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WHY INVEST IN THE URUGUAYAN DAIRY INDUSTRY?

Rising world demand

Changes in world demographics (i.e., migration to cities), the rise in average income, lifestyle
changes and population increases are some causes of the rise in food consumption and
animal proteins in particular. World milk production has been increaaing slower rate

than world demand for dairy products over the past 10 years.

Uruguay is one of the few countries that can supply this rising demand

Milk production in the Bropean Union (EU) India, the US and China i
oriented to cover domestic market demands and the possibilities
expansion are limited or would be absorbed by domestic consumption.

The Uruguayan dairy industry has significant competitive advantages
offers investment pportunities both in primary and industrial productior
phases. Uruguayan milk production accounts for 0.3% of total wc
production, but Uruguay represents 2% of world exports. Like Australia
New Zealand, Uruguay exports more than 60% of its milkymtah.

T —

Low costs and great potential for productivity improvements

Uruguayan milk production has risen 3% annually over the past 10 years and 4% over the
past five. Dairy cows are fed mainly pastures and a moderate supply of concentrates. Prices
received by Uruguayan producers are lower than those received by New Zealand or
Australian producers (and lower than Argentine producers as well). Production costs are
among the lowest in the world.

The expansion of Uruguayan agriculture increases the domestitalbility of grains and
sub-products for strategic supplementation.

Manufacturing opportunities also exist in the dairy industry and include company
consolidation, process and product innovatj@md product and marketing mix.

Practically unexploited waklmarket offers great opportunities

The export mix consists mainly of powdered milk (53%) and cheeses (32%). Exporters focus
primarily on the Latin American market. Due to problems of scale and deficiencies in
marketing and product presentation, there is limited experience in supplying-esgional
markets. Customized products and/or market niches have not yet been explored (e.g.,
kosher, halal, flavored cheeses and organic products). This also occurs in the production of
ingredients and nutraceuticals.
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Uruguay a reliable country witlpreferential access to regional markets

In Uruguay, foreign investors receive the same
treatment as local investors. Funds may be freely
transferred and profits may bieely repatriated.

Uruguay belongs to Mercosur, a market of over
260 million inhabitans, and almost 400 million if
we include other South American countries with
which Mercosur has economic complementation
Wi agreements, such as Bolivia, Chile, Colombia,

5.5 Ecuador, Peru and Venezuela. Uruguay has signed
co anddst.

RN

free trade agree

Uruguay has a highly attractive investment and export promotion system

In 2007, Uruguay adopted an investment promotion system that allows companies to use
between 51%and 100% of investments as income tax payments under certain conditions.
Benefits for all exports include:

e refund of VAT paid on supply purchases

e atax exemption system (customs and other duties) for imports of supplies
used in exported goods

e a preexport financing system

Uruguay hasroad experience in the dairy industry

Uruguay has a long history in both milk production as well as the elaboration of dairy
products. Over the past 20 years, milk production has doubled while income from exports
has increased teifold. The recent arrival of major foreignvestments, such as New Zealand
Farming Systems, Schreiber Foods and Bom Gosto, denotes a promising future for the
industry.

Why invest in Uruguay?
Significant comparative advantages based on:

e Welkirrigated land and temperate climate with rain averagin
1,200 mm distributed throughout the year.

e More than 80% of the surface area is arable and totals
approximately 4 hectares per person (world average is 0.21
hectares per person).

e No natural catastrophes.
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Exportoriented primary production:

Agriculturebased exports account for 65% of total exports.

7™ largest beef exporter in the world (exports to 85 countries).
3in world ovine meat exports.

6" in world rice exports.

The grain elaboration process offers a large availabilitgutifproducts with potential for
use in supplementation

e Soy production has risen 48% annually over the past 8 years.
e Corn and wheat production has risen 18% annually over the past 8
years.

Dairy agroindustry dafa

e Dairy accounts for 9.3% of agricultune/estock gross production
value and ranks third behind beef and rice production.

e Milk production: 1,582 million liters.

e Shipments to plants: 89% of production.

e 70% of plant shipments exported (to 90 countries).

e Dairy farms: 4,592.

e Surface area: 849,00Ghtares (6% of total).

e Improved surface area: 58% of total.

e Number of dairy cows: 408,000.

e Exports: USD 442 million (7.3% of all exports; third in importance
following beef and rice).

! bata from 20072008
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1. World dairy market

the European Union, two major players in world trade, has declined.

Figure 1:Milk production growth rates, 2062008 (selected counesy

Average world growth rate = 2.1%

Over the last 10 years, world production has
risen 2.1% annually (sde&gure1). China has
had the highest production growth and
focuses on supplying its domestic market.

Chinese milk production rose at a rate of
17% annually between 2002 and 2008. In
turn, Uruguay ranks second in the same
period with a growth rate of 4.1% (see
Hgure 1). Milk production in Australia and
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Global exports of dairy products have risen over the last 10 years at around 4% annually.
Nevertheless, just 7% of world milk production is exported as manufactured products. New
Zealand and the EU account fo8% of world dairy trade, while Uruguay accounts for 2%

(seeHgure?2).

2 Source: USDAFAPRI (does not include China)
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Figure 2:\World dairy share, 2008 (in milk equivalerits)
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Given the low volume of milk sold internationally, any changes to global demand or supply
lead to magnified price change<hi$ market is estimated to be very volatile in the medium
and long term. Global demand for dairy products will continue to rise given the increasing
recognition of the nutritional value of milk and the improvement of living standards in
developing countris. The reasons behind these letagm auspicious forecasts for the dairy
industry have not changed with the current global economic crisis. The Agricultural Outlook
20082017 report by the OEGCPAO states that global dairy imports could increase between
23%and 57% by 2017 as compared to the 2@I®7 averageand that developing countries

will capitalize on the demand by nearly doubling exports {Sgere 3).

% Source: based on data from Dutch Dairy Commodity Board arOSDA
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Figure 3:Estimates of increases in exports and imports of dairy products in 201 wss
20052007 average
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The continual growth in milk production in Uruguay is sustained by its solid international
positioning. With consumption equivalent to 219 liters per person per year (one of the
highest in the world), the entire increase in pradion is exported. Uruguay ranks second in
exposure to international competitignas milk exports represent 6568 production (see
Hgure4).
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Figure 4:Dairy product exports (% of production in milk equivalent), 22088 averagé
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In short, the mediumand longterm perspectives are encouraging for countries with a
competitive dairy industry that will be able to increase their share in an expanding
international dairy market. Milk production in Uruguay and its international position enable
increased busiess opportunities throughout the value chain. For example, a few years ago,

a New Zealand company sponsored the creation of the Urugpaagdand Aucklandisted

New Zealand Farming Systems Uruguay (NZFSU). The objective of NZFSU is to capitalize on
the opportunities to acquire lands and develop and adapt the New Zealand milk production
system to the local environment (sdable?2).

2. Why invest in the Uruguayan dairy industry?

The following is a description of the value chambe used for the identification of business
opportunities.

2.1.Industry description

The averageannual per person consumption of dairy products is 219 liters (in milk
equivalents), which is similar to levels in more developed countries. The tota wélthe
domestic market is estimated at USD 400 million in terms of consumer prices (2008). The
main consumer product is liquid milk (240 million liters totaling approximately USD 120
million), followed by cheeses and yogurt. The recent deregulation efitjuid milk market

4 Source: FAOUSDA
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opens opportunities to small plants (sé@pendix1 for more information on the domestic
liquid milk market).

Exports of dairy products in dollar terms rose 9% annually between 1991 and 2009 and 19%
during the 20022009 period (se&igure 5). In 2009, sales were USD 369 million, down from
the record USD 433 million achieved in 2008.

Figure 5:Dairy product exports (USD milliqizOB)
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Currently, the dairy sector exports to more than 60 countries. Brazil and Venezuela account
for 46% of export income, followed by Mexico at 20% and Cuba at 6%i¢see6).

® Source: Agriculture Statistics Bureau (DIEA), Office of Agriciargramming and Policy (OPYPA) of the
Ministry of Livestock, Agriculture and Fishing (MGAP).
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Figure 6:Major dairy export destinations, 2009 (in terms of vafue)
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44% of exports, followed by cheeses at 36%.

Figure 7:Exports per product type, 2009 (value)
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6 SourceDeveloped by Uruguay XXI based on Customs Bureau data
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An analysis of export market destinations also shows a budding specialization with regard to
the type of products exported (sdegure8).

Figure 8Powdered milk and cheese exports, 2008 (vol)fme
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Venezuela, Mexico, Cuba, Brazil, South KoresSameé@l account for 7300f powdered milk

exports and 8% of cheese exports (sdablel).

¢KS O2dzyiNEQa fIFNHBSald RFEANER O2YLIlyesz /2yl LI
exports (seelable 1) ard is followed by Inlacsa (Mexican shareholjeEcolat(Venezuela
shareholder¥ and Bonprole (joint venture between Bongrain of France and Conaprole).

Figure 9 Share of the top 10 dairy exporters, 2609
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" Source: Central Bank of Uruguay. Latest available da20D8.
8 SourceData ceveloped by Urguay XXI based on Customs Bureau data.
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Table 1

Cheese exports

In 2009, 37,000 tons of cheese were exported valued at USD 130 million. 60% of i
from cheese exports corresponds to sefinin cheeses (between 36% and 46% humidit
Examples include Swiss style cheeses: Gruyerito, Danbo, Edam, Fontina and Goudz
origin but Swiss style) (see Figure 10).

Figure 10: Exports of cheese per type, share in dollar terms (2009)

13% of income from cheese exports corresponds to firm cheeses (Sbrinz, Parmesan
Emmental) and 20% to soft cheeses (ColoGiaartirolo). The remaining 7% includes fre
grated and melted cheeses. Of these, mozzarella has the highest share (64%).

Opportunities

Cheese consumption is increasing worldwide. The number of consumers is rising
traditional consumers are increag their per capita consumption. For example, in t
United States, some opportunities exist. Cheese consumption in the US has increase
the past 30 years. The desire to consume new varieties of cheeses with different f
and textures in convenigh LJt Ol 3Sa KlIa RNARGSYy Oz2y
OKSSaSa¢ aS3aYSyid KlFLa 0SSy GKS YIAY RN

This is a market niche that needs to be exploited. The highest growing market ni
linked to ethnic groups, e.g., Latstyle cheeses. Another high growth area is the artis
cheese segment. Although small, the potential for growth of this segment is high.

The type of food given to the Uruguayan dairy rodeo, in addition to the low volum
production and the character of somecally produced cheese&uyerito and Colonia
types) could mean new business opportunitieBhe intense yellow color of the cheeg
produced by cows fed with natural pastures is a positive attribute, given the cons
perceives it as a value added protiuc
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3. Industrial sector in growth phase

The industrial sector consists of 36 companiediich are mainly highly concentrated
cooperatives thateceive milk from producers (séagure 1).

Figure 1.: Reception of milk in plants for the top 10 companies (2809)
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Milk shipments to plants have risen 4% annually over the last 20 years, while industrial
capacity has grown at a slightly greater pace. The volume of milk for consumption has fallen
in absolue terms, and the entire increase in shipments to plants has gone towards the
elaboration of manufactured products.

® Source: Data @veloped by Uruguay XX¥hsed on data from the Dairy Activity Financing and Sustainable
Development Fund (FFDSAL).
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Figure12: Reception of milk in industrial plants per destination (millions of lit&rs)
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Processing capacity is 8.4 million liters per day. Capacity increases have accompanied an
increase in shipments to plants and, above all, are able to supply springtime production
peaks. The effective use of installed capacity is esgchat between 636and 76% for the

last few years*

On average, production facilities could absorb an annual increase of 300 million liters (20%
of 2008 milk shipments to plants) without having to increase installed capacity. This figure is
slightly lesshian the annual production target set by New Zealand Farming Systems Uruguay
for 2014 (se€Table 2). It should be noted that this is not the only new undertaking in the
primary level.

The dairy industry accounts for approximately 6% of the gross

production value of Uruguayan industry (OPYPA, 2008). The

industry employed 4,600 people in 2008 and employment has

been rising over the past few years. The added value of the

sector is estimatéd at 20% of the production value, which is

below the industry average. Investments have generally been

made to increase reception and primary processing capacity.

Yet, there are no industrial sites devoted to competitively adding value to raw materials for
production aimed at regional sales. As a result, value added products make up a small share
of the overall product mix.

The most recent investments have been made by Claldy (whey plant), Inlacsa and Conaprole
(a new powdered milk plant and improvemerntsother plants), Pili (whey nanofiltering and
drying plant) and General Mills (a casein and whey plant that was

later acquired by UBased Schreiber Foods in addition to the Dulei

cheese plant and the Belficor whey plant). This company, which has

0 source: Agriculture Statistics Bureau (DIEA) of the Ministry of Livestock, Ageant Fishing (MGAP).

1 Note: Assuming constant daily plant shipments for the highest production month (generally October or
November).

14 ‘ Uruguay XX/



