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Introduction

South America’s potential as a dairy producer has been recognised for many years. The region
has abundant natural resources, a climate that strongly favours agricultural production and, in
cases like Brazil, considerable areas of undeveloped, potentially arable land. In recent years South
American milk production has grown steadily and outstripped local consumption. Dairy products
from the region have greatly increased their presence in world markets.

- After several years of flat sales, Argentina dairy exports doubled between 2001 and 2005
(and now account for over 4 % of world trade),

- Uruguay’s dairy exports have grown by 7 % per annum in recent years,

- Brazil, which in the late 1990s was a major import market for dairy, has moved close to
self sufficiency and is steadily increasing export sales.

The surge in South American exports raises some real questions for Australian dairy. Is the recent
surge a short-term response to a temporary short fall in supply from Oceania and strong world
prices? Or does it represent a fundamental challenge to the future position of Australian dairy
exports with the emergence of a strong new competitor into our traditional commercial markets?

South America has a diverse range of dairy industries (ranging from significant importers like
Venezuela, small inward looking industries like Ecuador to major exporters like Argentina) This
paper focuses on developments in three key dairy sectors across the region -Brazil, Argentina and
Uruguay. It examines recent changes in production, consumption and exports for these countries.
It then considers some of the likely drivers/ constraints on their future export growth and
competitiveness. The paper also briefly touches on the interplay between commercial change in
the countries and the trade policy positions their dairy industries are adopting in international
negotiations.

What’s been happening in Mercosur?

Brazil, Argentina and Uruguay represent the three major dairy industries of the MERCOSUR'
trade bloc in South America. Collectively, they produce around 35 billion litres of milk from
nearly 23 million cows spread over 1.4 million farms.

All three industries have experienced strong growth in recent years. Positive economic
conditions, favourable exchange rate movements and international prices have created a
favourable environment for industry expansion. Average economic growth throughout the region
in 2005 was 6 per cent, the highest single-year rate of growth since 1980.

! Mercosur is a trade agreement between Argentina, Brazil, Paraguay and Uruguay that allows duty free
sale of dairy between members (and since 2006 Chile). Members apply a common external tariff to imports
from other countries.



Brazil, accounts for 24 billion litres of this total. This makes it the fifth largest dairy milk
producer in the world. Dairy sector growth in Brazil has been constrained by the fact that around
40 percent of milk is produced on small, non-specialised farms. Per cow productivity, and
willingness to grow, remains relatively low in this sector. However, the emergence of increased
numbers of large-scale commercial operations with low production costs has pushed up milk
supply. As a result Brazilian dairy growth has averaged 3% since the late 1990s. Many Brazilian
producers are very positive about their future growth prospects and the industry expects Brazil to
become the world’s second largest milk producer within 5 years. The OECD is forecasting
Brazilian milk production will rise to 29 Billion litres by 2015

Argentina and Uruguay which rely on low cost pasture based production systems similar to South
East Australia have both seen renewed growth in recent years. Milk production in Argentina
actually fell between 1999 and 2003 as a local economic crisis precipitated a dairy industry shake
out. Uruguayan production was also affected by the economic downturn and stayed relatively
static over this period. Since then, favourable weather conditions and increased average farm gate
prices have encouraged industry growth with average annual milk supplies expanding by 5% per
annum. In 2005, estimated production in the two countries was 10 billion litres for Argentina
(about the same as Australia) and 1.5 billion litres for Uruguay. Many analysts see these recent
growth rates continuing in the short term on the basis of continued on-farm investment and
improved per cow productivity.

Table 1: Basic Dairy Facts and Figures — Selected South American Countries v Australia

Brazil Argentina Uruguay Australia
Farm numbers 1.4 million 13,000 4,200 9,200
Cow population 20 million 2 million 750,000 2 Million

Cow productivity 1,400 — 1,800 litres 4,000,-6,000 litres 3,000-5,000 litres 5,000 litres

Milk production
-2000 19.8 bill litres 9.8 bill litres 1.2 bill litres 10.5 bill litres
- 2005 24.7 bill litres 10.0 bill litres 1.5 bill litres 10.1 bill litres
Exports (tonnes) 79,000 374,000 165,000 900,000
Exports (USS) 115M 575 M 190 M 1,875 M

Domestic consumption trends

Dairy consumption in Latin America varies considerably across the region and can be strongly
affected by economic conditions particularly in rural areas. As Chart 1 suggests Brazilian per
capita consumption is low in comparison to its South American neighbours at 131 litres per
person per year. Argentina and Uruguay’s consumption is closer to developed countries like
Australia, averaging over 200 litres per annum on a milk equivalent basis.

Per capita consumption growth for dairy averaged about 1% per annum over the past decade.
However, consumption of dairy is heavily influenced by economic conditions. Poverty and
unemployment are still major problems in rural South America and this is suppressing demand
for dairy. In 2002 and 2003, per capita consumption actually fell in Argentina and Brazil
reflecting the poor state of the economy and high unemployment rates.



Against this, population growth is helping to fuel local market sales. The UN sees the South
American population growing from 397 to 442 million by 2020, with Brazil a major contributor
to this increase. Population growth, therefore, is more likely to be a stronger driver of regional
domestic consumption than income related expansions in dairy purchases.

Chart 1: A Comparison of Per Capita Dairy Consumption
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Dairy exports
The shifts in production and consumption trends have meant that dairy trade from Latin America

has been sporadic over time. Between 1995 and 1999 Argentina’s dairy exports grew by 50%
annually before falling back sharply as the national economic crisis reduced the profitability of
dairy farming and its relative attractiveness compared to other agricultural outlets such as soy.
However, with the recent increase in production, export availability has risen sharply (Chart 2)

In 2004 Argentina exported 195,000 tonnes of dairy commodities worth US$575 million. This
volume equated to 23% of its total milk supplies or 2.1 billion litres of milk. Last year, this figure
is estimated to have grown to 2.5 billion litres, before the government imposed export taxes on
dairy as an attempt to put downward pressure on domestic market prices.

Exports of dairy products from Uruguay in 2004 reached US$190 million or 165,000 tonnes.
This represented a 29% increase in value on the previous year. Uruguay exports dairy products to
over 30 countries, mostly in the form of fresh and UHT milk (49%), but also in the form of milk
powders, cheese and butter. Uruguay maintained this strong export performance in 2005, with
analysts suggesting that over 60% of its total production was sold in export markets.

Brazil’s dairy exports have also increased steadily in recent years, although from a low initial
base. In 2004 Brazil’s dairy exports totalled 79,000 tonnes worth US$ 115 million (with milk
powder and condensed milk the dominant export lines). The increase significantly reflects the
investment in local manufacturing and export capacity by companies such as DPA (a
Nestle:Fonterra joint venture) and Serlac.



While the growth in Brazilian exports is significant, equally important from trade perspective has
been the impact of its increased self sufficiency on dairy imports. While Brazil continued to
import around 70,000 tonnes of dairy products in 2005 (with a significant share coming from
other South American suppliers) this volume represents only 30 per cent of those Brazil was
importing in the late 1990s.

Chart 2: Brazilian and Argentinean Dairy Exports 1997 to 2004
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On a milk product basis, around half of MERCOSUR dairy exports consist of milk powders
(mainly whole milk powder but also whey powders and skim milk powders). Food preparations
account for a further 19% of trade while cheese exports and condensed milk respectively make up
11% and 5% of total exports.

From an international market perspective around 50% of the above exports are sold within the
South American region. For example Argentina and Uruguay are major suppliers of milk powders
and cheese to Brazil, Venezuela is major market outlet for exports from all three countries

While proximity, transport and cultural factors play a role here, this trend also reflects the trade
preferences on offer through regional trade agreements such as MERCOSUR and ALAD?. While
the share of intra-regional trade remains high, it has fallen significantly over the past decade as
the rising export volumes require new market outlets. In 1995 over 90% of all MERCOSUR
exports were shipped within the region.

In 2005, export regions of increasing importance for the MERCOSUR exporters were African
countries such as Algeria, Angola, Egypt, Nigeria and Senegal and North and Central America
markets, such as the USA, Mexico, Trinidad and Tobago and Asian outlets such as Vietnam,
Korea and Indonesia.

? Association Latinamericana de Integration — economic cooperation treaty between 11 Latin countries —
which includes bilateral duty reductions between Mercosur states and countries like Peru, Colombia,



The Future Outlook

The above analysis suggests that the three major exporters of Mercosur are well placed to
take a more dominant position in world dairy markets. In the short term, production is expected to
increase and at a stronger pace than domestic consumption. This will see more product directed to
export markets.

Many farms in these countries operate simple low cost production systems. In Brazil the
emergence of corporate farms and a professional class of medium sized farmers milking 300 to
500 head will further encourage cost-efficient production, while consolidation in Argentina and
Uruguay will promote greater on-farm efficiency. Current analyses suggest that the more efficient
farm operators in the region can operate profitably at milk price returns of US15-18 cents per
litre, prices which appear to be sustainable under current world market outlooks.

The professional farmer groups are improving animal genetics and feed equipment, and sowing
new pastures. They are also using larger quantities of fertilizers, modernizing cooling tanks and
upgrading milking equipment to boost quality.

Brazil also has scope to increase production through developed of new arable lands and increased
utilisation of feed grains in farm production systems.

Recent investment in dairy processing has been strong and is expected to continue in the near
future. Investment by international dairy groups such as Nestle and Fonterra has been geared
towards expanding the capacity for milk powder production and export. Brazil’s milk drying
capacity in 2004 was roughly 10 million litres a day but is expected to expand to 13 million litres
a day by 2006. There has also been investment at a commercial level in cheese processing, dairy
protein products and condensed milk for the export market. The marketing arrangements in place
between Fonterra and local processors such as Sancor (Argentina) and DPA (Brazil) will
facilitate the entry of additional products into markets outside traditional regional destinations.

Recent currency devaluations have helped agricultural exports. Brazil has fallen 30% against the
US dollar since 2001 while the Argentinean peso has depreciated 66% over the same period.
This fall in the value of their currencies has increased the international competitiveness of
agricultural exports, including dairy. However, as noted below, governments in Argentina have
acted to counteract the increased attractiveness of export sales by imposing export taxes on
certain dairy exports.

As non-subsidised developing country exporters, the three Mercosur countries stand to gain from
international trade access reforms such as the WTO Doha Round. However, the issue of dairy
access was an important component behind the difficulties encountered by Mercosur countries in
securing a FTA with the US in recent years.

While the underlying outlook is positive, like all agricultural industries, the three South American
dairy industries also face a range of challenges that could impede future production and their
ability to consistently supply quality dairy product to the world market.

The lack of government investment in infrastructure is potentially a significant barrier to
expansion, particularly in Brazil. Only 6% of all Brazil’s roads are sealed compared to 40% in
Australia and there are no extensive railway systems, making logistics a major problem going
forward.



Regional interest rates in the region are high. For example Brazil interest rates are as high as
20%. While family farms can access interest rate subsidies for some borrowings, one result of the
high cost is that borrowing tends to be short-term and predominantly for production expenses
rather than for capital investment or expansion. Access to capital also remains limited because of
perceived credit risk particularly with smaller scale farms and the undeveloped financial sector in
rural areas

Milk quality is also an issue facing the farm sectors in South America. While legislative changes
introduced in Brazil and Uruguay have improved milk quality in recent years, it remains a
commercial issue through the entire supply chain.

At a more general level, the economic recovery throughout the region that has helped stimulate
dairy growth also means that the sector is facing strong competition for resources such as land,
labour and water from a range of other sectors. The wheat, maize, soy and beef sectors in South
America have all witnessed significant growth in output and export activity in recent years.
Soybean production in Argentina and Uruguay has more than doubled, and wheat and maize
production has increased by 34 and 140% respectively. Meanwhile, Brazil’s beef production has
risen by 90% over the same period.

The battle for resources in countries such as Argentina and Uruguay could see some quick shift of
resources out of the dairy sector if trade reforms or commercial developments are seen to favour
other agricultural sectors ahead of milk production.

The forthcoming Doha Round agreement, therefore, poses both opportunities and risks for the
Mercosur exporters. The removal of export subsidies will boost overall returns. However, in
terms of access reform, the net outcome will depend on many factors, including the extent to
which existing regional trade partners declare dairy to be a sensitive or special product. This is
one factor behind the strong positions that the Mercosur dairy producers have taken in pursue
comprehensive market access reforms under Doha , in partnership with Oceania and other dairy
industries.

Commercially both Argentinean and Brazilian agricultural exports have suffered from the
outbreaks of foot and mouth disease. This animal health issue may linger in their agricultural
industries for some time and may indirectly affect potential market returns for dairy.

Uruguay’s small production base (1.5 billion liters) and increasing direct competition for milk
with Argentinean firms is also likely to hinder improvements in it production costs and its ability
to continue to export based on scale economies.

In the area of trade reform, dairy industries in Mercosur will need to be careful to ensure that their
market access objectives are not diverted in favour of other higher profile export industries such
as beef and soy. This is important in the WTO context as the access challenges facing world beef
and soy markets are quite different to dairy. Therefore, different approaches to tariff reform could
substantially alter the competitive gains on offer for dairy exports relative to other agricultural
sectors.

The issue of poverty is also a key challenge. Low income, and an increased disparity in income
shares across the community, will hold back potential dairy demand in many regional areas. If
incomes do rise sustainable over the medium to long-term this should encourage domestic
demand and potentially limit export growth. In the short term, however, governments will remain
keen to keep the cost of food low in their respective countries. The recent introduction of an



export tax on some dairy products by Argentina in an attempt to keep domestic prices of dairy
food low is a perfect example of this. .

Further out the issue of land degradation and the depletion of forest and water supplies is a
real long term challenge which producers in this region must face if they are to sustain
continued growth. Many studies see this as a major impediment to continued agricultural
expansion in Brazil going into the next decade.

Concluding remarks

Competition from the three major export industries of South America is likely to increase in the
short to medium term. As cost effective, pasture-based producers they are well placed to
challenge in international markets. They also stand to benefit from improvements in world
markets and prices due to international trade reform.

In the near term they are likely to retain a strong focus on exporting dairy products to
neighbouring countries in South America where population growth continues to stimulate
demand. However, with milk production growing throughout the entire South American region,
the Latin dairy exporters will also look to grow sales in markets outside their traditional
destinations. The increased linkage of Latin dairy processors into global dairy distribution
systems will add to this pressure.

At the same time, the Mercosur dairy exporters also face some important domestic challenges.
Domestic demand issues will be important for them (and will heavily influence their level of
engagement in world markets). Economic stability is also not assured, and this could significantly
affect their export performance in coming years, particularly if governments impose restrictions
on export sales to maintain domestic market stability.

While commercial competition will increase, the three Latin American exporters also recognise
the long —term importance for their industries in securing a broader, less volatile world trading
environment for dairy. For this reason they will remain strong allies of Australia in pursuing trade
reform within the WTO and in trying to establish improved market access to a range of markets
across Europe, North Asia and North America.

The impact of trade reform and market developments on their longer ability to compete for key
inputs and resources (land. water labour) with other agribusiness sectors remains unclear.
Ultimately this will drive the extent of their presence and position in world dairy in the years
ahead.



