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Summary Opinion 
• As is well documented, the last two sugar years (SY) brought a 

windfall to the domestic sugar industry, with prices surging by 
above 50% between SY1 2002-03 and SY2005-06. As a result, 
overall conversion margins2, which had been at an average of 
around Rs. 3,200/MT during the previous 10 sugar years (SY 
1994-95 to 2004-05) and as low as Rs. 2,000/MT in SY2002-03, 
shot up to Rs. 4,000-4,500/MT by SY2005-06. 

 
• The key driver for this upsurge in prices has been lower supply, 

with the country witnessing significant stock reduction during 
SY2003-05 because of crop failures. The rise in sugar prices 
internationally has also aided the surge in domestic prices. 
International sugar prices, which had been stable at US$200-
250/MT till the early 2000s, shot up to around US$450 in 
calendar 2006, following the spurt in crude prices (resulting in 
the diversion of cane to ethanol in several countries) and phase-
out of subsidies by the EU. 

 
• The current situation of domestic sugar stocks being at low 

levels is unlikely to be sustained in the long term and will see a 
correction. Domestic production of sugarcane has already 
shown an increase from around 130 lakh MT in SY2004-05 to 
around 190 lakh MT in SY2005-06. With significant capacity 
expansion being in the pipeline, particularly in Uttar Pradesh 
(UP), production is likely to outstrip domestic demand again 
from SY2006-07 onwards, resulting in a build-up of stocks. 
ICRA expects domestic sugar production to be at 220-230 lakh 
MT in SY2006-07 and at around 240 lakh MT in SY2007-08, 
considering the estimates provided by the Indian Sugar Mills 
Association (ISMA) and the Government of India (GoI). 
However, the likely sustenance of firm global prices would 
permit exports of around 20 lakh MT of sugar per annum for the 
next two sugar seasons, thereby easing the pressure on 
domestic stocks. Nevertheless the stock position would increase 
from SY 2007-08 onwards. 

                                                        
1 SY, or sugar year, refers to the period October 1 to September 30 
2 Defined as sugar realisation per metric tonne (MT) sales less cane 
cost of production per MT sugar 
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• Going forward, sugar producers will have to contend with higher cane prices, which have increased 
owing to higher Statutory Minimum Prices (SMPs), higher profit sharing with farmers, and switchover 
from SMP to State Advised Prices (SAP) in many States. ICRA expects the trend of administered 
increases in cane prices to continue. The effect of this would be further aggravated by the substantial 
capacity build-up expected which would also exert pressures on cane availability and prices, 
particularly in regions such as Western UP. 

 
• Higher cane prices, along with the reversal of the current supply-demand scenario, could result in 

reversal of the upward trend in conversion margins, from SY2007-08 onwards. 
 
• ICRA does not rule out pressures on conversion margins from SY 2007-08 onwards in case of 

continued buoyancy in domestic production. However, even in such a scenario, the effect of the 
possible pressures on margins would be partly offset by the positive outlook for by-products, given the 
high-energy prices, supportive regulatory environment for co-generation, and decisions by the GoI 
such as mandatory 5% blending of ethanol with petrol. As a result, the extent of forward integration into 
ethanol and co-generation will be a key driver of profitability and the degree to which profitability is 
insulated from the vagaries of the sugar cycle.  

 
Key Success Factors 
Given the overall industry dynamics discussed in the preceding section, ICRA believes that the key 
success factors for individual players in the domestic sugar industry would be as follows: 
• Cane development activities: Given the likely competition for cane following capacity expansion, a 

mills’ efforts in terms of cane development activities3 would have a key bearing on cane availability. 
• Operating efficiencies: The ability to control operating expenses4 by exercising control over manpower 

levels, achieving economies of scale, making investments in energy-saving measures, and following 
better operating and maintenance practices would be crucial to reducing overall costs (as cane costs 
are not discretionary). 

• Level of integration: Mills progressively integrated more into co-generation and production of ethanol 
are likely to be better insulated against cyclical downturns vis-à-vis non-integrated mills. 

• Capital structure: As with any cyclical business characterised by relatively high levels of business and 
regulatory risks, it is necessary for sugar mills to maintain a relatively low gearing5 level. This is all the 
more critical since most major sugar mills are currently engaged in significant capacity expansion 
measures. 

 
Recent Developments and Outlook  
Demand-Supply Scenario and Outlook 
Significant stock reduction reported in SY2003-05, but large capacity addition likely to push up 
stock position; international prices and agro-climatic risks remain key imponderables 
 
The supply-demand position in the domestic industry has been as follows: 
 

Table 1: Domestic Sugar Production and Consumption  (Source: ISMA) 
Lakh6 MT/SY 1998-99 1999-00 2000-01 2001-02 2002-03 2003-04 2004-05 
Opening Stock – 1st Oct 56.05 69.03 106.63 93.40 113.17 116.14 85.00 
Production in NW India 44.44 54.54 54.76 68.83 73.72 59.10 61.33 
Production in Rest of 
India 7 

110.95 127.46 130.43 116.44 127.68 76.36 65.58 

Production (Oct-Sept) 155.41 182.00 185.29 185.11 201.40 139.95 127.00 
Imports 10.03 4.04 0.00 0 0.41 4.00 20.00 

                                                        
3 such as efforts to improve yields and recovery rates, and supportive activities for irrigation/pest control 
4 such as, expenses on power and fuel (P&F), repairs and maintenance (R&M), and employees 
5 Sugar companies with March closing usually have higher reported debt levels than those with September 
closing since March is the month when inventory is at the peak while in September the inventory is low. ICRA 
adjusts for the seasonality factor while computing gearing. 
6 1 Lakh = 0.1 million 
7 North West (NW) India includes UP, Uttaranchal, Punjab and Haryana, while Rest of India stands for other 
states. NW India enjoys the benefits of having better irrigation facilities, which reduces dependence on 
monsoons. In this region production variances are largely a factor of the economics of sugarcane cultivation. 
Other states have a relatively higher dependence on monsoons, and crop sizes here are a function of both 
sugarcane economics as well as weather conditions. 
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Total Availability 221.49 255.07 291.92 278.51 314.98 260.09 232.00 
Domestic Consumption 152.24 161.01 167.81 162.01 183.84 172.85 185.00 
Exports 0.22 0.66 10.94 9.87 15.00 2.24 0.00 
Closing Stock as on 
Sept. 30 

69.03 93.40 113.17 106.63 116.14 85.00 47.00 

Closing Stock as Months 
of Consumption 

5.44 6.96 8.09 7.90 7.58 5.90 3.10 

Growth in Consumption 3.4% 5.8% 3.6% 0.6% 9.6% -6.0% 7.0% 
Growth in Production 20.9% 17.1% 0.1% 1.7% 8.7% -30.5% -9% 

 
The sugar-year end domestic closing stock (CS) as months consumption (Cons.) is given below:  
 

Chart 1: Domestic Stock Trends 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Till SY1997-98, the domestic sugar industry witnessed alternate cycles of glut and shortages. However, 
following a continual rise in administered cane prices and an increase in farmers’ preference for sugarcane 
on account of certainty of offtake, prices and payment, this trend changed in SY1998-99. From SY1998-99 
to SY2002-03, a period of five consecutive years, production remained high. Consumption also reported 
growth during this period, mainly because of two factors: one, lower sugar prices prompted a switch from 
alternative sweeteners to sugar, and two, there was an increase in offtake by institutional buyers, mainly 
aerated water and confectionery manufacturers. Notwithstanding the same, growth in production 
outstripped the increase in consumption, resulting in the large accumulation of stocks. 
 
Thereafter, there was a substantial decretion to stocks following poor harvests in SY2003-05. The main 
States accounting for the decline were Maharashtra, Tamil Nadu and Karnataka (which normally account 
for almost 50% of the domestic production) with each of them reporting 40-50% lower production as 
compared with their SY2002-03 peak. In, SY2005-06, the trend has been reversed and production is 
expected to increase to 190 lakh MT because of increased sowing in UP (owing to better cane prices) and 
better rains in Maharashtra, Tamil Nadu and Karnataka. However, with consumption also expected to grow 
at 3% (in line with past trends), this would imply a consumption of around 190 lakh MT in SY2005-06 and 
this in conjunction with exports of around 10 lakh MT, in turn would mean that the closing stock could 
actually show a small decline in SY2005-06 compared with the previous year. 
 
The current situation of low stocks, and consequently higher prices, is however unlikely to be sustained. 
The industry has now embarked on a major capacity addition programme, concentrated principally in UP8, 
where the State Government has announced a lucrative incentive scheme. Of course, the capacity addition 
is by no means confined to UP, and other States, including Maharashtra, Karnataka, and Andhra Pradesh, 
have also announced capacity expansion programmes. With Bihar also coming out with an incentive 
scheme for new sugar mills, the eastern State could also see some fresh capacities being added. 
 
The additional capacities, once they come into production, would be fed largely by increased cane acreage. 
However in certain pockets, reduced diversion of the cane crop to alternative sweeteners would also 
increase cane availability for sugar mills. Given the relative attractiveness of sugarcane as a crop, ICRA 
does not foresee any significant problem in increasing the cane acreage, although there would be a time 
lag. In ICRA’s view, it could take around two years for mills to achieve optimal crushing. Increased capacity 
would thus lead to higher sugar production from SY 2006-07 onwards. ICRA estimates the incremental 
production (as compared with the previous peak achieved in SY2002-03) to be in the region of 40-50 Lac 

                                                        
8 UP-based units are currently involved in a major capacity addition programme that would raise their cumulative 
capacity by almost 200,000 tonnes crushed per day (tcd) over the SY2003-04 figure. 
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MT, including 30 Lac MT from UP alone, by SY2007-08 once the new capacities stabilise. Thus domestic 
production is likely to outstrip domestic consumption (expected to grow by only 3-4 % per annum) by SY 
2006-07. 
 
However, exports are likely to provide some outlet for the surplus sugar, at least for the next two years. 
During SY 2006-07, domestic mills would have to export around 20 Lac MT of sugar9 under advance 
licence. Given that international sugar prices are likely to remain firm in the next one to two years, ICRA 
sees domestic mills exporting around 20 Lac MT or so in SY2006-08 at fairly remunerative rates10, which 
in turn would ease the pressure on domestic stocks. 
 
While projecting the future domestic supply-demand scenario, particularly beyond 2007-08, ICRA does 
recognise the fact that the same would be highly sensitive to (i) weather conditions and (ii) international 
price trends, which would impact export possibilities. A likely scenario in ICRA’s opinion is be as follows:  

 
Table 2: Closing Stock Estimate 

  ISMA-GoI Estimates ICRA Scenario 
Lakh MT SY 2005-06 SY 2006-07 SY 2007-08 SY 2008-09 

* 
SY 2009-10 

* 
Opening Stock – 1st Oct 47 36 50 68 100 
Production (Oct-Sept) 190 230 240 250 260 
Imports 0 0 0 0 0 
Total Availability 237 266 290 318 360 
Domestic Consumption 191 196 202 208 214 
Exports 10 20 20 10 10 
Closing Stock (CS) as on 
September 30 

36 50 68 100 135 

CS as months of consumption 2.3 3.1 4.0 5.8 7.6 
Avg. CS 4.5     
* Note: ICRA has largely followed estimates of ISMA and the Ministry of Food, GoI, for SY2006-08. For SY 2008-
10, ICRA has estimated the stock position under a scenario of relatively high domestic production, consumption 
growth at 3% (in line with past years trends), and lower international prices contribute to reducing exports. 
 
As Table 2 shows, for the next two years or so, the closing stock position for the country is likely to be 
relatively comfortable at around 3-4 months’ consumption, and the prices therefore relatively firm. But in 
case domestic production remains buoyant beyond SY 2007-08 and international markets soften, a build-
up of stocks cannot be ruled out in the long term. 
 
Needless to say, a monsoon failure or continuation of high oil prices (resulting in increased diversion of 
cane globally for ethanol and in turn buoyant exports) could lead to lower domestic sugar stock levels as 
compared to what has been shown in the scenario presented above. 
 
Price trends: Prices shot up following stock correction in SY 2003-06; Stock build up could 
impact prices from SY 2007-08 onwards  
As discussed, the stock position had been showing an increase since SY 2000-01. However, prices 
showed only a moderate decline till FY2001-02 mainly because of the price discipline imposed by the 
monthly release mechanism. The situation changed from SY 2002-03 onwards with sugar mills, burdened 
by a high stock position, took recourse to court orders to sell large quantities of sugar in the domestic 
market. This resulted in a crash in sugar prices. Consequently, in June 2003, the GoI stepped in and made 
an amendment to the Essential Commodities Act to enforce the release mechanism. This resulted in a 
firming up of prices from that month, although the overhang of past stocks resulted in the price growth 
being moderate. From January 2004 however prices have seen a secular upswing following stock 
reduction. Thus ex-factory realisations, which had fallen from Rs. 14,000/MT in SY2001-02 to around Rs. 
11,500 by SY2002-03, have firmed up to currently stand at over Rs. 18,000/MT. The trend is brought out in 
the facing Chart 2. 
 

 
 
 

                                                        
9 These mills had imported 20 lakh MT of raw sugar during SY2004-05 with future export obligations  
10 For mills in North India, ex-factory realisations would be around Rs. 16,500/MT even assuming free on board 
(f.o.b) realisations of US$400/MT and outward freight charge from mill to port of around Rs. 1,500/MT. Against 
this, the cash cost of production (all cash expenses less recovery from by-products) is likely to be around Rs. 
14,500/MT.  For coast-based mills in South and West India, the economics would be even more favourable. 
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Chart 2: Domestic Sugar Prices (North India) 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Given the supply-demand scenario envisaged, ICRA does not expect any significant reversal of prices till 
SY2006-07; however, from SY2007-08, with build-up of stocks, possibility of sugar prices coming under 
pressure cannot be ruled out. 
 
Cane Pricing 
Mills likely to face pressures on cane pricing because of capacity additions; SAP replacing SMP in 
many States as the basis for cane pricing 
Domestic cane prices are fixed by the Government. In certain States, sugar mills pay the SMP announced 
by the Central Government, while in others, mills pay on the basis of the SAP declared by the State 
Governments concerned. Besides the fact that SAP is usually significantly higher than SMP, the key 
difference between the two prices is that in the case of SMP there is a linkage11 between the cane price, 
recovery rate of cane, and the price of sugar, whereas in SAP, there are usually no such linkages. 
(However, some States like Tamil Nadu do have linkages between recovery rates and SAP). Thus, one of 
the demerits of SAP is that unlike in SMP (which relates cane pricing to sugar prices) the linkage between 
input and output pricing is broken, which can bring pressure on the profitability of sugar mills. 
 
One adverse development for the sugar industry has been that the Supreme Court vide a ruling in 2004 
has upheld validity of SAP provided that the State Government concerned enacts a legislation to that 
effect. Following this ruling, a number of States12 such as Tamil Nadu and Karnataka, which were hitherto 
following SMP, have implemented SAP. ICRA does not rule out the possibility of SAP replacing SMP in 
some other States as well. 

 
Cane prices have traditionally shown an upward movement over the years and this has been particularly 
true since SY2003-04. This trend has been brought about by the increase in the reference prices 
(SAP/SMP + profit sharing, depending on the State) and the switchover from SMP to SAP in several 
States. Currently, the difference between SMP and SAP for most States would not be significant, given the 
high prices of sugar at present. However, once the sugar cycle reverses, while the effective cane price 
could decrease in States governed by the SMP mechanism, cane price would remain high in States 
following SAP, thereby placing mills located in these latter States at a disadvantage. Another impetus to the 
increase in cane price during SY 2004-06 has come from the rapid pace of capacity addition, which has led 
to significant competition for cane in certain pockets of the country. For instance, Western UP mills paid a 
premium of Rs. 10/quintal above the SAP for much of SY2004-05 and SY2005-06. 
 
Despite rise in cane prices, higher realisations have led to a sharp increase in conversion margins 
Overall, conversion margin in sugar declined to less than Rs. 2,000 per MT in SY2002-03 from Rs. 3,000-
3,500/MT during much of the previous 10-year period, and then recovered sharply to around Rs. 4,500/MT 
at which level it currently stands. However should domestic production remain buoyant, possibilities of 
conversion margins softening from SY2007-08 cannot be ruled out. Nonetheless, in ICRA’s opinion, even 
in such a scenario, conversion margins are likely to remain at levels that allow sugar mills, particularly the 
efficient and forward integrated ones, to report healthy profit levels. The conversion margins for a large and 
efficient North Indian sugar mill rated by ICRA are presented in Chart 3 as an illustration: 
                                                        
11 The linkage between recovery rates, sugar prices and cane prices is established in the following manner. The 
Government announces a basic SMP, which corresponds to a particular recovery rate (9% currently). For every 
0.1% higher recovery, there is a proportionate increase in SMP. Further, in case sugar prices are above a certain 
threshold, 50% of the incremental profit is shared with the farmer under Clause 5A of the Sugar Control Act, 
1959. 
12 UP, Uttaranchal, Punjab and Haryana are some of the major sugar producing States that had been 
following SAP since the 1990s 
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Chart 3: Conversion margins for a ICRA rated North Indian sugar 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
International Scenario 
Sugar prices likely to remain firm over the medium term 
For most of the late 1990s and early 2000s, sugar prices in the international markets remained in the 
range of US$200-250/MT. But since 2004, prices have firmed up and are currently at around US$450/MT. 
The price increase in the international markets has been caused by a host of factors, including the 
following: 

• High crude oil prices, which have resulted in major exporters like Brazil diverting a substantial part of 
their cane output for manufacture of ethanol rather than sugar13. 

• Phase-out of subsidies by EU, which was earlier a major exporter despite having uncompetitive cost 
structures. 

• Increased consumption by developing countries, including India and China. 
• Lower crop because of adverse weather conditions in some major producing countries including India. 

 
With crude oil prices expected to remain high over the medium term, sugar prices too are likely to remain 
firm over the next two seasons at least. 
 
Linkages with International Trade 
Significant export likely over the medium term, which may ease the pressure of high domestic 
stocks 
During the period SY1998-99 to SY2002-03, international trade in sugar largely consisted of exports from 
India, which amounted to around 10 lakh MT14 in SY1999-2002. With international sugar prices at 
US$200 or above and a duty protection of 60%, imports into India was uncompetitive. Although exports 
could have been a way of reducing domestic stocks, high trade barriers and subsidies resulted in the 
volumes of exports being relatively small. Further, exports were not a very profitable proposition with net 
realisations at Rs. 1,000-1,100/quintal. The only reason why mills resorted to exports was to bring down 
their stocks to more manageable levels. 
 
However, the situation has changed since SY2003-04, following the failures of domestic crop. To check 
domestic prices from soaring and to allow units facing problems of cane availability, during SY2003-05, 
the Central Government allowed sugar imports at 0% duty, with an obligation on the importer to export an 
equal amount within 24 months. Total sugar imports in SY 2003-05 amounted to 25 Lac MT, of which 
around 10 Lac MT were exported in SY2005-06; an additional 20 Lac MT are likely to be exported in 
SY2006-07. Going forward, ICRA expects India to export around 20 Lac MT of sugar (mainly to Asian 
countries) during SY2006-08 at very remunerative prices.15 

                                                        
13 Most countries are in fact seeking to increase their ethanol production (a large chunk of which will come from 
cane). The total demand for ethanol, going forward, is estimated at over 60 billion litres as against around 30 
billion litres in 2004. 
 

14 India’s exports of around 10 lakh MT mainly represented exports from coast based mills in South and West 
India to countries in the neighbourhood. 
15 For some South Indian mills, the total cost of importing, processing, and inward and outward carriage 
amounted to Rs. 13,000 per MT. While a part of it was exported in the first half of SY2005-06 at Rs. 14,000 per 
MT, the balance can be exported at upward of Rs. 17,000/MT. This situation has arisen because while imports 
were contracted when raw sugar rates were relatively low at around US$200 per MT, exports have been done at 
white sugar prices of US$300-350 in the first half of SY2005-06 (for 2nd half of SY 2005-06 and SY2006-07 the 
price expected is US$400). 
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Molasses/Distillery Business 
Commencement of 5% mandatory blending from October 2006 to boost molasses prices and allow 
healthy and steady revenues to captive distilleries 
The ex-factory prices of molasses generally remained at around Rs. 1,000/MT during the period FY1998-
03. However, since the second half of FY2003-04, molasses prices have seen a significant upward 
movement and rose to Rs. 3,500/MT in SY2004-05, before correcting to the Rs. 2,000-2,500/MT range in 
SY2005-06. This upward movement in prices has been caused by a reduction in molasses availability and 
strong demand from both the liquor and chemical industries. A key driver of the increase in demand from 
the chemical industry has been the sharp increase in the prices of petroleum products. 
 
One major recent development positively impacting the distillery business has been the GoI requirement 
that oil companies compulsorily blend 5% ethanol with petrol with effect from October 2006 in all States 
except those in the North-East (NE). This requirement is set to create additional demand for molasses, 
hitherto being used mainly to produce potable and industrial alcohol. With domestic petrol consumption at 
around 11.40 billion litres p.a. this implies an offtake of 570,000 kLs (excluding NE demand) of alcohol, 
which in turn implies additional molasses offtake of around 25 Lac MT. Further, the GoI plans to increase 
the blending percentage to 10%, although no dates have been announced for this. If this were to happen, 
the total incremental demand for molasses would be around 50 Lac MT. 
 
The impact of the ethanol blending on the domestic availability of molasses is brought out in Table 3. 
 
Table 3 Impact of Blending on Molasses Availability in India 
 
(000 MT) SY 2002-

03 
SY 2005-06 

(E) 
SY 2007-08 

(E) 
Molasses Production (A) 8900 8000 10800 
Offtake from existing users 8900* 10200 * 10800 * 
Offtake from ethanol @ 5% blending    2500 
Offtake from ethanol @ 10% blending    5000 
Total molasses demand under @ 5% ethanol 
blending (B)  

  13300 

Total molasses demand under @ 10% ethanol 
blending  

  15800 

Ex-factory realisation 1000 2200-2500  
Demand/Supply at 5% blending = (A)/(B) 1.0 1.27 1.23 
* assuming molasses production and consumption were balanced in SY 2002-03 and 5% CAGR in 
consumption thereafter 
 
As Table 3 shows, in a scenario in which Government continues with its policy of mandatory blending of 
petrol with ethanol, molasses prices would remain relatively firm even if production increases from 
SY2007-08 onwards. 
 
The ethanol that is to be sold to oil companies is expected to be priced at Rs. 18.75/litre during FY2006-
07, going by the agreement between oil companies and sugar mills. Assuming molasses would be 
available at Rs. 2,500/MT, in ICRA’s estimates, a distillery project would be able to achieve an internal 
rate of return (IRR) of over 25%, which is quite satisfactory.  
 
The economics of using ethanol as a fuel is shown in the Table 4 below. 
 

Table: 4  Economics of using Ethanol 
Avg. crude oil prices-fob $/bbl 70 60 50 40 30 
International MS-Crude oil differential $/bbl 13 12 10 8 6 
Import duty on crude oil  5% 5% 5% 5% 5% 
Import duty on MS  7.50% 7.50% 7.50% 7.50% 7.50% 

       
Energy content in Petrol Kcal/Kg 10500 10500 10500 10500 10500 

 Kcal/KL 7455 7455 7455 7455 7455 
Landed cost of petrol Rs/Kcal 3.32 2.88 2.41 1.93 1.46 

       
Ethanol price  Rs/litre 18.75 18.75 18.75 18.75 18.75 
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Energy content in ethanol Kcal/KL 4622 4622 4622 4622 4622 
Landed cost of ethanol Rs/Kcal 4.06 4.06 4.06 4.06 4.06 

       
Excise duty  benefit required to break even       
On landed cost basis Rs/ltire 0 0 0.81 4.35 7.9 
On energy content basis Rs/ltire 5.5 8.75 12.3 15.84 19.39 

 
As is evident from Table 4, on a landed cost basis, ethanol priced at Rs. 18.75/litre is competitive with 
petrol at around US$50 per bbl. However, on energy content basis, it is not competitive even at 
US$70/bbl. What however must be kept in mind is that globally, governments have encouraged ethanol 
for a variety of non-economic factors as well, such as: 

• Self-sufficiency in energy 
• Importance as a clean and renewable source of energy 
• Source of oxygenate 
• Support to sugar industry, cane farmers. 

 
Cogeneration:  
Favourable tariff regime and healthy returns to boost cogen capacity and output 
Bagasse is one of the major by-products of sugar manufacture, accounting for almost 30% of the cane 
crushed. A part of the bagasse is used for the generation of steam16; the balance, referred to as saved 
bagasse17, is either sold to paper manufacturers or burnt to produce power for export to consumers, 
typically State Electricity Boards (SEBs) and State utilities. Thus, mills either sell bagasse directly to paper 
mills or use it to generate power for export, depending on the relative attractiveness of each option. 
Bagasse prices, which had been low at Rs. 400-500/MT till FY2002-03, have shot up to almost Rs. 
1,000/MT currently, mainly because of two factors. First, lower production of cane has affected bagasse 
availability. And two, the upswing in the paper cycle allows paper mills to offer higher prices for bagasse. 
However, in the long run, as the paper cycle reverses, bagasse realisations would be affected, making co-
generation more effective. 
 
The key risk for co-generation units has historically been the off-take price allowed by the State-level 
regulatory commissions. Most major sugar producing States, such as UP, Maharashtra and Karnataka, 
have already implemented model power purchase agreements (PPAs) or tariffs schemes for co-
generation based power plants, with the effective tariff being in the Rs. 2.5-3.0/unit range. These tariffs 
have provided co-generation projects with healthy returns. ICRA estimates the IRR on co-generation 
projects to be close to 20%. Favourable tariff norms and implementation of model PPAs have boosted co-
generation capacities over the years. According to ICRA’s estimates, the total potential for generation 
using bagasse amounted to around 3,500 MW as on March 31, 2005, of which only around 750 MW was 
being utilised. 
 
Going forward, ICRA expects more and more sugar mills to forward integrate into co-generation projects 
because of factors such as: 

• Steady and predictable profitability arising out of the tariff regime 
• Alternative revenue streams being available from carbon trading under the clean development 

mechanism or the Kyoto Protocol 
• Availability of long duration, low cost loans from the Sugar Development Fund (SDF)  
• Better availability of funds, given the positive outlook on the sugar sector 

  
Integrated mills expected to report better profitability than standalone mills, particularly during 
cyclical downturns: 
Integrated mills not only enjoy higher level of profits but also lower variability as compared to their stand-
alone counterparts. This is because the current policy regime assures remunerative and relatively fixed 
prices for ethanol and power. During an upturn (like the current one), when the prices of both sugar and 
the by-products (molasses and bagasse) are high, the profit difference between stand-alone and 
integrated mills is not that significant, but during downcycles, when realisations from both sugar and the 
by-products are down, the difference in profitability is substantial. 
 
Table 5 presents a simple case to illustrate the difference in profits between integrated and standalone 
mills. 
 
 

                                                        
16 this steam is used for generation of captive power and in the process  
17 Varies from 3 to 12%, depending on the fibre content of bagasse, efficiency of boilers, and process efficiency 
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Table 5: Difference in Profits between Standalone and Integrated Mills 
  Standalone Mill Integrated Mill 
Assumptions Units Upcycle Downcycle Upcycle Downcycle 

Capacity (tcd) 8000 8000 8000 8000 
Season days Days 180 180 180 180 
Recovery Rate  10% 10% 10% 10% 
Conversion Margin Rs./MT-Sugar 3500 3000 3500 3000 
Bagasse Realisation Rs./MT 1000 400 1000 400 
Molasses Realisation Rs./MT 2500 1000 2500 1000 
Bagasse Recovery  12% 12% 12% 12% 
Molasses Recovery  4.5% 4.5% 4.5% 4.5% 
Overhead expense Rs./MT-Sugar 

Produced 
2500 2500 2500 2500 

Power Tariffs Rs./kwh 2.75 2.75 2.75 2.75 
Ethanol Realisation Rs./litre 18.75 18.75 18.75 18.75 
      
Sugar Production MT 144000 144000 144000 144000 
Conversion Margin Rs. crore 50.40 43.20 50.40 43.20 
Bagasse Sales Rs. crore 17.28 6.91 17.28 6.91 
Molasses Sales Rs. crore 16.20 6.48 16.20 6.48 
Overhead Expenses Rs. crore 36.00 36.00 36.00 36.00 
Power Sales- net of operating 
expenses (opex)  

Rs. crore 0.00 0.00 30.00 30.00 

Power PBDIT18- net of 
bagasse/opex 

Rs. crore 0.00 0.00 12.72 23.09 

Ethanol Sales- net of opex Rs. crore 0.00 0.00 24.67 24.67 
Ethanol PBDIT- net of 
molasses/opex 

Rs. crore 0.00 0.00 8.47 18.19 

PBDIT from sugar business * Rs. crore 47.88 20.59 47.88 20.59 
PBDIT- from forward integration 
# 

Rs. crore 0.00 0.00 21.19 41.28 

Total PBDIT Rs. crore 47.88 20.59 69.07 61.87 
Incremental capital expenditure 
for integration 

Rs. crore   100.00 100.00 

 * inclusive of molasses and bagasse sales transferred to market/captive consumer 
# PBDIT of ethanol and cogen unit after imputing cost to molasses/bagasse 
 
As the illustration in Table 5 brings out, not only is the incremental PBDIT higher for an integrated mill, but 
the variation in profitability during downcycles is also much lower for it as compared with a stand-alone 
mill. 
 

Conclusion  
The realisations and profitability of sugar mills has seen an upward surge in the recent past. With the 
supply-demand scenario reversing and cane costs rising, pressures on conversion margins from SY 2007-
08 onwards cannot be ruled out. That notwithstanding, the overall outlook for the industry remains positive, 
considering the healthy prospects for by-products like ethanol and power. The continuation of firm trends in 
international sugar prices would also support domestic manufacturers in the medium term. Overall, 
integrated sugar mills, besides enjoying greater stability in their revenue streams, would also be in a 
superior position to capitalise on the expected buoyancy. 

                                                        
18 PBDIT denotes Profit before depreciation, interest and taxes 
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