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July 2003
Encouraging additional Plantation Eucalypt sawlog production in Gippsland

- addressing the challenges and opportunities

This Discussion Paper has been prepared following the deliberations of a Gippsland Farm Plantations Inc. (GFP) Working Group formed in 2002 to progress plantation eucalypt sawlog production in the Gippsland region.  GFP has since been renamed Gippsland Private Forestry Inc.
1. 
Gippsland is tree growing country


Gippsland has demonstrated a proven capacity to grow eucalypts for commercial wood production in native forests and plantations.  In addition, the region has substantial areas of cleared private land with site attributes suitable for growing eucalypt plantations at recognised commercial growth rates.  The Gippsland Regional Farm Forestry and Plantations Strategy identifies the potential to position Gippsland as the pre-eminent region in Australia for plantation grown eucalypt sawlogs.  Gippsland currently has over 28,000 ha of eucalypt plantations, mostly E. globulus and E. regnans, with a lesser area of E. nitens.  Significant areas of this estate have reached rotation age, and have been harvested for pulpwood and sawlogs.

2. The Challenge
2.1
Recent trends in establishment and use of Gippsland's Eucalypt plantation resource

Experience to date with sawing of Gippsland plantation grown eucalypt logs has produced mixed results in terms of quality sawnwood recovery, for both E. regnans and E. globulus.  Despite being up to 40 years old, logs have exhibited considerable growth stresses, and producing a dried appearance grade product to compete with material sawn from native forest sourced ash logs has met with mixed success.


Whilst nearly 13,000 ha of eucalypt plantations have been established (or re-established) in the decade 1990-1999 in Gippsland, the vast majority of this resource has been planted for pulpwood production.  Only a limited proportion of the recent eucalypt plantation estate has been established primarily for sawlogs.  The bulk of the eucalypt plantation establishment in the region during the 1990's has been by the established major growers (now grower) of the region.  There has been quite modest areas (100-200 ha/yr) of eucalypt plantation established by private (non-industrial) growers in the region over the past 4 years, of which only a proportion has been for sawlog production.


The major reasons for the limited investment in eucalypt plantations for sawlogs appear to be:

a. a lack of expressed demand for plantation sourced logs by existing hardwood sawmillers, stemming largely from reservations about log quality and recovery of profitable sawnwood lines.

b. poor expected investment returns to potential growers, based on modelling using reasonable assumptions concerning growing costs, plantation yield and log prices.



There is considerable scope to address these limitations by ongoing research into species selection, silviculture, and processing technologies, and by adopting measures that reduce investor risk and/or improve investor returns.


2.2
Reductions in licensed volume from State forest


Last year, the Victorian Government made announcements concerning the review of State forest sustainable yield estimates and consequent reductions in licensed volumes from 3 of the 4 Gippsland Forest Management Areas.  The reduced supply levels are to take effect over the next 2 years.  They represent significant reductions in eucalypt sawlog (and residual) resource availability to the hardwood processing sector in the region, both in volume and % terms.

	FMA
	Current sawlog volume m3/yr
	revised sawlog volume m3/yr
	volume reduction - m3/yr
	% change

	Dandenong

Central Gippsland

Tambo

East Gippsland
	40,260

180,000

71,900

250,900
	31,000

90,000

71,900

143,000
	9,260

90,000

0

107,900
	-23%

-50%

0%

-43%




From a regional economic development perspective, the best that can be said is that these sawlog supply reductions from State forest give rise to renewed interest in encouraging additional eucalypt sawlog production from plantations in Gippsland.  Depending on the nature of forthcoming industry restructure in the region, the reductions in State forest sawlog production would appear to present a supply opportunity for eucalypt plantations growers.

3. The Opportunities
Gippsland has in recent times produced some 100,000m3/yr of eucalypt sawlog from plantations.

Increasing the eucalypt sawlog volume from plantations in the region can occur via:

a) Raising the proportion of sawlogs produced from the existing hardwood plantation estate, through adjustments to silviculture, rotation length, and existing supply commitments.

and/or
b)
Establishing additional plantations for eucalypt sawlog production.


There is some potential in the first option, assuming the existing resource base is capable of producing additional sawlog volumes that meet market expectations.  Existing supply commitments (for pulpwood in particular) may be a constraint for the remaining life of those agreements.  Ultimately, the major driver for initiatives to increase sawlog out-turn from the existing eucalypt plantation base will be the economic return to the grower (as it will be for the second option).  This option is not discussed further in this paper.

4. Additional Plantation Development
4.1
The Land Base


Gippsland has some 1,000,000 ha of private land capable of growing eucalypt plantations at 20m3/ha/yr or better.  An MAI of 20 is a common land selection criteria for commercial tree production.  An additional eucalypt plantation estate of 18,000 ha would be capable of producing some 90,000m3/yr of sawlog (the equivalent of the reduction in supply from the Central Gippsland FMA).  The calculation used to arrive at this estimate is shown at Appendix 1. At face value, there appears to be ample opportunity to 'fit' an expanded eucalypt plantation estate into the private land base of the region.


4.2
The Economics of growing plantation eucalypt sawlogs


For the private sector to invest in additional plantation eucalypt sawlog production, the investment returns need to be competitive with other investment alternatives.  This applies whether the potential grower is a farmer considering the best land uses to undertake on his property, or a large company assessing new investment opportunities.  In each instance, significant investment in eucalypt sawlog production will only occur if the venture is financially viable in its own right, and competitive with alternative options for land use or capital investment.


A preliminary analysis suggests that plantation eucalypt sawlog production struggles on both counts; particularly if land access costs are taken into account.  A summary of the projected investment performance of a range of "typical" commercial tree growing regimes is shown at Appendix 2.  When reviewing them, it is important to understand the models analyse estimated cash flows for both costs and returns on a pre-tax basis.


Conclusions arising from the modeling

1. The best performing regime is the Pine sawlog-pulp regime (rotation 28 yrs), which produces a reasonable return even with a modest land rental cost included.

2. The Eucalypt sawlog - pulp regime (rotation 30 yrs) produces comparable returns to the Eucalypt pulp-sawlog regime (20 yrs).  Both are significantly lower than those from the Pine regime.  But why would an investor wait another 10 years to grow eucalypt sawlogs compared with pulp.

3. The lowest return is from the short rotation (12 yr) Eucalypt pulp regime, yet it is this regime that is attracting all the prospectus investment, presumably because of the shorter investment return period, and the impact of tax considerations.

4. The no land cost scenario is only applicable to a landowner assessing their best land use option.  Companies or individuals without land would need to allow for land access costs (rent or purchase).

5. We need better modelling capacity, and better understanding of investment criteria and considerations.

5. Major investment performance drivers
The factors that most influence plantation economic performance are:

(a) Stand productivity (yield per ha), influenced by species and site selection, and silviculture.
(b) Product quality (merchantable volume and grade), influenced by genetics and stand management.
(c) Price ($ per volume per grade), influenced by State Forest sawlog royalties,
(d) Transport cost ($ per volume), a factor of distance from plantation to point of sale.
6. Possible Government initiatives
To encourage further private investment in plantation eucalypt sawlog production, governments could consider one or more of the following:

(a) provide market security (purchase ± price), eg Forward Sale Contract.  (perhaps with a minimum price set, then a quality bonus determined at harvest)

(b) contribute a sawlog production incentive, paid as an annuity over the rotation, or as a lump sum on establishment, to help bridge the gap between investment performance and the accepted return “hurdle rate”.

(c) contribute an environmental services payment, either as an annuity or lump sum at establishment.

These initiatives could be funded by:

(a) Consolidated revenue for regional economic development 

(b) Redirected FISAP funding

(c) A premium on State Forest sawlog royalties (all licences or short term licences)

(d) Greenhouse and salinity abatement programs
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Plantation establishment needed to grow 90,000m3/yr Eucalypt sawlog.
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(the equivalent of replacing the CGFMA SF reduction)

Assumptions

· 20 MAI (merchantable stand volume)

· 30 yr rotation

· 25% sawlog (from total merch volume over rotation).

20m3/ha/yr x 25% = 5m3/ha/yr

90,000/5 = 18,000 ha

ie an 18 000 ha estate growing @ 5m3 sawlog/ha/yr would 

generate 18,000 x 5 = 90,000 m3/yr

Generating this volume would involve harvesting 600 ha each year

viz. 600 x 20 x 30 x 25% = 90,000m3
Establishing 18,000 ha could be achieved with the following investment timeframes, assuming an establishment cost of $2,000/ha.  (excludes land access costs).


600 ha/yr over 30 yrs @ $1.2 mill/yr

or 
900 ha/yr over 20 yrs @ $1.8 mill/yr

or
1200 ha/yr over 15 yrs @ $2.4 mill/yr

or
1800 ha/yr over 10 yrs @ $3.6 mill/yr

In each scenario, the total investment for plantation establishment (without land access and management costs) would be some $36 million, expended over the duration of the establishment phase.

In each case, the first volumes would not be available until 30 yrs from establishment (except for thinnings).

No land cost included

	Regime
	Species
	Peak MAI
	Age
	Harvesting
	Residual

sph
	Stumpage

Value of main product
	IRR

(%)
	NPV (@5%)
	Main product 

stumpage required for IRR to reach 7%

	
	
	
	
	Merch Vol Removed (m3/ha)
	
	
	
	
	

	Gippsland

Pine

sawlog & pulp
	P.radiata
	
	15
	93
	550
	Sawlog sed 17

$35m3
	7.87
	$2,378
	

	
	
	28.5
	20
	76
	370
	
	
	
	

	
	
	
	28
	440
	0
	
	
	
	

	Gippsland Eucalypt

Sawlog
	E.nitens
	29.2
	12
	106
	370
	Sawlog sed 30 - $24m3
	6.08
	$630
	Sawlog sed 30 

	
	
	
	30
	581
	0
	
	
	
	$40m3

	Gippsland

Eucalypt pulp
	E.globulus
	25.4
	12
	81
	500
	Pulp sed 10 - $15m3
	6.04
	$401
	Sawlog sed 24 

	
	
	
	20
	341
	0
	Sawlog sed 24 -  $24m3
	
	
	$48m3

	Short R Eucalypt pulp
	E.globulus
	25.4
	12
	222
	0
	Pulp sed 10 - $15m3
	3.26
	-$362
	Pulp sed 10 $22.50 m3


Including Land Rent @ $100 per year

	Regime
	Species
	Peak MAI
	Age
	Harvesting
	Residual

sph
	Stumpage

Value of main product
	IRR

(%)
	NPV (@5%)
	Main product 

stumpage required for IRR to reach 7%

	
	
	
	
	Merch Vol Removed (m3/ha)
	
	
	
	
	

	Gippsland

Pine

sawlog & pulp
	P.radiata
	
	15
	93
	550
	Sawlog sed 17
	
	
	Sawlog sed 17

	
	
	28.5
	20
	76
	370
	$35m3
	5.9
	$815
	$45m3

	
	
	
	28
	440
	0
	
	
	
	

	Gippsland Eucalypt

Sawlog
	E.nitens
	29.2
	12
	106
	370
	Sawlog sed 30 - $24m3
	3.46
	-$1,007
	Sawlog sed 30

	
	
	
	30
	581
	0
	
	
	
	$90m3

	Gippsland

Eucalypt pulp
	E.globulus
	25.4
	12
	81
	500
	Pulp sed 10 - $15m3
	2.72
	-$945
	Sawlog sed 24

	
	
	
	20
	341
	0
	Sawlog sed 24 -  $24m3
	
	
	$137m3

	Short R Eucalypt pulp
	E.globulus
	25.4
	12
	222
	0
	Pulp sed 10 - $15m3
	-1.14
	-$1,348
	Pulp sed 10

$31m3
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