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Synopsis

The South African Sugar Association (SASA), on behalf of its members, applied for an
increase in the dollar-based reference price (DBRP) for sugar from the existing US$358/ton
to US$764.34/ton. SASA’s request is that the DBRP be substantially altered from the
current methodology used to determine the variable tariff formula, and instead be based on
the domestic sugar industry’s own cost of production and desired return on investment.

Using the world sugar price of US$440.40/ton as at 3 January 2014 and at an exchange
rate of R10.47 to the US$, SASA’s request would result in a specific duty of 339c/kg
(equivalent to 66% ad valorem).

As reason for the application, the applicant submitted that it needed a fair level of
protection, based on the importance of the South African sugar industry in the South
African economy and its contribution to sustainable socio-economic development. It
submitted that increasing imports affect the financial sustainability and competitive position
of the domestic sugar industry.

The Commission considered four scenarios in making an appropriate tariff determination.
Before considering the four scenarios, the Commission firstly considered an appropriate,
evidence-based distortion factor in the global sugar market, due to subsidies. The
Commission drew on information obtained from a report by Patrick H Chatenay, prepared
for the American Sugar Alliance, titled: “Government support and the Brazilian Sugar
Industry”, dated 17 April 2013. It was found that the Brazilian sugar industry benefits from
US$2.5 billion per annum of direct and indirect government incentives, representing 7% of
the price of Brazilian sugar.

The above distortion factor was decided on as it was evident from the latest LMC data,
specific to the sugar industry, that the average world sugar price has, since the
Commission’s last review, increased to such an extent that it now exceeds the average
world cost of production. In the last review, the Commission determined that the difference
between the weighted average global cost of sugar production and the much lower average
global sugar price was indicative of the distortion in the global sugar market. In determining
an appropriate current distortion factor, the LMC data was not helpful and the Commission
instead relied on the above-mentioned report on the Brazilian sugar industry.



The Commission determined that the current freight rate and other costs to import sugar
from Brazil, the main source of imports into SACU, to a port in South Africa, amounts on
average to US$31/ton.

The Commission then considered the following variable tariff formula scenarios, taking into
account a distortion factor of 7% in the average world price and ocean freight costs of
US$31/ton:
Scenario 1:

Based on a 10-year average world sugar price of US$390/ton

Over the last ten years, the average world sugar price was US$390/ton. Applying a
distortion factor of 7% (US$27/ton) and transport costs of US$31/ton, the domestic
reference price would be US$386/ton.

Using the price calculations as at 3 January 2014, no duty will be triggered as the price on
the day (US$440.40/ton) was higher than the domestic reference price of US$386/ton.

The 10-year average world reference price was used by the BTT as a benchmark price.
However, a ten year average was found by the Commission to be too long a period to
account for structural changes in the global sugar market and rising price levels. In the
case of the variable tariff formula for wheat, the Commission found that a shift in this
parameter was required to account for recent structural changes. The Commission decided
on a five-year average world wheat price that properly reflected prevailing circumstances in
the global wheat market.

Scenario 2:

Based on a 5-year average world sugar price of US$509/ton

Over the last five years, the average world sugar price was US$509/ton. Applying a
distortion factor of 7% (US$36/ton) and transport costs of US$31/ton, the domestic
reference price would be US$514/ton.

Using the price calculations as at 3 January 2014, a specific duty of 77c/kg (equivalent to
15% ad valorem) will be triggered, equal to the difference between the price on the day
(US$440.40/ton) and the higher domestic reference price of US$514/ton.

Although the 5-year average is consistent with the methodology followed on wheat, the
Commission took the view that a DBRP of US$514/ton would just fall short of adequately
supporting the sugar industry in relation to current costs of production.



Scenario 3:

Based on a 4-year average world sugar price of US$558/ton

Over the last four years, the average world sugar price was US$558/ton. Applying a
distortion factor of 7% (US$39/ton) and transport costs of US$31/ton, the domestic
reference price would be US$566/ton.

Using the price calculations as at 3 January 2014, a specific duty of 132¢/kg (equivalent to
26% ad valorem) will be triggered, equal to the difference between the price on the day
(US$440.40/ton) and the higher domestic reference price of US$566/ton. Given the
peculiar circumstances of the sugar industry as these relate to the cost of production and
the industry’s price-competitive position vis-a-vis landed cost of imports, a four-year
average world reference price was found to be an appropriate benchmark price.

Scenario 4:

Based on a 3-year average world sugar price of US$625/ton

Over the last three years, the average world sugar price was US625/ton. Applying a
distortion factor of 7% (US$44/ton) and transport costs of US$31/ton, the domestic
reference price would be US$638/ton.

Using the price calculations as at 3 January 2014, a specific duty of 207c¢/kg (equivalent to
41% ad valorem) will be triggered, equal to the difference between the price on the day
(US$440.40/ton) and the higher domestic reference price of US$638/ton. Due to price
instability over the short term (world sugar prices have since fallen steeply below the 3-year
average world price), the Commission found that, in this instance, a 3-year average world
reference price was too unstable to serve as a longer-term world reference price. A
domestic reference price of US$638/ton would overprotect the industry and have an
inflationary impact.

The Commission could not support the applicant’s request for a radically altered formula, to
be periodically updated, based solely on the domestic sugar industry’s own production cost
and desired return on investment. Spiralling cost and price increases and investment
returns would be automatically accommodated through a higher tariff on imports,
completely isolating the domestic industry from import competition. In effect the industry
would be setting the tariff. Such a system would not be conducive to competitiveness and
would have a significant inherent cost-raising impact downstream with unintended
consequences for food security as well as the tariff-setting process and methodology for
other commodities such as wheat and maize. In addition, the level requested by SASA
would disadvantage the large industrial manufacturers using sugar as an intermediate
input, constituting more that 60% of the domestic sugar industry’s downstream clientele.

A DBRP as suggested by SASA could lead to unintended consequences by encouraging
industrial users to consider less costly imported substitutes for sugar, such as high fructose
cassava syrup or artificial sweeteners.



The Commission found Scenario 3 (DBRP of US$566/ton), the most appropriate model for
a revised domestic reference price for sugar. The reference price of US$566/ton yielding an
immediate duty equivalent to 26% ad valorem, sufficiently accounts for the structural
changes in the global market since the last review, and corresponds to the existing price
disadvantage experienced by the domestic industry. This reference price of US$566/ton is
consistent with one of the major reasons cited by SASA for this application that the aim is to
have a “fair level” of protection.

The Commission also considered that an increase in the duty on sugar would have an
impact on downstream industries and consumers.

In arriving at its recommendations and in light of the foregoing, the Commission considered
the information at its disposal and the comments received. The Commission also took the
following factors into account:

¢  The rising level of imports into the SACU and erosion of market share of domestic
producers. On average, imports constituted approximately 7.6% (including SADC) of
the total SACU market from 2009 to 2012. However, provisional data indicates that
imports have increased from 7.6% to 18.6% of the SACU market. This spike in import
volumes in the latter part of 2013 seems to coincide with the movement towards the
finalisation of this investigation and once the new tariff dispensation is implemented
this is expected to normalise;

o The suppressed domestic sugar price as a result of distorted global market prices;

® The domestic sugar industry’s considerable levels of production, employment and
investment; and

o The competitive position, including the cost and price structure, and the level of price
disadvantage experienced by the domestic sugar industry vis-a-vis foreign producers.

The Commission also considered that the notional sugar price is not set in a market but is a
self-regulated price set by the sugar industry, comprising the growers and the millers, at the
beginning of each year. General inflation levels dictate the price, regardless of cost
increases or import competition.

Unlike the other tariff scenarios considered by the Commission, the price-impact analyses
suggest that the domestic reference price recommended below, yielding an immediate duty
of 132c¢/kg, equivalent to 26% ad valorem would not have a considerable price-raising
effect, but would remove the price disadvantage experienced by the domestic industry and
lead to increased production levels and profitability.



In view of the above, the Commission recommended that the DBRP for sugar be increased
to US$566/ton as follows:

Domestic reference price = World reference price + distortion factor — transport costs

i.e. US$566/ton = US$558 + US$39 - US$31

Using the price data as at 3 January 2014, a specific duty of 132c/kg (equivalent to 26% ad
valorem) will be triggered using a DBRP of US$566/ton.

In light of the foregoing the Commission decided to recommend that the domestic Dollar-
based reference price for sugar be increased from US$358/ton to US$566/ton based on the
4-year average London No. 5 settlement price of sugar of US$558/ton, plus an adjustment
for the distortion factor evident in the international sugar market of US$39/ton, less the
average ocean transport cost of sugar to a South African port of US$31/ton.

The initial duty on sugar will be calculated as the difference between US$566/ton and the
price of sugar on the London sugar exchange on 3 January 2014, which amounted to
US$440.40/ton at an exchange rate of R10.47 to the US$ as follows:

Reference price
RSA domestic reference price US$566/ton

Minus: London No. 5 settlement price of| US$440.40/ton
sugar on 03 January 2014

Dollar duty on sugar US$125.6/ton
Rand duty on sugar 132c¢/kg

Adjustments to the level of protection will be based on quantum movements in the world
reference price as follows:

The difference between the 20 trading day moving average London No. 5 settlement price
and the established domestic reference price for sugar will be calculated daily. If the 20
trading day moving average of the No. 5 settlement price shows a variance of more than
US$20/ton from the previous trigger level for 20 consecutive trading days, a new duty will
be calculated. The resulting Dollar duty will be converted to Rand, based on the
Rand/Dollar exchange rate prevailing on the day that the adjustment is triggered.



THE APPLICATION AND TARIFF POSITION

(i) The application

The South African Sugar Association (SASA), on behalf of its members, applied for an
increase in the dollar-based reference price (DBRP) for sugar from the existing US$358/ton
to US$764.34/ton.

As reason for the application, the applicant submitted that it needed a fair level of
protection, based on the importance of the South African sugar industry in the South
African economy and its contribution to sustainable socio-economic development. It
submitted that increasing imports affect the financial sustainability and competitive position
of the domestic sugar industry.

The application by SASA was published in the Government Gazette on 20 September
2013 for comment by interested parties. As part of the consultative process, ITAC engaged
extensively with interested parties throughout the investigation.

These parties consisted of representatives from the SACU primary and secondary
industries, importers, retailers, the National Agricultural Marketing Council (NAMC) and the
Department of Agriculture, Forestry and Fisheries (DAFF). Representatives from the
primary and secondary sugar industries, the Association of South African Sugar Importers
(ASASI), as well as the downstream manufacturers of products containing sugar e.g. the
Beverage Association of South Africa (BEVSA), Tiger Brands Limited, Snackworks (Pty)
Ltd, and the South African Chocolate and Sweets Manufacturers Association (SACSMA),
made oral presentations to the Commission at its meeting of 10 December 2013.

if) The existing dollar-based reference price (DBRP)
The current tariff dispensation for sugar, termed the variable tariff formula for sugar, was

introduced by ITAC’s predecessor, the Board on Tariffs and Trade (BTT), in September
2000. The domestic reference price was calculated as follows:

\ Domestic reference price= World reference price + distortion- transport costs |

Based on the prevailing price data, this particular dispensation was deemed to better suit the
circumstances surrounding the production and trade of sugar than the normal ad valorem
import duties that are in place for most other products. The reason for this was that swift
reaction is required due to the high frequency of the peaks and troughs evident in the price
cycle of this commodity. The formula also accommodates exchange rate fluctuations.

The Board considered that the then average long term (10 year average) international price
for sugar on the London Sugar Exchange of US$300/ton (the world reference price) was
distorted to such an extent that it could not be accepted as a fair reflection of a normal world
price for sugar. Guided by the results of various studies regarding the effects of market
intervention on the price for sugar, the Board concluded that in order to establish a fair
benchmark for a sugar pricing model, the long term average world reference price for sugar
should be adjusted upwards by 20 per cent or US$60/ton, to factor in distortions in the
international sugar markets.
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The Board also considered that over and above tariff protection, the industry also benefitted
from natural protection, in that sugar is an expensive product to transport. It was found that
ocean transportation costs add an additional protection of US$20/ton to US$70/ton per ton
to tariff protection (at 1999 prices).

In view of the above, the Board recommended a dollar-based reference price system in
terms of which the domestic reference price for sugar should be the long-term average
world reference price calculated at US$330 per ton, after adjustments, to provide for an
average transport cost of US$30 per ton to allow for the natural or geographical protection
that South African producers enjoy and the price-suppressing effects of interventionist
policies in some major sugar-producing countries.

Protection for the industry was then calculated as the difference between the domestic
reference price of US$330/ton and the reigning moving average London No. 5 price (world
reference price), where the world reference price was the 20-day moving average daily
settlement price for No.5 White Sugar as traded on the London International Financial
Futures and Options Exchange. Adjustments to the tariff were triggered when the 20-day
moving average of the London No.5 price showed a variance of more than US$20/ton for
20 consecutive trading days from the London No.5 price at which the previous adjustment
was triggered. The amount of the difference was converted to Rand at the R/US$
exchange rate on the day an adjustment in the tariff was triggered. The sugar industry
therefore enjoyed tariff protection when the international sugar price dipped below
US$330/ton.

The customs duty for sugar is reflected in Part 1 of Schedule No.1 in the Customs Tariff as
a variable specific duty.

Since the introduction of the variable tariff formula for sugar in 2000, ITAC maintained the
use of the variable tariff formula for the determination of the customs duty on sugar, but
reviewed the dispensation in 2009, through an adjustment to the world reference price, the
distortion factor, and transport costs.

The Commission, in its last investigation regarding the DBRP for sugar, recommended in
Report No.308 of 2009, an increase in the DBRP for sugar from US$330/ton to
US$358/ton.

The Commission found adequate justification for amending the then existing sugar pricing
variable tariff formula as follows:

The world reference price was adjusted from the previous 1987/88-1998/99 average to the
1998/99-2007/08 average price of US$256/ton.

The Commission recommended a larger adjustment for the distortion factor than what was
recommended by the BTT in 2000. The Commission based its decision on the rationale of
measuring the difference between the long term (10-year) weighted average cost of
producing sugar (for all sugar producing countries) and the actual average world sugar
price over the same 10-year period as published by Landell Mills Commodity Studies
(LMC). The difference between the world sugar price and the average cost of sugar
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production was regarded as the distortion factor. A calculation of the average distortion
factor using a 10-year average yielded 58%.

The Commission further recommended a larger adjustment for the average transportation
cost from other sugar producing countries, to a South African port, from the previous
US$30/ton as recommended in 2000 to US$46/ton, mainly due to significantly higher fuel
prices.

The system would yield protection to the SACU industry when the reference price fell
below US$358/ton. As per this variable tariff formula, the customs duty for sugar has been
duty free since 09 April 2009.

The existing tariff position for sugar reads as follows:

Current tariff position for sugar
Tariff Tariff Description Statistical Rate of duty
heading subheading unit

General | EU EFTA | SADC

17.01 CANE OR BEET SUGAR
AND CHEMICALLY PURE
SUCROSE IN SOLID FORM

1701.1 Raw sugar not containing
added flavoring or colouring
matter:

1701.12 Beet sugar Kg Free Free | Free | Free

1701.13 Cane sugar specified in
subheading Note 2 to this
chapter

Kg Free Free Free Free
Cane sugar
1701.14 Kg Free Free Free Free

1701.9 Other:

1701.91 Containing added flavoring or Kg Free Free Free Free
coloring matter

1701.99 Other Kg Free Free Free Free
(Source: SARS)

The WTO bound rate for South African sugar is 105% ad valorem.

Under the SADC Trade Protocol, a provision for rebate of the full duty in terms of Schedule
No. 4 to the Customs and Excise Act, 1964, exists with respect to raw or refined sugar
imported from non-SACU SADC Member States. (Rebate provision under item
460.04/17.01/01.04).

At the time of the WTO negotiations, Uruguay round, South Africa’s level of bound rates for
agricultural products was deemed high. Subsequently, South Africa agreed to the
introduction of Minimum Market Access rebates for certain agricultural goods, which allows



for a specific percentage of lower rated duty imports calculated as a percentage of the
bound rate.

iii) The requested reference price

SASA’s request is that the DBRP be substantially altered from the current methodology
used to determine the variable tariff formula, as described in the previous sections, and

instead be based on the domestic sugar industry’s own cost of production and desired
return on investment.

Using the world sugar price of US$440.40/ton as at 3 January 2014 and the rate of
exchange of 10.47 on the day, SASA’s request would result in a specific duty of 339¢c/kg
(equivalent to 66% ad valorem).

INDUSTRY AND MARKET

The world market

Sugar is produced in more than 100 countries and global production exceeds 120 million
tons a year. The biggest producers globally are Brazil (18.6%), the European Union
(13.7%), India, and China.

The largest sugar exporters are Brazil and the European Union, followed by Australia and
Thailand. Africa, excluding Egypt, accounts for 5.7% of world production, 14.9% of
imports and 7.7% of exports. South Africa is the only significant African player (1.8% of
world production).

Approximately three quarters of sugar production is consumed in the countries of
production. The balance is traded in the international sugar market, generally at prices
below those supported by economic fundamentals. The distorted world sugar prices arise
from interventionist measures adopted in a number of sugar producing countries. These
measures, which have the effect of artificially increasing the supply of sugar to the world
market, include producer and export support programs, market access constraints such as
preferential quotas and special market arrangements, and are supported by high import
tariffs.

10



SACU Market
The table below reflects the estimated size of the SACU sugar market:

Size of SACU market

Year Total Total value | Annual Percentage | Percentage Imports  quantities
quantity | of SACU | rate of | share of | share of | (Tons), percentage

1 April - | of SACU | sales increase applicant’s imports and | growth and
31 sales (Million R) in terms | sales to | Swaziland’s percentage of SACU
March (Tons) of (1) | total SACU | sales to total | sales in tonnages

quantity sales in | SACU sales

(2) and | terms of | in terms of

value volume & | volume &

value value

2009/10 1922 682 845150 | 0.6%/9.0% 78.00% 28.00% | 102049 /-25% /5.0%
2010/11 1932 574 9165.10 | 0.5%/8.4% 79.50% 20.50% | 84819 /-17% /4.4%
2011/12 2 106 865 11 203.40 |9.2%/22.2% 82.00% 18.00% | 116838 /38% /5.5%
2012/13 2 097 522 11 855.70 | 0.4%/5.8% 77.80% 22.20% | 160000 /37% /7.6%
201314 2141129 12095.00 | 2.1%/2.0% 79.10% 20.90%
(Estimate)

The total SACU market for the 2012/13 period is comprised of sugar supplied by South
Africa (78%), Swaziland (14.4%), SADC producers who have quotas under the SADC
Sugar Cooperation Agreement (1.6%) and all other imports (6%).

The SACU sugar market is shared by Swaziland and South African sugar producers
according to the industry agreement of March 1998 between the Swazi and South African
sugar industries. The agreement is aimed at establishing fair market access for producers
through the maintenance of equal export obligations. In terms of this agreement South
Africa and Swaziland share the SACU market in a 81.3:18.7 ratio.

According to the Swaziland Sugar Association (SSA), Swaziland’s sugar is largely sold to
two main markets: SACU and the European Union, almost in a 50:50 split. Other
preferential markets exist in COMESA and the United States, but have not been utilised in
recent years owing to the relatively lower returns in those markets contrasted with a high-
priced unlimited access to the EU market.

Swaziland’s access to the EU market is on the basis of the duty-free quota-free market
access provisions of the Market Access Regulation (the interim instrument prior to the
enactment of Economic Partnership Agreements). This has provided Swaziland with an
avenue to sell unlimited quantities of sugar to (a higher-priced market in) the EU,
essentially diverting sales from the low-priced regional and US markets. Through this
access arrangement, Swaziland’s exports to the EU have increased from 153 250 tons in
2006/07 to the 360 000 tons forecasted to be sold in 2013/14.

The US market is accessed under the tariff rate quota (TRQ) system governed by the US
Sugar Programme under the Farm Bill of 2002.

The world market is the residual or “dumped” market which takes all the remaining sugar.

The South African sugar industry does not enjoy any preferential sugar market access
agreements.
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The South African sugar value chain is presented in Figure 1 below:

Figure 1
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South African sugar is produced from sugarcane by approximately 26 600 registered
sugarcane growers who annually produce on average 22 million tons of sugarcane from
14 mill supply areas. Approximately 25 200 are small-scale growers, of whom 11 600
delivered cane last season, producing 9.35% of the total crop.

There are approximately 1 400 large-scale growers (inclusive of the 323 black emerging
farmers) who produced 83.2% of total sugarcane production. Milling companies with their
own sugar estates produced approximately 7.5% of the crop. This percentage of the total
crop produced by the miller-cum-planter estates has decreased in recent years and is
likely to continue to do so as the companies promote more black farming development.

The applicant submitted that, on average, the South African sugar industry processes 22
million tons of cane in a season resulting in sugar production of 2.2 million tons (valued at
approximately R12 billion per annum).

Four of the fourteen South African mills are owned by lllovo Sugar Ltd; four mills are
owned by Tongaat-Hulett Sugar Ltd; and three mills by TSB Sugar RSA Ltd. UCL
Company Ltd, Gledhow Sugar Company and Umfolozi Sugar Mill each operate one mill.
Two of the TSB Sugar RSA Ltd mills are located in the Mpumalanga province and the
remaining mill in the KwaZulu-Natal province.

Three of the South African sugar mills are known as "white end" mills and produce their
own refined sugar. Raw sugar produced by TSB Sugar RSA Ltd is exported via the sugar
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