues tha can impact negaivdy on sawmill operaions including
cumbersome approva processes, nationd forest policies designed to protect natural forests
being applied unnecessarily to plantations, and taxation issues. These issues are discussed in
Section 4.4. There is a need to ensure that the Government and DFOs are aware of the
implications of forest sector policies on community forest operations.

Timber marketing is more effective if done by the sawmill. The experience a Shree
Chhap where FUGs took responghility for sdling their own timber was that this was not
successful. Marketing requires specific skills and the sawmill is in the best postion to
develop market relationships and understanding.

There is need for greater clarity of how the profits from sawmills are distributed
This should be part of the sawmill business plan and endorsed by dl relevant parties. Both
savmills have expressed interes in usng profits from sawmilling for community
development. For example, a Chaubas, an investment was made in the locd school.

However, there is a need to ensure that any such decisions are subject to democratic
condderation by the FUGs that have contributed to the sawmill operation.
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3 Supply, Demand and Prices for Plantation
Timber

3.1 Potential Timber Supply from FUG Pine Plantations

Undergtanding the potentiad volume of timber that could become available from pine plantations
IS important when ng the capacity of sawmills required for processing and the potential for
additiona volume to impact on the existing market.

It is commonly stated that around 22,000 ha of pine forests have been established by earlier
Nepal-Audtrdia forestry projects that were commenced in the 1970s in Kabhre Palanchok and
Sindu Palchok. Figure 3.1 shows the age class distribution of the forests established. Standard
Slviculturdl prescriptions for pine plantations have included heavy initid stocking with thinning to
around 1,100 sems’ha commencing a year 10. Subsequent thinnings in later years should
gradudly reduce stocking to around 150 sems/ha at find clear fal. This should be a no more
than 40 years for P. patula and 50 years for P. roxburghii. The implication of standard
Slvicultural prescriptions is that most of the forests planted under Nepal-Audraia forestry
projects would be ready for find harvest between 2020-2030.

Figure 3.1: Age Class Distribution of Pine Plantations Established by Nepal-
Australia Forestry Projects
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Practicd management of the forests has varied consderably from standard management
prescriptions. In particular, thinning has generally not occurred and account is not taken of
different dte qualities, which produce different growth rates due to soil type and other
biophysca characteristics. While this means that the forests generdly have not been managed
optimaly (at least in classical slviculturd terms), it dso provides an opportunity, as outlined in
Dangd and Arentz (2002), to introduce different management dSrategies. These different
management drategies could be implemented to stagger the find harvest to both minimise
potential adverse environmenta impacts from clear felling operations and to provide more
regular woodflows to the market. In the words of Danga and Arentz (ibid.), the am of such a
plantation management drategy would be to develop a plantation estate “with a mosaic of ages
spanning a complete rotation of the crop”.
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In developing possible plantation management rategies there are a number of condraints that
need to be dedlt with in consdering sustainable woodflows and the associated capacity for
sustainable income generation. These condraints include:

Difficulties in identifying plantation areas and volumes. It is difficult to get a definitive
picture of plantation areas and the potentia supply of wood that could be derived from
forests managed by FUGs in NACRMLP areas. This is because there has not been any
sysematic inventory of forests managed by FUGs. In addition, as noted above, the
plantations have not been managed according to Slvicultura prescriptions for wood
production and there is considerable variation in the qudity of plantations. The condition of
plantations is related to differences in Ste qudity that are not well understood for the
plantation areas. Smilarly, it is not clear how much of the 22,000 ha of plantations reported
as edablished to date continue to survive as commercidly vigble resources. This is
recognised by Dangd and Arentz (bid.), who suggest the need for a rapid assessment of
foreststo identify forest condition, soil productivity and area.

Uncertainties in operational plans developed by FUGs. For FUGs to be active they
must have an operationd plan that sets out management gpproaches and activities for the
forests concerned. This includes any plans for harvesting and thinning operations including
wood that will be produced. The operationa plans are subject to the gpprova of DFOs.
The plans generdly cover a 3-5 year period and thereis currently a considerable backlog in
producing up-to-date plans.

The quality and congstency of information in the operationd plansis unclear. As part of this
study, areview of sdected operationd plans was undertaken to identify, for rdlevant FUGs,
the areas of forest planned for thinning, and volumes that were to be produced in aress
judged to be accessible over the next five years. These data are presented in Table 3.1. The
review indicated that there was congderable variation in the scope and quality of information
presented in the plans. Uncertainty over volumes identified in the plans was echoed in
discussions with one FUG associated with the Chaubas sawmill that indicated when thinning
commenced volumes produced were much lower than those set out in the operationd plan.
Discusson with FUG members in Gautari dso indicated widespread lack of knowledge or
understanding of operationd plans.

Remoteness of some plantation ar eas. It appears that many of the plantations have been
edtablished in aress that are not readily accessble. This limits the &bility for commercid
harvesting operations. For example, Chaubas is consdered an accessible forest but logs and
timber must be transported by hand across a suspension bridge with associated costs. It
appears as though many other forests are consgderably more remote and this will make it
difficult to successfully market wood products from these forests. From the analysis of areas
and woodflows in operationd plans it was estimated that only 1,850 ha in Kabhre
Palanchok and 1,373 hain Sindhu Palchok were identified as accessble forests for timber
marketing. This raises very important issues for NACRMLP about management and
potential production of timber products from those forests that are not readily accessible’.
Coordination of individual FUGs. The timing of harvesting is important to ensuring thet
logs delivered to sawmills are consstent with production and marketing capacities.
However, forests are managed by separate FUGs that can have different objectives and
priorities. A degree of coordination across FUGs is therefore required to ensure efficient
sawvmill operation. It is aso expected that equity issues will be important in timing of
woodflows. In the case of he Chaubas sawmill this appears to have been effectively

! 1t should be noted that judgements regarding accessibility were made by Project staff and are subjective.
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managed by the four FUGs cooperating in management of the sawmill. The FUGs appear to
be happy with the management to date. This also includes another FUG that supplieslogsto
the mill but is not anowner. It is more difficult to judge how woodflows have been managed
by the Shree Chhap sawmill because while it is clear that some FUGs are not happy with the
operation of the sawmill this is mogly rdated to financid performance rather than
coordinating supply. Neverthdess, if community based processng is to proceed on a larger
scae, coordination of supplies will be an important management issue. Harvesting generaly
occurs over a shorter period than sawmilling so it is common that some time passes between
harvesting and processing. This can lead to deterioration in log quaity through fungal growth,
however, it does not appear as though thisis a mgor issue given that most timber is used

only for low value congtruction purposes.

As noted above, estimates of areas and volumes to be produced from thinning operations in

FUGs where forests were considered to be accessble were derived from operational plans.
Table 3.1 provides the outcomes of those estimates.

Table 3.1: Estimated Thinning Areas and Volumes
Region Unit 2004 2005 2006 2007 2008
Kabhre Palanchok volume cu ft 89,539 62,536 59,737 29,982 28,217
Sindhu Palchok cu ft 24,518 24,267 30,379 28,844 26,079
Total cu ft 114,057 86,803 90,116 58,826 54,295
Kabhre Palanchok volume ha 398 319 340 210 256
Sindhu Palchok ha 196 196 203 214 191
Total ha 594 515 542 424 448
Avg volume per ha m®/ha 192 168 166 139 121

These data raise a number of issues for consideration:

Volumes planned for harvesting in Kabhre exceed sawmill capacity. It is estimated
that community sawmills of the type dready congtructed have an annud log input capacity of
around 20,000 cu ft. Approximately 90% of the volume planned for harvesting from
economicaly accessble areas in Kabhre would be potentidly available to the Chaubas
sawmill. The exising sawmill therefore does not have the capacity to absorb avalable
volume, a least in the next few years. This suggests that if thinning is going to occur thereisa
need, in the absence of further sawmill investments, to consider log sales regardless of the
sawmill plans. It dso suggests that there may be scope to smooth woodflows from thinnings
to facilitate harvesting over alonger period.

Accessible volumes in Sindhu Palchok are lower than in Kabhre Palanchok. These
volumes could be absorbed by a sawmill but it seems that harvesting and transport costs to
get to Shree Chhap would prohibit economic production.

Not all areas are scheduled for thinning over the next 5 years. The reasons for this
are unclear. It may be that some FUGs are reluctant to harvest their forests or it may smply
be that areas have not been reported in operationa plans.

The potential supply of logs and timber from both regions is relatively small.
However, the sze of the Kathmandu timber market aso is only small and this needs to be
consdered in marketing strategies.
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3.2 Timber Supply in the Kathmandu Valley

As dready noted, loca markets for logs and timber from community forests are generdly smal
and, given the supplies available, FUGs will need to look to Kathmandu for saes of timber. The
following provides some observations on that market.

Mogt of the logs and timber supplied to Kathmandu are Sd, a natura forest hardwood mostly
sourced from the Tera. These are large logs taken only from falen or dead trees. Harvesting of
living trees is not permitted from naturd forests. Much of this supply comes from operations in
which government agencies collect timber and then auction the logs. After sdle, the logs are
either transported to Kathmandu for sawing or sawn prior to trangport. Naturd pine (mostly P.
roxburgii) is aso supplied in large logs mogtly from the west of Nepd. Natura pine has only
developed a significant market presence over the last 10 years but sawmills reported that it now
accounts for an estimated 25% of timber sales in the Kathmandu market. The mgor uses of
these naturd forest timbers are in construction, gppearance and furniture manufacture.

Table 3.2 shows the volume of timber supplied and average roydty (excluding codts of
collection and sde) from government forests in the Teral in recent years. If these volumes
represent 70% of the Kathmandu market, in recent years that market is likely to have consumed
around 3-4 million cu ft of timber per annum, equivaent to about 85-115,000 N7 per annum.
This represents a very smdl market in internationa terms. It is not certain what proportion of the
market is accounted for by government supplies but it would be the vast mgority.

Table 3.2: Supplies of Natural Forest Timber from Terai in Nepal

A
Volume Royalty verage
(cu ft) (Rs) Revenue
(Rs/cu ft)
2000 2,700,998 | 416,023,117 154
2001 1,834,210 | 347,786,422 190
2002 2,162,317 | 429,834,877 199

Note: Includes sales of all species and average revenue is after harvesting costs
Source: Department of Forests (2003)

It is expected that supplies of hardwood and pine from natura forestswill increase over the next
5-10 years as natura forests become more accessible through increasing road construction.
There is ds0 the likdihood that the government will lift the five-year ban on cutting green trees
which was implemented three years ago. In the longer term, the potentia for sustainable supply
of timber from Nepd’s natura forests is unknown.

The government sets minimum prices for log sdes and for SA thisis currently RsA00/cu ft for
logs. The minimum price for naturd pine logs is Rs250/cu ft and the minimum price for plantation
pineis RA0/cu ft. This effectively represents the reserve price for auctions but actual sale prices
can be congderably higher than this. It is understood that the government is currently considering
raisng the minimum prices, particularly for SA.
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3.3 Supply of Plantation Timber to Kathmandu

The supply of plantation timber to Kathmandu is currently smal. Sawn timber supplied by the
Chaubas and Shree Chhap sawmills over the last seven years has only been about 37,000 cu ft
with a maximum of around 15,000 cu ft pa. In addition to this there have been logs sold from
FUGsbut it is estimated that this was less than 5,000 cu ft of logs or 2,500 cu ft of sawn timber.
This suggests that, in recent years, the maximum volume of pine plantation timber supplied to the
Kahmandu market was around 20,000 cu ft pa and in most years it was consderably less. On
these figures, pine timber would represent less than 1% of the timber market.

In discussons with timber brokers and Kathmandu sawmills a number raised the issue of
religbility and regularity of supply from community based sawmills. They pointed out thet there is
capacity to sall more pine timber but that it is important to ensure a regular flow of materid. To
date, the sawmills have generdly been unable to supply regular volumes and have attempted to
sl timber asit is produced. The timber brokers and sawmillers dso emphasised the importance
of timber qudity highlighting that there is consderable price differentiation for timber of larger
sSze. However, to date, the sawmills had only supplied timber in quantities of mixed lengths that
meant it had to be sorted once purchased and that prices offered were reduced accordingly.

3.4 Demand for Plantation Timber

As dready noted, only limited data are available on the timber market in Nepa. Market demand
for timber was dso assessed in the interviews with timber buyers and sawmillers in the
Kathmandu Vadley. The key conclusons relating to timber demand from the vigts to sawmills
were:

The Kathmandu Valley dominates the timber trade in Nepal. It accounts for the vast
magority of timber sdes but, as dready noted, the Sze of that market is very andl in
internationd terms indicating that sawn timber consumption per capita is low. This is
congstent with observations of building stes and housing in Kathmandu where there is little
use of timber with heavy reliance on concrete and brick congtruction. When sawn timber is
used in building, it is generdly used for window frames and doors. Sdl is the most commonly
used species for these purposes. Timber is dso used widely for furniture production and
there gppears to be a market preference for darker timbers such as Sd athough pine has
become more popular in recent times.

Hardwood from natural forests accounts for the greatest volume of sales. The most
important pecies in the market is Sal dthough a variety of species can be found. Most of
thiswood is sourced from the Teral region.

Over the last ten years, demand for pine from natural forests has become
established in the market. Pine originaly entered the market a a time of high prices for
Sd and timber consumers were looking for lower price dternatives. Since that time natural
pine has become established. It is used for condruction purposes as well as furniture
production and is much higher quality than plantation pine. Mogt of the naturd pine in the
Kathmandu market is sourced from the west of Nepd.

Plantation pine is not highly regarded in the market. Logs currently being produced
from plantation pine are comparatively smal making them unattractive to sawmillers and
demand is wesk compared with SAl or natural pine. There is some plantation pine used for
furniture production but it requires seasoning (drying) and this market is very smadl and not
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regarded as having mgjor potentia for the sde of thinning materid. Discussons with sawmiills
suggested that the mgjor market for plantation pine will be at the bottom end where it will
compete with lower qudity species that are used mainly in congruction as supports and
formwork. The mgor competitors for plantation pine in this market are lower value natural
forest pecies such as Utis.

Use in congtruction means that demand for plantation pine is subject to economic circumstances
which can be highly varigble. In particular, demand will be rdated to new building and housing
investment and will dso be influenced by the implementation of large projects in Nepd such as
housing congruction for mines. At the time of the survey, al sawmills suggested the market was
depressed with demand limited by security problems and a consequent lack of large-scale
devel opment projects.

The mgor implication of the demand andysisis that the primary market for plantation pine & the
current time lies with timber for congtruction purposes in Kathmandu. There gppears to be a
number of sawmills that would be interested in this product. This suggests thet, at least for
thinning materid, prices for plantation pine will be a the lower end of the market. This means
that costs of production have to fal within the limits of this market.

3.5 Prices

Prices for logs and timber vary considerably depending on type and qudity. The mgor products
are S, natura pine, and then arange of other species of which plantation pineis one. Prices for
logs and sawn timber vary with sze with larger logs and larger dimension sawn timber receiving
higher prices. Table 3.3 illudrates the price ranges prevailing in the Kathmandu Vdley a the
time of writing for these three mgor species.

Table 3.3: Prevailing Prices for Logs and Sawn Timber

Species

Logs at roadside for
transport (Rs/cu ft)

Sawntimber ex mill
gate (Rs/cu ft)

Sal (S. robusta) 500 950-1200
Natural pine
(P. roxburgii) 250-300 400 - 500
Plantation pine
(P. patula) 70-80 200-250

While the Sze of timber markets in Nepd is relatively smal, prices of logs and sawn timber are
conggtent with international benchmarks. For example, dark red meranti from Mdaysa
represents a benchmark price for tropica forest hardwoods and currently sdlls for around
US$170/m? which is the equivalent of around Rs 353/cu ft. While this appears to be
condderably below the prevailing Sd price it may reflect differencesin log Sze and qudity. The
prevailing price for Sa sawn timber is the equivaent of around US$475/m which compares
with a prevailing price for dark red merarti sawn timber of $US $US530/nT FOB.

Domedtic prices for pine are Smilar to prevailing log prices in New Zedand, which is a large
exporter of pine logs. Lower qudity pine logs from New Zedand currently sdl for about
US$50/nT FOB equivaent to around Rs105/cu ft which, dlowing for quality differences and
export cogts, would be generaly equivaent to Nepa roadside prices for pine.
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It could be expected that the ban on export of timber from Nepa would depress domestic
prices for timber as loca markets would be over supplied. However, the ban on cutting green
trees probably works to balance this by making wood and timber considerably more scarce
than it would otherwise be. It is possible that, should the ban on cutting green trees be lifted,
increasing supplies of naturd forest timber may make the market for pine logs even more
competitive by depressing loca prices. However, these effects could be balanced by reducing
the 130% export tax on timber from Nepa.
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4 Future Approaches to Marketing Sawn Timber
from Plantations

4.1 Financial and Economic Returns from Sawmilling

The development of sawmills by FUGs has been based largely on their potentia to provide
increased economic and socia benefits to loca communities. Jackson et d (1995) and Ladley
(1995) proposed that sawmills could:

increase financid returns to communities from forest utilisation by increasing the vaue added

at thelocd leve; and

provide increased income and employment in locally based sawmilling operations.

However, the experience of investments in the Chaubas and Shree Chhap sawmiills to date has
been that the sawmills have not returned the planned benefits and their ability to do so on along
term sugtainable basis has not been established. The financid returns from both sawmiills have
been erratic depending on prevailing circumstances, in particular prices, harvesting and transport
cods, and recovery rates. This aso illustrates the risks associated with sawmilling.

The financid returns from the sawmills can be measured by the surplus of funds that are left for
digtribution after al expenses including taxes and other charges. In an economic anays's, taxes
are conddered to be tranders, that is they affect the overdl distribution of the benefits but are
not costs of production.

To assg congderation of long-term sugtainability and options for the future a smple resdud
price modd has been congtructed for both the Chaubas and Shree Chhap sawmills. These
modeds show the net financid benefit from sawmilling activities (Table 4.1). The dataiin the table
represent the best judgement as to the likely income and costs for each mill. The costs of
production including transport, harvesting and the converson rate have been estimated from
informetion on the operations of each of the mills. The sawn timber price is based on estimates
derived from sawmill and market interviews.

The resdud price andyss indicates thet the financid return from processing of timber in FUG
sawvmills is Rs10-20/cu ft. This can be thought of as the maximum stumpage price that could be
pad if the sawmilling operations were going to bresk even (after tax). If the sawmills paid
Rs50/cu ft for sawlogs by the roadside ready for trangport to the mill, and this price incorporates
asumpage of R25/cu ft, the financid returns to the sawmill would be negative.

The financid return includes deduction of taxes which in economic terms, is not a cost of
production but rather a trandfer. The impodtion of tax effectivdly means that some potentia
economic return to communities is distributed, via the government, to others. If vaue added tax
(VAT) is excuded the economic returns from sawmilling increese to Rs14-23/cu ft. This
esimation of economic returns does not separately vaue the employment generated in the
sawmill and in harvesting and transporting of logs. From available evidence it gppeared that the
opportunity cost of labour used in the sawmill was close to zero. In this case it is reasonable to
vaue the economic benefit of employment as the vaue of wages paid (generdly about
Rs100/day). When this is taken into account, the returns to the community from milling
employment would be an additional Rs15-20/cu ft. This assumes that loca community members
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fill dl of the jobs. It should adso be noted that this may underestimate the economic benefits of
employment, indluding intangible factors such as community vitdity and socid well-being created
by employment. However, in the absence of data from which these values could be derived it is
suggested that the value of wages is a reasonable representation of the economic value of
employment. If the dternaive to community sawmills is the sde of logs then only the vaue of
employment generated by the sawmill should be consdered a net economic benefit. Thus the
total economic benefit from sawmilling logs would be around Rs30-45/cu ft.

It should aso be noted thet this analysis does not vaue the future benefit from increased qudity
of trees fadilitated by thinning of the forest. However, this is a separate investment decision and
should be subject to a separate anadysis.

Table 4.1: Potential Financial Returns for FUGs from Sawmill Operation

Shree Chhap Sawmill Chaubas sawmill
Component
Rs per cu ft Details Rs per cu ft Details
Delivered to roadside for transport to
Kathmandu. Assumes 50% price of Price in store at Dholalgat. Estimate derived
Rs220/cu ft and 50% Rs 180/cu ft. from interviews with Chaubas sawmill
Price of sawntimber 200 Currently planation mill struggling to produce 200 Committee, ex Chairperson and groups.
premium size sawntimber from thinnings. Previous prices had been higher - aim for Rs
Actual sales by FUGs have been less than 220/cu ft
this price
Based on buying logs for transport to mill at Based on buying logs for transport to mill at
Rs 50/cu ft. With 60% conversion this Rs 50/cu ft. With 60% conversion this
translates to a cost of Rs83/cu ft. If timber translates to a cost of Rs83/cu ft. If timber
Value added tax 12 sold for Rs200/cu ft, value added is Rs 117 12 sold for Rs200/cu ft, value added is Rs 117
or VAT of Rs11.7. If VAT was calculated on or VAT of Rs11.7. If VAT was calucated on
48% coversion rate VAT payable would be 48% coversion rate VAT payable would be
Rs9.6/cu ft. Rs9.6/cu ft.
Includes transport from the forest to sealed Estimate derived from interviews with
Transport of timber from mill to 10 road and maintenance of a check point. 20 Chaubas sawmill committee and FUG
roadside 'Would be less if sawmill located close to representatives. Also data from No Frills
main road (2002)
Price of sawntimber ex sawmill 178 168
Per cu ft of sawntimber. Detailed costs not
available from sawmill beyond operting Including administration and maintenance,
Cost of timber processing 40 costs (Rs20/cu ft). Other costs based on 60 marketing, salary of manager, committee
Chaubas mill. Based on Chaubas more costs etc. Derived from No Frills (2002)
comprehensive data may be underestimate
Residual from cost of sawntimber 138 108
and transport
Conversion factor 39%. Conversion of 39% based on information Conversion of 48% based on information
Sawntimber residual in roundwood 54 from Chaubas and Shree Chhap sawmill 52 from Chaubas and Shree Chhap sawmill
equivalent averages averages
Transport of logs from forest to Cost of transporting logs by tractor - No Frills
N 15 10
sawmill (2002)
i - Based on costs provided by Shree Chhay Estimates provided by sawmill committee
Felling and sectioning of logs 30 sawmill P Y p 25 and FUG rg resentat)i,ves
Potential residual for return to 9 17
FUG members

Ancther way of vauing the net returns from investment in the sawmill is by estimating the internd

rate of return (IRR) from the flow of cogts and benefits over time. This can dso be done in

financid and economic terms. In the financid andysis VAT isincluded. In the economic analyss
VAT isexduded as it is atrandfer and the vadue of employment isincluded. An andyss of IRR
was conducted for a“typica” community sawmill. This was based on average costs and returns
estimated from the experience of Chaubas and Shree Chhap. Copies of the estimates are
provided a Annex 2. Table 4.2 summarises the results.
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Table 4.2: Summary of Economic and Financial Returns
from Community Sawmills

IRR IRR
Basis of (Royalty Rs (Royalty Rs
analysis 25/cu ft) 40/cu ft)
Economic 61% NA
Financial NA NA

The economic andysis indicated a very high IRR of 61%. This reflects the rdatively low cost of
establishing a sawmill and s0 that once net benefit flows are pogtive returns are atractive.
However, the financid andyss, once the VAT was included and the vaue of the benefits of
loca community employment removed, indicated that the mill would make alossin dl years and
30 an IRR was not able to be caculated. This suggests that the sawmill investment is attractive
in terms of economic benefits, particularly for locd employment generation. However, in
financia terms once the VAT is imposed and the economic vaue of loca employment in the
sawmill is removed then the mill is no longer an atractive investment. This reflects the Stuation
that community sawmills can be consdered worthwhile if locd employment is vaued
gopropriately, or if Government or some other body representing the region and its community is
the financier rather than the owner/operator of the mill itsalf. It aso suggests thet private business
interests would not be attracted to running the sawmill but dso that it would be of economic
benefit to subsidise the operation of a private sawmill if this was a preferred option.

Another very important point is that the economic and financid anayses both vaued stumpage
prices at R25/cu ft. This reflects the lower end of the economic vaue of tota returns from the
resdud price andyss. Aswould be expected, if this roydty isincreased to more than RS25/cu ft
even the economic returns from the sawmill investment are disspated. The minimum royalty for
pine plantation logs is currently RsA0/cu ft. At this price the mill isnot an attractive propogtion in
ether financid or economic terms.

Given that the estimation of economic benefits from the sawmill operations are subject to some
uncertainty it is aso useful to consder what level of economic benefit would be required to
produce an acceptable internd rate of return. This “threshold” analys's suggests that additiona
income of Rs110,000/year would be sufficient to provide a financid IRR of 11%. For example
this could be readily achieved by making community based sawmills exempt from VAT (vaued
a Rs115,200/yr). In the economic analyss (a a stumpage price of R25/cu ft) additiona
benefits of less than Rs1000/year would be sufficient to provide an economic IRR of 11%.

4.2 Comparison of Returns from Timber Processing Versus
Log Sales
Comparing the residud price that can be derived from log saes compared with that from timber

processing provides a picture of the relaive vaue (in economic terms) from harvesting and
processing of logs.
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From discussions with FUGs, DFOs and log purchasers it appears that, at the time of writing, a
typical price for harvested logs was around Rs70-80/cu ft. For FUGs with easier access to
roads there is evidence from recent transactions that log prices could be higher. Sawmills in
Kathmandu also consistently reported a prevailing price of Rs100-120/cu ft delivered to the mill.

With harvesting and transport (to roadside log dump) costs of about Rs35-45/cu ft the potentia

resdua log price from sling logs is about Rs35-45 (Table 4.3). If resdud sumpageisusedin
the financid andyssthe investment in asawmill is unattractive.

Table 4.3: Returns from Sale of Logs

Component Rs/cu ft Comments

Price received for logs 70 At roadside collection point
Felling and sectioning and

25
other harvest costs
Transport to road edge 10
Potential residual for return 35
to FUG members

This suggests that communities will receive greater returns from log sdes than investment in
sawvmilling. Also, under the price and cost conditions outlined, sawmilling does not add vaue to
logs but rather reduces their vaue.

This gtuation reflects the highly risky nature of sawmilling pine logs. It is dso mogt likey a
reflection of the greater efficiency of sawmilling conducted by Kathmandu mills than community
sawmills located in remote areas as well as the greater propensity for Kathmandu sawmiills to
manage risk. In particular, Kathmandu sawmills utilisng pine, only do so asardatively smadl part
of their overdl business while the community sawmills are forced to concentrate on lower vaue
plantation pine as their mgor resource.

The comparison of community based sawmilling and log sales suggests thet, a the very leedt,
FUGs should carefully consder these issues before making any investments in sawmills. To
as3g this congderation the following section outlines factors thet are likely to influence and/or
increase returns from sawmills,

4.3 Factors Influencing Returns from of the Sawmills

The experience of the development and implementation of the Chaubas and Shree Chap
sawmills illustrates those factors that have contributed to the margind financid dtuation of the
sawmills. It dso dlows consderation of the mgor risk factors associated with sawmiills.

4.3.1 Key Risk Factors

Key risk factors for community sawmills are;
Sawn timber prices are low and subject to volatility. In particular, the use of P. patula
mainly as a low vaue timber for supports in congruction work, limits scope for vaue
adding. While there is some scope for it to be used in the production of furniture this
requires seasoning and only relatively small volumes are likdly to be in demand as plantation
pine is not regarded as a preferred species for furniture. Also, as the resource being
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harvested is mogtly thinnings (typicaly smal, young and fast grown) it receives a price
discount compared with larger logs. Being reliant on demand from congruction dso means
that market prices vary with economic conditions. At the time of writing the timber market
was depressed due to the security situation and the related lack of large development
projects. In the future, there is potentid for market development of pine timber for use in
housing congtruction associated with large development projects.

Lack of markets for resdues. Resdues from locd sawmills conss of lower qudity
planks that can be used for local housing or furniture construction, timber for fuelwood and
sawdust that can aso be used for fud. However, local markets for resdues are smdl and
cannot absorb al of the materid produced. The limited capacity of locd community
members to pay dso means that prices for resdues are low. In generd, returns from
residues can be an important component of income for wood processors but in the case of
the community sawmills this revenue is not significant. In economic terms, the provison of
this fuelwood represents a benefit to loca communities and it may be appropriate to smply
give it avay. However, the sde of resdues is another financid advantage of Kathmandu
based sawmills compared with community sawmills.

Increasing harvesting and transport costs. This has occurred in both the Chaubas and
Shree Chhap sawmills with consderable adverse impacts on the viability of the sawmills.
The Chaubas sawmill has addressed this issue by contracting out its harvesting,
demonstrating an opportunity to reduce cods.

These factors have contributed to the variable returns from sawmills. However, other factors
have dso contributed. To illudrate these it is useful to examine the mills performance compared
with origind feeshility sudies rdlevant to mill development.

4.3.2 Factors Contributing to Low Returns from Sawmills

The Shree Chhap and Chaubas sawmills have not ddlivered the benefits for loca communities as
origindly planned. While the mills have generated some employment and income and aso some
benefits in terms of availability of timber and fuedwood for locd communities, it is not clear thet
the production of sawn timber by community sawvmills will provide long-term sustaingble
economic and socia benefits to communities.

With the benefit of hindsight it is useful to examine key factors that have contributed to this. They
incdlude:
Markets were not adequately understood. This meant that prices received were less
than planned, particularly in recent years as the timber market has been wesk. It appears
that there was inadequate investment in market research prior to sawmill investments. The
magor uses of plantation pine timber were not adequately researched, in particular that pine€'s
main end product use is in lower qudity congtruction timber with lower prices than other
pine products.
As part of this, timber size and qudity requirements were also not well understood. Timber
produced by the millsis sold in lots of mixed qudity and random sizes with the consequence
that prices received were lower than planned.
Longer, wider timber receives a price premium. For example, discussons with timber
brokers and sawmillers in Kathmandu indicated that 6” x 6” and 8 length pine timber can
currently expect a price of Rs 220/cu ft and for dimengons less than this the price fdls
rapidly to Rs 125-160/cu ft. Thisis a very important agpect of sawmill production that does
not appear to be well understood by either the Chaubas or Shrree Chhap sawmiills.
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Costs of harvesting and transporting logs wer e higher than planned. The higher than
planned cost of logs ddivered to the mill adversaly impacted on profitability. For example,
the actud cost of felling, sectioning and transport of logs to the sawmillsis about Rs35-45/cu
ft compared with Rs15-20/cu ft estimated in feashility studies and subsequent andysis eg,
No Frills March 2002, and these costs have been increasing over time.

At Shree Chhap, transport of logs by hand dso meant that the size of logs ddivered to the
mill was smdler than planned with the result that timber lengths were shorter. In turn, this
reduced the price of timber produced. In addition, logs were cut to maximum €' length, and
if logs were too large in girth they were split down the middle thereby severdly reducing the
size of timber that could be produced from the log.

Recovery rates were lower than planned. Origina estimates of recovery were based on
60%. However, in practice recovery rates have been much lower — around 39 to 50%.
Sawmills in Kathmandu typicaly produce much higher recovery rates from other species
because they are working with much larger logs. Recovery rates for plantation pine in
Kathmandu sawmills are generdly around 50%. The lower recovery rate in community
savmillsis generdly aresult of sawing smdler logs.

No business plans wer e developed for the sawmills. Thereisagenerd lack of financid
planning in FUG activities and the sawmills appear to have no firm business plans. While the
Chaubas sawvmill is now demondtrating an interest in planning for the future of the mill, thisis
only as a an early dage. The promise of financid returns from the sawmills without clear
business plans meant that expectations of FUG members were raised but the complexity of
running a sawmill business was not adequately understood.

Management of the sawmills was production oriented. The mills have concentrated on
producing sawn timber with insufficient congderation of potentid markets. While there has
been some atempt at forward contracts, in practice the mills have produced a volume of
timber and then approached customers to buy it. This approach places them a a
disadvantage in negotiating and delays in sale can lead to deterioration in the timber and so
its value. This was especialy the case a Shree Chhap where FUGs marketed their own
timber and long ddays in findisng saes saw the qudity of timber decline draméticaly with
final sdle prices of only Rs100-150/cu ft.

Sawmill ownersmanagers are not familiar with managing marketing. There appears
to be alack of understanding for the need to baance risk in sdlling timber. For example, the
Shree Chhgp sawmill committee made a decision to only sdll timber at a certain price with
the risk that it was left holding deteriorating timber. Smilarly, there is a reluctance in the
management of both sawmills to commit to long-term contracts for sae of timber for fear
that prices may increase and some potentid gain would be logt. While this reluctance is
understandable, particularly given the reputation of some timber brokers, it dso limits the
management of risk and return. This is an area where there is potentid for training to assst
business skills devel opment.

Policy environment has adversely impacted on operations. There are instances of
government policy and its implementation that have added considerable cost and risk to the
sawmill operations. These issues include the role of DFOs, the impact of taxes and security
issues and are discussed in the following section.
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4.4 Policy Impacts on Sawmill Operations

Government policy in Nepd is implemented through district offices and village development
committees. For FUGs the DFO plays a key influence in day-to-day operations and the
implementation of government policies. It appears as though the DFOs exhibit considerable
variance in the loca implementation of policies relevant to harvesting and sde of products from
community forests. Key factors that have impacted on the viability of the sawmills are outlined

below.

DFO approvals and activities create unnecessary complication and delay. Approvas
by the DFO for harvesting and transporting logs as well as sale and transport of sawn timber
add congderable time and cost to timber production and marketing. In addition, these
gpprovas create opportunities for unnecessary interference by the DFO in the production
and marketing process. They aso create considerable costs for DFOs. Table 4.4 illugtrates
the number of gpprovastypicdly required in the production process.

It is suggested that the number of gpprovals required cements dependency between FUGs
and the DFO. It seems that much of the logic for the required gpprovalsis derived from the
government’s legidation focussed on the control of logging from naturd forests. In the case
of plantations, particularly where they are managed according to an annua operating plan
that is approved by the DFO, there should be room to reduce the number of other
approvals required. It is suggested that fewer controls'approva points would be consstent
with emphassing sdf-rdiance and management by FUGs. NACRMLP training could assst
with this. Further, fewer approvals could make harvesting and log transport and/or sawn
timber production more efficient. The requirement for collection of data on forest production
could be achieved by FUGs informing DFOs of performance againg the operationa plan.
Thiswould aso provide abasis for sef-monitoring among FUGs.

Table 4.4: DFO Approvals Required in Production of Logs and Sawntimber

Component requiring

Comment
approval

Nature/purpose

Operational plan

Required for FUG to be legal entity

Useful to ensure understanding of
community plans

Marking of trees for removal

Ensure correct practice in tree
removal and volumes removed
match operating plan

Community should be trained to do
by themselves. DFO invoviement
not necessary

Cutting of trees

DFO provides tree cutting permit.
To ensure that trees are not cut
without approval.

Decision to cut trees is up to the
FUG and specified in the
operational plan. Room for self
monitoring rather than DFO

Marking of logs for transport to
end use site

Occurs at log dump outside of
forest. Estimating of log volumes
and marking of logs with another
hammer

Aims to ensure no illegal
harvesting. Not a big issue for
FUGs. FUGs should be able to
measure volume of logs. Approval
by DFO not required.

Transport of logs

Requires DFO permit that is
cheked at points along transport
route.

Also appears to be related to
control of illegal harvesing in natual
forests. Not relevant to plantations.

Sawntimber production

DFO approval required for
establishment and operation of
sawmill. DFO monitors production
of timber.

Approval helps keep track of
number of sawmills operating.
Monitoring not required -
produciton data could be supplied
by mill to DFO for statisicial
purposes

Timber marking for transport
and sale

DFO facilitates marking of timber
produced so that can be checked

along tranport route

Not required.

S:\DEVELOPMENT\OWNER\AUSAID\NEPAL\NEP10050 NACRMLP\6000 BMS & DELIVERABLES\6430 CONSULTANT REPORTS\6432 TMS\NACRMLP TIMBER MARKET REPORT V6

181203.D0OC




Nepal Australia Community Resource Management and Livelihoods Project
Marketing of Timber Products from Pine Plantations 23

Government policy to stop removal of green trees. This policy introduced by HMGN
was to redrict cutting of natura forests particularly in the Terai and it appears as though it
was not the intention that it be gpplied to plantations. However, at least in Chaubas, the
policy was interpreted in the region to gpply to community forest plantations and, as a result,
meant that the sawmill did not operate for two years. This ds0o illudtrates that interpretation
of how policies are implemented by DFOs can have a mgor impact on foret and
processing operations.

Restrictions on the number of trees that can be removed. It isHMGN policy that a
maximum of 25% of the number trees can be removed from a forest area. For FUG
plantation forests that can be very heavily stocked implementation of this directive can
contradict most effective management practices and potentidly reduce volumes available for
processing. Once the DFO has approved an operationd plan — as long as management of
the fores is condgtent with that plan — there should be no need for such redrictions in
plantations.

Estimation of the VAT disadvantages plantation sawn timber production. Actua
recovery rates of sdeable sawn timber from community based plantation sawmills are
between 39-50%. However, for the purpose of collecting VAT a standard 60% recovery
factor is used. By way of example if a plantation sawmill pays R50/cu ft for logs and sls
timber R200/cu ft it pays VAT of Rs12/cu ft based on a 60% conversion rate. But, using
an actud conversion rate of 40%, it should only pay Rs7.5/cu ft. It is suggested that the
method of calculating VAT particularly for plantation thinning be reviewed.

In generd, it gppears as though a considerable effort in forest policy is directed towards ensuring
Nepd’s natura forest resources, particularly in the Teral, are managed on a sustainable besis.
These policies are not necessarily appropriate to community forests, particularly plantations. It is
recommended that NACRMLP work with the Department of Foredts to facilitate effective
policy for community forestry.

4.4.1 Proposed Income Tax

A mgor issue raised by FUGs, community sawmills and Kathmandu sawmills in consultations
undertaken as part of this study was the announced introduction of a 40% tax on the production
of sawn timber and logs. This announcement has been the source of consderable confusion and
concern for FUGs. For ingtance, in discussions with Gaurati FUG members it was reported that
they had decided not to harvest any logs from their forest until the position with regard to the
40% tax was Clear.

When firg introduced it was announced that the tax was to be implemented on total income.
Based on the figures presented earlier in this chapter it is clear that such an impostion would
meake both timber production and even sde of logs unéttractive to communities. The government
has since atempted to clarify some aspects of the tax. In particular, it has Sated thet it will be
gpplied only to timber and log sles made outsde local communities, that is, it will not be applied
to logs and/or timber for loca consumption. It also seems that the tax is to be levied on net
income and not gross income, adthough this latter point is ill the subject of some confusion
within the Department of Forests. Table 4.5 illugtrates the impact on net returns from imposition
of the 40% tax on net and gross incomes for sawmilling and Table 4.6 illustrates the impacts on
log sdes.
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Table 4.5: Impact of 40% Tax on Community Forest Returns from Sawmilling

40% tax on gross

40% tax on net

Component income income
(Rs per cu ft) (Rs per cu ft)

Price of sawntimber 200 200
Value added tax 12 12
40% tax 80 7
Transport of timber from mill to
roadside 20 20
Price of sawntimber ex sawmill 88 161
Cost of timber processing 60 60
Residual from cost of sawntimber o8 101
and transport
Conversion factor 48%. Sawntimber

. . . 13 49
residual in roundwood equivalent
Transport of logs from forest to 10 10
sawmill
Felling and sectioning of logs 25 25
Potential residual for return to FUG 22 14

members

Table 4.6: Impact of 40% Tax on Community Forest Returns from Log Sales

It is clear that the imposition of the 40% tax would provide a mgor disncentive to community

40% tax on 40% tax on
Component gross income | netincome
(Rs/cu ft) (Rs/cu ft)

Price received for logs 70 70
40% tax 28 14
Felling and sectioning and other o5 o5
harvest costs
Transport to road edge 10 10
Potential residual for return to 7 21
FUG members

forestry enterprise development. If the tax was levied on gross income it means that the sawvmills

would be driven to make large losses and returns from log harvesting would be anly around

Rs7/cu ft. If levied on net income while financid returns remain pogtive they are reduced

consderably. It is suggested that the reductions, even if levied on net income, would be sufficient

to discourage FUGs from any harvesting activities for commercia purposes.

It should be noted thet, in dl cases, the resdud stumpage is much lower than the minimum
sumpage st by the Government of RsA0/cu ft. If this sumpage was achieved with the tax

imposed on net income, sawn timber would need to &I for Rs255/cu ft by the roadside and

logs for Rs90/cu ft by the roadside if postive returns were to be made. These prices are not
currently achievable.
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Applying the tax only to sales outside local communities has little impact on its negative impacts
on community forestry operations. This is because domestic utilisation of sawlogs and timber is
relatively low and loca communities do not have the capacity to absorb available volumes. The
vast mgority of timber harvested from plantations is sold outside local communities.

4.4.2 Security

The other overriding issue adversaly impacting on income generation from community forests is
the security Stuation due to Maoist rebes. Thisis limiting production and planning and is a very
strong condraint on any investment from private sources such as Kathmandu timber processors.
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5 Future Options for Community Development
from Marketing Timber Resources

5.1 Conclusions from Timber Marketing Analysis

Three main conclusons flow from the preceding andyss:
Community based sawmills are not financially viable. The finandd viability of
community based sawmiills is limited by prevailing prices for timber, the nature of timber
products that can be produced from thinning, and the costs of logging and harvesting. The
experience of Chaubas and Shree Chhap sawmiillsillugtrate this. It is possible that increasing
prices for timber, more efficient and effective production and marketing of sawn timber as
well as reduced costs could change this. However, it is not clear that dl of thisis achievable,
particularly because of the risky nature of sawmilling. It is not clear that community based
sawmiills are cgpable of ddivering long-term sustainable financid returns.
Economic returns from community based sawmills depend on the value of
employment (and other social impacts) generated by community sawmills. These
returns are mogt readily illustrated in the extent to which sawmiills train and employ locd
community members and the vaue of resdues to supply firewood to loca communities.
Locd communities will determine whether or not these benefits are sufficient to baance
financia losses. Meaauring this can be difficult. However, one indicator is what economists
cdl “reveded preference’ i.e, what communities actudly do in this Stuation. In the case of
the Shree Chhap mill “revealed preference’ is evidenced by the decisions of the Gaurati and
Lampati FUGs to opt for the independent sde of logs rather than sdling logs to the sawmiill.
In other words, the non-market benefits from the sawmill for these communities are not
aufficient to judtify the financid losses. On the other hand, the economic anaysis illustrated
that taking account of the value of employment and transfers has the potentid to make the
investment attractive. This raises the issue of who is willing to fund the financid loss for the
economic return. The “reveded preference’ of communities suggests that they are not
willing. Another possible dternative would be for government to provide an exemption to
community sawmills for VAT that would meake the financid returns from the sawmills
postive. However, it islikdy that log sdes will ill remain amore attractive option.
Sale of logs provides greater returns than community based sawmills. Evidence from
sde prices of logs suggests that both economic and financid returns are higher for log sdes.
Neverthdess, the sde of logs from plantations has not been undertaken on alarge scae and
there is scope for NACRMLP to assst locd communities in addressing relevant issues. It
as0 leaves the issue of what to do for inaccessible forests unanswered.

It should be noted that these conclusions relate to the sawing of thinning materid. Asthisthinning
occurs and the forests produce higher quadlity logs it may that community based sawmills will
present viable invesment options. Similarly, completing thinning programs for the pine
plantations is very important if increased incomes are to be earned from pine plantations in the
future. This is an issue common to al forest pantation developments the world over. It is
common for thinnings from plantations to be utilised as pulpwood for board and paper
meanufacturing. Poles are dso produced from smal straight logs for utilisation as fence posts and
amilar uses but this generdly requires trestment to ensure durability. Depending on the age of
thinnings smal sawlogs are aso commonly produced. There gppears to be little scope for
pulpwood uses for the FUG plantations largely because of a lack of production facilities in
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Kathmandu and in any case prices for pulpwood are usudly low compared to sawn timber and
would most likely be congderably lower than the prices currently received for sawlogs. It
seems, therefore, that sawlogs are one of the highest vaues available for utilisation of thinnings.

At the same time it gppears that demand for plantation pine, particularly logs from thinning
operations, is likely to remain at the lower end of the market. It is unlikely that marketing efforts
can change this Plantation pine is smply a different product compared with naturd forest
timbers, particularly S and dso natura pine. It is therefore suggested that efforts at maximising
returns from plantations be directed a the condruction timber market and in ensuring
competitive markets in the sde of logs.

5.2 Recommended Actions for Future Development

The following is recommended as preferred approaches for NACRMLP in relation to marketing
of thinnings from pine plantations

At this stage new or further investments in community sawmills should not be
undertaken. Given the uncertainty over the financid and economic viability of community
sawmills it is recommended that it will not be the interests of locad communities for
NACRMLP to inves in further community sawmill developments at this stage. If such
investments are to be made it is more effective if the red costs are understood. Thisis more
likely to be the case if the codts of investments are met and managed by locd communities
themsdves. Further any such investments should only be made on the bass of well
developed business cases that include examination of economic and financia benefitscosts
and after comparing these with the option of log sdles.

Work with the Chaubas FUGs and sawmill committee to undertake an assessment
of the viability of ongoing operation of the sawmill compared with log sales and
develop a business plan for the future utilisation of wood from community forests. It
IS suggested that the Chaubas mill has been more successful than Shree Chhgp and that to
explore the potentia for more effective operation NACRMLP should assigt the Chaubas
sawmill committee and FUGs to develop a business plan for the next 3-5 years that
provides a reasonable return. There is evidence that the committee and groups have been
thinking along these lines but, to date, afinancid plan for future operation of the mill has not
been prepared.

The development of the plan should include congideration of options for decreasng costs
and increasing income eg, contracting out harvesting and trangport of logs. It should adso
examine returns from specific marketing initiatives designed to attract more buyer interest.
These include grading of sawn timber, long term contracts for at least a portion of timber
sdles, and production of informeation on pine species and uses. If it cannot be demonstrated
in the business plan that the mill can provide adequate returns to the loca communities,
dternative models should be developed as is suggested beow or the focus shifted to log
sdes. The focus of project activities should be on developing market understanding,
developing skills to produce busness planning (linked to the operationd plan), identifying
and addressing issues confronting the long-term future of the sawmill and managing risk.

Assist the Shree Chhap mill to develop a more effective model for operation and

examine the scope for returns from log sales compared to sawmilling. NACRMLP
should work with communities to develop the skills in business planning to make a definitive
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decision a the future of the mill. This process should be smilar to that for Chaubas but,
given that a number of FUGs supplying the Shree Chhap sawmill have dready decided not
to sl logs to the mill, there is an imperative to focus on dternative options and to compare
returns from sawmilling with log sdles

5.2.1 Alternative Options for Community based Sawmill Development

The decision of whether or not to invest in a community sawmill will rest with loca FUGs, and it
is these groups that are best placed to weigh p the potentia tradeoffs that might have to be
made between financia and economic returns. However, it is important that the expectations of
FUGs are soundly based and there is a role for NACRMLP to assigt in equipping FUG
members to make their decisions and that the interests of the poor are taken into account.

As has ds0 been illudtrated, the construction and management of a sawmill business based on
pine plantation thinning materid is a risky business. Often samal communities do not understand
this and, accordingly, the business is not managed appropriately and returns can be less than
expectaions. On the other hand, this is the role of the private sector. Private sawmill
entrepreneurs understand risk associated with production and trading (market risk) and manage
the business accordingly. Private entrepreneurs seek a return for taking this risk. This is not
adways gppreciated and capturing those returns is sometimes seen as profiting from the
community’s resources. This is often proposed as the basis for community based development
but it is not understood that risks are associated with the potentid returns. A lack of
understanding and management of such risks has contributed to the varigbility in returns from the
Chaubas and Shree Chhap sawmiills. In these circumstances it is consdered that options for
private sector development and management of sawmills could provide more viable options.
Some potential models are:

Sdling the sawmill to a private entrepreneur. The current security Stuation in Nepd isa
mgor condraint on this option and it is unlikey it would be a viable option without
condderable improvement in the security Stuation. This option shifts the risk of the sawmill

operation to the entrepreneur in return for the chance to make a profit from operating the
mill. One potentia danger in this option is that a single private sawmill could exploit some
monopoly power over FUGs sdlling logs. However, thisis easily overcome by ensuring that
the option of log salesremains available to FUGs.

Tendering out operation of the sawmill. This option has many of the advantages of
outright sale option but maintains a higher level of control for the community with little risk.
However, this option is aso likely to be limited by the current security Stuation. Thereisaso
the possihility in this Stuation to provide a profit incentive package for the selected operator
as part of risk management dtrategies.

Attract joint venture private operators for the sawmills. This modd shares the
riskg/returns associated with sawmill investments with loca communities. 1t would dlow the
community to benefit from the production and marketing experience of a private
entrepreneur. However, joint ventures can be difficult to administer and there is consderable
risk of conflict of interest if not very tightly managed.

Relocation of the mill to a more central location. It is proposed that this option could
be considered in conjunction with one of the options for private sector involvement. This
may assg in atracting log sales from other areas and dso in minimising log harvesting and
transport costs.
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Seeking an exemption for community based sawmills from VAT. Thiswould help
make the sawmills financidly viable and help capture the economic benefits potentialy
avalable from sawmiills,

It is difficult to judge the level of interest of the private sector in potentid community based
sawmill investments. It is suggested that this may be a longer term option and thet, in the
meantime, expanding log sales may be a way of generating interest in the market potentia of
plantation pine and the scope for processing invesments. A number of sawmills and timber
brokers interviewed as part of this sudy expressed an interest in such investments. This at least
suggests that these models are worthy of further consideration.

Options for development and management of sawmills need to be developed in association with
FUGs. The project should assist communities to develop the skills required for assessing vigble
dternatives and it should also ensure that dl aspects of timber marketing and sawmiill investments
are understood.

5.2.2 Potential for more Effective Marketing of Plantation Pine

Markets for plantation pine thinnings from community forests are limited to lower vaue
construction markets by virtue of the quaity of the wood. There is some potentid for use in
furniture but this requires seasoning and is likely to remain a smal market. This market redity
should be accepted and timber sales managed accordingly. To date, there have been reaively
few buyers of plantation pine. Discusson with sawmillers and timber brokers in Kathmandu
indicated those mills that have purchased logs and timber are familiar with the potentid
avalability of additiona volumes and the role of plantation pine in the market. However, beyond
those mills there was little understanding of plantation pine.

It isin both the short- and long-term interests of plantation growers to increase understanding of
potential volumes of plantation pine that are available for harvest as wdl as building familiarity
with the product. In the short term this will assst in cresting more competitive markets for log
sdesand in the longer term will help etablish familiarity with plantation pine as the qudity of logs
improves.

Another potentid development for improved marketing of timber produced by community
sawmills suggested by FECOFUN s the establishment of a cooperative marketing agency for
pine sawn timber. A concern with this gpproach is that it leads to the establishment of another
ingtitution with associated costs that is unlikely to be gppropriate to selling lower vaue timber. In
addition, such an organisationa structure would require considerable coordination among FUGS.
It is dso not clear that such an organisation could attract the necessary experience and skills
required in marketing. It is therefore suggested that private sector buyers can perform this
function more efficiently providing a competitive environment can be maintained.

Log Sales

It is suggested that one of the mogt effective means of expanding familiarity with plantation pine
is to expand sales of logs. It is dso in the short-term interests of FUGs to ensure competitive
markets for logs are developed as this will help maximise returns from log sdes.

S:\DEVELOPMENT\OWNER\AUSAID\NEPAL\NEP10050 NACRMLP\6000 BMS & DELIVERABLES\6430 CONSULTANT REPORTS\6432 TMS\NACRMLP TIMBER MARKET REPORT V6
181203.D0OC



Nepal Australia Community Resource Management and Livelihoods Project
Marketing of Timber Products from Pine Plantations 30

Auction and/or sealed tender bids are dready used to sdl logs from FUGs. However,
discusson with FUGs and DFOs indicated that log sde markets could be distorted by
collaboration between log buyers. For example, one instance was cited in Gaurati where logs
were advertised for sdle and there was quite a lot of interest from log buyers. However, only
one bid was received as buyers had colluded. In generd, it was reported that there is
consderable interest in plantation log saes.

One option for limiting the scope for log buyers to collude is for log sde processes to be as
trangparent as possible. One option for achieving this suggested by FECOFUN isfor it to assst
FUGs in the sdle process though managing the collection and opening of bidsin conjunction with
FUGs. It may dso be ussful to use the Sawmilling Association of Nepd to advertise log sdes
among its network of Kathmandu sawmills. In this way, it is important to make existing market
structures work to the advantage of FUGs rather than st up dternative distribution
organisations that would be subject to considerable cost and risk.

Rdiability of supply of both logs and sawn timber is aso important to establishing plantation pine
as aviable dternative in the timber merket. If logs saes are to be the primary form of saeit is
important to ensure that they are undertaken on a regular basis and in quantities that suit the
needs of buyers. This consderation needs to be incorporated into FUG operationd plans and it
may be appropriate for FUGs within Smilar areas to cooperate on thisissue.

5.2.3 Improving the Policy and Legal Framework — Preventing Market
Distortions

The policy and lega framework in Nepa provides a number of distortions that work againgt the
development of efficient and effective timber marketing from community foress. NACRMLP
can assst HMGN to address these issues. Key issuesthat are worthy of attention include:

Impact of the 40% tax on community forestry. As dready discussed this policy,
especidly when combined with the VAT, provides a srong financid disncentive for FUGs
to utilise their forests. It runs the risk of discouraging thinning operations that could aso
cause condderable loss of vaue to be derived from community forestsin the future.

Calculation of VAT for plantation timber and potential for exemption from the VAT.
The current means of calculating VAT based on a 60% recovery disadvantages plantation
processing compared with natural forest processing because recovery rates from plantation
timber are much less than 60%. In addition, there is a case for the remova of VAT to offset
financid losses from community sawmiillsin lieu of the economic and socid benefits thet they
create, particularly where there are few aternatives for employment.

Simplify approvals required for harvesting and sales of logs and timber. Thereisa
need to reduce the adminigtrative cost and time taken for gpprovas aong the product chain
for log and timber production and sde.

Minimum royalty. The bass on which minimum roydties are st is not clear and there is
potential for minimum royalties to inhibit price competition for logs and discourage sde of
lower value logs. It is suggested that FUGs are in the best position to decide reserve prices
for auctions and providing FUGs have sufficient skills to understand the business (costs and
returns) then they should be able to set reserve prices for their own sales.
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Controls on tree removal. The limit on 25% of trees being removed could be a congtraint
on effective plantation management though restricting thinning. It is suggested thet this need
not be applied to community forests where an approved operationa plan isin place.
Business registration. It is not possble to register sawmill enterprises in the name of
FUGs and they must be registered ether in the name of individuals under the Cottage
Industry Act or shareholder companies under the Companies Act. These arrangements can
cause issues of conflict among community members and such structures do not necessarily
match the management structures for community enterprises. An option to dlow FUGs to
register as businesses isworthy of congderation.

5.3 Proposed Project Activities

The preceding sections have highlighted the main issues for the development of more effective
marketing of timber from community forests and particularly pine plantations. NACRMLP can
asss in a number of these aress. These actions are congstent with Component 2 of
NACRMLP the objective of which is “to develop and promote income generating activities for
forest users throughout Nepal through an action learning approach which addresses the priority
concerns of the poor and marginalised”.

Table 5.1: Proposed Project Activities for Development of Community
Returns from Timber Marketing

Theme

Activity

Strategies developed to ensure
equitable sharing of costs and
benefits within FUGs and other
community based organisations
and reflected in FUG constitutions
(Output 2.1)

- Establishment of self-monitoring to assess impact of sawmill

investments in Chaubas and Shree Chhap

- Establishment of self-monitoring systemsfor log salesif developed
- Establishment of self-monitoring systems for timber marketing

business plans

Market research undertaken and
support mechanisms devel oped
for timber and non-timber forest
product marketing and enterprise
development (Output 2.2)

- Training to equip communities with skills for assessing returns from

log sales versus community sawvmills

- Training for FUGsin implementing competitive tenders for sale of

logs

- Support for widening understanding among Kathmandu sawmills of

pine plantation timber and its availability

FUG commercial activity
management systems
strengthened (Output 2.3)

- Training to provide Chaubas and Shree Chhap FUGs and sawmi ll

committees to assess options for future operations of the mills

- Facilitation of process to identify future options for the mills and

assess alternatives

- Training with Chaubas and Shree Chhap FUGs and sawmill

committees to prepare business plans for timb er marketing activities

- Facilitation of processesto prepare business plans for timber

marketing activities

A range of commercial FUG-based
enterprises developed as pilot
activities and their replication
supported (Output 2.4)

- Training for FUGsin implementing commercial approachesto log

sales

- Training for FUGsin skills relevant to assessing alternative options

for timber sales

NRM policy development
strengthened and processes for
implementation supported
(Output 1.4)

- Preparation of discussion papers on forest policy issues relevant to

community forestry development

- Facilitation of processes for consideration of policy changes
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Table 5.1 presents key activities proposed for action in accordance with the planned outputs of
Component 2 and policy outputs under Component 1.

It is suggested that in developing these proposed actions the following principles should be
adopted:

The role of NACRMLP should be to facilitate action by local communitiesin their own
interests and not to impose externd solutions,

NACRMLP should not directly invest in milling activities,

Approaches to income generation from timber need to have a srong basis in market
realities; and

Any project activities should be consstent with reducing poverty and enhancing equity
of distribution of benefits from processing activities.

Within the proposed activities for NACRMLP a number of themes have been developed to
guide action. These are;

Building competitive markets that will assg in maximisng returns from log and timber
sdes

Deveoping entrepreneurial and business management skills relevant to assessing
dterndive options for generating income from log and timber sdles,

Utilisng action learning and sdlf-monitoring to assess impacts of timber marketing
activities and aternatives on the communities and the poor in particular; and

Promoting an enabling policy environment for community forestry and income generation
from timber sdes.

5.4 Implications for Poverty Alleviation

There is an emerging concern across Nepa that the formation and development of FUGs has
not provided sgnificant benefits to the poorest of the poor. Two maor approaches to dealing
with this appear to be emerging:

Action learning and self-monitoring. This technique ams to work with smdl sub groups
of poor people within FUGs to identify impacts of FUG activitiess NACRMLP is working
with Forest Action —a Nepai NGO — to devel op these gpproaches. It is recommended that
in order to monitor impacts on the poor that such an approach be built into the timber
marketing activities.

Alternative models for business activities. An existing development assistance project
being funded by the Swiss Government is developing a business enterprise modd that ams
to build entrepreneurid <ills & the local level and share returns from NTFP processing
investment through a company sructure that provides returns specificaly to poor households
within FUGs. It is recommended that this model be monitored to assess its success and
relevance to organisng FUG timber marketing activities.
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Annex 1: Terms of Reference

Nepal Australia Community Resource Management and L ivelihoods Proj ect
Timber Marketing Specialist (Australian)

L ocation: Kathmandu, Nepa
Duration: 90 days
Timing: Augus-September 2003 (30 days); March 2004 (30 days); November 2004
(30 days).
Duties. Working closdy with the Forex Management, Community Forestry and Smal
BusinessMicro-credit Specidigts, the Timber Marketing Specidist (Audtrdian) will:
Undertake an andyss of possble management dructures for timber harvesting and
processing operations (August 2003);

Undertake an andlyds of the economic parameters which indicate whether milling, vaue
adding, or round log sdes are likely to be the best option for individua FUGs or clusters
(August 2003);

Explore marketing options and systems for sawn timber from community forests (August
2003);

Explore marketing options and strategies for timber products other than sawn timber (March
2004);

Undertake an overd| andysis of the timber market in Nepa and adjoining countries (March
2004);

Undertake an andysis of current policies and laws rdating to community forests as small

indudtries (particularly relating to income generation from communa property and taxation)
and their potentid effect on marketing of products from community forests, with appropriate
recommendations for change (November 2004); and

Undertake an analyss of the potentid for timber commercidisation of high dtitude forests
(November 2004).

Reporting Reationship: The Timber Marketing Specidist (Audraian) will report to the
Audrdian Team Leeder.

Deliverables:
2003

Strategy paper of management options for timber harvesting and processng;
Anaysis paper on economic options for plantation log utilisation; and

Strategy paper on testing and implementation of different marketing systems for sawn timber
from community forests.

2004
Strategy paper on marketing options and strategies for other timber products (March);
Andysis paper of Nepa'’ s domestic and internationa timber markets (March); and

Andyss paper of current policies and laws governing commercidisation of common
property resources, particularly in community forests (November).
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Annex 2: Economical and Financial Analysis

Community Base Sawmill Investment - Financial Analysis

Unit Year 1 Year 2 Year 3 Year 4 Year 5 Year 6 Year 7 Year 8 Year 9 Year 10 Yearl1ll Year12
Income
\Volume of timber
produced cu ft 9,600 9,600 9,600 9,600 9,600 9,600 9,600 9,600 9,600 9,600 9,600
Income from timber sales |Rs 1,920,000 | 1,920,000 | 1,920,000 { 1,920,000] 1,920,000( 1,920,000/ 1,920,000/ 1,920,000/ 1,920,000] 1,920,000/ 1,920,000
Sale of residual and
firewood Rs 10,000 10,000 10,000 10,000 10,000 10,000 10,000 10,000 10,000 10,000 10,000
Total income Rs 0] 1,930,000 | 1,930,000 | 1,930,000 | 1,930,000] 1,930,000| 1,930,000/ 1,930,000| 1,930,000| 1,930,000/ 1,930,000| 1,930,000
Costs
Capital cost of sawmill Rs 100,000
Capit cost of preparation
for sawmill site Rs 180,000
Training Rs 50,000
Cost of production - logs
Volume of logs cu ft 20,000 20,000 20,000 20,000 20,000 20,000 20,000 20,000 20,000 20,000 20,000
Rovyalty Rs 500,000 500,000 500,000| 500,000{ 500,000/ 500,000 500,000] 500,000[ 500,000/ 500,000/ 500,000
Felling and harvesting Rs 300,000 300,000 300,000| 300,000{ 300,000/ 300,000, 300,000] 300,000/ 300,000/ 300,000] 300,000
Transport to mill Rs 400,000 400,000| 400,000| 400,000{ 400,000 400,000/ 400,000| 400,000{ 400,000/ 400,000/ 400,000
Cost of production -
timber
VAT Rs 115,200 115,200| 115,200| 115,200 115,200{ 115,200, 115,200/ 115,200| 115,200, 115,200/ 115,200
Tranport of timber to pick
up point 96,000 96,000 96,000 96,000 96,000 96,000 96,000 96,000 96,000 96,000 96,000
Cost of timber processing |Rs 576,000| 576,000| 576,000 576,000 576,000 576,000, 576,000 576,000 576,000/ 576,000, 576,000
Total costs Rs 330,000 1,987,200 | 1,987,200 1,987,200 | 1,987,200| 1,987,200{ 1,987,200| 1,987,200| 1,987,200| 1,987,200| 1,987,200| 1,987,200
Net cash flow Rs -330,000f -57,200| -57,200| -57,200| -57,200] -57,200{ -57,200/ -57,200[ -57,200| -57,200] -57,200, -57,200

Other econonmic benefits

Net cost/benefite Rs -330,000| -57,200| -57,200 -57,200 -57,200| -57,200] -57,200] -57,200{ -57,200, -57,200] -57,200] -57,200

Internal rate of return % #NUM!
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Community Base Sawmill Investment - Economic Analysis

Unit Year1l Year 2 Year 3 Year 4 Year 5 Year 6 Year 7 Year 8 Year 9 Year 10 Year 11 Year 12
Income
Volume of timber
produced cu ft 9,600 9,600 9,600 9,600 9,600 9,600 9,600 9,600 9,600 9,600 9,600
Income from timber sales |Rs 1,920,000] 1,920,000 | 1,920,000] 1,920,000 | 1,920,000| 1,920,000 1,920,000 | 1,920,000| 1,920,000 | 1,920,000] 1,920,000
Sale of residual and
firewood Rs 10,000 10,000 10,000 10,000 10,000 10,000 10,000 10,000 10,000 10,000 10,000
Total income Rs 0] 1,930,000] 1,930,000 | 1,930,000/ 1,930,000 1,930,000| 1,930,000 1,930,000 1,930,000] 1,930,000 | 1,930,000| 1,930,000
Costs
Capital cost of sawmill Rs 100,000
Capit cost of preparation
for sawmill site Rs 180,000
Training Rs 50,000
Cost of production - logs
Volume of logs cu ft 20,000 20,000 20,000 20,000 20,000 20,000 20,000 20,000 20,000 20,000 20,000
Royalty Rs 500,000/ 500,000 500,000] 500,000| 500,000/ 500,000] 500,000| 500,000/ 500,000] 500,000{ 500,000
Felling and harvesting Rs 300,000/ 300,000| 300,000 300,000| 300,000/ 300,000[ 300,000| 300,000/ 300,000| 300,000{ 300,000
Transport to mill Rs 400,000] 400,000 400,000 400,000 400,000] 400,000] 400,000| 400,000] 400,000| 400,000{ 400,000

Tranport of timber to pick

up point Rs 96,000 96,000 96,000 96,000 96,000 96,000 96,000 96,000 96,000 96,000] 96,000
Cost of timber processing |[Rs 576,000 576,000| 576,000 576,000| 576,000 576,000 576,000] 576,000 576,000| 576,000| 576,000
Total costs Rs 330.,000( 1,872,000} 1,872,000 1,872,000| 1,872,000 1,872,000| 1,872,000} 1.872,000] 1,872,000| 1,872,000 | 1,872,000| 1,872,000
Net cash flow Rs -330,000 58,000 58,000 58,000 58,000 58,000 58,000 58,000 58,000 58,000 58,000/ 58,000

Other econonmic benefits

Employment in mill Rs 144,000] 144,000 144,000 144,000] 144,000f 144,000f 144,000| 144,000/ 144,000] 144,000{ 144,000
Net cost/benefit Rs -330,000] 202,000 202,000 202,000{ 202,000| 202,000/ 202,000 202,000| 202,000/ 202,000| 202,000| 202,000
Internal rate of return % 61%
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Limitations

URS Australia Pty Ltd (URS) has prepared this report for the use of AusAID in accordance with the usual
care and thoroughness of the consulting profession. It is based on generally accepted practices and
standards at the time it was prepared. No other warranty, expressed or implied, is made as to the professional
advice included in this report. It is prepared in accordance with the scope of work and for the purpose
outlined in the Proposal dated November 2002.

The methodology adopted and sources of information used by URS are outlined in this report. URS has
made no independent verification of thisinformation beyond the agreed scope of work and URS assumes no
responsibility for any inaccuracies or omissions. No indications were found during our investigations that
information contained in thisreport as provided to URS was fal se.

This report was prepared between 30 August 2003 and 28 September 2003 and is based on the conditions
encountered and information available and reviewed at the time of preparation. URS disclaims responsibility
for any changes that may have occurred after thistime.

This report should be read in full. No responsibility is accepted for use of any part of thisreport in any other
context or for any other purpose or by third parties. This report does not purport to give legal advice. Legal
advice can only be given by qualified legal practitioners.
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