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1. INTRODUCTION

The specific EU duty free-quota free offer to ACRuwtries in the context of the EPA
negotiations on sugar cannot be seen in isolatmm the wider process of change which
is underway. The principal elements of this wigercess of change are:

the evolution of CAP reform and its applicatiortlwe sugar sector;

the evolution of EU and global markets for food aggicultural products;

the corporate restructuring underway in the EU ssgator where companies are
increasingly diversifying, with some “going globaili their operations;

EC preparations for renunciation of the sugar pat¢with all the implications
this carries).

Within this context the primary factors driving tHeC policy changes needs to be
identified so that the policy response can be wtliavithin a realistic framework. This
then will provide the basis for assessing the icapions of the EC April % offer and the
development of an appropriate ESA policy respornssigthied to address the specific
challenges arising from these inter-connected msEs®0f change which are underway.

2. SUGAR IN THE ESA REGION

- An Overview of ESA Sugar Production

Of the 17 ESA countries (including Tanzania), 8 members of the sugar protocol, with
5 of these members also being least developed mesintwhile 3 additional least
developed countries have a current or immediaterpiall interest in exporting sugar to
the EU market under the EBA. Two ESA countries po&entially eligible to export
sugar to the EU market under the EBA but do noteriity do so, while 4 countries have
no interest in sugar exports to the EU and aregnilynconcerned as consumers of sugar.

Non LDC Sugar Protocol Sugar Protocol+EBA EBA Sugaporters Non Sugar Exporters
Kenya Madagascar Current Seychelles
Mauritius Malawi Ethiopia Comores
Zimbabwe Zambia Sudan Eritrea
Tanzania Uganda Djibouti
DRC
Eligible
Burundi
Rwanda

! Madagascar is something of an anomaly, it is leléigto export under both the sugar protocol and the
EBA but is not exporting sugar. DRC has recenthrted taking up quotas under the EBA initiative
supplying 11,680 tons of sugar under the EBA in&2807,038 tons in 2005/06 and a projected 5,184 to
in 2006/07.



In 2005 the ESA region produced some 3,654,431e®mf raw sugar, consumed some
3,334,253 tonnes, exported some 1,179,820 tonreksngported some 990,404 tonnes.
Substantial new investment in sugar production sadous forms of value added
processing and revenue diversification is curreatiglerway or planned across a number
of countries in the ESA region, most notably irstedeveloped countries.

ESA Sugar Consumption and Production, Exports, In&* 2005 (tonnes raw sugar)

ESA Countries Consumption Production Imports Exports
Burundi 29,000 23,000 0 0
Comoros 9,000 - 7,556 0
Djibouti 16,000 - 15,561 0
Eritrea 20,000 - 65,493 45,000
Ethiopia 305,000 345,000 0 14,882
Kenya 756,141 531,540 181,783 21,760
Madagascar 131,548 27,300 116,631 8,852
Malawi 160,000 265,000 0| 104,166
Mauritius 39,332 523,930 38,382 | 539,457
Rwanda 14,000 - 14,361 0
Sudan 876,688 727,781 200,000 | 122,609
Tanzania 267,856 278,496 86,226 20,149
Uganda 225,000 195,000 33,656 0
DRC-Zaire 95,000 60,000 35,000 0
Zambia 94,974 247,729 0| 153,487
Zimbabwe 294,714 429,655 0| 149,458
Total ESA 3,334,253 3,654,431 990,404 | 1,179,820

Source Extracted from ISO Year Book for 2005
* No ISO Data is available for sugar consumptiothiea Seychelles

The ESA has some of the lowest cost sugar producéhe world with 4 ESA countries
in the top 8 most cost effective sugar produceth mioduction costs all below US $ 360
per ton. However it also has some very high cogasproducers. Many of the lowest
cost producers are land locked and face significast disadvantages in getting sugar to
overseas markets. All ESA exporters are facing dhallenge of escalating freight
charges, with shipping costs having tripled in fgaars. There are no indications that
the burden of transportation costs will decline tine coming years. Indeed
proportionately the burden of transportation cegtsincrease dramatically as EU sugar
prices fall, with projected €/$ exchange rate moeets compounding this problem and
seeing a doubling of the burden of transportatiostcfrom an average of 10% to 20% of
the price received on the EU market by 2013.

The burden of transportation costs is likely tocbenpounded by the logistical challenge
of securing the necessary shipping to deliver twe sugar to the main cane refinery,
given the limited draught along the Thames andgé&eeral movement over to larger
vessels. This is likely to contribute to furthecieases in shipping costs over time.

In terms of the factors contributing to high costsproduction these vary considerably
across the region. In some instances it arises fh@mnderlying agronomic conditions,



in others it can largely be put down to managenrefficiencies and under-investment.
In still others corruption and the general econoaaintext is a constraining factor, while
in some countries the social costs borne by tharsunglustry account for a significant
cost item. Regardless of the origin of the hightsdaced, major efforts will be required
to reduce costs to a minimum and open up new revetmeams from the sugar cane
produced.

In some ESA countries major efforts have been ssfolly underway for many years,
while in others a long path to competitiveness bbead, with many obstacles to be
overcome. In all cases, for a wide variety of reasancluding not only the level of
dependency on sales to the EU market, but alsoetpenal knock-on effects of EU
market changes and evolving sugar sector investanath trading patterns across the
wider Southern and eastern African region, thedertsf to reduce costs, increase
efficiency and open up new revenue streams(including through value added
processing) will need to be intensified.

The ESA regiorproducers far more sugar than it consumes This is particularly the
case if we take the wider Southern and Easterncaidriregion production and
consumption into account (total net surplus of patthn over consumption 1.6 million
tonnes). This is necessary of course since defiptelivision of the region into two
configurations for the purpose of EPA negotiatiahsgemains a single economic region.
This situation of sugar surplus will only increase the coming years given the
investment underway or planned in both the ESA #wedwider Southern and Eastern
African region, with the surplus likely to at doebby 2014/1%8 This will serve to
increase the importance of the EU market to a fardrger number of ESA producers,
despite the scheduled decline in EU sugar prices.

However this represents something of an anomatyas&U prices fall (particularly if a
further round of price cuts is introduced in 2018k € devalues against the US &nd
freight charges continue to rise so thesignificance of the price differential between
the EU raw sugar price and world market raw sugar pice will decline, with under
some scenarios the commercial significance ofghise differential largely disappearing
by 2015. Thus a situation will emerge wharehe short to medium term (up to 2013)
the EU market will become more important but with the prospect that issgnificance
in terms of additional revenue earned will largely disappear in the long term
(beyond 2015) as EU raw sugar prices and world etarBw sugar prices further
convergé.

2 This does not fully take into account the ambiiivestment plans in Sudan and Ethiopia, whichdcou
see the surplus grow by much larger amount, if dnadfrealized (see annex for details of projected
expansion of exportable surplus).

% See later section for more details.



This medium to long terms perspective needs toigeothe basis for the development of
the ESA regions sugar sector relations inghert to mediumandlong term.

- EU Market Access Questions and Investment Flows

Before the indication that the EC was planning tmppse the introduction of duty free-
guota free access for all ACP sugar producersdniyt LDCs) within the frameworks of

the EPA, investment flows in Southern and Eastdnic& (both within and beyond the
ESA region) had been largely concentrated in ldagéloped countries, with low costs of
production. Here market access and productioniderations had combined to offer a
very favourable investment climate.

Indeed, since the announcement under the EBA tingiaf the planned introduction of
duty free/quota free access for LDC sugar expods f2009, the issue of access to the
EU market appears to have hagrafound impact on patterns of private investment

in the sugar sectorin Southern and Eastern Africa. There was a n&joge in private
investment in sugar production in the least dewedopountries of Southern and Eastern
Africa. In 2005/06 one major regional sugar comphiiovo, announced plans to expand
its sugar production outside of South Africa by B@® tonnes after 2010 at a cost of
Rand 825 million. Further announcements were mad2007, indicating additional
increases in sugar production beyond this targit, &l this coming on the back of the
major expansion which had already taken place sR@@0 (see Annex 2 for more
details).

Tongaat-Hulett, the French major Terreos and aouarMauritian sugar interests were
also involved in investments in least developedasygoducing countries in response to
new market opportunities created by the introductd the EU’s Everything But Arms
Initiative. In the case of Ethiopia largely goverent supported investment has seen
sugar emerge as the ** most important export egameade with the EU.

Looking beyond the EU market, the Sudan is attngativestment in a major expansion
of sugar production from Gulf sources, no doulgdose newly established sugar refining
capacity in the Gulf. This investment could see 8udan emerge as the ‘new Brazil’,
although this development may still be some yebhesd, it could well come on stream
when EU sugar prices reach their nadir and fundsmhehanges in the significance of
the ESA-EU sugar sector relationship have occurred

In contrast to the investment surge in sugar prodiign LDCs in the ESA region, until
it became apparent the EU intended to extend deg-duota free access to all ACP
countries in the context of the EPABere had been limited private sector investment
flows into the development of additional sugar prodction in non-least developed
sugar producers in Southern and Eastern Africa In Swaziland, which had continued
to face quota restricted access to the EU marketekpansion of production was being
driven almost exclusively by government investmenisupport of smallholder sugar
schemes, rather than estate based production amplayver schemes financed by private
companies. In has only been in recent monthsTbagaat-Hulett announced plans to



expand sugar production #imbabwe from 240,000 tonnes to 442,000 tonnes and major
private sector investment interest is emerging @my&n moves to privatize/modernize its
sugar sector.

Thus until very recently the existence of the EBWiative, in the context of continued
guota restrictions on access for non-least devdldgeP sugar exporters appears to have
been profoundly affecting patterns of investmerthim development of sugar production.

Thus one of the first impacts of the duty free-qubiee offer to ACP sugar exporters
under EPAs appears to have beeretel the playing field for investment location
decisions with investment decisions now being made moretlo® basis ofthe
underlying costs of production and costs of transptation to market than the extent

of preferential access being granted to the EU magk.

In the ESA region this will largely affect Zimbabwed Kenya, particularly with regard

to the Kenyan efforts to restructure and moderigailling sector. However, given the
way the EC currently plans to apply the transitiosefeguard arrangement, this newly
acquired investment attractiveness of non-LDC E®Antries is unlikely to adversely

affect investment flows into LDCs, particularly ttexger LDCs, with potentially strong

domestic growth in sugar consumption.

An Investors View

“...because we will be able to supply duty free iritee European union and that does give us a good
basis for expansion projects because it is not tbéten that you get a good opportunity to expandiuyd
business against known prices....by 2009 in respecthe lesser developed countries in which four jof
our operations work, that is Malawi, Mozambique, fzania and Zambia will have duty free access and
therefore we would be able to supply whatever tog@aave make into the European Union at a particular
laid down price which is the bulk price. But we@hoping to be able to add value to that by prochac
specials or refining the sugar, so that we can iacf, share in the value chain within the European
Union as well”

Don Macleod, Chief Executive Officer, lllovo, Noveer 17" 2006

3. THE REFORM OF THE EU SUGAR REGIME
- The Direction and Principal Impact of Reform

After considerable delay, with proposals for refdraving first been developed in 1993,
the reform of the EU sugar sector is now rathereuamly underway. This reform
essentially involves a movaway from very high price support for sugar (i.e. via
administratively setting the price of sugar beet associated prices) tonaixed system
involving the inclusion of sugar production in the single payment scheme for
farmers and the maintenance of administratively degrmined prices (a move to high
prices rather than very high prices). This proadssdministratively reducing prices is to
take place over a four year period.



The reference price for white sugar will be redute€631.9 per tonne in 2006/07 and
2007/08, be further reduced to €541.5 per tonn20BB/09 and to €405.4 per tonne in
2009/10. The raw sugar reference price will beilamy reduced, to €496.8 in 2006/07
and 2007/08, to €448.8 per tonne in 2008/09 anbfivally fall to €335.2 per tonne in
2009/10. This process of price reductions represents one tife main affects on ESA
sugar exporters.

This process of price reductions will be suppotigdhe inclusion of sugar production in
thesingle farm paymentscheme and the mobilisation of some €8 billioneistructuring
support, which will be used to finance the ‘volugtaelinquishing of sugar production
quotas by EU millers. Given the difficulties facedimplementing the initial reform
programme on May %7 2007 a programme of supplementary support measuees
announced design to encourage more millers to htahily’ give up sugar production
qguotas. This included:

fixing the restructuring payments farmers and amiors could receive at
10% of the amount (€62.5 out of €625/tonne);

supplementing the payment to farmers with an amlthii payment of €237.5
(bringing the total to €300 per tonne and to beoeettively applied);

allowing growers to apply directly for restructugirsupport and directly
renounce quotas;

providing additional incentives to processors teegup quota by waiving
certain restructuring levy payment obligations.

- Complicating Factors: Problems of Implementation

The implementation of EU sugar sector reform ignfgdifficulties, with insufficient
sugar quota’s being voluntarily relinquished to trige target for the reduction of EU
sugar production (1.8 million tonnes offered agaithe background of a need for 5
million tonnes to be relinquished). In NovemberO@0Agricultural Commissioner
Fischer Boel warned the EU sugar industry thatEBewill not “bail out the industry
which must take up its responsibilities. She $&idl “Sugar producers which are not
competitive should get out now for their own berafiwell as for the overall balance of
the market’” She warned that if the industry did not take i responsibilities
compulsory linear quota cuts would need to be doed. In this context on January
29" 2007 the European Commission announced initigissteere being taken for a
compulsory quota cut of 2 million tonnes, in ortieravert a surplus of sugar on the EU
market. A final decision on the level of the quota will be taken in October 2007.

* See EC press release (IP/06/1591-21/11/2006)
http://europa.eu/rapid/pressReleasesAction.dotneter=IP/06/1591&format=HTML&aged=0&language=
EN&quilLanguage=en




The EU reforms and the difficulties currently fadadheir implementation provide one
dimension of the context against which the implaas of the EC’s April # 2007 duty
free-quota free market access offer need to beidenesl. These difficulties would
appear to limit the flexibilities the European Commssion has in negotiating around
sugar issue at this time Negotiating favourable terms of access to thengdusket for
the transitional period will be complicated by th@itical sensitivity of the sugar issue in
the EU. These political sensitivities will needklie borne in mind in theonduct of
negotiations on the management of transitionalngements but should not be allowed
to impinge on the overall objectives sought.

Trade Aspects of the Reformed EU Sugar Regime

The EU will retain in place both import duties aexport refunds. In order to monitor the tradeugar a
system of import and export licenses will be metdi. This will include a system for regulating amdere
necessary, prohibiting inward processing arrangésnefmhe EC also retains the right to adopt safejua
measures should a threat of market disruption .arise

During the transition period import licenses arédb®retained for the exclusive use of full timeirrefs.
This situation will last until after the first theemonth of the 2009/10 marketing year. This imgplieat
after the first three months of the 2009/10 marige8eason import licenses will be open to otheraipes.
This is understood to be the European Commissimtention. This will open up new “routes to marke
for ACP sugar suppliers.

—

- Complicating Factor: the Globalisation of the EUSugar Industry

The second major dimension of the context agairtstiwthe implications of the EC’s
market access offer needs to be assessed is pidowglethe investment and
restructuring response of European sugar companie® the reform of the EU sugar
regime.

EU sugar companies in response to the announcewiferthe reforms are busy
restructuring, diversifying andgoing globalin their production and trading operations.
The most notable development in this regard ofveelee to the ESA regime is the
acquisition by Associated British Foods (ABF) d¥% share in the South African based
regional sugar giant lllovo. This places **% oktdambian sugar sector, and **% the
Malawian sugar sector and ..% of the Tanzaniaarssector in the hands of ABRhe
owners of botiBritish Sugar (the major sugar supplier to the UK market andaom
player in the Polish sugar sector) aaidlington’s, the leading supplier ainrefined
cane sugar(including organic cane sugar and fair trade sutgathe UK market.

lllovo however is unlikely to be the only regionsligar company linking up with a
European partner, with Tongaat-Hulett reportediks®ey a European partner to facilitate
its access to an evolving EU market. This hasctlimaplications for the Zimbabwean
sugar sector, given Tongaat-Hulett's purchase efTttiangle Estates in Zimbabwe.

® As well as some 33% of the Swazi sugar sectorpf.te South African sugar sector and ..% of the
Mozambican sugar sector.
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The EU Reform Measures
In November 2005 the following specific sugar sectform measures were introduced:

a reduction in the guaranteed price for white sufe86% over four years, beginning n
the 2006/07 season;

the introduction of compensation to sugar-beet &sriat an average of 64.2% of the
price cut’, through a ‘decoupled’ payment linked'dooss compliance’ which will form
part of the ‘single farm-payment scheme’;

the payment of an additional ‘coupled payment’ egleint to 30% of the price cut for|a
transitional period of five years plus the possipéyment of ‘limited national aid’, byt
only for ‘countries which give up more than halftbéir production quota’;

the establishment of a ‘voluntary restructuringesok lasting four years for EU sugar
factories and isoglucose and inulin producers, isting of a payment to encourage
factory closure and the renunciation of quotashwiie aim of encouraging ‘less
competitive producers to leave the industry’ (withyments being made of €730 per
tonne in the first two years, falling to €625 inayehree and €520 in year four) and the
financing of social and environmental adjustmendtgan the most affected regions |to
support diversification;

the funding of restructuring measures through aiapéevy placed on remaining quota
holders over three years of the transition;

the introduction of scope to use restructuring Bit@lcompensate beet producers affected
by factory closures (reportedly up to 10% of theoant)’;

the establishment of a ‘diversification fund for miger states where the quota taken up is
reduced by a minimum amount, with diversificatiamds increasing the more quota| is
renounced’;

the merging of the ‘A’ and ‘B’ quotas;

a provision for the use of non-quota sugar in thmelstic ‘chemical and pharmaceutical
industries and for the production of bio-ethanol’;

the maintenance of the intervention agency durihg four-year transition period
followed by ‘the introduction of a private storagystem as a safety net in case the market
price falls below the reference price’;

the allocation of an additional quota of 1.1 miflidonnes to ‘C’ sugar-producin
countries against ‘a one-off payment correspongéniiie amount of restructuring aid p
tonne in the first year’;

D Q

an increase in the isoglucose quota of 300,000e®rfior existing companies, phased
over three years;

n

the possible purchase by Italy (60,000 tonnes),dewg35,000 tonnes) and Lithuar
(8,000 tonnes) of extra isoglucose quota at theugsiring aid price.

a

The new sugar regime came into force on Jdy2006, with the first year of application runninay fL5
months, after which the sugar-marketing year witi from October to September.

® This part of the reform package has been revisdidht of the low take up of restructuring suppoPayments to
farmers are now to be financed out of the genefd? Gudget with the restructuring funds availabléniance the
voluntary relinquishing of quotas thereby beinganxded.
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Other European sugar companies also have holdmgsei wider southern and eastern
African region outside of the ESA configurationgieTerreos’ interests in Mozambique),
while intra-regional investments by ESA based sugampanies are also underway,
sometimes in association with non-EU investors. aloontext where Kenya, Uganda,
Sudan and Ethiopia are all looking to restructustang sugar companies or invest in
new sugar production and milling capacitye globalization of the EU sugar industry

in response to the process of EU sugar sector refar constitutes an important
dimension of the context in which future ESA-EU sugr sector relations will be
developed

These developments will potentially have profoundnmplications on how the ESA
region markets its sugar into the EU. Given the way the EU market is to be opened up
to increased competitive pressures, these develugmeould have profound
implications for the nature of the ESA-EU sugar trale and the wider pattern of
development of the regional sugar sector

4. THE EC’S APRIL 4™ 2007 MARKET ACCESS OFFER
- The EC Offer on Sugar

The EC’s April 4' 2007 ACP market access announcement, which prddozeediate
duty free-quota free access for ACP exports ubdighks, except for sugar and rice, set
out the transitional arrangements to be appliedugar. For sugar a three phased
transitional arrangement is envisaged:

Phase 1 (January 2008-October 2009): a continuation of sugar
protocol, with a substantial improvement of LDC rket access for
marketing year 2008/09; initial market access fa@@PAnon-LDCs not
party to the Sugar Protocol and additional marlseteas for ACP non-
LDCs party to the Sugar Protocol;

Phase 2(October 2009 — October 2015: duty free and girea access
subject to an automatic safeguard clause applicatlely to non-LDC
ACP sugar exporters, with up to September 20dorters of ACP sugar
...required to pay not less than a certain price Iéwend with after
September 2012 & price information system based upon the current
systerh providing for “transparency of the marKet

Phase 3(October 2015 onwards) full duty free and quog faccess to the
EU market will be granted,subject to a special safeguard clause for
sugar... based of the regular EPA safeguard clausiystéed to take
account of the sensitivity of sugar

12



In addition from October 2009 a limited number obgessed agricultural products with
high sugar content would be subject to an enhasaetkillance mechanism in order to
prevent circumvention of the sugar import reginwith regard to this aspect care will
need to be taken to ensure that this provisiomlg applied where a clear attempt to
circumvent import arrangements for sugar per spparent. It should not be applied to
the sugar contained in other products, which formirdegral part of the these products
(e.g. sugar in canned fruit). Assurances to tfiesceshould be sought ton the ESA-EU
EPA negotiations.

- Unanswered Questions in the EU Offer

There is a lack of clarity in the EU offer on whatspecifically meant by the various
provisions. Question arising include:

How much additional market access for ACP non-LD@Is be granted up to
30/09/2009?

How will this additional market access be distrdm? (Will it be on a ‘first come
first served’ basis or will there be quotas ?)

What will be the automatic volume threshold for th&feguard clause from
October 2009?

Will this automatic volume threshold be appliedioaglly or globally across the
ACP?

What is meant by the phrasa €ertain price levéluntil September 2012?

Does this phrasea“certain price levélmean there will be no guaranteed price for
sugar exported to the EU from September 20127

How will the removal of the price guarantees af Certain price levél from
September 2012 interact with the EC decision tatlime retention of import
licenses to full time refiners only until after thest three month of the 2009/10
marketing year in terms of the effects on the prictered for ACP sugar?

Clearly these uncertainties will need to be ad@émst a proper evaluation of the EC
April 4™ market access offer on sugar is to be evaluated.

- Implications of the EU Offer: Prospects for FutureEU Reductions

However, there is another important implicationtoé structure of the EC™4April
market access offer which needs to be taken ordbaamelythe implication for the
treatment of sugar under the 2013 CAP review

At current rates of exchange between the Euro hedJS $ the post reform EU sugar

price will yield a price of 20.74 c/Ib. This comparto a world market price in August
2007 of 9.27 c/lb. This represents a price difiiegd between EU and world market

prices of 11.47 c/lb, with EU prices at current lexege rates and world market prices
more than twice the world market price of sugar.

" At an exchange rate of €1 to US $ 1.3622 (Au@6th 2007 rate).

13



Factors Driving a Further Round of EU Sugar Price Reductions
There are five major factors suggesting there lvéla further round of EU sugar price reductiongd3:

The Experience in Other Arable Sectors:
In the cereals sector, prices were reduced in tamnphases (1992 and 2000) to around
50% of the pre-reform level, despite the strendtthe Euro against the US $, with rising
world market prices, EU producers are now in atmsio escape WTO limits on expornts
and a major expansion of EU wheat exports is ptegeap to 2013. Similarly in the rige
sector, after a 50% price reduction, and a shiftlitect aid payments and assistance in
diversifying into higher value rice varieties, imetfirst post reform year, EU production
actually increased.

The Implications of the Commitment to the Abolition of Export Refunds:
With EU sugar price twice the world market pridéstwould place food products using
sugar as a major input at a major disadvantagexparemarkets. While the EU could
expand MFN import quotas and the use of non-gsogar for industrial uses to include
food products, this would greatly complicate thignanistration of the regime at a time
when the EC is aiming for administrative simplicity

The Administrative Difficulties of a Two Tier Pricing System
Already a two priced market has emerged in the ®lth quota sugar and ACP/LDC
exports receiving the administratively determineitep and MFN and non-quota sugar
receiving prices based on world market prices. r&uly these sugars serve different
components of the EU market, with the latter seyvihe non-food industrial market.
Any expansion of this two tier pricing system woldd complex and lay itself open to
extensive abuse. The EC is thus likely to be digird to support the expansion of sych
a system

The Structure of the April 4™ 2007 EC Market Access Offer:
The three phased offer tabled by the EC grantsdiutly free-quota free access by 2015,
this strongly implies that another round of sugacegpcuts will be introduced in 2013 and
phased in up to 2015.

The Logic of CAP Reform
The basis objective of CAP reform is to shift assise from price support to direct gid
payments so as to allow EU prices to fall to arowodld market price levels and to shift
European agricultural production to higher qualityms of produce so as to reduce
competition from highly price competitive develogiountry suppliers. This policy
thrust is designed to feed into an increasinglybglly orientated EU food product
industry. There is no basis for sugar being arpton to this basic thrust.

In this context and given the broader CAP policyeotive of bringing EU prices down
much closer to the world market levels, there waapgpear to be a need forfither
round of EU sugar sector reforms in 2013 Indeed, this would appear to be implicit in
the structure of the EC’s April™42007 market access offer, where full duty freetguo
free access would only be offered ACP after Octob@t5 (i.e. after two years
implementation of further reform measures).

14



Elsewhere in arable sectors subject to CAP refdren dventual level of floor prices
established under the reform measures implemerateg leen approximately half of the
pre-reform level. This would appear to suggest tha EC plans to use the 2013
reform of the CAP to further reduce the EU sugar pice, perhaps to as low as half of
the pre-reform price level some, €261.85 per tonne

While at current Euro/US $ exchange rates this datill deliver a sugar price of 16.21
c/lb it needs to be borne in mind that the Febr2&§7 European Commission report on
future prospects for EU agricultural markets ancbmes was compiled on the basis of
the assumption of a US $/€ exchange rate of 1.18.taSuch an exchange rate would
yield an EU fob sugar price of only 13.69 c/lb b@18, if a further round of price
reductions took place in line with the pattern eform in other arable sectors. This
would be a price little different from the projedtéonger term price range for world
market sugar (between 10 and 12 c/lb cif), sinég phice needs to cover insurance and
shipping freight charges and world market pricesdted free on board .

In should be stressed that this is only one possébkcenario However it is consistent
with the overall trajectory for CAP reform, into wh the EU sugar sector is
increasingly being integrated.

This provides the background against the EC detitsodenounce the sugar protocol
needs to be seen and the EC assurance that thgats of the process of the EU
enhancing its market access for ACP countries m ¢bhntext of EPAs needs to be
viewed.

5. RENUNCIATION OF THE SUGAR PROTOCOL
- April 4™ Offer: Laying the Basis for Renunciation

The EC’s April 4" offer was designed to lay the basis for the refation of the sugar
protocol, in terms of the public presentation ot tBC proposal. This has been
acknowledged by EC officidlsHowever,the underlying imperative for renunciation

of the sugar protocol was effectively laid throughthe EU sugar sector reforms and
the wider process of CAP reforms

Across various sectors the EC wishes to move away fjluota based systems of
production management This is inherent in the logic of the establisintnef the single
farm payment scheme which is designed to insulateforms of EU agricultural support

8 An exchange rate scenario also used in the JWly 2Pdate.

® In the August T EC note of the July #3debriefing on the sugar protocol with ACP Ambassagit was
clearly statedWwhen the COMM presented its DFQF offer, it was cthat the end of the sugar protocol
was 30 September 2009
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from WTO challenge, by bringingll CAP covered agricultural products intcsimgle
farm payment scheme On this basis the EC can argue that since sugpost isnon-
product specific and isnot connected to any given level of productignit falls within
the ‘green box’ and thus cannot be subject to neigot reduction commitments or
challenge through the WTO dispute settlement mashan However the establishment
of such a scheme requires thigandonment of production quotas as a management
tool. In this context the Agricultural Commissioner fid@ane Fischer Boel has
repeatedly made it clear that the EC is committetthé abolition of production quotas in
the dairy sector from 2015, when this policy to®lscheduled for review. Production
guotas have been central to the management of theldiry sector to date and their
removal would de facto signal the death knell aftgs as a management tool within the
CAP —the abolition of sugar production quotas within the EU would inevitably
follow.

In this context the EC could scarcely contemplateantinuing country specific quotas
as a management tool for regulating imports This leaves the EC with little option but
to grant duty free quota free access as the basisiture ACP-EU trade relations. The
only questions were:

a) from when would such duty free quota free access lgganted?

b) how would such duty free-quota free access be mared) during the
transitional period during which time the process & EU sugar sector
reform was being completed?

A critical issue during the transitional period Mak the use of the safeguard mechanism.
Formerly within a quota managed system ACP sugpoms were not subject to any
safeguard measures. Under the new arrangememttiignity from safeguard measures
will be removed for non-least developed sugar ebgosr It would appear to be necessary
during the transitional period, while the EU is mdikely to have recourse to safeguard
measures, to ensure a minimum level of market act@snon-LDC sugar suppliers
(above current levels of sugar exports for eacmtgy within the duty free-quota free
offer. This however may require the EU to maintaircertain level of intervention
buying for ACP sugar during the transition periga to the elimination of safeguard
measures in 2015.

This of course would run foul of the EU commitmémidismantling intervention buying
following the transition. Currently the systemiofervention buying in the sugar sector
will only be retained during the four-year transitiperiod. This will be replaced bthe
introduction of a private storage system as a gafedt in case the market price falls
below the reference prite Effectively this involves the dismantling of tervention
buying of sugar by the EU, i.e. the ending of tble of the EU as the buyer of last resort
of internally produced sugar.

In this context the EC could scarcely maintainrdie as a buyer of last resort for ACP
sugar under the terms of the sugar protocol. &lect of the EU reform package
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created an imperative for the EU to escape the olglations incumbent upon it under
the protocol with regard to the role of EU intervertion agencies as ‘buyers of last
resort’ for ACP sugar protocol exports. The prospect of increased volumes of LDC
sugar exports under the EBA or non-LDC sugar espamtler thed April market access
offer, was largely a secondary consideration (sswzh large volumes of exports are not
expected under the new market conditions to betemlelay the overall process of sugar
sector reform). The primary factor requiring thmadonment of the EU’'s commitment
to being a ‘buying of last resort’ for ACP sugislinthe abandonment of such a role
within the EU itself and the dismantling of the ingitutional arrangements for the
performance of such a role

The final key benefit of the sugar protocol whishté be abandoned relates to the price
guarantees. Here again the basis for the abandarohtre price guarantees enshrined in
the sugar protocol was laid down in the EU sugfarne package, with the April"42007
market access offer simply formalizing this positio The sugar sector reforms, in line
with the broader process of CAP reforms, are seelarbring EU sugar prices closer to
world market price levels. Thatimate aim is to establish a floor price for sugar,
which will allow EU market prices to be determinedby price trends on the world
sugar market'®. This has clear implications in two areas:

a) the need to let sugar prices offered for ACP sbhgadetermined increasingly
by the market prices in the EU, rather than negotia within a pre-
determine set price range;

b) the prospects for future administratively deterrdineices in the EU under
the 2013 round of reforms.

It is against this background that the provisiofighe April 4" market access offer
dealing with prices need to be seen.

These provisions envisage requiring importers ofPAS€Ligar to pay not less than a
certain price levélup to September 2012. After September 204 2fice information
system based upon the current systproviding for “transparency of the marKet will

be set up to help determine prices to be negotiedednercially between importers and
exporters. This is thiogical extension of the fundamental EU policy objives of
moving EU agricultural prices closer to world marke price levels, so that ultimately
they will be determined by prevailing world market price levels

If price guarantees for EU farmers are being abaedpwith prices increasingly being
determined by the market, the EC can scarcely isuptace guarantees for ACP sugar
suppliers which are unrelated to market trendsnddehe need to abandon any pretence
of price guarantees under the sugar protocol.

19 A situation which has recently been achieved endhiry and cereals sector, where rising world miark
prices, despite the weakness of the US $ agaiedttino/Pound, has allowed the EU to set exporhodsfu
at zero and is increasingly seeing EU prices maitte world market prices, rather than being detesdin
by the administratively determined floor price.
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However, as in other areahjs evolution in EU policy does not have its root&n the
April 4" market access offer or even the planned denunciati of the sugar protoco)

but rather isan extension of the underlying process of CAP refom, which in other
agricultural sectors has been underway since 1882nich has been underway in the
sugar sector since 2006. Within this process fofrme security of income for EU farmers
(and hence the maintenance of production) will@iree increasingly be guaranteed by
thesingle farm payment rather than price guarantees on the EU markethi$ context
the question arisehow can the security of income for ESA sugar farmexr be
guaranteed and hence production maintained?

- Wider Processes of Market Change

The process EU agricultural reform needs to be sg@inst the background of efforts
underway in the EU to shift patterns of agricultypeoduction in the EU away from
serving hecessity purchaseomponents of the EU market to servimgxury purchase
components. Responding to these market changess fan integral part of the EU
strategy for reform.They will also need to form an integral part of theESA response
strategy, for certain countries an certain sub-sectorfiefstugar industry.

These developments aceeating a fundamentally different market reality for ACP
sugar which will have profound implications for thefuture development of the sugar
sector in the ESA region It is to this which we now turn

Evolving EU Markets:
The “Luxury Purchase”- “Necessity Purchase” Divisian and its Implications

There are now two distinct components to the EU ketar ‘necessity purchasésand “luxury
purchases. “Necessity purchases” are those products wperehase decisions are made exclusively on
the basis of price considerations. For “luxuryghases”, in contrast, purchase decisions are mogagly
based on price, but on some perceived “qualityikattes of the product. It might be organic, disanale
produced, or it might be a “fair trade” productrespect animal welfare standards, or have somgplairt
geographical designation of origin to which a pmatar value is attributed or it might be a comhio@tof
quality/convenience characteristics of the produtich makes consumers willing to pay more. Whateve
the non-price reasons which drive the purchasesibes, this type of EU consumer is willing to pagna
for the “luxury purchase” product compared to thecessity purchase” product.

Significantly, there are now two distinctly divergeorice trends on EU markets, with stagnant denaat
increasing trade liberalization prices of “necespitirchase” products are declining, with restricsegply
and growing demand prices of “luxury purchase” pieid are rising.

Against this background a conscious effort is beimgde within the process of EU CAP reform to shift
patterns of European food and agricultural productowards serving this “luxury purchase” comporant
the EU market. This is a central tenant of agtimal reform in the EU as it progresses into th& p1
century. The opposite side of this coin will beisereased EU openness to the import of basicaltural
raw materials and food products serving the “nétyepsirchase” component of the EU market, since|EU
producers will be less and less concerned abaictimponent of the market. However, this openndss
occur against a backdrop of declining prices festh“necessity purchase” products on the EU market.
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6. ADDRESSING A FUNDAMENTALLY DIFFERENT MARKET
SITUATION

- The Nature of the Fundamental Market Changes Undsvay

The process of EU sugar sector reform and the @ation of the sugar protocol will
fundamentally transform the market situation fack@P sugar supplies. Formerly ACP
sugar suppliers benefited from

country specific quotas and immunity from safeguaghsures;

a high guaranteed price for the raw sugar supplies pre-determined set of
processors;

recourse to a buyer of last resort (EU interventigancies), if no commercial
buyer for their sugar could be found in the EUnat guaranteed price.

Under the post reform, post-sugar protocol arrareggnthe following situation will
prevail:

no country quotas will be allocated, but ratherydute-quota free access will
be allowed (within safeguard ceilings) within anfr@avork which envisages
imports from ACP/LDC countries of up to 3.5 millidons, in a context of a
finite level of dedicated cane sugar refining céiyaand declining prices;

the high guaranteed price will be reduced by adtl88%, with the possibility
of further price cuts between 2013 and 2015 beitrgduced;

the role of the EU intervention agencies as buysdrdast resort will be
abolished;

new avenues to the EU market for ACP produced suijdoe opened up.

This will create a situation of increased competitbetween raw cane sugar suppliers on
the EU market in a context of: a substantial decdimnEU sugar prices; rapidly escalating

freight costs (freight charges have tripled in kst four years); finite dedicated cane

sugar refining capacity; uncertain location andsgae supplementary freight charges on
supplies to former beet refiners.

This will fundamentally change the economics of A€ne sugar trade with the EU. It
is this reality and its implications which has ngdt been addressed in the various
assurances from the EC with re%ar$aﬁeguarding andpreserving the benefits of the
sugar protocol, through its April™4market access offer. The EC places considerable
emphasis on the maintenance of preferential trestore the EU market, which it holds

is the most important part of the protocol.
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However, the most important part of the sugar moltoelatesnot to the preferential
access per sebut to thevalue of the preferential access granted This is being
fundamentally undermined by the process of sugar séor reform, in line with the
mainstream of CAP reform. This is reducing incarnesugar exports to the EU by 36%
over the four year period up to the 2009/10 seastms will fundamentally affect the
ability of ESA sugar suppliers to profitably expsugar to the EU market, particularly
if under the 2013 round of CAP reforms, furtheruetbns in the EU sugar price occur
(see earlier section for details). Such a furtteemd of CAP Reform would appear
essential if the sugar sector is to be broughy fudto line with other EU arable crops
which form part of the single payment scheme.

- The Wider Impact of EU Sugar $#tor Reforms

However, as the table below illustratesgar protocol beneficiaries beyond the ESA
region are likely to be more severely affectethy the process of EU prices reductions
than ESA countries, given their underlying costctinre.

Non-ESA Sugar Protocol Beneficiaries: Costs of Prugrtion and Transport after restructuring to lowermnsts (2009)

Country Prod Cost Transport | Total Cost| Pre-reform EU| EU price 2010| Possible 2015
€/t Costs (E/t) | (EY) price (€/t) (€N price (€/t)
Swaziland 176 76 252 523.7 335.00 261.85
Mozambique 141 68 209 523.7 335.00 261.85
Congo 229 104 333 523.7 335.00 261.85
Cote d'lvoire 264 112 376 523.7 335.00 261.85
Barbados 352 60 412 523.7 335.00 261.85
Belize 211 92 303 523.7 335.00 261.85
Guyana 211 76 287 523.7 335.00 261.85
Jamaica 264 56 320 523.7 335.00 261.85
St Kitts 440 80 520 523.7 335.00 261.85
Trinidad 440 80 520 523.7 335.00 261.85
Fiji 229 80 309 523.7 335.00 261.85

Source Extrapolated from Table 8 of the Draft Reportft8aiarding the benefits of the ACP-EU Sugar Prdtocthe context of the
EPA negotiations” (20/02/07)

As can be seen from the abo, Kitts and Nevis and Trinidad and Tobago are
exiting the EU sugar market even at current pr{ceshoving slightly under 72,000 tons
of sugar from ACP supplies to the EU market). With implementation of the planned
price reductions by 2009/10 continued sugar expootsid be clearly unprofitable for the
non-ESA sugar protocol supplidsory Coast, Barbados,and probably unprofitable for
Congo, Jamaica(removing over 237,135 tons of sugar from the Eatkat). This is of
course unless major additional cost savings camaée and significant new revenue
streams can be opened up from sugar cane producEatensive efforts are of course
underway in both of these areas, particularly en@aribbean.

If as is feared, as part of the 2013 round of CGAfrms, the EC introduces a further
round of sugar price reductions, comparable toghosoduced in other arable sectors
(i.e. bringing EU prices down to 50% of the preoref level) then the future of sugar
exports to the EU from the wider ACP region wobédfurther affected with Guyana and
Fiji being the principal losers in the wider ACRji@n.
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However, balancing this is the planned expansiosugfr production and exports to the
EU market largely from least developed countriesmfthe wider Southern and eastern
African region (but not exclusively from this regjp which seems likely to bring a
minimum of an additional 800,000 tons of sugar $yppn stream by 2011 and
substantially more by 2014/15, even if only parthe ambitious Sudanese and Ethiopia
production plans area realised. In addition thenapy of market access to a non-LDC
non-sugar protocol supplier (Dominican Republiciiemthe April ' market access offer
will also increase sugar supplies to the EU market

This provides the overall context within which hepact of the EC’s April 4 duty free-
guota free market access offer needs to be assasdexh appropriate policy response in
the ESA framework formulated.

7. IMPLICATIONS OF THE EU SUGAR SECTOR REFORMS FOR THE
ESA REGION

- The Price Implications of the EU Sugar Sector Refon Measures

The process of EU sugar sector reform will haveedairconsequences for the price
received by ACP/LDC sugar exporters. In 2006/@7ghgar price paid to sugar protocol
exporters was reduced from €523.7 / tonne to €4068ne. This 5.1% reduction was
equivalent to the processing aid formerly paid tb dtigar cane refiners. LDC producers
exporting under the EBA were not affected by thargge since no processing aid was
granted EU refiners on these sugar imports. Tis¢ fajor price cut affecting EBA
sugar suppliers will take place in 2008/09 when pithee paid, €448.8 / tonne will be
16.7% below the pre-reform price. A final pricet @ this round of reform will take
place in 2009/10, when the price paid ACP sugaplsens will fall to €335.0 / tonne,
36% below the pre-reform price.

Changes in prices for ACP raw sugar

Year Price per % change

tonne (cumulative)
Current regime €523.7 0]
2006/07 €496.9 -5.1%
2007/08 €496.8 -5.1%
2008/09 €448.8 -16.7%
2009/10 €335.0 -36.0%

This will have a direct impact on the earnings &AEcountries exporting sugar to the
EU under thesugar protocol, thecomplementary quantitiesarrangement and tHeBA
initiative .
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ESA least developed countries exporting under trexyEhing But Arms initiative (EBA)
and those non-least developed countries exportidditianal tonnages under the
complementary quotas will lose €48 per tonne on the sugar exported @®809
compared to the price received up to that date€dsd .8 per tonne on sugar exported in
2009/10 and successive years compared to the quicently received. The principal
countries affected under the EBA will lghiopia, Sudan, DRC, Malawi, Tanzania
and Zambia (with the last three countries also losing out tleenglementary quotas
arrangement), whil&Zimbabwe will be the principal losers under the complemgnta

guantities arrangement.

Losses by ESA sugar-protocol beneficiary countries

Sugar-protocol | Current Earnings Earnings Earnings

quota (tonnes | earnings (€) | 2006-08 (£€) 2008/09 (€) 2009/10 and

raw sugar after (€)

equivalent)
Kenya 10,000.0 5,237,000 4,968,000 4,488,000 3,350/000
Madagascar 11,695.7 6,125,013 5,810,400 5,249,030 3,918/043
Malawi 22,635.2 11,854,063 11,245,176 10,158,677 7,582,798
Mauritius 533,728.3 279,513,490 265,156,2P0 239,537,261 98DB7
Zambia 10,000.0 5,237,000 4,968,000 4,488,000 3,3504000
Zimbabwe 32,853.0 17,205,139 16,321,392 14,744,426 11,005,77

Thus the benefits of unlimited access which leasedeloped countries will enjoy will

in part be undermined by the price reductions whichwill occur over the period of
reform. This being said the investment which is takingcplin least developed countries
sugar sectors in the ESA region (see later setmiodetails), in response to the unlimited
access to the EU market to be granted from 2008hercontext of a guaranteed price of
around 19c¢/Ib', is more than offsetting the price reduction effects athe national
level (although at the level of farmers, the EU pricguctions could adversely affect the
price paid for sucrose), since LDCs have traditiignexported only limited volumes of
raw sugar to the EU markét

ESA LDC Exports Under the EBA (2001/02 to 2005/060nes white sugar equivalent

Country 2001/02 2002/03 2003/04 2004/05 2005/06

DRC - - - 11,670.9 7,037.6
Ethiopia 14,298.Q 14,689.3 15,248.7 13,796.9 13%69
Malawi 10,402.2 10,661.38 10,9594 27,608.4 27,5719.8
Sudan 16,256.7 17,0368 16,978.7 16,358.4 14,250.0
Tanzania 9,065.4 9,3172 9,940.3 1,66B8.1 7,574.8
Zambia 8,758.0 9,016.7 9,538|4 9,180.5 15,6711.0
ESA Total & 58,780.3 60,721.3 62,665.5 63,919.8 85,782.7

% share total EBA|

exports 79.2% 71.2% 63.9% 56.7% 66.1%

11 At Euro/uss exchange rates of around €1 to US 8.1.3

12 ESA LDCs enjoyed only 132,034 tonnes of preféataccess to the EU market in 2005/06 (the final
year before the implementation of EU sugar se@farms) under the sugar protocol, SPS arrangenmeht a
EBA initiative. This contrasts with a total sugmoduction in 2005 of 1,864,006 tonnes. ThusEbe
market took only 7.1% of these countries total symaduction (these figures exclude total DRC sugar
production for which no ISO figures are availabiE)is was up from a mere 84,816 tonnes in 2001/02
when total sugar production of 1,543,109 tonneadee 5.5% of total ESA LDC production in 2001).
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Needless to say the process of price reductionsera@y will also reduce the value of
any duty free quota free access granted non-leastl@ped ACP sugar suppliers under
the EU’s April 4" 2007 market access offer.

- Underlying Cost Issues

The significance of these price reductions in irdlial ESA countries will be determined
by the underlying cost structures of the individuadustries and producers within the
industries and the extent to which investment tgilese in developing new revenue
streams from sugar cane production and making reffiextive use of by products in
reducing underlying production and milling costsAccording to figures contained in the
Thornhill report on safeguarding the benefits oé thugar protocol, ESA countries
exporting under the sugar protocol have the foll@ngost structurés

Costs of Production and Transport in Sugar Protoddéneficiaries

Country Prod Cosi Transport  Costs Total  Cost| Pre-reform EU price | Possible 2015
(€/t) 2009 (€/t) 2009 (€/t) 2009 EU price (€/t) | 2010 (€/1) price (€/t)
Kenya 264 120 384 523.7 335.00 261.85
Madagascar | 317 80 397 523.7 335.00 261.85
Malawi 141 92 233 523.7 335.00 261.85
Mauritius 229 64 293 523.7 335.00 261.85
Zambia 141 116 257 523.7 335.00 261.85
Zimbabwe 158 84 242 523.7 335.00 261.85
Tanzania 211 120 331 523.7 335.00 261.85

Source Extrapolated from Table 8 of the Draft Reportft8aiarding the benefits of the ACP-EU Sugar Prdtaocthe context of the
EPA negotiations” (20/02/07)

On the basis of the cost structure outlined in Weornhill report, Kenya and
Madagascar* face major challenges in profitably supplying the) Enarket at the
2009/10 price, with major cost saving being requifgrofitable exports to the EU are to
take plac®. According to Kenyan sugar industry observersisiterable cost savings
could be made in Kenya, through successful ingiital and managerial reforms.
However the problems faced in this regard appedretaleeply engrained, with major
challenges being faced. However, the direct apunseces for the Kenyan sugar sector
would appear to be small, given the tiny proportaintotal Kenyan sugar production
(around 2%) destined for export to the EU markeét.more significance to Kenyan will
be the knock-on effects of EU sugar sector refoomsegional sugar trade flows and
regional sugar pricesTanzania could also face difficulties in profitably expargj given

its envisaged cost structure, although furthersceavings would appear to be possible in
the Tanzanian sugar sector as investments take plad management improvements

13 This report does not provide data on the cosgaduction in Ethiopia and Sudan. If other sourvese
used there would be no certainty that the data unsagisessing costs was comparable. Against this
background it is simply assumed that the costgaduction of Ethiopia and Sudan are similar testhof
Malawi and Zambia, while costs of production forduga are assumed to be comparable to Tanzania with
transport costs comparable to Zambia i.e. prodnat@sts (€211/ton) and transportation costs (€ahp/t
giving total costs for Uganda of €327/ton

14 Uganda which does not currently export to the Edlilet appear to be in a similar position to these tw
countries in terms of their future export prospects

15 Madagascar does not currently export sugar té&the
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continue. In addition there would appear to bepsctor opening umew revenue
streams from sugar cane production. Such further inn@veticould help Tanzania to
continue to profitably supply the EU market. Tkisems a likely scenario given the
recent pattern of corporate investment in the Talarasugar sector. Other ESA sugar
exporters would appear to be able to export piafitat the post reform 2009/10 price of
€335/ton.

- The Implications of a Possible 2013 Round of SagPrice Reductions

The issue of opening upther revenue streamsfrom cane production and more
effectively exploiting cane by-products to reduce costtakes on particular significance
under a scenario whereby a further round of EU ispgae reductions is introduced in
2013. Under such a scenario and current prajeabsts structures, in the absence of
such innovations, would sé&éauritius and probablyambia unable to profitably export
raw sugar to the EU. Of course, if in the interiither revenue streams from cane
production had been opened up (sales of higherevalaohol or ethanol products,
produced from molasses, co-generation of elettritom cane waste and baggasse),
then the economics of supplying sugar to the EUketaait the much lower price would
be correspondingly transformed.

Without such innovation however, in the ESA regaly Malawi, Zimbabwe, Sudan
and possiblyEthiopia would be able to profitably supply the EU raw sugearket at a
hypothetical post 2015 EU sugar price of half thee-gform EU sugar price
(261.85/tonne). In such a context the importance coét effectively supporting
innovations to open umew revenue streams and further reduce costs by fully
exploiting sugar cane residues and by productsatésenunder-estimated.

Already in response to the announcement of thdiegi&U policy changes, some sugar
mills in the Southern and Eastern Africa have eaded in eliminating coal purchases
for electricity generation as a cost item. Othexge opened up new revenue steams from
alcohol production, with for some milling compantég generating up to a third of total
profits. These elements are often being driverphiyate sector initiatives, but could
benefit from public financial assistance, with, @rchange, the benefits of innovation
being made available for more general use acrdgmaaand regional sugar sectors.

The key policy issue confronting ESA governmentghiis regard is how to ensuas
equitable distribution of the benefits of these inavations through the production
chain, particularly down to sugar cane farmers A particular role could be played by
public support to this process of innovation in order to ensure that in futuseigar
cane farmers also benefit from cost savings or theew revenue streams opened up

However it should be noted, that under such a sterdepending on the evolution of the

US$/Euro exchange rate and world market sugargrtbe world market could become a
more attractive proposition than the EU market destination for such ESA sugar.
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- Implications of the Reform of the Import Licensing Arrangement

A further issue which will need to be borne in miadhe implications of the EC decision
to retain import licenses for the exclusive usdutiftime refinersonly until after the
first three month of the 2009/10 marketing year This implies that after the first three
months of the 2009/10 marketing seasamport licenses will be open to other
operators. This is understood to be the European Commissiotention. While this
will open up new “routes to markets” in the EU for ACP sigar suppliers, the full
implications of this have not yet been fully assélss

Presumably it will be possible to import increasetumes of direct consumption raw
sugar, including those to servieiXury purchase components of the EU market (e.g.
organic and fair trade markets), although expoesds in these areas will depend on the
rate at which these markets can be grown. Serthiege markets, significant market
growth occur will probably be easier for those ESduntries where lllovo has a
dominant, role given its corporate linkages viadtsated British Foods to Billington, the
principle marketer of direct purchase raw cane sugathe UK. The extent to which
expansion of these luxury purchase exports will be possible, the investment
required and the potential sources of such investrmg, will all need to be carefully
explored in the coming years by ESA governmentsiaaidstry associations.

This opening up of import licensing arrangementsy mell be an issue which ESA
governments would wish to include in the currenfAEfegotiations, in order to ensure
that licensing arrangemends not systematically discriminate against ESA opators
with no corporate linkages directly into the EU maket'®.

This development with regard to licensing arrangeiieneeds to be seen against the
backdrop of EC projections of increased importswgjar to the EU market. In February
2007 for the first time the EC included sugar ie @nnual survey of “Prospects for
Agricultural Markets and Income”. This documentigbt to project the likely evolution
of the EU’s production and trade situation in thma sector following on from the
implementation of the agreed sugar sector reforthgrojected imports of sugar to rise
from 3.0 million tonnes in 2005 to 3.8 million tagsin 2007, to 4.2 million tonnes by
2009 and 4.4 million tonnes from 2010 onwafds Within these imports the EC is
envisaging a total 3.5 million tonnes of sugar im@ging in the ACP/LDC grouf
combined, with non-LDC (former) sugar protocol sligns exporting 1.3 million tonnes
and LDC sugar suppliers exporting 2.2 million tagine

Given the finite dedicated cane sugar refining capan the EU and the emergence of
new importers (and non-ACP exporters, notably Catid@)pthe questions arise:

16 An issue potentially of greatest interest to Suaiarh Ethiopia, given the current sources of invesinin
sugar expansion in these countries.

" These projections were broadly reiterated in tB&sBuly 2007 update of prospects for EU agricaltur
markets and incomes, except for a reduction ingatef imports of 100,000 tonnes in both 2008 ari®20
18 |t should be borne in mind that the LDC Group pétly includes some non ACP suppliers, with Thai
investment in sugar production in Cambodia, beipaicular source of potential competition for ACP
LDC suppliers.
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what will be the market impact of increased supplis and the
emergence of new importer?

will this strengthen the market position of ESA supliers from 2010
onwards or will in weaken the market position of E® suppliers?

This is a critical issue which needs more detailecestigation in the context of the
implications of therenunciation of the sugar protocol and the associated commigsnen
on price and ‘purchase into intervention’ whichsthiill entail .

EU Sugar market projections 2003-2013 (EU-27) (rdt tonnes)

Year Net. Production Net Consumption Imports Exports
Total Bio-fuels
2004 19.6 16.1 0.0 3.2 4.9
2005 20.3 17.0 0.0 3.0 6.7
2006 17.4 17.4 1.0 3.0 1.3
2007 16.1 18.6 11 34 1.3
2008 16.4 19.2 13 4.1 1.3
2009 16.6 194 14 4.2 1.3
2010 16.8 19.8 16 4.4 1.3
2011 16.7 20.1 1.8 4.4 1.3
2012 15.2 20.5 2.0 4.4 0.9
2013 15.7 20.8 22 4.4 0.7
2014 15.6 20.9 2.2 4.4 0.3
Source Extracted from table A.8, “Prospects for Agriculil Markets and Income 2007-2014", European ComionisDirectorate
General for Agriculture, July 200°http://ec.europa.eu/agriculture/publi/caprep/prosg#007a/fullrep.pdf

- Regional Knock-On Effects of EU Sugar Sector Refors

A further indirect impact of the agreed EU sugastsereforms relates to its impact on
the functioning of regional sugar markets in the PA(articularly in a major sugar

surplus region such as the Eastern and SouthernaAfregion. Currently the ESA

region producers 3,654,431 tonnes of sugar, expods 832,000 tonnes of sugar to the
EU market (and 1,179,820 tonnes in total in 200%th EU sugar prices set to fall by

36% and freight charges on shipments to the EUnigansen three fold in the last five

years, the EU market will bkess attractively priced than a number of neighbouring

regional markets, most notably in an ESA contelte Kenyan market, but also the
Zambian market. In this context the questions arise

what will be the knock-on effects, in terms of reginal sugar prices, of

a dramatic (36%) fall in the EU sugar price, as regnal producers
look for regional markets?
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what would be the knock on effects on regional sugerices of a
further EU sugar price reduction from 2013?

what implications does this carry for intra-regiond trade
arrangements in sugar and sugar containing food pmucts (including
with regard to rules or origin) both within the ESA region and in the
wider Southern and Eastern African region?

The first two question are particularly pertinentegtions, as more and more regionally
produced sugar comes onto the market, with curieméstments and announced
investments boosting regional export capacity biyvben 1 million tons and 11 million
tonnes beyond 2014/15.

The latter question with regard to trade flows wmtthe wider Southern and eastern
African region is particularly relevant for landked Malawi, Zimbabwe and Zambia, all
of whose principal transportation links to overseagpliers pass through SADC
configuration membetg

Outside of South Africa the most obviously attraetalternative regional markets are
Kenya andZambia, both of which, will offer prices higher than tleosebtainable on the
post-reform EU market (although this will depend exchange-rate movement3he
very real danger exists that sugar which currentlygoes to the high-priced EU
market will be re-directed to regional markets (particularly as freight charges
increase). If this occurs on a large scale, ¢bigd undermine national sugar prices
While this would clearly benefit consumers in theswrkets and enhance the
competitiveness of sugar using food product indesstit could also lead to escalating
trade disputes, if government’s seek to protectffinient’ producers from intensifying
regional competitioff. The dangers of a protectionist response woulde@ppo be
greater in Kenya, while in Zambia it would be mdilely to intensify competition
(whether officially or unofficially) and would be aore likely to exert a welcomed
downward pressure on consumer prices.

A key challenge facing the sugar industry in easterand southern Africa is how to
raise regional demand for regionally produced sugarand sugar-containing
products, while maintaining the value of regional sgar markets, in the face of the
changed price conditions for exports to the EU mar&t and the enhanced EU export-
price competitiveness of sugar-containing value-addl products. There is an
underlying dilemma in this challenge and how ttssté be resolved nationally and
regionally in an harmonious manner is by no meésar c

Careful consideration will need to be given to tgestion in terms of the policies set in
place nationally, regionally and inter-regionally promote growth in demand for
regionally produced sugar and sugar-containing ymtsd while at the same time

9 This is the case except if Tanzania, should uivegally join the ESA group.
% This is much more of a problem for Kenya thanZambia given the relative costs of production iese
two ESA members.
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maintaining the value of the sugar market to theekie of producers and millers. This
will need to include careful consideration of tinede arrangements to be set in place
under EPAs for imports of sugar containing food pralucts and therules of origin
provisions for sugar containing food products in bth inter-regional and intra
regional trade agreementsand thedesign and application of safeguard measures in
the sugar value chain

- Reciprocity for Sugar Containing Food Products

Linked to the foregoing issue is the question ef ttade treatment to be accorded sugar
and sugar containing food products under an ESAEPA. With EU sugar prices set to
decline by 36% by 2009/10, the raw material co$th® EU sugar-containing food-and-
drink products will fall sharply. As the USDA hasipted out in the case of Polant&ss
expensive sugar will permit Polish food-processingipanies to better compete locally
and in export marketssince in sectors such as soft drinks and swaegar accounts for
30 to 50% of production costs. The impact of EUastgpctor reforms on the price
competitiveness of EU exports of sugar-containingdpcts both directly and via the
increased volume of exports which can be financegkdimwWVTO financial ceilings (€415
million per annum) will require careful evaluation low-cost ACP sugar-producing
countries,seeking to develop sugar-based value-added procegsifor national and
regional markets. The importance ofgrowing regional industrial demand for
regionally produced sugarin the context of the profound changes taking @lan the
EU market and prospect of a further round of suggator reform in 2013 (see later
section for prospects in this regastiould not be under-estimated

The threat from EU exports of high sugar contetievadded food products also needs,
to be seen against the backdrop of the little n&gdeform provisions dealing with the

use of non-quota sugar in the chemical and phanmiaeé industries. These provisions

will serve to free up funds within the non-anndxudget, currently deployed in support
of chemical and pharmaceutical exports, for deplayimn support of exports of sugar-

containing value-added food products.

This threat also needs to be seen against the tmgckd the “offensive” interests in free
trade area negotiations identified by EU exportusing the recent June ®52007
symposium on EU Agri-Food Export Interests. Duritiggs symposium the EU
Association of Biscuit and Confectionary Industr{@AOBISCO) called for efforts to
secure a reduction in applied tariffs on CAOBISCO poducts in non-EU markets
either via the WTO obilateral agreementsand for a sustained effort to remove non-
tariff barriers and simplify rules of origin undetiateral agreements. In its presentation
the EU Confederation of Food and Drinks Indust(€$AA) specifically spoke of its
offensive interests towards South Africa, identifyispecifically offensive interests in
amongst other sectorseverages, chocolate, biscuits and food preparatisnall areas
where strong growth in EU exports has already lmeenrring (beverages + 72.1% from
1996 to 2005; chocolates, + 38.0%; biscuits + 38@8d preparations + 106.5%) and all
areas where sugar can constitute a significant iimpoi the production process.
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The significance of these EU “offensive” interegis a vis South Africa lies in the fact
that:

the principal transportation routes of three ESAnhbers (Malawi, Zambia
and Zimbabwe) all lie through South Africa (or atls\DC configuration
members);

the SADC EPAs tariff elimination commitments aikely to be completed
by 2012;

local retailers are increasingly South African odnevith in some
instances extensive concessions on duty free imp@ating been offered
to attract investment from these major retailers;

a trade in re-packaged EU originating goods fronutlScAfrica into
neighbouring markets is already apparent.

How to deal with these sugar aspects in intra-regidorade arrangements will require
careful consideration.

Disaggregating Industry Interests

There is a tendency to look at the sugar sectorSomthern and Eastern Africa as a
homogenous whole, largely as a result of the histbrevenue sharing arrangements in
the region, some of which were closely linkedrhte dlistribution of revenues obtained on
the high priced EU market. Given the process ofddgar sector reform underway and
the wider processes of change taking place withenBEU sugar sector, this commonality
of interest will begin to come under pressure a&y fnagment. Already in response to
EU sugar sector reforms one can see a sustained leyf milling companies to open up
revenue streams from the by products of raw sugsaiygtion, the proceeds of which are
not fully pooled and which are not necessarily deedl into the price paid to sugar cane
farmer$’. This issue will become more relevant as smalokugar production and
other forms of non-estate based sugar productiow gn the ESA region. This could
serve over time, in those countries where revemmegxports to the EU constitute a
major component of industry revenues, to exertvadieard pressure on the sucrose price
paid to farmer.

This changing reality needs to be taken on boaadtiqularly in the development of
government policies with regard to sugar sectotruetiring and development. Often
governments engage in mobilizing support for commgletary investments on the
assumption that the primary beneficiary will be dbdarmers, input suppliers and

2L For example if alcohol or ethanol is produced frmwlasses only an estimated price for the moldsses
factored into the common revenue poll which is sdyetween farmers and millers.

% The significance of this issue in most ESA cowstshould not be exaggerated however, given the
relatively limited dependency in most competitivperters on revenues derived from raw sugar sales t
the EU market.
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employees in the milling operations and not prihgaoverseas shareholders. This does
not always follow. Great care will be needed iswimg that government measures and
support programmes (particularly in the contexttbé EU financed multi-annual
indicative programmes for sugar sector adjustme®CGP countries) actually benefit the
intended beneficiaries and build constructive refeghip with private sector companies,
which support the structural development of theasugalue chain in ways consistent
with national and regional development objectiveghwegard to value addition,
employment creation and poverty alleviafion This will be a delicate task, with the
government needing to ‘hold the ring’, while revensgharing arrangements are
renegotiated primarily within the industry.

8. RESPONDING TO THE CHALLENGES FACED

- Dealing with Transitional Sugar Access Issues ithe ESA Context

In the EC’s April ' market access offer there is no clarity on a rafgmportant issues
linked to short term market access. Under the Hér difiere is no clarity on the level of
extra duty free access to be granted LDC and no@d.espectively or on how any
additional access will be distributed across thentwes concerned. Equally there | no
clarity on how the automatic safeguard mechanisthbei applied from October 2009,
with it's application potentially creating a siti@at where non-least developed sugar
exporters could end up being allowed to export tkas they have traditionally exported
to the EU. Finally there is no clarity on the matof the price guarantees contained in
the EC’s April 4" market access offer.

These short term issues are important since faryelM@000 tonnes of sugar exported to
the EU in the 2007/08 season, rather than the ROGB#ason, an extra revenue of nearly
half a million euro will be generated. For every, D tonnes of sugar exported in

2008/09 season rather than the 2009/10 seasoexthee revenue generated would be
nearly €1.14 million. In short with the value ofeferential access to the EU market
decliningall ESA exporters have an interest in maximizing tkir short term exports

to the EU market (i.e. up to September 8®009)

Clarity should be actively sought from the EU irtle@f these key areas, before the EU
goes ahead with the unilateral renunciation of twgar protocol. It should be stressed
that if no clarity is provided on these issues tfarcertain ESA members this will make

it more expensive to secure financing for sugatoseadjustments and more difficult to

secure new partners for the future restructurirdygevelopment of sugar sectors.

23 See annex 3 for an analysis of the sugar sectos Mif annex 4 for an analysis of the implicatioihs o
this experience for smallholder sugar sector derakmnt.
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With regard to the level of additional duty freecass to be granted LDC and non-LDCs
respectively, a position should be adopted baseth@fC’s projections of future sugar
imports into the EU. Between 2006 and 2008 EU simgports are projected to increase
36.66%, from 3 million tones to 4.1 million tone#. should be argued that in order to
ensurean equitable distribution of the benefitsimplicit in the EC’es April § market
access offerall ESA countries should be permitted to increaseheir sugar exports to
the EU in 2008 by 36.66% above the level attained 2006 regardless of the specific
arrangements under which these sugar exports facp Should any ESA country not
be able to supply this additional amount then miovi should be made for the shortfall
to be provided from other regional suppliers expgrto the EU on a pro-rate basis.

With regard to the application of the automaticeegafrd clause it would appaarjust if

an EU market access offer presented as opening upw duty free-quota free market
access opportunities for ESA sugar exporters werentactually reduce the level of
duty free quota free access for some ESA membefsotably the non-least developed
country members) as a result of the applicatiorthef EC’s proposed “dual trigger”
automatic safeguard mechanism. Against this backygt, it would appear appropriate
within the EC’s transitional arrangements for neadt developed ESA sugar exporters to
be guaranteed a minimum level of duty free-quota freeaccessto the EU market, so
that they were not left worse off by the applicatiof the automatic safeguard clause
from October 2009. This level should be set ie With the projected expansion of EU
imports of sugar between 2006 and 2009, an increas®me 40% (from 3 million
tonnes in 2006 to 4.2 million tonnes in 2008ith non least developed exporters being
guaranteed duty free access to the EU market at lsa40% above the level of
exports to the EU attained in 2006

Since the EC is seeking to promote more marketa@lprices on EU sugar markets, the
European Commission should be pressed to come oledhe actual market prices for
raw and refined sugar prevailing in the EU, wittcgs paid to ACP suppliers from
October 2009 being base don the prevailing EU maykees, rather than the reference
prices in the EU. This would provide more guarastand security over the likely price
range to be paid for ACP raw sugar delivered totwidil 2010 will be a restricted
number of importers.

Providing clarity in these three areas will pravigreater commercial certainty to ESA
sugar exporters and thereby reduce the costs ahding provided for sugar sector
restructuring and development activities.

- Responding to EU Price Reductions and the ChanginEU Market

Looking beyond the immediate transitional marketess issues, there is the question of
how the ESA region should respond to the planned (ide reductions and the

% For example in the 2005/06 season Malawi expddate EU market 21,500 tonnes under the sugar
protocol, 10,000 tonnes under the special prefedesuigar arrangement and 10,450 tonnes underBide E
initiative, a total of 41,950 tonnes. Under thasnfiula, in 2008 Malawi would be allowed to export
57,328.9 tonnes.
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possibility of further EU sugar price reductions2@13. In many respects this process of
responding is already underway. In some countaie®ng established government

supported process of sugar sector restructuringnderway. In other countries this

process of sugar sector restructuring is largeipddriven by the private sector, with

government and EC supported adjustment measureg laeided on, some times in a
coherent fashion and some times in an incohershtda.

What is clear is that dramatic changes in ownerphiperns within the sugar sector and
the distribution of sugar production within the ilggare underway. This process is far
from complete with even more dramatic changesyikeltake place in the coming years.
In broad terms in the ESA region major sugar sectmporate players have been
investing extensively in sugar production in lonstéeast developed countries, where
production has been and continues to expand. i$higcurring both within the ESA
region and beyond. In a context of the EU sugatas reforms this will, in and of itself,
create a new dynamic in sugar trade relations tvilee ESA region and the EU.

The question arises:

what public sector interventions can take place tary and steer this process
of private sector based restructuring in directionsconsistent with broader
development policy objectives, most notably thoseslated to the promotion of
value addition, employment creation and income groth in ESA countries?.

The first level of response relatesdost reduction Reducing costs will be essential if
ESA producers are to be able to profitably servedtigar markets at the much lower
prices which prevail in the coming period. Whihés is primarily the responsibility of
the sugar sector enterprises, there is scope ficpector support at three levels:

general infrastructure and public amenity provisiorreduce operational
costs of production and transportation;

the provision from the public purse of social, teaand education
infrastructure previously funded from sugar indusavenues;

support for improvements in agricultural produdgviand vyields,

particularly in smallholder based farming systems.

In each of these areas the extent to which puhblicaaities in the ESA region can take up
more responsibilities in these areas and in maegsasome forms of public-private
sector partnerships will be required. This posesblpms in some countries for the
extension of EC support to these processes. Gretddty is needed on how EC
provided public assistance can be extendedperational activities implemented
through private sector bodies in those instances where this provides a neffieient
and effective mechanisnfor the delivery of support than the use of pubkctor bodies
for aid delivery.

At the policy level the precise terms and condgiamnder which EU public funds may be
used in support or cost saving programmes of measunplemented through private
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sector bodies will need to be urgently clarifiethe frame of reference for the resolution
of this policy issue should increasingly be Eid’s own internal practice with regard to
the extension of public support to agriculturaltmesturing to meet the competitiveness
challenges faced in a context of global trade &beation, rather than the EU’s
traditional development cooperation approach.

Linked to this should be an effort to identify maskearly theprecise measuresand
programmes for which ESA sugar producers and exporters ee&iag EC support with
cost reduction and production adjustment. This$ agkist in clarifying the nature of the
policy issues to be addressed.

The second level of policy response relates to iogeap new revenue streams from
sugar cane production Opening up new revenue streams from sugar caogigtion,
will reduce the dependence of ESA exporters onptiee obtained from raw sugar
exports to the EU market and thus assist them aptaty to the process of price
reductions underway as a consequence of EU sugar seform.

A number of notable initiatives are underway in soeithern and eastern African region
with regard to opening up new revenue stream®séImclude:

the development of electricity co-generation froagéisse and even cane
waste, for both own electricity consumption in théls (therby reducing
energy costs of milling), and even commercial stdegbe national grid;

the production of ethanol from molasses for bothnotransport fuel
consumption and commercial s3le

the production of alcohol for commercial export.

A number of policy issues arise in this contexheTirst relates to the distribution of the
benefits of these innovations within the sugar stdu In a number of instances these
innovations primarily benefit the millers, withoahy consideration being given to how
farmers can also gain benefits from the openingfuphese new revenue streams. In
some instance sit is assumed that supporting suavations will automatically benefit
both millers and sugar cane growers, although ithisy no means a certainty. In this
context a case can be made floe deployment of public funding in support of the
development and adoption of innovations which opeap new revenue streams, with
the specific intent of ensuring sugar cane groweralso share in these new revenue
streams being opened.

A case can be made for public support to ithiteoduction of the necessary policy
changesto open up commercial opportunities for the saleelectricity from co-

% Unless a further round of EU sugar price redmstioccurs in 2013 or freight charges continuege ri
dramatically, there would appear to be little clmsehe production of ethanol from cane juice,hie t
context of restricted duty free access to the Elketa
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generation to the national grid and develop locarkets for locally produced ethanol
production.

A case can also be for public support to measuargsamote the generalized adoption of
innovations to open up new revenue streams fronarsagne production, including
through support for marketing and market develogmesgrammes .

Appropriate funding instruments will need to beatesl to support this process, which
can beswiftly andefficiently accessed and which provide financial support ondeand
conditionssufficiently attractive to stimulate the adoption of innovations in thisaa

A third level of policy response relates to theabBshment of targeted programmes of
support which assist ESA sugar producersadapting to the radically changing
market conditions which will be faced, as a consequence of EU ssgator reforms,
the associated denunciation of the sugar protambltiae full implementation of the EC’s
April 4™ market access offer.  Such targeted programmesupbort to assist ESA
exporters in finding their way around changing netskwill be essential if the region is
not to be locked into the export of raw sugar, gthee of which is likely to be declining
on the EU market and even regional markets.

Particular efforts will need to be made in assgtESA producers in developing and
serving ‘luxury purchas€ components of the EU market. Two notable compdsién
this regard are the “fair trade” market and thegémic” market. The economic
significance of such markets should not be undemeased in a context of declining EU
raw sugar prices. This can be illustrated by atersition of the “fair trade” sugar
market. The “fair trade” premium, which is paidedtly to certified “fair trade” sugar
producers associations, is US $ 60 per tonne. rAouat equivalent in some southern
and eastern African countries to around 30% ofdierose price paid to smallholder
sugar farmers. The significance of this premiurth wcrease over time as EU raw sugar
prices decline.

The problem with the “fair trade” sugar marketta tmoment is its limited size. In this

context support is required for efforts to devetlggmand for “fair trade” sugar in major

EU markets, most notably the UK. Indeed, a stroage can be made for seeking to
replicate the experience of the “fair trade” barsamathe sugar sector. This will require
the financing of a sustained programme, over 8 years, to grow the “fair trade” sugar
market, by taking it out of the speciality shopsl amo main stream supermarkets. The
ultimate aim of this programme should be to , padeusome of the major supermarket
chains to convert to 100% “fair trade” sugar (fegting the transition which has taken
place in the banana sector). The significancehisf $hould not be under-estimated. If
the Co-operative supermarket chain were to contert00% “fair trade” sugar this

would create a market for approximately 70,000 &snaf sugar. If Sainsbury’s were to
similarly convert to a 100% “fair trade” sugar aslMthe size of this market would rise to
around 210,000 tonnes. This would represent al lefedemand of considerable

commercial interest to the expanding smallholdgasdarming sector in the ESA region
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and could serve to largely insulate smallholderasdgrmers from the revenue effects of
EU sugar price reductions.

A strong case can be made for the extension of Wldifg to a two pronged pronged
programme for the development of this market corepbnwith one prong supporting
market development efforts in the UK and the secprwhg supporting “fair trade”

certification in the ESA regidh

The forgoing is simply one example of the typearfjeted support to theevelopment
of marketing of ESA sugarwhich will be required, if the ESA sugar sectoc@itinue
to profitably trade sugar into the EU market untex new market conditions faced.
Other “luxury purchase” markets for sugar produetsst’, which will need to be
developed. Successful development of these mankts provide the basis for
investments in the production of a more diverse difterentiated range of sugar
products in the ESA region in the future.

A fourth level of policy response relates to supipgra process ahoving up the sugar
value chain in serving national, regional and EU markets. sTisi of course closely
linked to the market effects and consequences op&lidy changes. What is clear is that
while the references price for raw sugar is setldoline dramatically, prices of white
sugar and other speciality sugar products areylitcebe less severely affected. This will
require assistance to be extended to ESA sugaupees! indeveloping productionto
serve these high value markets.

Traditionally as a result of the high raw sugarcesi obtainable on the EU market there
was little incentive to invest in value added pssieg in many ESA sugar sectors. This
situation is being radically transformed, with amanperative to move up the sugar

value chain being created by the process of EUemecluctions for raw sugar. While

investments are occurring in making this transitionsome countries on the basis of
either government supported restructuring prograsnonehanging corporate investment
patterns, it is proving difficult in other ESA cdues to mobilize such financing, given

the uncertainties created by the process of EUrstgfjarm. These uncertainties are
leading private financial institutions to increabe cost of financing for sugar related
investments in the ESA region, as the percepticth@fisks associated with sugar sector
investments change.

In this context there appears to be a need foretadginvestment support instruments
(notably low cost loan facilitieg to provide financing to assist ESA sugar sectors
moving up the sugar value chainwhether the production is destined for EU market,
national markets, regional markets, or newly ideedithird country markets.

% |t should be noted that in other ACP regions, bigtéhe Caribbean, moves towards “fair trade”
certification of smallholder sugar producers aready underway.

%" Barbados for example, is developing exports ofrfimen sugar in tins to high income UK consumers
through delicatessen’s and retail outlets suchasdds, with these efforts being given a boostheyuse
of this product in the Royal Enclosure at the R&sdtot race meeting.
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Clearly the scope for responding to EU price reidast will vary from ESA country to
ESA country and between various components of gigarsindustry in the ESA region.
What is required is the establishment of globahricing facilities and programmes,
which can support the implementation of countrycsje responses in awift and
efficient manner. This is a particularly important issuacea the evolving situation on
the EU sugar market will make adjustment procegsgs‘time sensitive’.

What will be necessary throughout the ESA regiolh mé the building of sugar sector
strategies which take into account the changingireabf EU sugar markets, the
emergence of new routes to EU markets and the iexppatterns of corporate ownership
within the ESA sugar sector. Building successfubl/private sector partnership to
respond to the market changes faced, in ways wdugport national policy objectives
with regard value addition, employment creation sxedme growth will be critical.

- Managing Reciprocal Trade in Sugar and Sugar Coratining Food Products

While in the short term the importance of the EUrketito the ESA sugar sector will
increase, in the medium to long term the additioradlie obtainable on the EU market
will decline and probably disappear reducing cdesably the significance of EU as a
market for raw sugar. In this context, a majousgtrof national and regional policies
should be to promote the development for regiorsahahd for sugar both for direct
consumption and for industrial use in value adaextifproducts.

In many respects given the sugar consumption prédit sugar in the ESA region, the
greatest scope for expansion of sugar consumptionldvappear to be through the
consumption of sugar in value added food prodfictsThis makes the trade regime
established for sugar containing food products vageEPA and other trade agreement
of critical importance.

Under other FTAs between the EU and African coesta piecemeal approach to the
sugar value chain has been adopted, with tariffegtmn being maintained for sugar, but
being dismantled for high sugar content value added products. This has resulted in
increased volumes of imports of sugar containimgdfproducts, a decline in industrial
demand for locally produced su§hand radical changes in the investment orientadfon
locally established multinationals operating in sugar based food products sector.

Given the growing surplus of sugar being producethe ESA and wider southern and
eastern African region, this situation needs toabeided under EPAs and other trade
agreements. This implies:

a) the exclusion of high sugar content value addedl fpmducts from tariff
elimination commitments under EPAS;

% This being said it should be noted that accorttinBO figures there has been a phenomenal grawth i
ESA consumption since 1999, with a 30.1% expansto 2005 (with this being even larger -39.7% - i
the decline in Zimbabwean consumption is factongt). ee Annex 1 for details.

# This situation was only reversed when specialgafed duties were introduced.
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b) the maintenance of special safeguards for sugdaicimg food product®;
C) the establishment of special rules or origin for &lgar containing products,
requiring the sugar to originate in the EU or tf@A&egior™.

If these measures are set in place this will creadee favourable conditions for the
development of local value added processing fapnat and regional markets.

However it will leave unaddressed the critical sssfisugar pricing policy. If the aim is

to develop local sugar based value added processisgmulate industrial demand for
locally produced sugar, then this can best be gelidyallowing sugar prices to fall
making it more economic to produce value added fomdlucts from locally produced
sugar. However, allowing local sugar prices tbifathe context of the revenue squeeze
which will arise from declining EU sugar prices lilely to meet strong resistance from
sugar sector stakeholders. The scale of thistaesis will of course be closely linked to
the level of competition prevailing on national iets in the sugar sectér

This represents a significant dilemma for ESA gawgnts and it is one which will need
to be taken up and addressed. In this contextsleeof public funds to support sugar
industry restructuring, development and marketinigatives could well be usefully
linked to targets for the local pricing of sugar.

- Managing Regional Trade in Sugar and Sugar Containg Food Products

Linked to this issue will be the related questidntle regional trade regime to be
established for sugar and sugar containing foodlymts. While nominally within
COMESA there is free trade in sugar, some COMESAbers have made extensive use
of safeguard mechanisms to protect their sugaosefrom regional competition. As has
been suggested, as EU sugar prices decline sonetgmarkets could become more
attractive to regional sugar producers. Givenldével of the projected sugar surplus in
the region this could create a situation where naorenore COMESA members feel that
they need to make use of safeguard measures tcptbeir domestic sugar sectors.

This potential scenario raises a policy challengeGOMESA. Should they stick with
their current nominal free trade policy in the sugactor and risk the emergence of
increased use of safeguard measures? Or shoul@@EESA revise its sugar trade
policy, to promote a moderated trade in sugar aigdrscontaining food products, so as
to progressively introduce competition on natiosalgar markets to the benefit of
consumers and processors?

30 A mechanism of particular importance to land latESA members whose principal transportation
routes run through SADC configuration member stateswhose retail sector are increasingly dominated
by South African owned supermarket chains.

3L A provision already proposed by the ESA region.

32 1n many ESA countries competition in sugar sugglginimal, while the regulatory framework to
prevent abuse of a dominant market position isejyaander-developed, this can lead to strong coimizla
from consumer and industrial users of sugar overctists of sugar on local markets.
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Linked to this will the tricky issue of the rule$ origin to be established for sugar
containing food products to be traded within thgioa. Some ESA members import
sugar from outside of the region for use in exporentated food processing industries.
Given the surplus sugar within the ESA region, $thawot rules of origin on intra-
regional trade in sugar products be concluded whegduire the use of regionally
produced sugar in sugar products traded intra-nadfpp under preferential trade
arrangements? This is a tricky question, sinceeuradirrent circumstances it could
disrupt existing export orientated value added fpoaduct production in certain ESA
members. Nevertheless it would appear to be ae ishich is better addressed up fron
rather than leaving it to the random adoption éégaard measures which undermine the
principles of free trade on which the COMESA isrided.

- Dealing with Sugar under EPAs

The EC’s July 20 2007 decision to adopt a proposal for a Couregiision to denounce
the sugar protocol with effect from th& @ctober 2009, brings the inevitability of having
to deal with future ESA-EU sugar sector relatiamshie context of the current Economic
Partnership Agreements one step closer. The amy $tep remaining is the adoption by
the EU Council of this European Commission prop@agath is scheduled for September
2007. Thus, unless there is strong resistandeet&C proposal within the EU Council of
Ministers, within a matter of weeks the sugar protaas the basis for the conduct of
ESA-EU sugar sector relations from Octob&2009 will have been dismantled.

This does not mean that ESA sugar protocol bemefes should simply accept this
unilateral EU denunciation of the sugar protodghther in this context the debateeds
to rapidly shift from preserving the sugar protocol to ensuring ACP sugar
producers are effectively assisted in responding tthe new market realities created
not only by the denunciation of the sugar protocolbut the wider processes of
change underway impacting on ACP-EU sugar sector fations. In this context the
EC’s bland assertion that the denunciation of thgas protocol forms gart of the
process of the EU enhancing its market access fdCFA countries in the context of
EPAS, needs to be highlighted as fundamental misrepresentation of the new
economic realities facing ACP sugar exporters assalt of the wider process of EU
sugar sector reform. Thereabsolutely no evidencehat the renunciation of the sugar
protocol will meaningfully “enhance” the market wstion of ACP sugar suppliers.
Indeed all the indications are thdte majority of ACP sugar exporters will face
extreme difficulties in maintaining their sugar trade with the EU, following the
outcome of reform and the renunciation of the spgatocol. While in the short term the
ESA region is one of the least affected ACP regiamshe medium to long term it to is
likely to be profoundly affected. This reality mseto be concretely highlighted.

It will not be sufficient simply to criticize thEC/EU position. What EU member states
will be looking for is a constructive way out ofethmpasse faced. This will require
individual ESA Governments and the region as a wol put forward constructive ways
out of the dilemmas faced, within the frameworktlod broad trajectory of the internal
process of CAP reform and the broad parametereenEt) policy response, both in an
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ACP context, but also importantly, with reference the internal EU process of
restructuring support

This will require a very careful articulation ofettpolicy responses from the EC which
ACP sugar exporters are looking for. There isentty a small window of opportunity
for putting forward the ESA regions preferred pgliesponse, notably during the final
stages of the EPA negotiations. In order to createceptive environment for these
suggestions immediate emphasis should be placecnsaring that astable and
transparent basis for future sugar sector trade relations sgl#ishedbefore the
denunciation of the sugar protocol. In this cohtemphasis should be placed on the
following:

Transitional Issues

ensuring the transitional issues linked to the Iewe# additional market
access to be granted LDCs and non-LDCs (and thés Has its
distribution) are clearly elaborated on the basithe EC’s own projected
36.66% expansion of EU sugar imports between 20062808, with this
expansion being evenly shared across ESA membeesl lmn the level of
their total sugar exports to the EU attained in@00

ensuring a minimum level of expanded access foivididal ESA non-
LDCs is guaranteedbefore the application of the automatic safeguard
provisions can be invoked;

ensuring greater clarity is provided on theertain price levél to be
applied, with this being based on the market priceshe EU not the
reference price;

the ESA region putting forward concrete proposats hmw the three
foregoing issues should be resolved and activdipymg EU member
states around the proposed approach;

Aid for Trade and Restructuring Support Issues

ensuring effective ‘aid for trade’ support is exded to undertaking
priority sugar sectoproduction adjustment; marketing adjustments
and social adjustments including through targeted programmes of
assistance tanarket development the establishment dbw cost loan
financing facilities for sugar sectoproduction adjustment, andgrant
based support for sugar farmers organizations to assist them in
strengthening their position within the marketirttain, in the context of
the radically changed market environment

% 1n a context where market uncertainties are draailht increasing the costs of bank financing fogar
sector related investments.
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ensuring early and effective delivery of restruictgrsupport, through the
adoption of regional “best practices” to programmesign and aid
delivery, including where necessary the introductd procedural changes
to facilitate early aid deployment in support ofational and regional
priority actions (e.g. agreement to reimburse mrewi expenditures in
mutually agreed priority areas, given the long Iéiace in EC decision
making processéy;

ensuring internal EU restructuring support is intpssed to ensure the
creation of new market opportunities for ACP sugpgrorts, at established
market prices, within the framework of the envishgexpansion of
ACP/LDC sugar exports and the existence of finigglidated raw cane
sugar refining capacity in the EU, with a dialogugh European sugar
sector stakeholders being supported on the futucduton of the EU

sugar market;

Non-Tariff Issues

ensuring a dialogue takes place on the arrangenientdhe issuing of
sugar import licenses from the beginning of 2010 in order to ensuré tha
those ESA sugar sectors with no direct EU corposagagement are not
systematically discriminated against in the allawabf licenses;

ensuring all sugar related internal EU regulatiares reviewed and where
necessary annulled, if they create administratesidrs to trade in sugar
or sugar containing products in the new more lilmzd trading
environment;

ensuring that the enhanced surveillance mecharosihidgh sugar content
products is only applied to products which are ityebeing exported for
the purpose of circumvention of the basic sugamithpegime, so that this
enhanced surveillance mechanism does not becomebstacle to the
development of value added sugar based produatrsxjn the ESA
region;

ensuring rules of origin for sugar containing produare reviewed to
ensure that no unnecessarily strict provisionsagdied, which de facto
constitute barriers to trade in high sugar contahie added products;

ensuring a strengthening of local food safety cémmgke capacities so to
avoid the emergence of SPS disputes on productsmwiihe sugar value
chain

3 This is very important given the ‘use of losesiiproach the annual allocations under the EC’simult
annual indicative programme for ACP sugar sectfusachent support.

40



Tariff Issues

ensuring that sugar and sugar containing produetdreated as sensitive
within the ESA tariff elimination offer, with apppoiate exclusions,
“back loading” and safeguards being established to facilitate the
development of sugar based value added processitng IESA region for
national and regional markets;

Responding to the Challenges Faced
- Dealing with Transitional Sugar Access Issues ithe ESA Context

In the EC’s April 4 market access offer there is no clarity on a rafgmportant issues
linked to short term market access. Under the HE dere is no clarity on the level of
extra duty free access to be granted LDC and no@d.Bespectively or on how any
additional access will be distributed across thentiies concerned. Equally there is no
clarity on how the automatic safeguard mechanisthbei applied from October 2009,
with it's application potentially creating a sitigat where non-least developed ESA sugar
exporters could end up being allowed to export teas they have traditionally exported
to the EU. Finally there is no clarity on the matof the price guarantees contained in
the EC’s April 4" market access offer.

These short term issues are important since faryelM@000 tonnes of sugar exported to
the EU in the 2007/08 season, rather than the ROGB#ason, an extra revenue of nearly
half a million euro will be generated. For every, tonnes of sugar exported in

2008/09 season rather than the 2009/10 seasoexthe revenue generated would be
nearly €1.14 million. In short with the value ofeferential access to the EU market
decliningall ESA exporters have an interest in maximizing tkir short term exports

to the EU market (i.e. up to September 8®009)

Clarity should be actively sought from the EU ircle@f these key areaseforethe EU
goes ahead with the unilateral renunciation of thaar protocol. It should be stressed
that if no clarity is provided on these issues tfegrcertain ESA members this will make
it more expensive to secure financing for sugatoseadjustments and more difficult to
secure new partners for the future restructurirddevelopment of their sugar sectors.

With regard to the level of additional duty freecass to be granted LDC and non-LDCs
respectively, a position could usefully be adogiaded on the EC’s projections of future
sugar imports into the EU. In January 2007 theopean Commission projected EU
sugar imports to increase 36.66%, from 3 millionrtes in 2006 to 4.1 million tones in
2008. It could be argued that in order to ensameequitable distribution of the
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benefitsimplicit in the EC’es April § market access offea)l ESA countries should be
permitted to increase their sugar exports to the EUn 2008 by 36.66% above the
level attained in 2006 regardless of the specific arrangements undechwtiiese sugar
exports took placd Should any ESA country not be able to supplg thilditional
amount then provision could be made for the shibttidbe provided from other regional
suppliers exporting to the EU on a pro-rate basis.

With regard to the application of the automaticeegafrd clause it would appaarjust if

an EU market access offer presented as opening upw duty free-quota free market
access opportunities for ESA sugar exporters werentactually reduce the level of
duty free quota free access for some ESA membefsotably the non-least developed
country members) as a result of the applicatiorthef EC’s proposed “dual trigger”
automatic safeguard mechanism. Against this backygt, it would appear appropriate
within the EC’s transitional arrangements for neadt developed ESA sugar exporters to
be guaranteed a minimum level of duty free-quota freeaccessto the EU market,
above and beyond the level of their exports in 2@0&hat they are not left worse off by
the application of the automatic safeguard clavsm fOctober 2009. This level should
be set in line with the projected expansion of Eyports of sugar between 2006 and
2009, an increase of some 40% (from 3 million tenme2006 to 4.2 million tonnes in
2009),with non least developed exporters being guaranteeduty free access to the
EU market at least 40% above the level of export®otthe EU attained in 2006

Since the EC is seeking to promote more marketa@lprices on EU sugar markets, the
European Commission should be pressed to come oledhe actual market prices for
raw and refined sugar prevailing in the EU, witticgs paid to ACP suppliers from
October 2009 being based on the prevailing EU maykees, rather than the reference
prices in the EU. This would provide more guarastand security over the likely price
range to be paid for ACP raw sugar delivered to twirdil 2010 will be a restricted
number of importers.

Providing clarity in these three areas will pravigreater commercial certainty to ESA
sugar exporters and thereby reduce the costs ahding provided for sugar sector
restructuring and development activities.

- Responding to EU Price Reductions and the ChanginEU Market

Looking beyond the immediate transitional marketess issues, there is the question of
how the ESA region should respond to the planned (ide reductions and the
possibility offurther EU sugar price reductions in 2013 In many respects this process
of responding is already underway. In some coestd long established government
supported process of sugar sector restructuringnderway. In other countries this
process of sugar sector restructuring is largeipddriven by the private sector, with

% For example in the 2005/06 season Malawi expddeate EU market 21,500 tonnes under the sugar
protocol, 10,000 tonnes under the special prefedesuigar arrangement and 10,450 tonnes underBide E
initiative, a total of 41,950 tonnes. Under thasnfiula, in 2008 Malawi would be allowed to export
57,328.9 tonnes.
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government and EC supported adjustment measureg laeided on, some times in a
coherent fashion and some times in an incohershtda.

What is clear is that dramatic changes in ownerphiperns within the sugar sector and
the distribution of sugar production within the ilggare underway. This process is far
from complete with even more dramatic changesyikeltake place in the coming years.
In broad terms in the ESA region major sugar sectmporate players have been
investing extensively in sugar production in lowstéeast developed countries, where
production has been and is continuing to expankis iE occurring both within the ESA
region and beyond. In a context of the EU sugatas reforms this will, in and of itself,
create a new dynamic in sugar trade relations tvilee ESA region and the EU.

The question arises:

what public sector interventions can take place tary and steer this process
of private sector based restructuring in directionsconsistent with broader
development policy objectives, most notably thoselated to the promotion of
greater value addition, employment creation and ineme growth in ESA
countries?

The first level of response relatesdost reduction Reducing costs will be essential if
ESA producers are to be able to profitably servedtigar markets at the much lower
prices which prevail in the coming period. Whihés is primarily the responsibility of
the sugar sector enterprises, there is scope ficector support at three levels:

general infrastructure and public amenity provisiorreduce operational
costs of production and transportation;

the provision from the public purse of social, teaand education
infrastructure previously funded from sugar indusavenues;

support for improvements in agricultural produdgviand vyields,
particularly in smallholder based farming systems.

In each of these areas the extent to which puhblicaaities in the ESA region can take up
more responsibilities in these areas varies. Inym@untries various forms of public-
private sector partnerships will be required. Tposes problems in some countries for
the extension of EC support to these processe®at@r clarity is needed on how EC
provided public assistance can be extendedpgerational activities implemented
through private sector bodies in those instances where this provides a nedfieient
and effective mechanisnfor the delivery of support than the use of pubkctor bodies.

At the policy level the precise terms and condgiamnder which EU public funds may be
used in support or cost saving programmes of measanplemented through private
sector bodies will need to be urgently clarifiethe frame of reference for the resolution
of this policy issue should increasingly be Eid’s own internal practice with regard to
the extension of public support to agricultural restruduring to meet the
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competitiveness challenges faced in a context abajltrade liberalization, rather than
the EU’s traditional development cooperation apphoa

It needs to be recognized that with the proced€slbprice reductions well underway, the
delivery of assistance on the ground in supportast reducing measures is extremely
‘time sensitive’. The speed of aid delivery on tireund is a critical issue which needs
to be urgently addressed. Hence the need to ak@nsive pre-financing of measures in
agreed priority areas.

Linked to this should be an effort to identify maskearly theprecise measuresand
programmes for which ESA sugar producers and exporters ee&iag EC support with
cost reduction and production adjustment. This$ agkist in clarifying the nature of the
policy issues to be addressed.

The second level of policy response relates to iogeap new revenue streams from
sugar cane production Opening up new revenue streams from sugar caggigtion,
will reduce the dependence of ESA exporters onptiee obtained from raw sugar
exports to the EU market and thus assist them mptat) to the process of price
reductions underway as a consequence of EU sugar seform.

A number of notable initiatives are underway in soeithern and eastern African region
with regard to opening up new revenue stream®séimclude:

the development of electricity co-generation froagéisse and even cane
waste, for both own electricity consumption in thils (thereby reducing
energy costs of milling), and even commercial stdebe national grid;

the production of ethanol from molasses for bothnotransport fuel
consumption and commercial s&le

the production of alcohol for commercial export.

A number of policy issues arise in this contexteTirst relates to thdistribution of

the benefits of these innovations within the sugandustry. In a number of instances
these innovations primarily benefit the millerstivaut any consideration being given to
how farmers can also gain benefits from the openmgf these new revenue streams. In
some instances it is assumed that supporting suavations will automatically benefit
both millers and sugar cane growers, although ithisy no means a certainty. In this
context a case can be made floe deployment of public funding in support of the
development and adoption of innovations which opeap new revenue streams, with
the specific intent of ensuring sugar cane groweralso share in these new revenue
streams being opened.

3 Unless a further round of EU sugar price redmstioccurs in 2013 or freight charges continuege ri
dramatically, there would appear to be little clmsehe production of ethanol from cane juice,hie t
context of un-restricted duty free access to thentzlket.
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A case can be made for public support to ititeoduction of the necessary policy

changesto open up commercial opportunities for the saleelectricity from co-

generation to the national grid and for the develept of local markets for locally
produced ethanol.

A case can also be for public support to measurgsamote the generalized adoption of
innovations to open up new revenue streams fronarsagne production, including

through support for marketing and market develognmogrammes (e.g. for alcohol

production).

Appropriate funding instruments will need to beatesl to support this process, which
can beswiftly andefficiently accessed and which provide financial support ondeand
conditionssufficiently attractive to stimulate the adoption of innovations in thisaa

A third level of policy response relates to theabBshment of targeted programmes of
support which assist ESA sugar producersadapting to the radically changing
market conditions which will be faced as a consequence of: EU sggator reforms;
the associated denunciation of the sugar protacal;the full implementation of the EC’s
April 4™ market access offer.  Such targeted programmesugbort to assist ESA
exporters in finding their way around changing netskwill be essential if the region is
not to be locked into the export of raw sugar, phiee of which is likely to continue to
decline on the EU market and even regional markets.

Particular efforts will need to be made in assgtESA producers in developing and
serving ‘luxury purchas€ components of the EU market. Two notable compdsién
this regard are the “fair trade” market and thegémic” market. The economic
significance of such markets should not be undemeased in a context of declining EU
raw sugar prices. This can be illustrated by atersition of the “fair trade” sugar
market. The “fair trade” premium, which is paidedtly to certified “fair trade” sugar
producers associations, is US $ 60 per tonne. rAouat equivalent in some southern
and eastern African countries to around 30% ofdierose price paid to smallholder
sugar farmers. The significance of this premiurth wcrease over time as EU raw sugar
prices decline.

The problem with the “fair trade” sugar marketta thoment is its limited size. In this
context support is required for efforts to devetlggmand for “fair trade” sugar in major
EU markets, most notably the UK. Indeed, a stroage can be made for seeking to
replicate the experience of the “fair trade” barsamathe sugar sector. This will require
the financing of a sustained programme, over 8 years, to grow the “fair trade” sugar
market, by taking it out of the speciality shopsl amo main stream supermarkets. The
ultimate aim of this programme should be to persusaime of the major supermarket
chains to convert to 100% “fair trade” sugar (regting the transition which has taken
place in the banana sector). The significancehisf $hould not be under-estimated. If
the Co-operative supermarket chain were to contert00% “fair trade” sugar this
would create a market for approximately 70,000 &nof sugar. If Sainsbury’s were
also to similarly convert to a 100% “fair trade’gsu, the size of this market would rise to
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around 210,000 tonnes. This would represent al lefedemand of considerable

commercial interest to the expanding smallholdgasdarming sector in the ESA region
and could serve to largely insulate smallholderasdgrmers from the revenue effects of
EU sugar price reductions.

A strong case can be made for the extension ofufldifg to a two pronged programme
for the development of this market component, watie prong supporting market
development efforts in the UK and the second prsungporting “fair trade” certification
in the ESA regiof.

The forgoing is simply one example of the typearfjeted support to theevelopment
of marketing of ESA sugar which will be required, if the ESA sugar sectortds
continue to profitably trade sugar into the EU nedrknder the new market conditions
faced. Other “luxury purchase” markets for sugadpcts exist, which will need to be
developed. Successful development of these mankts provide the basis for
investments in the production of a more diverse difterentiated range of sugar
products in the ESA region in the future.

A fourth level of policy response relates to supipgra process ahoving up the sugar
value chain in serving national, regional and EU markets. sTisi of course closely
linked to the market effects and consequences op&idy changes. What is clear is that
while the references price for raw sugar is setldoline dramatically, prices of white
sugar and other speciality sugar products areyliteebe less severely affected. This will
require assistance to be extended to ESA sugaupeos! indeveloping production to
serve these high value markets.

Traditionally as a result of the high raw sugarcesi obtainable on the EU market there
was little incentive to invest in value added pssieg in many ESA sugar sectors. This
situation is being radically transformed, with amanperative to move up the sugar

value chain being created by the process of EUemecluctions for raw sugar. While

investments are occurring in making this transitionsome countries on the basis of
either government supported restructuring prograsnonehanging corporate investment
patterns, it is proving difficult in other ESA cadues to mobilize such financing, given

the uncertainties created by the process of EUrstgfarm. These uncertainties are
leading private financial institutions to increabe cost of financing for sugar related

investments in the ESA region, as the percepticth@fisks associated with sugar sector
investments change.

In this context there appears to be a need foretadginvestment support instruments
(notably low cost loan facilitieg to provide financing to assist ESA sugar sectors

37 It should be noted that in other ACP regions, bigtéhe Caribbean, moves towards “fair trade”
certification of smallholder sugar producers aready underway.

3 Barbados for example, is developing exports ofrfimen sugar in tins to high income UK consumers
through delicatessen’s and retail outlets suchasdds, with these efforts being given a boostheyuse
of this product in the Royal Enclosure at the R&sdtot race meeting.
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moving up the sugar value chainwhether the production is destined for EU market,
national markets, regional markets, or newly ideedithird country markets.

Clearly the scope for responding to EU price reidmst will vary from ESA country to
ESA country and between various components of gigarsindustry in the ESA region.
What is required is the establishment of globahricing facilities and programmes,
which can support the implementation of countrycsje responses in awift and
efficient manner. This is a particularly important issuacea the evolving situation on
the EU sugar market will make adjustment procegsgs‘time sensitive’.

What will be necessary throughout the ESA regiolh @ the building of sugar sector
strategies which take into account the changingireabf EU sugar markets, the
emergence of new routes to EU markets and the iexppatterns of corporate ownership
within the ESA sugar sector. Building successfubl/private sector partnership to
respond to the market changes faced, in ways wdugiport national policy objectives
with regard value addition, employment creation axedme growth will be critical.

- Managing Reciprocal Trade in Sugar and Sugar Coratining Food Products

While in the short term the importance of the EUrketito the ESA sugar sector will
increase, in the medium to long term the additioradlie obtainable on the EU market
will decline and probably disappear, reducing odersbly the significance of EU as a
market for raw sugar. In this context, a majousgtrof national and regional policies
should be to promote the development for regiorsahahd for sugar both for direct
consumption and for industrial use in value adaexti fproducts.

In many respects given the sugar consumption prédit sugar in the ESA region, the
greatest scope for expansion of sugar consumptionldvappear to be through the
consumption of sugar in value added food prodtictsThis makes the ESA import
regime established for sugar containing food prtslumder an EPA and other trade
agreement of critical importance.

Under other FTAs between the EU and African coesta piecemeal approach to the
sugar value chain has been adopted, with tariffgotamn being maintained for sugar, but
being dismantled for high sugar content value added products. This has resulted in
increased volumes of imports of sugar containimgdfproducts, a decline in industrial
demand for locally produced suffhand radical changes in the investment orientaifon
locally established multinationals operating in sugar based food products sector.

Given the growing surplus of sugar being producethe ESA and wider southern and
eastern African region, this situation needs toabeided under EPAs and other trade
agreements. This implies:

% This being said it should be noted that accorttinBO figures there has been a phenomenal grawth i
ESA consumption since 1999, with a 30.1% expangto 2005 (with this being even larger, +39.7%,
if the decline in Zimbabwean consumption is faatiooet). See Annex 1 for detalils.

“? This situation was only reversed when specialgafed duties were introduced.
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d) the exclusion of high sugar content value addedl fpmducts from tariff
elimination commitments under EPAS;

e) the maintenance of special safeguards for sugdaicimg food products;

f) the establishment of special rules or origin for &lgar containing products,
requiring the sugar to originate in the EU or tf@A&egiorf2

If these measures are set in place this will creadee favourable conditions for the
development of local value added processing faonat and regional markets.

However it will leave unaddressed the critical sssfisugar pricing policy. If the aim is

to develop local sugar based value added processisgmulate industrial demand for
locally produced sugar, then this can best be gelidyallowing sugar prices to fall
making it more economic to produce value added fomdiucts from locally produced
sugar. However, allowing local sugar prices tbifathe context of the revenue squeeze
which will arise from declining EU sugar prices lilkely to meet strong resistance from
sugar sector stakeholders. The scale of thistaesis will of course be closely linked to
the level of competition prevailing on national iets in the sugar secfdr

This represents a significant dilemma for ESA gawsents and it is one which will need
to be taken up and addressed. In this contextsleeof public funds to support sugar
industry restructuring, development and marketinigjatives could well be usefully
linked to targets for the local pricing of sugar.

- Managing Regional Trade in Sugar and Sugar Containg Food Products

Linked to this issue will be the related questidntlee regional trade regime to be
established for sugar and sugar containing foodlymts. While nominally within
COMESA there is free trade in sugar, some COMESAbers have made extensive use
of safeguard mechanisms to protect their sugaosefrom regional competition. As has
been suggested, as EU sugar prices decline soneggmarkets could become more
attractive to regional sugar producers. Givenldével of the projected sugar surplus in
the region this could create a situation where naorenore COMESA members feel that
they need to make use of safeguard measures &cptbeir domestic sugar sectors from
neighbouring regional sugar suppliers.

This potential scenario raises a policy challengeGOMESA. Should they stick with

their current nominal free trade policy in the sugactor and risk the emergence of
increased use of safeguard measures? Or shoul@@EESA revise its sugar trade
policy, to promote a managed trade in sugar andrstmntaining food products, so as to

“1 A mechanism of particular importance to land latESA members whose principal transportation
routes run through SADC configuration member stateswhose retail sector are increasingly dominated
by South African owned supermarket chains.

“2 A provision already proposed by the ESA region.

*31n many ESA countries competition in sugar sugglginimal, while the regulatory framework to
prevent abuse of a dominant market position isejyaander-developed, this can lead to strong coimizla
from consumer and industrial users of sugar overctists of sugar on local markets.
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progressively introduce competition on national asugnarkets to the benefit of
consumers and processors?

Linked to this will be the tricky issue of the ralef origin to be established for sugar
containing food products to be traded within thgioa. Some ESA members import
sugar from outside of the region for use in exporentated food processing industries.
Given the surplus sugar within the ESA region, aeration may need to be given to
establishing rules of origin in intra-regional teaith sugar products which require the use
of regionally produced sugar in sugar productsedathtra-regionally under preferential
trade arrangements. This is a tricky questiorm;esimder current circumstances it could
disrupt existing export orientated value added fpoaduct production in certain ESA
members. Nevertheless it would appear to be a iahich is better addressed up front
rather than leaving it to the random adoption éégaard measures which undermine the
principles of free trade on which the COMESA isrided.

- Dealing with Sugar under EPAs

The EC’s July 20 2007 decision to adopt a proposal for a Couresiision to denounce
the sugar protocol with effect from th& @ctober 2009, brings the inevitability of having
to deal with future ESA-EU sugar sector relatiamshie context of the current Economic
Partnership Agreements one step closer. The amy $tep remaining is the adoption by
the EU Council of this European Commission prop@gath is scheduled for September
2007. Thus, unless there is strong resistandeet&€C proposal within the EU Council of
Ministers, within a matter of weeks the sugar protaas the basis for the conduct of
ESA-EU sugar sector relations from Octob&2D09 will have been dismantled. This
does not mean that ESA sugar protocol beneficiahesild simply accept this unilateral
EU denunciation of the sugar protocol.

It would appear to require a dual track approaeblining:

a) an overall review of issues faced in the evolvingtext of the ACP-EU sugar
trade (including trends in the evolving EU markée consequences of EU
reform measures, the structure of the EC’s Apfindarket access offer and
the need to review the obligations entered intoeunike sugar protocol in the
new and evolving context) and how to respond tsdhehanges in ways
which ensure a profitable future for low cost AGRya@r producers;

b) taking the findings of this review into accounttime concrete, regionally
specific, responses integrated into the EPA fraonk.

In this context there is a need to shift the curdsbate to a detailed discussion of what is
required toensure ACP sugar producers are effectively assisted responding to the
new market realities created by the wide ranging pocess of change underwayThe
EC’s current bland assertion that the denunciatibthe sugar protocol formsart of
the process of the EU enhancing its market accassACP countries in the context of
EPAg, is simply not adequate as a response given tbfopnd nature of the changes
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underway. There igbsolutely no evidencehat the renunciation of the sugar protocol
will meaningfully “enhance” the market situation ACP sugar suppliers. Indeed all the
indications are thathe majority of ACP sugar exporters will face extrene difficulties

in maintaining their sugar trade with the EU, following the outcome of reform and the
renunciation of the sugar protocol. The new ecdnorealities facing ACP sugar
exporters need to be recognized and addressed.

While in the short term the ESA region is one & tbast affected ACP regions, it does
include some of the countries which will be mostesely affected. However in the
medium to long term it is likely that all ESA sugaoducers will be profoundly affected,
some directly as a consequence of EU policy chaagdssome more profoundly by the
regional knock-on effects of these changes. Tielity needs to be concretely
highlighted.

It will not be sufficient simply to criticize thEC/EU position. What EU member states
will be looking for is a constructive way out ofethmpasse faced. This will require
individual ESA Governments and the region as a wol put forward constructive ways
out of the dilemmas faced, within the frameworktlod broad trajectory of the internal
process of CAP reform and the broad parametereeoEt) policy response, both in an
ACP context, but also importantly, with referencehte internal EU process of extending
restructuring support

This will require a very careful articulation ofetpolicy responses from the EC which
ACP sugar exporters are looking for. There isentty a small window of opportunity
for putting forward the ESA regions preferred pgliesponse, notably during the final
stages of the EPA negotiations. In order to cr@ateceptive environment for these
suggestions immediate emphasis should be placec&nsaring that astable and
transparent basis for future sugar sector trade relations sgl#ishedbefore the
denunciation of the sugar protocol.

The aim of the policy responses advanced shoutd:be

a) guaranteea minimum level of expanded duty free accessafbIESA sugar
exporters (above and beyond the current level pbeg) from 2008, based on
the projected expansion of EU exports between 20062008, so as to ensure
maximum advantage is taken of the additional vatuée had on the EU
market for as long as this additional value remains

b) address the dangers of a potentially damaging-foe-all” amongst ACP
sugar suppliers in the context of the erosion efgtice guarantees against the
background of increased import volumes and finieglicated cane sugar
refining capacity (via the establishment of a mimmimport price system for
ACP sugar);

C) ensure the necessary resources are made avadalalelitate the delivery of

ACP sugars to the EU market at remunerative priogglirecting a certain
proportion of internal restructuring aid to estabing the necessary
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infrastructure for delivery of expanded volumes sefgar to new market
components;

d) ensure low cost loans are made available to supipemecessary production
adjustment investments in ACP countries requiredgetve these new market
components opening up in the EU, in a context whéee uncertainties
generated by EU sugar sector reform is increasiagtsts of local financing
for sugar sector related investments;

e) ensure aid for trade support includes a focus mgetad measures designed to
minimize the income losses per tones of sugar ¢egao the EU arising from
the process of EU price reductions;

f) equip ACP exporters to be able to effectively tdgrand serve higher priced
components of the EU sugar market, so as to balangart the effects of the
removal of the EU intervention agencies role aydvwof last resort’.

Developing Programmes to Minimise the Income Lossftects of EU Price Reductions

EU sugar markets are becoming more sophisticatédreme differentiated in line with income growthdan
changing trends in food consumption. By equippf@P suppliers to more effectively serve these more
sophisticated and differentiated markets the inceffects of EU reductions in the raw sugar price ba
minimized. This can be illustrated by considertihng income effects for smallholder farmers of aaunsd
effort to develop the “fair trade” sugar market aimdparallel promote the wide spread “fair trade
certification of smallholder producers associations

Currently the “Fair Trade” Premium on sugar impdrteto the UK market from Malawi is US $ 60 per
tonne. In certain Southern and Eastern Africamtroes, at current rates of exchange, this reptesam
amount equivalent to over 30% of the sucrose ppaid to smallholder sugar farmers. This moretha
compensates smallholder farmers for the impact Of @fice reductions on the sucrose price paid
smallholder sugar farmers.

While currently the “fair trade” sugar market isainthe experience in the banana sector sugdests ts
enormous scope for growth in this market compongatticularly as UK retailers seek to situate
themselves as “ethical retailers”. If just twoth&é UK supermarket chains followed the exampléhin
banana sector and converted to 100% “fair tradglasua market for over 210,000 tons of “fair trade
sugar would be created. A level of demand capabkistaining the smallholder sugar farming seitgr
eastern and southern Africa beyond the proces®JdUgar sector reform.

In this context it is recommended that consideratie given to targeted actions in the
following areas:

Transitional Issues

Ensuring the transitional issues linked to the lleved additional market
access to be granted LDCs and non-LDCs (and thés Has its
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distribution) are clearly elaborated on the bas$ithe EC’s own projected
36.66% expansion of EU sugar imports between 20062808, with this
expansion being evenly shared across ESA membeesl lmn the level of
their total sugar exports to the EU attained in&00

Ensuring a minimum level of expanded access foividdal ESA non-
LDCs is guaranteedbefore the application of the automatic safeguard
provisions can be invoked.

Ensuring greater clarity is provided on theeftain price levél to be
applied, with this being based on the market priceshe EU not the
reference price and encompassing the use of a maminmport price
regulation.

The ESA region should consider putting forward cete proposals on how the

foregoing issues should be resolved and activddipyimg EU member states around the
proposed approach. The measures advanced shoelek te provide guaranteed

minimum levels of access for non-LDCs, above angbbd the access currently enjoyed,
in keeping with the spirit of the EC’s April'4narket access offer.

Aid for Trade and Restructuring Support Issues

Ensuring effective ‘aid for trade’ support is exded to undertaking
priority sugar sectoproduction adjustments, marketing adjustments
and social adjustments including through targeted programmes of
assistance tonarket development the establishment dbw cost loan
financing facilities for sugar sectoproduction adjustmerit, andgrant
based support for sugar farmers organizations to assist them in
strengthening their position within the marketirftaim, in the context of
the radically changed market environment

Ensuring early and effective delivery of restrugtgrsupport, through the
adoption of regional “best practices” in programmesign and aid
delivery, including where necessary the introductd procedural changes
to facilitate early aid deployment in support ofational and regional
priority actions (e.g. agreement to reimburse pmrevi expenditures in
mutually agreed priority areas, given the long Iéiace in EC decision
making processéy.

Ensuring internal EU restructuring support is intpased to ensure the
creation of new market opportunities for ACP sugpgrorts, at established

“*41n a context where market uncertainties are draailht increasing the costs of bank financing fogar
sector related investments.

> This is very important given the ‘use of losesiiproach the annual allocations under the EC’simult
annual indicative programme for ACP sugar sectfusachent support.
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market prices, within the framework of the envighgexpansion of
ACP/LDC sugar exports and the existence of finigglidated raw cane
sugar refining capacity in the EU, with a dialogugh European sugar
sector stakeholders being supported on the futucduton of the EU

sugar market.

Non-Tariff Issues

Tariff Issues

Ensuring a dialogue takes place on the arrangenientthe issuing of
sugar import licenses from the beginning of 2010 in order to ensurd tha
those ESA sugar sectors with no direct EU corposaggagement are not
systematically discriminated against in the allaoabf licenses.

Ensuring all sugar related internal EU regulatiars reviewed and where
necessary annulled, if they create administrataeidrs to trade in sugar
or sugar containing products in the new more liled trading
environment.

Ensuring that the enhanced surveillance mecharosmigh sugar content
products is only applied to products which akearly being exported for
the purpose of circumvention of the basic sugamithpegime, so that this
enhanced surveillance mechanism does not becomebstacle to the
development of value added sugar based produarexm the ESA
region.

Ensuring rules of origin for sugar containing protuare reviewed so that
no unnecessarily strict provisions are applied,cwhie facto constitute
barriers to trade in high sugar content value agfeducts.

Ensuring a strengthening of local food safety coamgle capacities so to
avoid the emergence of SPS disputes on productsmwtihte sugar value
chain.

Ensuring rules of origin are established for EU@¥pof sugar containing
food products which require such products to usey &l or ESA
produced sugar.

Ensuring that sugar and sugar containing produetdraated as sensitive
within the ESA tariff elimination offer, with apppoiate exclusions,
“back loading” and safeguards being established to facilitate the
development of sugar based value added processitng IESA region for
national and regional markets.
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ANNEX 1:

SUGAR PRODUCTION, CONSUMPTION, IMPORT AND
EXPORT DATA FOR THE ESA REGION (1999-2005)

ESA EPA CONFIGURATION PRODUCTION OF SUGAR, 1999 to 2005
(Tonnes raw value

Country 1999 2000 2001 2002 2003 2004 2005
Burundi 23,000 | 23,500 | 20,000 | 20,000 | 22,000 | 22,000 23,000
Ethiopia 234,709 | 250,869 | 305,000 | 286,898 | 295,000 | 325,000 | 345,000
Kenya 512,262 | 436,938 | 377,440 | 537,226 | 448,489 | 561,765 | 531,540
Madagascar | 85,000 | 70,000 | 50,000 | 32,253 | 26,818 | 26,468 27,300
Malawi 187,392 | 208,804 | 205,000 | 260,617 | 257,000 | 255,000 | 265,000
Mauritius 395,691 | 603,561 | 684,979 | 553,182 | 537,723 | 606,409 | 523,930
Sudan 635,269 | 679,850 | 718,831 | 743,554 | 685,869 | 789,077 | 727,781
Tanzania, 113,622 | 130,000 | 115,000 | 186,538 | 217,513 | 210,829 | 278,496
Uganda 137,000 | 130,000 | 140,000 | 160,000 | 180,000 | 190,000 | 195,000
Zaire-DRC 65,000 | 75,000 | 60,000 | 65,000 | 65,000 | 60,000 60,000
Zambia 210,000 | 190,000 | 199,278 | 232,755 | 229,757 | 245,310 | 247,729
Zimbabwe | 583,358 | 571,289 | 548,172 | 565,283 | 482,309 | 456,121 | 429,655
ESA Total

Source Extracted from ISO Year Book for 2005

ESA EPA CONFIGURATION CONSUMPTION OF SUGAR, 1999 to 2005

(Tonnes raw value)

Country 1999 2000 2001 2002 2003 2004 2005
Burundi 23,000 23,500 23,000 25,000 26,000 27,000 29,000
Comoros 5,000 5,500 8,000 9,000 9,000 9,000 9,000
Djibouti 12,000 12,500 12,500 13,000 14,000 15,000 16,000
Eritrea 8,000 8,000 8,000 9,000 15,000 16,000 20,000
Ethiopia 198,542 246,365 | 240,000 210,826 260,000 295,000 305,000
Kenya 662,412 662,520 | 625,000 652,176 691,560 728,196 756,141
Madagascar 95,000 97,500 97,500 104,444 117,150 129,038 131,548
Malawi 137,195 126,644 140,000 145,000 150,000 155,000 160,000
Mauritius 42,356 41,527 43,647 42 569 41,250 42,364 39,332
Rwanda 3,000 3,000 10,000 11,000 11,000 11,000 14,000
Sudan 450,000 | 429,996 | 522,616 567,795 567,594 624,404 | 876,688
Tanzania 200,000 207,500 | 200,000 164,518 218,494 220,898 267,856
Uganda 150,000 155,000 160,000 180,000 195,000 210,000 225,000
Zaire-DRC 75,000 75,000 75,000 85,000 85,000 90,000 95,000
Zambia 115,000 145,000 102,447 115,598 104,170 115,062 94,974
Zimbabwe 375,999 373,714 | 305,381 335,068 314,960 311,127 294,714
Total ESA

Source Extracted from ISO Year Book for 2005
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ANNEX 2

A Review of Announcements of Sugar Sector InvestmeRlans in Southern and
Eastern Africa

Within the ESA configurationfllovo has also been a major investorZambian sugar
production, with total Zambian sugar production2®06 reaching over 250,000 tonnes
up from 186,000 tonnes in 1999. In 2006 Zambia epo38,500 tonnes of sugar to the
EU (11,000 tonnes under the EBA), including 7,2bBnes of speciality Demerara
sugaf®. Overall press reports indicate that sugar colesaim Zambia are planning to
expand sugar production from 255,000 tonnes to0@®4tonnes by 2010, with exports to
the EU increasing from 38,000 tonnes to 229,000ésn Alongside this expansion will
come an increase in Zambia Sugar’s own hydroet#tgtigeneration. In addition recent
press reports indicate interest from Spanish artiain investors in developing a
plantation with a capacity to produce a further,280 tonnes of sugHr

In Malawi, where lllovo is the sole miller, production hapanded from 207,801 tonnes
in 2001 to 256,706 tonnes in 2005, when 43,000dsnmas sold into the EU market.
Investment has also been made in developing spggcalgars for export to the EU. In
2006 it was anticipated that Malawi would export0®® tonnes to the EU under the
sugar protocol and 21,027 tonnes under the EBAatihie. Maximum production
capacity in Malawi is estimated at 280,000 tones

In Tanzania, where lllovo and a combination of Mauritian ante€h investors are
interested in developing production, it is envighgleat production will increase from
270,000 in 2006 and 440,000 tonnes in 2010 (orb#ok of a large scale increase since
1999 when production was 108,000 tonnes). Whilehmof this envisaged expanded
production could be absorbed internally to repliee200,000 tonnes of sugar currently
imported, profit maximisation considerations, asraghat is increasingly a regional
industry, are likely to mean that a growing voluafehis production will be exported to
the EU under the EBA.

Meanwhile at the end of July 2007 Tongaat-Hulethcamced plans to expand its
production inZimbabwe from 240,000 tonnes to 442,000 tonnes, an increéswer
200,000 tonnes. Tongaat-Hulett also announced ithgtroduction elsewhere in the
region is expected to increase, but provided rtailde

Even as far north aEthiopia the government has announced plans to expand sugar
production from 280,000 tonnes to a 1 million tosmnalthough to date no firm foreign
private sector investor has been mobilised in gadigation of these plans. Although this

6 See Times of Zambia report at
http://www.times.co.zm/news/viewnews.cgi?cateqgoB®&iti=1162878700
" See Reuters report reproduced in the Hindustamied at
http://www.hindustantimes.com/news/181 1720641,0003.htm
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being said in July sucrosenews. com reported ttrabja had attracted its first private
investment in the sugar industry from a Pakiskasie investdF.

In January 2007 press reports covered the annowentehat theSudanintends to add a
further 450,000 tonnes to its production capaciity the benefit of investment from the
Gulf regiorf®. Subsequently even more ambitiou plans have beeounced in July
press reports indicated the Sudan plans to protidgusillion tonnes of sugar per annum
by 2015 up from 850,000 tonnes currently. Thid vake place under 13 new projects
which are expected to create 700,000 new jobs.ifitigntly a spokesman for Kenana
Sugar Company indicated that Sudan’s extra sugatugtion will most likely be sold to
Arab, African and internal Sudanese markets

In Mozambique there has been a major surge of investment btuth African based
sugar companielovo andTongaat-Hulett andsignificant investment frorMauritian
sugar interests irfsena Sugar.In February 2007 Tongaat-Hulett announced plans to
expand its sugar production in Mozambique from @@6,tonnes to 270,000 tonnes by
2009, with a Rand 1.3 billion expansion of milliagd cane production at its Xinavane
and Mafambisse mills. Mozmabican sugar produchiaa risen from 44,000 tonnes in
1999 to 265,000 tonnes in 2005, with in 2006 Moziaj exporting the highest volume
of sugar since independence at 175,837 tonnesdu&tion is expected to reach 292,000
tonnes in 2007 and around 500,000 tonnes by 2012.

“See ... (source from July MR)....
9 See press report Brazil-Arab News Agency -30/00720
http://www.anba.com.br/ingles/noticia.php?id=13637

0 See.... Source from July MR)....
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