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HOW MEXICO'S DAIRY INDUSTRY HAS EVOLVED UNDER THE NAFTA—
IMPLICATIONS FOR U.S. DAIRY EXPORTERS AND U.S. INVESTORS IN MEXICO'S
DAIRY-FOOD BUSINESSES

W. D. Dobson and Richard Proctor

Executive Summary

Introduction

* The NorthAmericanFree TradeAgreement (NAFTA)—which becameffective onJanuary 1,
1994—opened the Mexican market to larger U.S. dairy imports.

» The purposes of this Discussion Paper were to:

—Analyze impacts of developments Mexico's economy and dairy industry under the
NAFTA that affect U.S. dairy exporting opportunities andl.S. direct investment
opportunities in Mexico's dairy-food businesses.

—Analyze:

a) Adjustments made by Mexican firms to limit or discourage dairy imports, and
b) Challenges associated with exporting dairy products to Mexico or making direct
investments in Mexican dairy-food businesses.

—Draw implications fronthe study for U.S.dairy exporters andirect investors ilMexico's
dairy-food businesses.

Developments Under the NAFTA that Have Affected U.S. Dairy Exporting and U.S.
Direct Investment Opportunities in Mexico's Dairy-Food Businesses

* While Mexican demandbr dairy productshas risen undehe NAFTA, this development did
not unfold immediately or smoothly under the trade agreerivntico's economyexperienced
a recession, a sharp devaluation of the peso, and a bout of rapid inflatidkP8@#ter Itwas not
until the late 1990s and 2000 that robust growth began to manifest it&dxioo, causing the
country's economy tbecome arguably th&trongest irLatin America. Gloomy scenarios for
Mexico's economy emerged lmte 2001 asthe country's export$ell in response tdahe U.S.
recession.

* The percentage of Mexicamuseholds irthe middle andupperincome categories grew to
about35% inthe late1990s, increasing the number of potentiagtomers foimported dairy
products, especially differentiated dairy produdttwever,the number of Mexican citizens in
the two lowest income categories still comprises about 65% of the population.

* The pervasiveand persistenpoverty in Mexico suggeststhat nonfat dry milk (NFDM)—
substantial quantities of which are imported—uggdreconstitution into fluid milkfor sale to
low-income people aubsidized prices in Mexicwill continue to be aery important dairy
import for Mexico.

» U.S. export shares fdluid milk, yogurt, wheyand lactosaverelarge in 1999—oveB5% for
all four products.

» U.S. dairy exporters held aaverage27% share of Mexico'8IFDM imports from 1994 to
1999. Those shares varied from 7% in 1996uver 50% in 1998 and 1999U.S. exports of
NFDM to Mexico are likely to remain approximately flat the next severajears at about 60
thousand metric tons.

» Per capita consumption of cheese in Mexiesincreased sinc&994. However,competition
to supply Mexico's expandecheese markehas been brisk from non-U.S. sources and

* W.D. Dobson is Professor of Agricultural & Applied Economics, Program Director for Trade and
Policy of the Babcock Institute, and Director of the Renk Agribusiness Institute at the University of
Wisconsin-Madison. Richard Proctor is a Project Assistant and MBA in Agribusiness student in the
School of Business at the University of Wisconsin-Madison.
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domesticsuppliers. For aleast part of thdate 1990s,U.S. exports ofcheese to Mexico
remained below pre-NAFTA levels.

* Mexico's dairy self-sufficiency levels will vary from product-to-product. ImportsiebM as
a percentage of consumption have declined sharply, falling 3d% in 1994 taabout44% in
2001. Mexico'sheese imports as a percent of consumptioB0l differedlittle from the
1994 figure.

* Mexico's dairy farmers will likely produce 75% (£ 5%) tbe country'smilk requirements for
the next several years.

* The number of milk cows in Mexico increased by only about 5% from 1994 to B0@@ver,
milk production increased by aba®% during thigeriod, mainly because of an increase in
milk production percow. While the increase in milkproduction percow in Mexico was
noteworthy, thefigure was stillonly about16% of the comparabld).S. figure in 2000.
Mexico'saverage milkproduction percow isdepressed byhe large number of cows on the
country's semi-confined and dual-purpose farms.

* Priceincentivesand other developmentsill foster additional milk production in northern
Mexico.

* Mexico hasbecome a mature export markietr dairy productsthat attracts worldclass
competitors. Margins for commodity dairy exports to Mexico have become "razor thin."

* The presence of "razor thin" margins on dairy commodities nteah$ailure of a major dairy
importer to pay for a shipment can wipe out profits on a large batch of exports.

» Exporters' problems with obtaining payments (or lpagment delayshavecreated incentives
for U.S. dairy exporters tdocus on sales ofiifferentiatedproducts to "A" customeré.g.,
Nestle, McDonald's) and to channel bulk dairy products to other foreign markets.

Adjustments Made by Mexican Firms to Discourage Dairy Imports

* Adjustments made by Mexican dajpyocessorand farmerdall into threebroad categories.
The first is to increase domestmilk production toreplaceimports of fluid milk and milk
powder with domestic production. Thistrategy, as notedbove,has onlybeen partially
successful. The secondrelates to pricing strategies. The third relatesige ofgovernment
regulations to discourage dairy imports.

» Because of location advantages, lower raw product costs of some Mexican producers, and other
considerations, Mexicaprocessorsan offer dairy products to Mexicafood markets at a
lower cost than U.S. firms.

* Price appears to be an important competitive measure used by Mexican facasite market
share. A February 20Qdrice survey of Mexico Citfood markets showedhat U.S. dairy
productscarried a price premium 042% over fluid milk of Mexican origin and a 60%
premium over ice cream of Mexican origin.

» If, as is likely, the quality of Mexican dairy products continues to improve in thefewextears,
it is doubtfulwhethersuchprice premiumdor U.S. dairy productscan be maintained. The
problems of European cheese exporlisbe more severdecause theiproductsare priced
higher than U.S. products in Mexican food stores.

* In the Mexicali/Tijuanaarea,local milk producershavemadeimports ofU.S. milk unsaleable
throughlocal supermarketsvith the help of regional government regulatiathsit requirdocal
stores to sell all locally producedilk first. Other examples afse ofgovernment regulations
to thwart dairy imports appear in the study.

Challenges Associated with Doing Business in Mexico's Dairy-Food Industries

» Corruption remaingervasive in Mexicodespite governmerefforts to reducethe problem.
Transparency International's Corruption Perception Index places Mexite imiddle third
countries. This is irthe same genergrouping aslLatvia, Zambia, Colombia, Ethiopia, and
Thailand.

2 Babcock Institute Discussion Paper No. 2002-1
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Corruption in Mexico manifests itself to dairy exporters in the form of occasional difficulties in
getting paid for exports and problems associated with getting courts to settle payment disputes.

The level of corruption in Mexico appears to correspond looselthédevel of regulation. A
U.S. dairy exporter's complaint about problems with nontariff barriers to dairy sales in Mexico
is related to this point.

A senior agricultural attaché referred to corruption in Mexico as th#xXargefirms are most
able to pay. This point has obvious implications for the size of finatsvill be able to export
dairy products to Mexico successfully mrake profitable direct investments in tbeuntry's
dairy-food businesses.

Implications of the Study for U.S. Dairy Exporters and Direct Investors

Demand for imported dairgroductswill continue to bestrong inMexico, especially after the
2001-2002 recession ends in Mexico and the U.S.

Mexico's dairy markets no longer represent "low-hanging fruit" (if they ever did).®rdairy
exporters and direct investors. Mexico's damgrkethasmatured. As part of thenaturity, a
larger number oftrongdomestic firmshaveemerged and powerful European multi-nationals
have increased their sales.

Expansion of U.S. export sales of fluidlk, yogurt, wheyand lactose to Mexicwill be slow
because U.S. market shares of imports of these prodecaready large. Expandegports
of these productsiill be mainly through expansion ahe Mexican markethroughincome
growth, population growth, and developmentnefv, demand-expandingses forthe products.
Expansion via these avenues will be gradual.

Margins on exports of bulk dairy products have become thin. This of course is no surprise and
it means that suppliers of bulk commodity exports to Mexico must be low-cost exporters to be
profitable. Exporters of bulk dairy commodities to Mexico must atsmagerisk so that

default on payments by an importer does not bring financially ruinous results.

Problemsthat U.S. firms have experienced in getting paiwr dairy exports to Mexico are
multi-faceted. Delays ingetting paidfor shipments(e.g., net 60 or 9@ays)occur in part
because some Mexican firms need to turn the product before they generate revenues to pay for
imports. This situation emerges in part because, in much of Mexico, therevelyeveloped
busines<redit systemthat would permitfirms to useinventories and accounteceivable as
collateral for credit that could be used to pay for imports on a tmoedy basis. Thissituation

is no surprise foexperienced dairy exporterddoreover, they can decide whether to export
bulk dairy products to Mexicavhen importers' payments are routineijade onsuch a
schedule. Of course, delays in payments also occur because of disjputttespecification

of products delivered and related points. The lack of recourse to courts for dispute settlement in
such situations presents a problem.

Problemswith margins and payment delaysake exports ofdifferentiated dairyproducts to
"A" customers in Mexico attractive.

Babcock Institute Discussion Paper No. 2002-1 3
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HOW MEXICO'S DAIRY INDUSTRY HAS EVOLVED UNDER THE NAFTA—
IMPLICATIONS FOR U.S. DAIRY EXPORTERS AND U.S. INVESTORS IN MEXICO'S
DAIRY-FOOD BUSINESSES

W. D. Dobson and Richard Proctor

Introduction

The NorthAmericanFree TradeAgreement (NAFTA)—which becameffective onJanuary 1,
1994—incorporated changébat graduallyopened the Mexican market to largerS. dairy
exports. Impacts ahe NAFTA on theU.S. dairy industrywere analyzed byabcock Institute
researchers and others in the early to mid-192@s10,23]. In earliestudiesthe analysts spelled
out reasonably accurately—broadterms—what the NAFTA would meafor the U.S. dairy
industry. The researchers identified Mexico as a lamarket with sizable middle andipper
classedhatrepresented an important destination U.S. dairy exports. They predicted that the
country would be the largest export market for U.S. dairy producthdoioreseeable future. The
analysts also identified.S. firmsthat wereearly movers into the Mexican dairy market—Kraft,
Dean Foods, and Foremost Farms, to name a few. févitlexceptions, theesearchers suggested
that Mexico would not approach self-sufficiency in dairy production a large, but unspecified
number of years. Moreover, authors of the early studies provided plausible estimates of the size of
the price gains fol.S. milk producers from expanding dairy expar Mexico. However, the
researchergseglected to analyze fully the impacts di$tinctive challengesssociatedvith doing
business in Mexico (e.g., dealing with nontariff barriers and corruption).

There alsohavebeen changes in Mexico's dairydustry and Mexico's economy since the
beginning of the NAFTAthat affect dairyexporting opportunities and dairy-foodvestment
opportunities in Mexico for U.S. firms. The changadude adjustmentmade by Mexicariirms
to discourage dairy imports. Mexidas alsobecome a more mature export markat dairy
products, necessitating modifications in the exporting practicesSffirms. Inaddition, a1998
Babcock Institutestudy producechew information about the nature of demdiod dairy products
in Mexico that hasimplicationsfor U.S. dairy exports and foreigdirect investment irMexico's
dairy-food businesses [20]Information onnew and/or imperfectlyanticipated developments in
Mexico's dairy industry under the NAFTA should be of interedi.t®. dairy firms. Accordingly,
the purposes of this Discussion Paper were to:

I.  Analyze impacts of important developments that have occurred in Mexico's dairy industry and
economy undethe NAFTA that affectU.S. dairy exporting andJ.S. direct investment
opportunities in Mexico.

[I.  Analyze impacts of
a) Adjustments made by Mexican firms to limit or discourage dairy imports, and

b) Nontariff barriers and corruption on opportunities to export dairy products to Mexico or
make direct investments in Mexican dairy-food businesses.

[ll. Evaluateimplications of developments identified rarts | and 1l on exporting and foreign
investment opportunities for U.S. firms in Mexico's dairy industry.

The research benefitddom the authors'interviews withofficials of the U.S. Dairy Export
Council (USDEC)the ForeignAgricultural Service of thd).S. Department of Agriculturel).S.
dairy exportersU.S. investors in Mexican dairy-food businesses, and Mexican dairy industry
officials.

.  Developments Under the NAFTA That Have Affected U.S. Dairy Exporting and
Investment Opportunities in Mexico's Dairy-Food Businesses

Information on Mexican dairy policies and Mexico's daingdustry beforethe NAFTA
provides benchmark figures agaimgtich to evaluatehangeshat emergedinderthe agreement.

Babcock Institute Discussion Paper No. 2002-1 5
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Readerdamiliar with Mexico's dairy industry beforthe NAFTA andwhat theNAFTA did may
skip tothe section describing hoexico's economy and dairy industhave evolvedunder the
NAFTA.

» Tariffs and import licensing arrangements were used by the Mexican government to protect the
domestic industry, raise revenues, and achieve other policy objectives. However, Mexican tariffs
on certain dairyimports were relativelysmall before theNAFTA, reflecting tariff reductions
Mexico made when joining the GATT in 1986.

» From Mexico's standpoint, arguably the most important licensing arrangement related to nonfat
dry milk, animportant dairy productised tomake reconstitutednilk, ice cream,cheese and
other dairy products. Atmes in the late4980s, Mexico was the world's largest importer of
nonfat dry milk.

» Before the NAFTA andor a few yearsthereafter Mexico importedmilk powderthrough a
government monopoly importing agencycalled CONASUPO (Compania Nacional de
Subsistencias Populares). CONASUPOtum supplied anothegovernment organization
namedLICONSA (Leche Industurializad&€onasupowith milk powder, which the lattansed
to produce reconstituted milk sold at subsidized prices to low-income Mexican people.

* Mexico'sgovernment satetail and farmmilk prices in the pre-NAFTA era. These and other
regulations at times creatsduations in Mexicovhere Producer Subsid¥quivalents(PSE)
for milk producerswere negativeand ConsumeBubsidy Equivalents(CSE) for milk were
positive. According tdHallberg's estimatefor 1982 t01989, thePSE as gercentage of the
price of milk ranged from 1.2% in 1984 to -6.2% in 1989 [23, p. 25]. The CShasentage
of the price ofmilk, on the otherhand,ranged from 1.9% in 1985 to 16% in 1989. Mexico's
government stopped regulating farm level milk prices after 1989, but contietagddnilk price
setting until the late 1990s.

* Milk production in Mexico ranged from 5/éillion liters to 7.1 billion liters in thefive years
prior to the passage of the NAFTA. Then, as now, Jalisco was the leading milk-prostateng
in Mexico.

* In the early 1990's, the percentage of cows il produced by different dairy farming
systems in Mexico was approximately as follows [10, 23]:

System % of Cows % of Milk
Confinement 14% 55%
Semi-Confinement, Pastoral 23 15
Dual-Purpose 63 30

Some confined system farms were similar to large-scale dairy farms in Californfaizomh.
The semi-confined pastordarms were found throughout Mexico'sentral andnorthern
regions. The dual-purposefarms, which produce milk mainly as aby-product of beef
production, were located primarily in the Mexican tropics.

* An estimated 30% to 50% of Mexican milk in the edr®0swas consumed as unpasteurized,
unchilled fresh milk or processa&ato cheese by dairy farmers asdld directly to consumers
[23].

* Inthe early 1990s, the rapidly growing Mexican chaaagket, whichconsisted predominantly
of fresh and white cheeses was characterized by [2, p. 2]:

—Per capita consumption at about 25% of U.S. levels.

—High retail prices relative to incomes.

—Prices close to U.S. prices.

—Low packaging quality.

—A 20% import tariff and import licenses on most U.S. varieties.
—Dominance of the import market by Uruguayan and Dutch exporters.
—Rapid growth in U.S. cheese exports to Mexico.

6 Babcock Institute Discussion Paper No. 2002-1
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* Population growth in Mexico durinthe 1980saveraged at leag.0% annually, which was
approximately double th®.S. population growth ratg?]. In 1990, about0% of Mexico's
population was under the age of 20 and nearly 70% under 30.

* Prior to theNAFTA, the major domestic fluid milkprocessorsncludedGrupo Alpura, Grupo
LALA, Guilsa, and Boreal. Boreal, formerly a government cooperative, was privatized.

* Nestle, a strong and politically well-connected firm, operated processing plants in Meeie
the firm processed reconstitutenilk, filled milk, ice creamand other dairy products. Nestle
was regarded by domestic processors as a powerful producer of high ppealitgts. Nestle
influenced Mexico's domestic dairy policies atmdde agreements affectirigexico's dairy
industry.

» Danone, another large European-based firm, had more than 40 yeapenénce operating in
Mexico's dairy-food business prior to the NAFTA.

What the NAFTA Did

Prior tothe NAFTA, Mexico employed licenses and tariffs ltmit access to Mexico's dairy
markets. Whenthe NAFTA becameffective,Mexico convertedts import licensing arrangement
for milk powder into a tariff rate quota (TRQ) that would operate as follows:

* The TRQ for milk powder was scheduled to remain in effect during a 15-year transition period.

» Initially duty-free access to the Mexican market was provided0,000 metrictons of U.S.
nonfat drymilk andwhole milk powder. The amount &1.S. milk powder entering Mexico
duty freewas scheduled to grow at an annual compoumes over thel5-year transition
period.

* For the first year of the agreement, U.S. exports of milk powder in excess of #30tons
were subject to a 139% tarifDuring thefirst six years othe NAFTA, 24% ofthe tariff was
scheduled to be eliminated and the redheftariff was scheduled to Iplased out during the
remainder of the 15-year transition period.

For cheese, Mexico converted its import licensing arrangement to tariffs.

* Imports of cheesthat weresubjected to import licensing prior the NAFTA initially were
assessed a 20% tariff that was to be reduced to zero during a 10-year transition period.

* An exception applied to fresh cheeses, which were subjeet@&odariff that wasscheduled to
be reduced to zero over a 10-year period.

Tariffs on most other dairy itemsgereset to be phased oover al0-year period. Thus, in
2003, tariffsfor fluid milk and cheeses imported fratme U.S. will go to zero. Mexico'sover-
quota tariff on nonfat dry milk imports will not be reduced to zero until 2008.

Predictions from Earlier Studies of the NAFTA's Impacts

The earlierstudies summarizelelow identifiedbroad changethat the NAFTA was expected
to produce in Mexico's dairy economy and changqgsected inMexico's internal dairy policies
under the NAFTA. Developmentlat remain largely as predicted in the previstuslieswill not
be re-examined in this paper. However, the earlier studies identified additional hypotheses that need
to be addressed to understand longer-term impacts of the NAFMexico's dairy industry, and
on U.S. dairy exporting and direct investment opportunities in Mexico's dairy-food businesses.

Dobson, W.D., "Implications of the NAFTA for the Upper Midwestern Dairy Industry," Babcock

Institute Discussion Paper No. 94-1, 1994 [10].

1) About30% of Mexico's 85million people in the earlft990shad thepurchasingoower to be
commercial customers for dairy products, making the nearby Mexican na#irketive toU.S.
dairy exporters.

2) Mexican tariffs on dairy importaere alreadyrelatively low prior to passage ahe NAFTA.
Therefore, tariff reductions associated with the NAFTA will have a limited impatt.Sndairy

Babcock Institute Discussion Paper No. 2002-1 7
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products to Mexico. Forces other than the NAFTA will have a greater impact on Mexican dairy
imports from the U.S. than the trade pact itself.

3) Mexico is a large markdor dairy exportshatenjoys vigorouscompetitionfor its business.
U.S. firms exporting dairy products to Mexicwill encounter vigorous competition from
Nestle, the New Zealanders, Uruguayan exporters, and European Union (EU) firms.

4) CONASUPO's future as a monopalgiry importer was being placed in jeopardy in the early
1990s. Officials of private dairy firms in Mexico and_.ICONSA officials complainedthat
CONASUPO represented an unnecessary bureaucratic layer and had blundered in its importing
practices.

5) Firms hoping to expandairy products to Mexicavill find it advisable to followMexico's
progresstoward achieving greateself-sufficiency inmilk production underthe NAFTA.
Likely scenarios suggest that Mexico will make limited progress toward self-sufficienakin
production and continue to import large quantities of dairy products for the foreseeable future.

Barham, B., J. Cornick, and T. Cox, "Prospects for U.S. Dairy Exports to Mexico Under the
NAFTA: An Assessment of Mexico's Supply and Demand,” Babcock Institute Discussion Paper
No. 94-2, 1994 [2].

1) Burgeoning population growth and income growth are likely to induce rapid demand growth for
dairy products in Mexico. In the early 1990s, Mexico imported about 40% of its domestic dairy
consumption. For reasom®ted in points2-5 below, it isunclear how much oMexico's
demand for dairy products will be satisfied by imports.

2) NAFTA's provisions designate dairy as an "import sensitive" sectagiemthe Mexican dairy
industry time for restructuring.

3) Because of the phased-in nature of trade liberalization for dairy produatentbetitiveeffects
of U.S. dairy exportare not likely tohavesignificant price effects in Mexicduring the next
few years. Mexico's domestic pricing policies are likely to determine how much Mexico's dairy
industry will expand. U.S. exports to Mexico will vary accordingly.

4) Most of Mexico'spasteurized dairy production comes frtim country's arid northern region
where water isscarce. This situatiomay constrainexpansion ofmilk production in this
region.

5) Mexican government policy imoving awayfrom milk price ceilings toward liberalization of
milk prices.

Cox, T., "Measuring the Regional Effects of U.S.-Mexico Dairy Trade Under the NAFTA [9],"
1993 and USDA, "Preliminary Analysis of the Effects of the NAFTA on U.S. Agricultural
Commodities," 1992 [43].

1) For a "best guesdViexican import demand scenario, thepact onU.S. producerstevenues
will be small. For Wisconsin,the NAFTA-induced change iproducer revenuewill be
small—+0.1% or about $0.01 per hundredweight, Cox [9].

2) The additional dairy export sales generated by the NAEBR million per year) translate into
about a$0.04 per hundredweight increase nevenueslJSDA [43]. Thisincrease would be
shared by dairy farmers, processors, exporters and transportation firms.

Hypotheses identified in previous studtbat can be tested to analyze impacts of the NAFTA
on opportunities for future U.S. dairy exports to Mexico and opportunitiesviestments byJ.S.
firms in Mexican dairy-food businesses include the following:

* The demandor dairy productswill grow strongly inMexico, fed by rapid population growth
and growth of Mexico's economy.

» Self-sufficiency in milk production will be aglusive targetor Mexico. Factors ranging from
water shortages in northern Mexico to changes in domagdkcpricing policieswill influence
the level of self sufficiency achievedHowever,the extent to whiclself-sufficiency by Mexico
is achieved will strongly influence the amount of U.S. dairy exports to Mexico.
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» Despiteadvantages bestowed &hS. firms bythe NAFTA, competitionfor dairy exports in
Mexico will remain strong.

How Mexico's Economy and Dairy Industry Have Evolved Under the NAFTA
Will there be strong growth in the demand for dairy products in Mexico?

While Mexican demandor consumer goodgéincluding dairy productshas risen under the
NAFTA, this developmentdid not unfold immediately orsmoothly afterthe NAFTA became
effective. Mexico's economyvas characterized by recessiorsharpdevaluation of the peso, and
rapid price inflation (at least by U.S. standards) after 1994 (Table 1). It was not ulatieth@90s
and 2000 that robust growth began to manifest itsdilerico, causing thecountry's economy to
be labeled one of the strongestLatin America. This label reflected the belief thddexico could
resistcatching the worst of the economic maladies that emerged in Russia, TBr&ay, and
Argentina during the late 1990s to 2001.

Mexico's economic growth slowed i8001 andwill slow further in2002 asthe country's
exportsdecline inresponse to depressedonomic conditions in thg.S. Inmid-2001, Mexican
Central Bank officials and private economists forecasted thaBi2Rlgrowth for 2001 inMexico
would fall to thel.0% to 2.0%range [4,29]. More recent estimates paint gloomiecenarios for
Mexico's economy for late 2001 and 2002. Contributing to the gloom was the layoff of almost half
a million employees—many at foreign-owned plants—during the first 10 months of 2001.

Table 1. Selected Figures Describing the Nature and Performance of Mexico's Economy
under the NAFTA*

Year Population Real GDP Exchange Rate Consumer Price
(Million) Growth (Pesos/U.S.$) Inflation
1994 90.0 3.5% 3.4 7.0%
1995 92.0 -6.2 6.4 52.0
1996 92.4 51 7.6 34.4
1997 93.6 6.8 7.9 20.6
1998 94.8 4.9 9.1 15.9
1999 96.1 3.8 9.6 16.6
2000 97.4 6.9 9.5 9.5

* Source: Economist Intelligence Unit [13], U.S. Dairy Export Council [38], and United States-Mexico Chamber of
Commerce [44].

Population increases continue to be an important driver of demand in Mexidbecountry's
population growth ratbasslowed. Theaverageyear-to-year increase in the populatfaures in
Table 1 isabout1.3% peryear, appreciably lower than growtrates in the decade before the
NAFTA. Of course, aggregate figures conceal much variation in population gnativithn Mexico.
For example, certaiborder cities in the maquiladora betecorded population growth sharply
higher than the national average [14].

The composition ofMexico's population appears tavor increasecconsumption of dairy
products. Mexico's population in 199&s relativelyyoung, with an average age of Zeampared
to 37 forthe U.S. [38, p.2]. The young average age of the populatiame surmises, would be
accompanied by a relatively strong demé&wrddairy products in Mexico.However,families must
recognize the nutritional value of dairy products and have the required purghassgbefore the
youngaverage age of thgopulationwill translate consistently into demand. By 20M&xico's
largest population groups will be timageearnergroupsaged 15 to 40 years. This change in the
composition the populatioshouldincrease the demaridr a host of consumer goodsgcluding
dairy products.
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According to the StrategRResource Corporation, Mexico's populatman be divided into the
following income groups [38, p. 4]

Household Income Category % of Households
Upper Income Households 1.6%
Middle to Upper Income Households 11.0
Middle Income Households 22.0
Lower Income Households 36.0
Subsistence or Poverty Level Households 29.4
Total 100.0%

The percentage dfiouseholds irthe middle andupperincome categories totals abdi%o,
which is modestly higher than the 30% figure reported in Babcock Indiitsteission Paper 94-1
for the pre-NAFTA period.Such adifference might be expectegiven thegrowth of Mexico's
economy in recenyears. Mexican customers the uppertwo incomecategories are potential
customers fodifferentiated dairy imports. Mexican citizenstie two lowest incomeategories
remain customers for importedilk powderused to producesconstituted milksold at subsidized
prices.

Insights from the Gould-Kim and USDA Studies for Mexican Dairy Demand

While important implications can be drawn from aggregate information showing the percentage
of Mexicanhouseholddalling into the different income categories, ituseful to considemore
detailed information on the nature of the dem#orddairy products in Mexico.The Gould-Kim
study completedfor the Babcock Institute i1998 and aUSDA study onimplications of the
incidence of poverty in Mexico provide such information [20,21].

Gould and Kim notedhe following differences i1996 percapitadairy product consumption
in the U. S. and Mexico [20]:

Product Per Capita Consumption in % of U.S. Per Capita
Mexico (Pounds) Consumption

Milk 120.6 54%

Cheese 10.0 36

Butter 0.7 16

NFDM 4.6 121

Mexico's percapita consumption of cheese 11996 (36% of U.S.per capita cheese
consumption) is moderately higher than the 25%J@. level reported forthe pre-NAFTA period
in Babcock Insitutute Discussion Paper 94-2. The increase appa@mijrom domestic cheese
production or cheese imported from other countries because, as noted later in RijGreclieese
exports to Mexico in 1996 remained lower than in the period immediately prior to the NAFTA.

The more detailed dairy demand information in the Gould-&tinady analyzes regional data on
dairy product consumption and impacts of income on purchases of dairy products in 6kico
The authors used data from the 1994 Encuesta Nacional de IngBsssiosdel Hogar (ENIGH-
Householdincome and Expenditure National Survesgllected by thelnstituto Nacional de
Estadistica, Geografia e Informatica (INEGI) between AugustNowember,1994. Inaddition to
household dairy product purchasérmation, the survey data includémduseholdcharacteristics
such asstate of residence, population of tresidentstity/town, and appliance ownershipThere
were 12,753 households in the base data set.
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Gould and Kim presented findings based on the 1994 sulatayor the following 10regions
of Mexico:

Region 1. Baja California, Baja California Sur,, Nayarit Sinaloa, and Sonora
Region 2: Chihuahua, Durango, San Luis Potosi, Tamaulipas, and Zacatecas
Region 3. Coahuila, Nuevo Leon, and Tabasco

Region 4: Veracruz

Region 5: Aguascalientes, Colima, Jalisco, and Michoacan

Region 6: Guanajuato, Hidalgo, and Queretaro

Region 7: Campeche, Chiapas, Quintana Roo, and Yucatan

Region 8: Oaxaca, Puebla, and Tlaxcala

Region 9: Guerrero, estado de Mexico, and Morelos.

Region 10: Districto Federal

Major findings of the study based orthe Mexicanhouseholdsurvey data included the
following:

Slightly less than 60% of the Mexican households purchased fluid milk during the survey
period.

About a third of the households purchased cheese—commonly Chihuahua cheese, a white,
fresh product.

A strong relationship was found between income and purchase rates. Twenty percent of the
households in the lowest income decile (lowest 10% of households) purchased milk
compared to 80% of the households in the highest income decile.

Eleven percent of the households in the lowest income decile purchased cheese versus 46%
in the highest income decile.

Not surprisingly, the positive relationship between household dairy purchase rates and
income was linked to the availability of refrigerators. Thus, for the lowest income decile,

less than 15% of the households owned a refrigerator compared to over 95% of households
in the highest income decile.

Regions 1, 5 and 10 recorded the highest percentage of households purchasing milk (all
70% or higher) and relatively large purchase quantities for the product.

Regions 1 and 10 recorded the highest percentage of households purchasing cheese, both
higher than 40% and generally higher purchase quantities.

Regions 7 and 8 recorded the lowest percentage of households purchasing milk and
relatively low purchase amounts for the product.

Region 3 and regions 7 and 8 recorded the lowest household purchase rates for total cheese.

The geographic areas identified Bould and Kim as higlincome andhigh dairy product
purchase regions are broadly consistent with results of the USDA study describimgdinece of

poverty in Mexico and effects of income on agricultural product purchases [21]JUSDA study
based on 1995 figuresadicated that the following Mexicastateshavethe lowest and highest
poverty rates:

States with Lowest Poverty Rates States with Highest Poverty Rates
» Baja California » Hidalgo
» Baja California Sur » Zacetecas
* Districto Federal » Guerrero
* Nueva Leon * Chiapas
» Aguascalientes * Qaxaca
» Tabasco
¢ Campeche
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Regions 1, 5 and 10—identified ithe Gould-Kim study as regionwith high household
purchase percentagés milk and cheese—includal but one of the states named in ti8DA
study as having the lowest povergtes. Collectively, Regions 3 and 7—identified ihe Gould-
Kim study as regionwith lowesthousehold purchase percentag@smilk and cheese—include
three states in the group designated in the USDA study as having the highest poverty rates.

Two Mexican states with the lowest poverty rates (Baja California and Nuevo heal®r the
U.S. and a third state (Baja Californg&ur) isoneremovedfrom the U.S. The states listed in the
USDA study as havinthe highespoverty rates define poverty as predominantly a rural problem.
The five states with the highest poverty rates in the list are the five most rural states in Mexico.

The Gould-Kim and USDA studies underscore the importance of income growth for expanding
the demandor dairy products anduggestthat theMaquiladorabelt and the Districto Federal
(Mexico City) will be important market$or dairy products. The differences imilk and cheese
purchase rates for Mexico's high dod incomeregionscan be summarizeasingthe following
figures from the Gould-Kim study [20]:

Region and Product % of Households Purchasing Product
1) High Milk Purchase Rate

Regions 1, 5, & 10 75%
2) Low Milk Purchase Rate

Regions 7 & 8 39

Difference (1 — 2) 36%
3) High Cheese Purchase Rate

Regions 1 & 10 44
4) Low Cheese Purchase Rate

Regions 3,7, & 8 20

Difference (3 — 4) 24%

In the survey period, theverageamount of milkpurchasedwvas 2.5 times larger in the high
milk purchasing regions than the low purchasingrate regions. Forcheese, the comparable
difference in the amount of purchase was only 21%.

The Economist’E€conomic IntelligencéJnit commented as follows about the incidence of
poverty in Mexico,its relationship to tha&NAFTA, and measures being put ptace to dealvith
regional poverty [13, p. 19]:

The introduction of the NAFTA has exacerbated regional grotw#mds, with the
northern states benefiting from exporting opportunitiégth the U.S., leavingnany southern
statesbehind. As aresult, President Fox igying to address regionadlisparities... (One
program vould promote)investment in the states @uerrero, Oaxaca, Chiapageracruz,
Tabasco, and Campeche.

If rural povertylevels can be reducethis would undoubtedlyshrink the spreadsbetween
consumptionlevels among the Mexican statésr milk in particular. While rural development
initiatives and growth of Mexico's economy may reduce poverty in theregains ofMexico, the
reduction of poverty is likely to be gradual. Thervasive(and persistent) nature pbverty in
Mexico suggestghat nonfat drymilk used forreconstitution into fluid milkand sale to Mexico's
low-income people at subsidized prices will continue to be an important dairy product in Mexico.

Impact of Economic Conditions in Mexico on Import Demand for Different Groups of
Dairy Products

Cheese.U.S. exports otheese to Mexico appear to be sensitive to economic conditions in
Mexico. As indicated irFigure 1, U.Scheese exports to Mexiagere expanding rapidly in the
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first half of the 1990s. Those exporfgeaked in 1994, contractstiarply in1995, and remained
relatively low until 2000 when they reached 10,301 metric tons, a new record. The recdyeBy of

cheese exportsoincidedwith the renewal ofapid economiagyrowth, lower unemployment, and
lower inflation in Mexico.

Figure 1. U.S. Cheese Exports to Mexi¢o
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* Source: [32].

USDA analysts indicate that U.S. cheese exports to Mexitbe enhanced by the scheduled
decline in Mexican tariffs, pointing out that [32]:

A schedulewas put in place (under the NAFTA) to reduce tariffvels annually until
2003 when theywill be phased out altogether. Each year, as the theiféls decline,U.S.
cheeses become more competitive. Tariff rates for fresh cheeses were 12 percent in 2000 and
8 percent in 2001. All other cheeses were assessed a 6 percent tariff in 2000 paccand
tariff in 2001. In comparison, tariffs for cheeses imported from other countries are over 20
percent. Additionally, NAFTA makes the documentation requirements and gexteeds to
the Mexican market easier for U.S. exporters.

If accompanied by favorable economic conditions in Mexico, it is protaatahe preferential
tariffs for U.S. cheese importsill help to expand).S. cheese exports tiat country. However,
the competition facing U.S. firms for cheese sales in Mexico will be strong.

Milk Powder. Prior tothe NAFTA, nonfat drymilk (NFDM) was arguabléMexico's most
important dairy import item. The nature of domegtioduction and imports of this produsve
changed sincd994 (Table 2). Consumption oNFDM in Mexico increased modestly during
1994-2001, ramping up from slightover 200,000metrictons peryear to about 270,006hetric

Table 2. Nonfat Dry Milk Production, Consumption, and Imports, Mexico, 1994-2001

Year Production Consumption Imports % Change in
(1,000 mt) (1,000 mt) (1,000 mt) Imports from a
Year Earlier
1994 20 220 200 0.0%
1995 30 205 180 -10.0
1996 119 251 127 -29.4
1997 127 250 133 + 4.7
1998 118 234 93 -30.1
1999 140 256 123 +32.3
2000 (P) 140 272 127 + 3.2
2001 (F) 140 275 120 - 55

* Source: USDA, Dajy: World Markets and Trade [41]. P=PrelimipaF=Forecast.
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tons peryear in the latter part of theost-NAFTA period. Mexico'sNFDM imports declined
during 1994-2001 in the face of higher domestic production. Tasalso pronounced year-to-
year variation in Mexico's NFDM imports during this period.

Whey. U.S. dried whey exports to Mexid@mvegrown duringthe NAFTA period fising from
about 13,700netrictons in 1994 tdl6,100 metridons in 1999 [38]. The marketshare held by
U.S. exporters is large, exceeding 90% in 1980S. exports othis item to Mexico are expected
to remain strong.

Approximate Shares of Dairy Product Imports Held by U.S. FirAtording to the USDEC,
the shares oMexican dairy imports supplied y.S. firms, the largest competing exporters, and
others in 199%re indicated in Table 3These marketigures should be regarded agproximate
because it is difficult to obtain precisely accurate mastere figures for mosagricultural
products, including dairy productsHowever, the figures in Table 3 dounderscoreimportant
developments. First, U.S. export market shares for fluid milk, yogurt, whey, and lactose are already
large—over 85% for allour products. Thus, there is not much marlshare of thesgems to be
captured from exporters from other countries. Expansidn.8f export sales of theséems to
Mexico will require expansion dhe Mexican markethroughincome growthpopulation growth
and new, demand-expanding uses for the products. Expdddigxport salewvia theseavenues
is likely to be gradual. Second, the U.S. share of the Mexican markeatdorted cheeses wuite
low—about16% in 1999. Presumabtiierewill be possibilities forU.S. firms todisplace other
foreign suppliers of cheeger the Mexican market. Thstep-up in USDEC'sutlays to expand
U.S. cheese exports to Mexico presumably takes into account this possibility.

Table 3. Shares of Mexican Dairy Imports Supplied by U.S. Firms and Home Country of
Largest Competing Exporter Group, 1999

Product U.S. Firms’ Home Country of Largest Share Held by
Share Competing Exporter Group Others
Fluid milk 90% Uruguay 10% —
NFDM 48 Canada 21 31%
Yogurt 88 Spain 12 —
Whey 92 France 6 2
Butter 7 Uruguay 53 40
Cheese 16 New Zealand 23 61
Lactose 86 Netherlands 7 7
Ice cream 65 Chile 19 16

* Source: USDEC [38, p.20].

Recent figures compiled by the USDEC for the first four months of po@it to substantially
higherU.S. exports otheese and selected fluid items to Mexico compared to year-devkés,
presumably indicating market share gains for these items by U.S. firms. U.S. dried whey and skim
milk powder exports to Mexico were down from year-eatéeelsduring the first four months of
2001. Itis not known whether these figures represent longer-term trends.

How Closely Will Mexico Approach Self-Sufficiency in Milk Production?

For obvious reasons, the answerthés questiorwill have animportant impact orlJ.S. dairy
exports inthe years ahead. Prior to the NAFTA, Mexico's level of self-sufficiency in milk
production was variously reported as behti§o to 60%. USDEstimates thaMexico's self-
sufficiency levels will remain around 70% to 75% for the riewtyears [36]. According toFAS-
USDA, key members of Mexico's dairy industmwould like to see thecountry's fluid milk
production increase to 12 billion liters by 20Q08hich represents about 26% increase from
forecasted milk production for 2001 [5].

14 Babcock Institute Discussion Paper No. 2002-1



How Mexico's Dairy Industry has Evolved Under the NAFTA—Implications for U.S. Dairy Exporters and U.S.
Investors in Mexico's Dairy-Food Businesses

Mexico’s Self-Sufficiency Levels for Nonfat Dry Milk, Cheese and Butter

Self-sufficiency levels for dairy in Mexico will vary from product to product, otourse.
Table 4 indicates changes in self-sufficiency levels for NFBiveseand butterfor Mexico from
1994 to 2001. The important trend revealed in Table 4 is the decline in imports ofdmgnfalk.
Mexico went from being about 10% self-sufficient in NFDM in 1994 and 1995 to &l38atself-
sufficiency from 1998 to 2000. Mexiamntinued to import about the same percentage of cheese
during the 1994-200INAFTA period—cheese imports dippedring the 1995 recession and its
aftermath, but recovered toaround 25% of consumptiotihereafter. Relatively little butter is
consumed in Mexico, but imports of the product show a modest upward trajectory.

Table 4. Imports as a Percentage of Consumption for Selected Dairy Products in Mexico,

1994-2001*
Product & Year Consumption Imports Imports as % of
(1,000 mt) (1,000 mt) Consumption
Nonfat Dry Milk
1994 220 200 90.9%
1995 205 180 87.8
1996 251 127 50.6
1997 250 133 53.2
1998 234 93 39.7
1999 256 123 48.0
2000 (P) 272 127 46.7
2001 (F) 275 120 43.6
Cheese
1994 151 35 23.2%
1995 134 18 13.4
1996 130 20 154
1997 137 25 18.2
1998 155 28 18.1
1999 170 44 259
2000 (P) 167 45 27.0
2001 (F) 184 47 25.5
Butter
1994 40 18 45.0%
1995 29 7 24.1
1996 31 18 58.1
1997 39 24 61.5
1998 38 25 65.8
1999 49 34 69.4
2000 (P) 49 31 63.3
2001 (F) 45 25 55.6

* Source: USDA, "Dairy: World Markets and Trade" [41]. P=Projected, F=Forecast.

The main story in Table 4 thusthe increase in self-sufficiendgvelsfor NFDM in Mexico.
The reasons for thischange are not fully clear.One would assumethat increases inmilk
production would be channeled to higher valued uses than NABdWwever,NFDM is aversatile
product that is used to produce a host of dairy products (reconstitutednilkiidce cream, cheese,

Babcock Institute Discussion Paper No. 2002-1 15



How Mexico's Dairy Industry has Evolved Under the NAFTA—Implications for U.S. Dairy Exporters and U.S.
Investors in Mexico's Dairy-Food Businesses

etc.), some of which are high in value. Presumably, economic incentives exist in Mexico to channel
domestically produced NFDM into these higher valued products.

Changes in Aggregate Milk Production in Mexico

Changes in millkcow numbers ananilk production in Mexicgorovide additionalnsightsinto
how much milk production is likely to increase in Mexico and hdiis might affect self-
sufficiency. The number of dairy cows in Mexico increasely about 5% froml994 to 2000
(Table5). Milk production orthe otherhand, increased bgbout23% during thissame period.
Much of this increase was due to a 16% increase in milk productiocopein Mexico from 1994
to 2000—which was larger than th€% to 13%increase in milkproduction percow in theU.S.
during this period. Whil¢he increase in millproduction peicow in Mexico from 1994 to 2000
was noteworthy, average milk production per cow in Mexico wasostyl a fraction ofthat of the
U.S. in 2000 (see schedule).

Table 5. Milk Cow Numbers and Milk Production in Mexico, 1994-2004

Year Number of % Change from Milk Production % Change from
Dairy Cows Year Earlier (1,000 mt) Year Earlier
(1,000 Head)
1994 6,480 0.0% 7,547 -1.1%
1995 6,440 -0.6 7,399 -2.0
1996 6,440 0.0 7,586 +2.5
1997 6,500 +0.9 7,850 +3.5
1998 6,600 +1.5 8,366 +6.6
1999 6,700 +1.5 8,877 +6.1
2000 (P) 6,800 +1.5 9,305 +4.8
2001 (F) 6,800 0.0 9,485 +1.9

* Source: USDA, Dairy: World Markets and Trade, [41]. P=Preliminary, F=Forecast

The low averagemilk-production-per-cow figureseflect, in part,large numbers of cows on
semi-confined and dual purpose farms in Mexico. For exampl&lSBA reportsthat only about
one-third of the6.8 million cows inMexico in 2000weredairy cows—the remaindewxere dual-
purpose cows [5, p. 21]. Milk production per cow on maogmercial (confinementairy farms
in northern Mexico is reportedly near levels found on farms in the southwestern U.S.

Year Annual Milk Production/Cow Mexican Production/Cow as %
(Pounds) of U.S. Production
Mexico U.S.
1994 2,568 16,175 15.9%
2000 2,983 18,204 16.4

Changes in the Location of Milk Production in Mexico

A USDEC report characterizes the change in the locatiomiéd production in Mexico as a
"Production Shift to Northern States" (Figure 2). If this shift becomes large, it wouldthagahe
nature of dairy farming would change in fundamental ways in Mexicpaticular, asubstantially
larger share of Mexico's milk production would originate on large dairy farms—ikerarms in
California and Arizona than the farms of the Mexican tropics or semi-confinement dairy operations.
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Figure 2. Production Shift to Northern States of Mexic®
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The shift in Mexico's milk production to the northern states of the country may appetiiatess
dramatic since théeginning of the NAFTA. Durango's share ohational milk production
increased by three percentage points fid®84 to 200QTable6). Three of the other majanilk
producing states (Jalisc@pahuila,and Chihuahua) recorded increases of one percentage point in
national productiorshare during this periodBut, theshift in the location of milkproduction in
Mexico is roughly similar in percentage terms to that which has occurred in the United43htes
Of course, theshift in location of production in thé).S. hasbeen fromthe East andJpper
Midwest to the West, and occurrédm different basdevels. For example,California producers
increased their share of U.S. milk production from about 16% in 1994 to 1200 roughly the
same percentage increase in national produstiane recorded by Durango producer$legxico
during this period. While ldaho producersarly doubled theimilk production from 1994 to
2000, they increased their.S. production share by only abowto percentaggoints during this
period. Wisconsin'snilk producers increased output bgarly four percent from1994 to 2000,
but they witnessed a decline in national production share of about three-quarters percentage point in
this period. The lesson from boththe Mexican andJ.S. figures isthat largeshifts in state
production shares do notcur rapidly. However,shifts aslarge as three percentage points—the
Durangoshift, for example—carhave important impacts on the location pfocessing and the
character of the industry. New milk processing facilities tend to be built in areas of expaiikiing
production.
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Table 6. Percent of Milk Production in Mexico’s Leading Dairy States, 1994 and 2000

State % of Milk Production Change, 1994-2000
1994 2000

Jalisco 17% 18% +1%
Durango 7 10 +3
Coahuila 8 9 +1
Chihuahua 7 8 +1
Veracruz 9 7 -2
Guanajuato 8 7 -1

Others 43 41 -2

* Source: USDEC [38, p.14] and [5].

Will there be pricancentivesfor Mexican milk producers to expand production and bring the
country nearer to self-sufficiency? The figureJable 7shed somdight on thisquestion. After
the recession year of 1995, the average prices paid to Mexican milk proavesged8% of the
U.S. All Milk Price. In 2000, the average farm milk price for Mexico exceededdpsessed).S.
All Milk Price.

The prices inTable 7 conceal important deviatioinem the average.For example, an Alpura
official reported that some supplier-membershisf cooperativehave receivegrices ofU.S.$0.45
per liter (U.S.$19.80 per hundredweight), giving those producers sotine bighest pay prices in
the world [1]. At the otheextreme, weheard references to pay prices ofl@ag as2.0 pesos per
liter (U.S.$9.65per hundredweightjor milk supplied by dual-purpose farms the south of
Mexico in mid-2001.

Table 7. Selected Average Farm Milk Prices for Mexico, 1995-2000

Period Price in Pesos PriceinU.S.$ U.S. All Milk  Mexico Price %
Per Liter Per Cwt Milk Price as % of
(U.S.$ Per Cwit) U.S. Price
March 1995**
- Chilled 1.07 $6.95 $12.70 54.7%
- Non-Chilled 0.95 6.17 12.70 48.6
1996 2.34 13.54 14.75 91.8
1997 2.08 11.56 13.36 86.5
1998 2.31 11.11 15.46 71.9
1999 2.62 12.07 14.38 83.9
2000 2.76 12.85 12.34 104.1

* Sources: USDA-FAS Attaché reports [5,8, 25, 26] and Agricultural Outlook, various issues [40].
** Prices for Mexican producer milk for March 1995 are average prices for nine states. Other producer milk prices
are national average prices.

On balance, prices received by Mexico's milk producers appear relatively high in comparison to
the purchasing power of the average Mexican consumer. This is especially true wiilkaprices
received by producers in Jalisco (the largest Mexican dairy state) and D{tamdastest growing
Mexican milk-producing state). Thetgo stateswere in thetop-10 states in terms of prices in
1996, presumably contributing to tlexpansion ofmilk production in these states during the
NAFTA period.

In the early 1990s, costs of milk production in modern, confinement milk production systems in
Mexico compared favorablyith costs of production osimilar farms inthe southwestertJ.S.
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[10]. Persons interviewed about dairy farming conditions in Mexico pointethaiuthe following
developmentdave affected milkproduction costs ocommercialdairy farms in Mexico in the
1994-2000 NAFTA period:
* Mexico's commercial dairy farmers have rapidly adopted new, cost-reducing technologies
including BST.
* Many of Mexico's commercial dairy farms have imported high quality genetics from the
U.S., Canada, and Europe in the past 20 years, upgrading their herds.
» Prices for grains imported by Mexican dairy farmers from the U.S. have been relatively low
in the late 1990s and 2000.
» Labor costs on commercial dairy farms in Mexico—while still low by U.S. standards—
have risen in recent years.
» Costs for pumping water from deep wells have increased in recent years.
» Costs of imported replacement dairy cattle have been high in recent years.

The overall impact othese itemdhasbeen to produce a modeastte of expansion inmilk
production oncommercialdairy farms in Mexico. The more rapid increase in mitikoduction in
states characterized by large numbersaphmercialfarms suggestthat incentives t@xpandmilk
production hadeen greater in these states than in statese dual-purpose and semi-confined
dairy farms predominate.

How Strong is the Competition Facing U.S. Dairy Exporters in Mexico and U.S. Direct
Investors in Mexico's Dairy-Food Business?

The material presented to this pointthe papersuggestghat the Mexican marketill remain
attractivefor dairy products, anthat the domestimdustrywill not be positioned to suppiynore
than approximately75% of the market. Howstrong will the competition bdor U.S. dairy
exporters and investors in thagtractive market? The answer tihis question is brief: The
competitionwill be very strong despite location advantagpsssessed by U.S. firmend tariff
advantages bestowed on U.S. firms by the NAFTA.

P. Gutierrez, Director of Internation8ales for Centuryroods International of theU.S.,
described Mexico as a mature export matkathasattracted many worldlass competitorf22].
He added that margins faommodity dairyexports to Mexicdavebecome'razor thin." In this
connection, Gutierrez noted thBairy Export Incentive Program (DEIP) margins for sales to
Mexico havebeenpushed tdow levels inpart by competitiorirom European-ownetirms, M.E.
Franks and Hoogwegt.

A problem created byrazor thin" margins on commodityxports isthat one majorbuyer's
failure to pay for a shipment will wipe out profits on a large batch of dairy exports to Mexico. This
condition led Gutierrez to remark that tim®st importanthallenge facindis firm on commodity
dairy exports to Mexico was, "getting paid, getting paid, and getting paid." He tddédexican
courts were often not readily accessifale settling paymentlisputes. The problemwith accounts
receivable is sufficiently serious thais firm has chosen teedirect dairyexports to Mexicaaway
from commoditywhey products todifferentiated cheesproducts andlifferentiated healttfood
productscontaining whey or wheyractions. A key to exporting dairy products to Mexico
successfully, Gutierregaid, is tofind a Mexican customeifor differentiated nicheproducts who
really needs your product.

Established Mexican importers of bulk dairy prodwagparently can obtaiconcessions from
U.S. and European exporters, such as 60 to 90 day paymentiéntms required collateral. The
competitive conditions are such that the established importers of dairy products in kpkiatly
do not need to use bank drafts or letters of credit in dealing with dairy exporters.

Newman and Moeller of Schreibénternational, Inc. said that suppliers’ problemswith
accounts receivable differ substantially dependipgnthe type of dairy productold toMexican
firms [30,31]. Theybelieve thatMexican buyers of bulkdairy commoditieshave adifferent
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payment schedule—ontnat allows them to sell items madi®m the product before paying
suppliers—than buyers dlifferentiatedproducts. Talllustrate, theynoted that as of November
2001 Schreibemternational had experienced no problenith obtainingtimely (typically net 30
days) payments fromiA" customers(e.g., Nestle,McDonalds andother multinationals) for
differentiated dairyproducts sold in MexicoHowever, the Schreiber officials predictethat
shrinkage othe Mexican hotel and restaurdmisiness irthe aftermath 0©/11/2001ultimately
may delay payments to suppliers of dairy products to these and related businesses.

Fonterra (successor tthe New ZealandDairy Board), the world's largegprivate dairy
exporting firm, remains an important dairy exporter to Mexico. L. Solberg, chiSDEC
representative in Mexicaid that U.S exportershad recently increased theshare of Mexican
cheese imports, partly at the expense of the New Zealdi3dérs Presumablyhe lowertariffs for
imports of U.S. cheese contributed to this gain of market share.

As in pre-NAFTA days, Nestle remains a powerful compefiborboth dairy exporters and
foreign direct investors in theountry. One of Nestlewmitiatives from 1997 to 1998was the
opening of anew milk powderprocessingplant in Chiapas. This plantill focus on supplying
powdered milk to the Central American marketNestle obtained, by Presidentiadlecree,
authorization to import 27 thousamnaktric tons ofmilk powder (bypassing CONASUPQOJuring
the start-up phase for the Chiapas plant [7]. While this was a onedimeession byhe Mexican
government, it reveals thilestle stillhasinfluence on dairyssueswith the Mexican government.
Gutierrez speculated thhlkestle's influencevith Mexico'sgovernmentstems partly fronthe fact
that the firm provides employment in Mexico's rural areas.

Strong competitionfor U.S. dairy exporters andlirect investors inMexico's dairy-food
businessesvill be encountered from Danone. Danomas the market leader yogurt sales in
Mexico in the late 1990s, with about 40% of the market dl@dreDanone isaggressively seeking
to expand the firm's yogurt sales in Mexico by distributing information aheututritionalvalue
of the product, sending nutritionists to schools, and establishing supermarket promotions. Danone
finds Mexico's yogurtmarketattractivepartly because it is rapidly growir{@5% peryear in the
late 1990s), albeit from a small base.

Parmalat of Italy—a well-known processor and distributor of UHT milk—hadeprocessing
and marketing investments in Mexico in the NAF&ra,aggressivelypursuingmarketshare. The
firm had U.S.$60million in sales in Mexico irR000,76% ofwhich consisted ofmilk. Parmalat
apparently aims to increase those saldd.®$400 to $500nillion by 2003 tolead the Mexican
market and create a flow of exports to the U.S. [15]. Itis unelbather Parmalat, which went on
a dairy-food acquisition spree ihe 1990sandwill needtime to digest those acquisitiongijll be
able to achieve such an objective.

IIl.  Adjustments Made by Mexican Firms to Discourage Dairy Imports and Challenges
Associated with Exporting Dairy Products to Mexico and Investing in Mexican
Dairy-Food Businesses

How Strong is the Competition Facing U.S. Dairy Exporters in Mexico and U.S. Direct
Investors in Mexico's Dairy-Food Business?

The adjustmentsmade by Mexican dainprocessorsand farmersfall into three broad
categories. Thérst is to increase domestmilk production toreplaceimports of fluidmilk and
milk powder with domestic production [5, p.3.]. This point was discussed earlier.

The second adjustmenklates to price. Because of locatiadvantages, lower raproduct
costs of some Mexican firms, and other considerations, Mexican processors presumably can under-
price U.S. dairy firms for sales of dairy products in Mexican food markéts figures inTable 8
shed light on this matter. These figumesre obtained from aJSDEC survey of selected Mexico
City supermarkets ifrebruary 2001. Supermarketeluded in the survey included Commercial
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Mexicana, Superama, Aurrera, Wal-Mart, Gigante, Carrefam'sClub, and PriceCost Co. The
prices gathered in the price survey were convertét $o dollars using a March 1, 20@&kchange
rate of 9.85 Mexican pesos equals one U.S. dollar.

Table 8. Retail Prices for Selected Dairy Products of U.S. Origin, Mexican Origin, and
Other Country Origins Sold in Mexico City Supermarkets, February 200

Items Prices for Dairy Products of
U.S. Origin Mexican Origin Other Country Origin
Fluid Milk $4.70/gal $3.30/gal —
Cream Cheese 3.80/1b. 3.61/1b. $2.82/1b.
Whipped Cream 2.75/1b. 2.46/1b. —
Ice Cream 18.48/gal. 11.54/gal. —
Imported Cheese (Except 4.46/1b. N.A. 7.96/1b.
Brie & Camembert)
Brie & Camembert 11.15/1b 8.97/1b 15.91/1b

* Source: USDEC, Dairy Export Price Survey, February 2001 [37].

The prices must be interpreted with caution for a numbeeasgons. First, figures obtained in
the survey do not represent a random sample of prices. Second, pridéerent-sized packages
were converted tgallons or pounds. Suatonversions ignore théct that smaller packages
typically carry a higher price per unit, and potentially misleading figures may resultfmoverting
prices for such packages to U.S. dollars per gallopoond. Finally, in somecases, therevere a
limited number of prices for U.S. firms in the survey. Ewample, the averadiid milk price in
Table 8 reflects prices for only three U.S. firms. The price for fluid milk of Mexican origin reflects
the average for 67 Mexican firms.

While the figures inTable 8 clearlyhavelimitations, they dosuggesthat price isused as an
important competitive factor by Mexican firms. This isndicated by the price premiums or
discounts for U.S. dairy products sold in the Mexico City food markets shown in Table 9.

Table 9. Price Premiums or Discounts for U.S. Dairy Products Sold in Mexico City Food
Markets, February 2001

Items Price Premium or Discount for U.S. Dairy Products Relative to:
Products of Mexican Origin Products of
Other Country Origins
Fluid Milk +42% —
Cream Cheese + 5% +35%
Whipped Cream +12% —
Ice Cream +60% —
Imported Cheese (Except — -44%
Brie & Camembert)
Brie & Camembert +24% -30%

* Source: Computed from figures in Table 8. A +% sign in the country of origin column indicates that the U.S.
dairy product sold at a premium to products of Mexican or other country origins. A -% sign indicates that U.S.
products sold at a discount.

If, as is likely, the quality of Mexican daigroducts continues toprove during the next few
years it is doubtfulwhether price premiumior U.S. dairy products othe size reflected in the
schedule can be maintained. The problermother exporters (mainly European dairy exporters)
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will be evenmore challenging because their prices carry a premiuchSoprices in the Mexican
food markets.

The third adjustment can be categorized as efforts by Mexican produceysoaadsors to use

government regulations to discourage dairy imports, as noted below:

* Inthe Mexicali/Tijuana area, local milk producers have made imports of U.S. milk
unsaleable through local supermarkets and specialty stores with the help of regional
government regulations that require local stores to sell all locally-produced milk first. In
response to this problem, U.S. milk processors have set up sales outlets near border
crossings. Mexican nationals who cross the border into the U.S. can buy milk at these
outlets and return to Mexico with U.S. fluid milk [5].

* As noted earlier, the Mexican dairy industry has a goal of increasing domestic milk
production to 12 billion liters by 2003. The domestic industry claims that "the key to
achieving this goal is to have the Mexican government reduce milk powder imports on a
larger scale" [5, p.1]. FAS reduced its estimates of Mexico's NFDM imports for 2001 in
part because of "pressure exerted on government authorities by domestic producers to
reduce imports (of the product).” [12].

» Between 1996 and 1999, imports of NFDM and sodium caseinate blend products increased
by 257%, from 13,803 metric tons to 46,760 metric tons. Mexican dairy farmers have
pressured the Mexican government to regulate the imports of this product [36, p.125].

» Early in 2000, milk dumping and street demonstrations were held at government offices by
domestic milk producers who were upset because, according to protesters, the Mexican
government had done little to intervene and obligate processors of whey into fluid milk
substitutes to label their product as "milk-type beverage" and not as milk. In addition, there
were allegations that many processors have imported milk powder disguised as food
preparations with a minimum of 10% dairy solids. These products had entered Mexico
with a 10% duty and no quota. In 1999, total imports under this classification were 26,851
metric tons, and imports for the first half of 2000 were 23,284 and were expected to reach
almost 50,000 metric tons by the end of 2000. The food preparations containing dairy
products were used for reconstituting into milk and other dairy products [12, pp.27-28].

It is not clear how much impact these measures have had on U.S. dairy exports to Mexico. The
fact thatFAS-USDA reduced its estimates of Mexicamlk powderimports for 2001 taeflect
pressureput on Mexican authorities to redusech imports suggestsat there mightave been
someimpact. Mexico's domestigorocessorsapparentlywill not be required by the Mexican
government to label as "milk beverages" the fluid rsilibstitutesmade partiyfrom whey powder.

This is a noteworthy concession because many Mexcacessorsare good atformulating a
reasonable-tasting milkrom different ingredients—e.g.whey powder, vegetables fats, etc.
Moreover, Mexico's government would be placed in an unusual position if it required such products
to be labeled as milk beveragégcauseL ICONSA produces a produdhat frequently includes
vegetable fats and sells it as milk to low-income people.

While the domestic industry will continue effortsgeevent theariff on NFDM imports from
the U.S. from going to zero irR008, certairfirms appeamvell-equipped to deakith a zero tariff
situation. J.G. Gonzalez, Director General of CANILAC (Mexican daiocessorsdrganization),
listed the followingfirms in order oflevel of preparedness tdeal with azero tariff on Mexico
imports of U.S. NFDM [19]: Nestle,Lala, Alpura, Chilchota,Ticlac, La Mesa, DanoneSigma,
Unilever, Esmeraldo, and American Creamer.

Challenges Associated with Doing Business In Mexico's Dairy Industry

Challenges associatedth exporting dairy products to Mexico ameaking direct investments
in Mexico's dairy-food businesses are suggested by poitie ipreceding section and Gutierrez's
comments. Gutierrez's comments, in particular, identify corruption as a priblaiemeeds further
analysis.
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Corruption remains a problem in Mexico desmgtvernmentefforts to reducehe problem.
Transparency Internationghnks countriesaccording to a Corruption Perceptions Index (CPI),
where 10 equals highly clean and 0 equals highly corrupt. CRidas based operceptions of the
degree of corruption as seen by busime=ssple,risk analysts, and the general public. Tl is
admittedly an imperfect measure of corruption, partly because the index is based on a small number
of observations. Mexico'€PI for 2000, for example, isbased on onlyeight observations.
Shortcomings associated with such indexagecausedNorld Bankofficials to conclude that the
CPI andsimilar indexes aresefulmainly togroup countriesnto broad categoriesAccordingly,
the CPI averages for 90 countries in 2@@pear in Table 10 in thrdwoad categories. Mexico's
CPI score (3.3) fell near the bottom of the middle third country group. Couwiditiesimilar CPI
scores in 2000were Latviaand Zambia (3.4),and Colombia, Ethiopia,and Thailand(3.2).
Mexico's CPI score for 1999 was 3.4, approximately the same as in 2000.

Table 10. Corruption Perception Index Numbers for Country Groups, Mexico, and the

U.S., 2008

Country Groups and Countries Corruption Perception Index**
Top Third 7.7

U.S. 7.8
Middle Third 4.2

Mexico 3.3
Bottom Third 2.4
Overall Average 4.8

* Source: Transparency International Corruption Perceptions Index, 2000 [35].
** 10=highly clear, O=highly corrupt.

Corruption manifests itself in a number of ways to firms exporting gawgucts to Mexico.
As Gutierrez indicated, it is sometimes difficult to get daidbulk shipments oflairy products to
Mexico and the courts are not a fully effective mechanism for settling payment disputes.

Moeller of Schreibeinternational,inc. made a related poif80]. She saidhat thebiggest
challenge associatedth exporting dairy products to Mexico is nontariff barrier§he nontariff
barriers included changingovernment requirements, delays in getting approvals to export dairy
products to Mexico from Mexicamgovernment officials, and questionable complaints from
businesses and government officials about product quality. At least some of these nontariff barriers
probably reflect corruption.

Corruption also manifests itself in wagaggested by analyst Rob&amuelson, whargues
that bribes and corruption correspond looselythe level of regulation [33,p.208]. Mexican
producers' use atgional regulations in Mexicali/Tijuana to requihat locally-produced milk be
sold before imported milk in food stores appears to be consistent with Samuelson's claim.

The pervasiveness of corruption in Mexicosisggested byhe following commentghat
accompanied Citigroup's decision to purchase Banamex in 2001 [46]:

Corruption and inefficiency constitute an enormous drag on a courggomomic
growth, andordinary Mexicans are likely to gaiwhat Citibankers call thé'corruption
dividend" that Citibank generates whenséts upabroad... Citibank is well-known as one
bank where qualified borrowers do not have to pay a bribe to get a(Braphasisupplied).
Taken together, these contributiomgll almost certainly promote economic stability in a
country that badly needs it.

William Polushin, Head of Canada's Chamber of Commerce in Mé&xigo ticked off the
following problems associated with doibgsiness irMexico, claiming thatorruption isendemic
in Mexico [28]:

» Government rules and regulations are often opaque and spring all sorts of hidden traps.
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* The system of laws and justice is strange and whimsical, making it difficult to get a fair
shake from a Mexican court in a contract dispute.

» Corporate governance is far from open and minority shareholders seldom get much
consideration.

Corruption thus adds to costs andks for U.S. exporters oflairy products to Mexico.
Drennan, a SenidfFAS-USDA Agricultural Attachéstationed in Mexico, characterizedrruption
as a tax that large firms are most able to pay [11]. Such commentbamadterizations, of course,
should not be interpreted as a blanket indictmeralidfuyers ofdairy products in Mexico.U.S.
firms in many cases sell to established multinationals in Mexico. While competititmes® sales
is brisk, such salestypically presentfew problems with accountsreceivablefor U.S. dairy
exporters. It is beyonthe scope of this study to suggdsbw corruption might be reduced.
However, it appears that it will be persistent problemhlatrequire more attentiolrom Mexico's
government if it is to be reduced.

lll.  Implications of Parts | and Il for Dairy Exporting and Foreign Direct Investment
Opportunities for U.S. Firms in Mexico's Dairy Industry

Important implications of Part | and Il f&r.S. dairy exporters ant).S. investors in Mexico's
dairy-food industrywill be presented in pamising findingsgeneratedor the threehypotheses
relating to demand, self-sufficiency, and competition facing U.S. firms in Mexico.

Demand

Demand forU.S. dairy products in Mexicavill be sensitive to macroeconomic conditions,

poverty levels in the country, and market shares already held by U.S. dairy exporters.

* Mexico's cheese imports will probably continue to vary with economic conditions, much as
they did in the mid-1990s when Mexico's recession sharply curtailed cheese exports.
Similarly, Mexican cheese imports will likely expand when economic conditions improve.
How much of those exports will be supplied by U.S. dairy exporters is unclear. European
and New Zealand firms will compete strongly for the sales. The additional emphasis
USDEC has placed on expanding U.S. cheese exports to Mexico should help U.S. dairy
exporters.

» The NAFTA benefited Mexico’s northern states most—these states capitalized on

exporting opportunities to the U.S. These states and the Mexico City area represent regions

with the highest consumer incomes in Mexico. The Gould-Kim study indicates that such
areas will represent the best opportunities for U.S. fluid milk exports.

* While rural development initiatives and growth of Mexico's economy will reduce poverty in
Mexico, the reduction in poverty will be gradual. This means that NFDM imports for
reconstitution will continue to be large. The U.S. is well-positioned to supply a large share
of those imports. Margins on those exports are likely to be thin.

* U.S. exporters' shares of Mexican imports of fluid milk, yogurt, whey and lactose are
already large—over 85% for all four products. Substantial expansion of U.S. exports of
these products to Mexico will require expansion of the Mexican market via income growth,
population growth, and development of new, demand-expanding uses of the products in
Mexico. These sources of expansion are likely to be gradual. This situation will place a

premium on strategies to expand U.S. cheese exports to Mexico—cheese being a product

for which U.S. market shares are low.

* While Mexico will remain an attractive market for U.S. dairy exports, the maturing of the
market and successes already achieved there by U.S. exporters will place a premium on
seeking out additional attractive foreign markets for dairy exports.
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Self-Sufficiency

While Mexico has made progretsvard achieving greateelf-sufficiency inmilk production,

there is little evidence that the country will soon achieve self-sufficiency goals.

» Garcia, an analyst who follows milk production and milk use trends in Mexico, remarked
that the country's producers already produce enough milk to satisfy most of the commercial
demand emanating from high income Mexican consumers [18]. This is a reasonably
accurate assessment. However, it has few implications regarding Mexico's demand for
dairy imports and opportunities for foreign direct investment in Mexico's dairy-food
businesses since there will be no opportunity for Mexico's domestic firms to capture all the
commercial sales of dairy products to high-income consumers.

* Mexico's efforts toward achieving self-sufficiency in milk production are hampered by the
low production per cow recorded by the still large number of semi-confined (pastoral) and
dual-purpose herds in Mexico. Reflecting the low production of these herds, milk
production per cow for the country as a whole is a small fraction (less than 20%) of that for
the U.S. While some dairy herds in Durango and Mexico’s northern states achieve
production levels similar to those obtained by California and Arizona herds, these herds are
in the minority. Moreover, limits faced by these dairy farmers on the number of deep wells
that can be dug and the high cost of pumping water from the deep wells will constrain milk
production in Durango and the northern Mexican states.

* Given current milk production and dairy product consumption trends in Mexico, there
appears to be little chance that domestic production will satisfy domestic consumption
requirements any time soon. Several estimates suggest that milk production in Mexico will
equal 75% (= 5%) of domestic consumption for the next several years.

* Mexico has increased self-sufficiency levels on milk powder, moving from about 10% of
self-sufficiency on the product to 53% self-sufficiency from 1994 to 2000.

Competition

Competition remains exceedingstrong for the opportunity to serve Mexicandairy-food

markets.

» Domestic firms have emerged as strong competitors in Mexico's domestic market. Alpura
and Lala, two relatively large cooperatives, have emerged as strong competitors for U.S. and
other foreign firms in Mexico's dairy markets. Boreal represents an exception. This now
privatized firm, which was once a government cooperative, is bankrupt or near bankruptcy.

* Nestle, Danone, Unilever, and Fonterra (successor to New Zealand Dairy Board) remain
strong competitors as foreign direct investors or exporters of dairy products to Mexico.
Parmalat has plans to expand sales in Mexico's dairy industry. It is unclear whether
Parmalat can realize its expansion plans.

» Several firms, including Nestle, Alpura, and Lala, appear strongly positioned to operate
effectively in an environment where the tariff on milk powder imports from the U.S. goes to
zero in 2008.

Adjustments Made by Mexican Firms to Discourage Dairy Imports

Mexican firms have attempted tliscourage imports of fluidhilk by securing enforcement of
government regulationthat require locaktores inthe Mexicali/Tijuana area to sedlll locally-
produced milk first. Inaddition,efforts were made t@btain governmengupport for measures to
limit imports of dairy blends, requirgroductsmade withnontraditional dairyproducts orpartly
with nondairy ingredients to be labeled as "milk-type beverages." Tudetemeasuregppear to
have had little deterrent effect on daimyports. Mexican firmswill likely increase theiefforts to
secure government support to limit U.S. dairy imports when the tariff on milk powder imports from
the U.S. begins to approach zero.

Pricing strategy probablwill assume morenportance as a deterrentWoS. dairy exports to
Mexico. U.S.dairy productssold in MexicoCity food markets carried price premiums of 5% to
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60% over roughly comparable dairproducts of Mexican origin. Price premiums ntws upper
end of this premium range are not likely to be sustainable if, as seems likely, the quality of Mexican
dairy products continues to improve.
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