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Abstract

The answer to thquestion posed ithe title is arguablyyes. U.S. firmsappear to bavell
positioned to profitably expand exports of higlifferentiated dairyproducts andselected dairy
ingredients, especially dried whey products. However, U.S. bulk cheese, butter andinyomiié
(NFDM) are,for the mostpart, priced out of foreign markets by.S. borderprotection and the
dairy price support program. If, as claimed by a former Nestle CEQJ.$hedairy-foodmarket is
"flat and fiercelycompetitive,"U.S. companies mayind it profitable to expandiirect investments
in foreign dairy-food businesses bothtire near ternand over thelonger-run. Failure ofJ.S.
companies to take advantage of opportunities in foreign dairy markets poses riskt aodtinue
to cede early-mover advantades serving the growth markets of Asand Latin America to the
New Zealanders, Australianid/esternEuropeans, and otherd).S. firms are doing some things
right to prepare for a world where foreign dairy sales will be more important.

Calls for Expanded Foreign Dairy Sales

In the past decade, veteran international dairy marketers have exhorted the U.S. dairy industry to
become moréeavily involved ininternational markets.For example,Mr. Bruce Stuart, former
CEO of M.E. Franks (a leading exporter of U.S. dairy products), said in 1992 [15]:

The (U.S.) dairy industry should also keep in mind the fact that one of these days we may be
without governmentassistancehut still in need of the secondary international market. The
more experience and presence we can gain now in markets across the ocdaeitethe
prepared we will be for the challenge such a situation would bring.

In 1999, Mr. Thomas Suber, Presidentisd U.S. Dairy Export Council (USDEC), described
the future of thelU.S. dairy industry as on&here realcosts ofmilk production aredeclining,
domestic demand is growing modestly and the role of government is decl®irgpr arguedhat
in this environment'...the processors;ooperatives, traderand farmersvho determindJSDEC
policy face the future with a cold realism that either we compete internationally will vefrink as
an industry [16]."
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2000s.
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Behind thesedwo comments ar@assumptions ofleclining governmensupport forthe U.S.
dairy industry. Suber had good reasomi@kesuch an assumptiaince theUSDA's dairy price
support program had been scheduledtdamination on Decemb&l, 1999 undeithe 1996 Farm
Bill. Bruce Stuart recognizetthat dairy market liberalization was jpnospect undethe Uruguay
Round GATT/WTO trade negotiations. Furthermore, there waason toexpect further
liberalization of world dairy markets in later WTO negotiating rounds.

But the dairyindustry deregulation that appeared to beprospect inthe 1990s was less
sweeping than many had anticipated. The USDA's dairy pupport program haseen extended
through May 2002 and appedilsely to have alengthy further extension dife underthe 2002
Farm Bill. Therewas some liberalization of dairy marketsunder the Uruguay Round of
GATT/WTO negotiations. For example, access to segments of the European Union (EU$and
dairy markets did increase as a result of tliaguay Round WTQAgreement. World cheese
prices rose as a result of this development and reduced Eurdpean (EU) export subsidies for
cheese. But border protection and nontariff barriers in many countries contiona®itte strong
impediments to expanded international trade in dairy products.

The upshot isthat theU.S. dairy industry remainseavily protected and not much more
involved in international dairy markets than when Br8taart encouraged thedustry to gear up
to sell to the secondary international market. Indeed, many trade analysts continue to lun$ the
dairy industry and the U.S. sugar industry together, characterizing both as being srotagtgd
from international market forces.

This Marketing and Policy Briefing Paper examines wh§. dairy firms collectively continue
to be "bit players" as dairy exporters. As we shadl,for bulk butter, cheesgnd NFDM this is
no big mystery. Border protection atiee USDA's dairy pricesupport progranirequently price
these bulk U.S. dairy products out of world markdisS. firmshaveincreased exports aertain
dairy products—especiallywhey powders—forwhich they are priceompetitive. It isless clear
why U.S. firms donot export more highly differentiated daiproducts (price idess of an
impediment toexports of these items) amehy U.S. companies are not motesavily involved in
direct investment irforeign dairy-food markets. Case studies conducted by Babcock Institute
analysts partially explain this phenomenon. The study concluitfes: discussion ofmplications
of maintaining the status quo regarding foreign dairy salethédd.S. dairy industry, andlirectly
addresses the question posed in the paper's title.

Why U.S. Firms Export Limited Quantities of Bulk Dairy Products

U.S. milk production costs are sufficiently low that the U.S. dairy industry dmddme more
export-oriented. WhiléJ.S. milk producersadmittedly are not the lowest-casilk producers in
the world, they do have loweoststhanproducers irmany other countriesindeed,only farmers
in the pasture-based dairy industries of New ZealAnodtralia, ArgentinalJruguay, and parts of a
few other countriedavelower average millproduction costs.Moreover,somemilk producers in
California, other parts of the Western U.S., and a few areas outside the Western U.S. are thought to
already have milk production costs atow as those in pasture-based countries-dowever,
reasonably competitive U.S. milk production costs do not produce stroegivesfor U.S. firms
to export dairy products.

Background: The Size, Nature and Trends in U.S. Dairy Exports

Before seeingvhatbeing more export-oriented woudghtail for the U.S. dairy industry, it is
useful to consider gew figures onthe size and nature of recddtS. dairy exports. Appendix
Table 1 contains figures on U.S. exports of cheese, buttdM@Di for 1990 t02001, which are
summarized below in Table 1.

Clearly there is substantighriation inU.S. exports oflairy products inthe three categories.
U.S. cheese exporteose during 1990 t@001, but still comprised a small percentageUoS.
cheese production in thiatter years. U.S.butter exportswere relatively large in 1993 but
comprised less than a percentage of U.S. butter product@®0ih aghe tightU.S. butter market
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Table 1. U.S. Dairy Exports as a Percentage of Production, Selected Years,

1990-2001*

Product & Year Exports Production Exports as %
(1,000 metric tons) of Production

Cheese

- 1990 (low year) 12 2,749 0.4%

- 2001 (high year) 52 3,700 1.4

Butter

- 2001 (low year) 1 550 0.2

- 1993 (high year) 145 596 24.3

NFDM

- 1990 (low year) 10 399 2.5

- 1999 (high year) 217 617 35.2

* Source: Apendix Table 1.

sharply reduced exports afie product. NFDM exportswere low in 1990, but large as a
percentage of production in 1999, reflecting in lter year thestructuralsurplus of thigproduct
in the U.S. Moreover, mo&l.S. NFDM exports in 1999vere made wittDairy Exportincentive
Program (DEIP) export subsidies. Those subsidiedimitedunderthe currenfWTO agreement
to 68 thousandnetric tons peryear (with no carryover oéxport subsidy authorization from
previous years) after 2000/200Therefore,unless U.S. NFDMcan be exported withostubsidy
in the future, expeduture U.S. exports ofthe product to be substantiallpwer than the 217
thousand metric ton figure for 1999.

Figures inTable 2 reveathanges irJ.S. dairy exporting trends.The tablelists net exports
(X-M) for cheese, buttehNlFDM andall dairy products, expressed as a proportiortiotdl trade
(X+M). Undercertain circumstances, the rafi-M)/(X+M) can beused to show changes in a
country's comparative advantage asaporter of a product [8].Thus, a decline (increase) in the
value ofthe ratiocan, in some cases,reveal areduction (increase) in a country¢emparative
advantage in exporting a product. This ratio cannot be meaningagly forthat purpose for the
U.S. dairy industnbecause border protection gmdce supports maskhe comparative advantage
of theindustry. However,the ratios araiseful for describing exporting amehporting trends for
the U.S.dairy industry. Wheninterpreting thenumbers inTable 2 take the followingointsinto
account:

* The ratios for cheese, butter, and NFDM were computed using tonnage figures, while those

for "All Dairy Products" were computed with dollar values.

* A negative sign in front of the ratio for a product means that the U.S. is a net importer of

that product.

* A declining value for a negative ratio—i.e., one that begins to approach zero or turn

positive—means that the U.S. is closer to becoming a net exporter of the product.

* No sign in front of the ratio for a product (an implied + sign) means that the U.S. is a net

exporter of the product.

* For the column headed "All Dairy Products," the negative sign in front of the ratio means

that the dollar value of U.S. dairy imports exceeds the dollar value of exports.

The ratiosfor butter are noteworthy. The.S. switched from being aet exporter to a net
importer of butter beginning ih998. Butter imports increased despite thigh U.S. tariffs on
butter as thesupply-demand relationshfpr the product tightened in thate 1990s. While the
U.S. remained a net importer of cheedering 1990-2001net imports of the product as a
percentage of total cheese trade decliheding the period. ThéJ.S. remained a net exporter of
NFDM during 1990-2001 anditnessedittle change in the ratio of netxports tototal trade for
the product.
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Table 2. U.S. Net Exports (X-M) as a Proportion of Total Trade (X+M), Selected Dairy
Products and Dollar Value of All Dairy Products, 1990-2001*

Year Net Exports as a Proportion of Total Trade
Cheese Butter NFDM All Dairy Products

1990 -0.84 0.88 0.82 -0.45
1991 -0.84 0.92 0.97 -0.45
1992 -0.79 0.97 0.98 -0.12
1993 -0.77 0.97 0.99 -0.06
1994 -0.72 0.98 0.98 -0.15
1995 -0.69 0.94 1.00 -0.19
1996 -0.65 0.58 0.88 -0.27
1997 -0.58 0.57 0.95 -0.14
1998 -0.62 -0.82 0.91 -0.19
1999 -0.67 -0.80 0.96 -0.26
2000 -0.60 -0.65 0.96 -0.25
2001 -0.58 -0.95 0.96 -0.21

* Source: Computed from USDMairy: World Markets and Tradearious issues, 1991-2001 [20] and USDA,
Agricultural Outlook various issues, 1995-2002 [19].

Figures inthe "All Dairy Products“column, if graphed, would traceut an irregularshape,
indicating that the value of U.S. dairy imports:

1) Exceeded the value of U.S. dairy exports by a substantial margin in 1990 and 1991,

2) Approached equality with the value of exports in the mid-1990s, and,

3) Rose again in relation to the value of U.S. exports in the late 1990s and early 2000s.

Thefigures inthe last column may seem counterintuitive sincelitfe. haslong been known to
export about the same tonnage of dairgducts as it imports. Faxample, in1999,U.S. dairy
exportsactually exceedetnports in terms of tonnages andlk equivalents by 2% to 3%d8].
But in this same yeal).S. dairy exports had a dollaalueequal to only abous2% ofthe dollar
value ofimports [18]. U.S. dairy imports persistentiyrave ahigher value than exports because
they consist substantially of cheese, including high-value specialty cha¢sgeglairy exports, on
the otherhand,consist moreheavily of thecommodityitems, NFDM and whey powders. One
implication: the technologically-advancedS. dairy industry could increagbe value ofindustry
exports by changing the product mix to emphasize differentiated dairy products.

Let's look atwhat becoming internationalljcompetitive would require in terms of price
reductions for the U.S. As indicated in Tabld&J3S. central market price®r bulk dairy products
from 1990 to 2001 averaged 43% to 60% higher than world prices as measured by the midpoint of
prices reported by the USDA for fob Northern EuropeS. butter prices—which averagéalver
than world prices in 1995—represent the single exception.

The importance of price to exporting competitiveness is indicated199=Cornell University
survey. Fifteen hundred U.S. agricultural exporteese asked by Cornell researchers to rank the
importance of 13 obstacles to export[iigp.38]. Respondentzamed "meeting prices of foreign
competitors” as thenost important obstacle by a sizable margifhe Cornellresearchers also
examined obstacles to exportifay agriculturalproducts inaddition to dairyproducts. There is
anecdotal information showing the importance of price competitivdoesxporting bulkdairy
products. Foexample, P. GutierreRirector of International Salder CenturyFoods inSparta,
Wisconsin, described margins on bulk dairy exports to Mexico as being "razor thié' garly
2000s [6]. When margins on almost any bulk commaodity are "razor thin," it is difficcttmpete
internationally if domestic prices are noampetitive withthose of other countriesThus, when
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U.S. dairy product prices exceed world prices by the amosintsvn inthe Table 3, it is no
surprise that these U.S. bulk dairy products are frequently priced out of world markadslition,

the strength ofthe U.S. dollar in recentyears hasxacerbated thproblems facingU.S. dairy

exporters.

Table 3. Percentages by Which U.S. Central Market Prices for Cheddar Cheese, Butter
and Nonfat Dry Milk Exceeded World Prices, 1990-2001 *

Year Percent by Which U.S. Central Market Prices Exceeded World Prices
Cheddar Cheese Butter NFDM
1990 71.4% 58.3% 53.1%
1991 56.8 59.5 0.97
1992 41.6 20.5 0.98
1993 60.3 21.1 0.99
1994 56.0 20.2 0.98
1995 294 -18.0 1.00
1996 33.8 42.6 0.88
1997 18.9 48.3 0.95
1998 55.4 111.0 0.91
1999 61.7 89.6 0.96
2000 36.2 97.2 0.96
2001 45.6 174.7 7.8
1990-2001 Avg 47.3% 60.4% 43.0%

* Source: USDA, "Dairy: World Markets and Trade," various issues 1991-2001 [20].

WhatkeepsU.S. dairy product pricesboveworld prices? U.S. dairy product prices stay
aboveworld prices mainly because of tariff-rajaotas employed bthe U.S., the USDA's dairy
price support program, and differences between supply-demand conditiondJirStlaad the rest
of the world. The importance of the dairy prisepport program inmaintaining the price
differences shown ifable 3should not beoverestimated. As isvell known, U.S. prices for
manufacturing milkand bulk dairy products stayethove thdJSDA supportlevels for extended
periods during 1990-2001.

The Disincentives for Eliminating U.S. Border Protection and Price Supports for
Dairy Products

Judging from past behavior, many U.S. producer organizations would fight haedrin the
borderprotection, the related priipportprogram, and the associated higher domestik and
dairy product prices. Certald.S. processors, afourse, wouldvalue the opportunity to obtain
cheaper dainproducts from abroadMoreover,consumersvould benefit fromlower consumer
pricesthat would accompany elimination &f.S. borderprotection and pricesupports. But the
latter two groups have limited power to persuade policymakers to dereguthe U.S. dairy
industry.

A few U.S. beneficiaries of the currergystem might take along view and consider
relinquishing border protection and associated iggports in order texpand dairy exports and
take advantage gdroduction and marketing efficiencies thpgssess. This long view might be
adopted in the belief that daignd other agricultural tariffs—like the world's industrial tariffs
before them, which fell from an average ofabout 40% in the late 1940s toabout 4% at
present—will eventually coméown to levels that provide littleprotection for the U.S. dairy
industry. Those who are early movers, it might be reasoned, will be better positioned to profit from
freer markets over the longer-term.
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What wouldearly mover advantages be worth to a U.S. dairy firivz. Neville Martin, an
official of New Zealand'sDairy Board, said in 1995that based onthe Board's international
experience, initiaentrants into a markefain, on average, 85% advantage ovesecond entrants.
Third place entrants into given marketend to brealeven. Entering a markefourth orlater is a
strategy for losingnoney[12]. While early mover advantagegrobably cannot be defined as
precisely as these comments suggest, it is reasonable to cotadtiteose advantages might be
substantial.

The Lack of Price Incentives for Deregulation and Expansion of U.S. Dairy Exports

In the short-run, aleast, theeconomics are stacked agaibsS. firms that might consider
making a pre-emptivenove togain early-mover advantages in dagyporting. Coxdeveloped a
world trade model that illustrates the disincentifesderegulation of th&).S. dairy industry[2].
The modeluses FAO productioand traddfigures for 1989-94 as base periddta. Tariff and
nontariff barriers and constraints agreed to utidelJruguay Round GATT/WTGagreement are
included in the model. While the model fails to take certain market imperfections into
account—especially the influence of large traders and investors—it reflects many of the underlying
economic forces operating in world dairy markets. Cox evaluated two scenaribavidgarticular
relevance for this paper.

Results for GATT/WTO 2005. This scenario extrapolates fro@000 to 2005certain
provisions of the agreements on dairy (minimacgcess, tariff changes, aneductions in export
subsidiesyeached undethe GATT/WTO Uruguay Round. Imessence, this scenamgmrtrays a
continuation of measures to open world dairy markets during 2000-2005 at theatauthat these
markets were opened during 1995-2000.While major market imperfections remaiander
GATT/WTO 2005, the model indicates that the world wamlolve about halfway to"Free Trade"
by 2005 under this scenario. Cox descrithesGATT/WTO 2005 scenario as ottieat produces
sizeablelosses fomilk producers in WesterBurope,modest changes in Japan, Canada and the
U.S., and gains for low-cost, pasture based producers. In Western Europe, over-quota tariffs under
this scenario substantiallynit access to importedthole milk powderput notNFDM and butter
imports. Farm milk prices fall 13% to 14% in West&urope, increase by 8% or 9% @teania,
and change relatively little in the U.S. under this scenario.

Free Trade. Results under this scenario are more dramatic. Milk and dairy product production
expand in the low-cost producing areas. Dairy exports originating in these same areas increase and
decline inhigh-cost countries.The changes in farrmilk prices (percentage change from base
period figures) under the Free Trade scenario are shown in Table 4.

Table 4. Percentage Change in Farm Milk Prices from Base Period Levels Under the
Free Trade Scenario *

Region or Country NFDM
Western Europe -26%
Japan -36
Canada -32
U.S. NoChange
Mexico -17
Australia +23
New Zealand +51
Argentina +17

* Source: Cox [2].

The results unddhe scenarios correspond broadly to industry expectati@venresults for
the Free Trade scenario confirm what dairy exporters have understood in a general way for decades.
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For example, several dairy exporters interviewed by Babcock Institute arlystoncludedthat
U.S. farm milk prices would not change much under freer dairy markets.

While the results are perhaps not surprising, they do have important implications. The prospect
of little price gainfor U.S. dairy farmers from freer trade or free trade in damyductspartially
explains the lack of interest on the part of most U.S. dairy cooperatives in dairy trade liberalization.

Two points relating to the results need elaboratiors. dairy exportswould expand modestly
under both scenarios. Thus, low-cost U.S. milk producers and procesgmasicuiar,could gain
revenuesuinderthe essentially constant fanmilk prices associatedith the scenarios. However,
the incentivedor deregulation obviously would be greater if accompanied by price increases.
Secondly, thescenarios assuntbat there would be actions to free the dairy markets of other
countries. U.S. farm milk prices would decline—rather than remain essentially flat—ifUh®.
unilaterally deregulated to produce tbever milk prices needed tmake theU.S. dairy industry
more internationally competitive.

Compensation: Why Not Pay U.S. Dairy Farmers to Accept the Deregulation that
Would Foster Expanded Exports?

Unilateral deregulation would mean eliminating tHeS. dairy industry's bordeprotection,
ending the dairy price support program, and allowing domestic milk and dairy product pfigiks to
to new equilibrium levels closer to world prices. Since U.S. dairy farhaesstrongincentives to
keep current border protection and subsidies, why nothgag to accept deregulation? Moreover,
there is a model. Australia's daindustry moved tonearly complete deregulation in mid-2000,
partly to become moreompetitive in international dairy market$4]. Under a complex
compensatiompackage, an averadkeid milk producer inthe state of Queensland, Austraidl
receivethe equivalent ofabout U.S.$63,0000ver aneight-year period in returfior accepting
deregulation.

It is unclear how much money would be requiredoérsuadeJ.S. dairy farmers toaccept
deregulation. Moreover, there desv, if any, incentivegor U.S. farmers toevenseek apackage
similar to the one obtained by Australia's ddaymers. InAustralia, thepowerful Victoria dairy
farmer organizations (accountirfigr about two-thirds of the milkproduced inthe country)
concluded that they gained little benefit from governnsemisidies and chose tieregulate as part
of an effort to expand dairy exportd/ictoria's producerswere able topresent dairy farmers in
other parts ofAustralia with a"God Father" like offer they couldn't refuse: Either accept
compensation in returfor deregulation or get deregulation without compensation. No dairy
groups in the U.S. have the market poweinoentives toapply similarpressures foderegulation.
However, if policymakers wish to transforthe U.S. dairy industry into an export-oriented
industry, it would pay to find outow much compensation would be requirech&rsuadeJ.S.
dairy farmers to accept deregulation.

How U.S. Dairy Exporting Strategies Have Evolved in the Prevailing Environment

There islittle that is irrational or evensurprising inthe behavior of théJ.S. dairy industry
toward exporting—théndustry hageacted in predictable ways to incentives. Thus, the strategies
of mostU.S. milk produceramplicitly recognize the followingpoint made by MichaePorter of
Harvard's Business School [13]:

Deregulating a protectethdustry...will lead tobankruptcies sooner and to strongerore
competitive companies only later.

Not surprisingly,U.S. dairy exportshave gravitated t¢a) productghat arenot priced out of
international markets by U.S. tariffs or the USDA's price support program, (b) prtitatotsin be
exportedwith subsidy, and (c) selected differentiated dairgducts. A useful breakdown of the
guantity andvalue ofmajor U.S. dairy exports appears ifable 5. Theproductscan be placed in
the (a), (b), oKc) categories and generalizations camagle ofexport growthprospects for the
products.




Marketing and Policy Briefing Paper No. 75, March 2002

Table 5. Quantity and Value of U. S. Dairy Exports, 1999*

Product Milk Equivalent % of Total Value % of Total
(Million Ibs.) (Million $)

NFDM 2,750 34.2% $256.2 25.6%
Cheese 790 9.8 130.1 13.0
Whey 2,040 25.4 124.3 12.4
Ice Cream 280 3.5 84.7 8.5
Lactose 1,210 15.0 47.8 4.8
Casein and MPC 115 1.4 32.7 3.3
Fluid Milk & Cream 110 14 24.8 2.5
Dry Whole Milk 240 3.0 12.2 1.2
Other 505 6.3 287.3 28.7
Total 8,040 100.0 1,000.0 100.0

* Sources: U.S. Bureau of the Census, USDA, National Milk Producers Federation and USDEC, as reported by
USDEC [18].

Category(a) Products: Whey and lactose. A prominent product in this category is dried
whey, the by-product of theurgeoning U.Scheesebusiness. U.Swhey manufacturers produce
many different wheyproducts with varying protein, mineraland lactoselevels and varying
functional properties. Most U.8they productsare derivedrom sweet whey obtaineduring the
production of cheddar, swiss, mozzarella and similar types of chdesssessors usewveet cream
whey to producewhey powder, wheyprotein concentrate, wheprotein isolate, reduced lactose
whey, and de-mineralized or reduced mineral whey.

Whey products have a host of applications, findisgs inanimal feedsbaked goods;andies,
snack foods, drymixes, processedmeats,infant formulas, and nutritional beveragesWhey
products alsare finding expandedse inthe production of nutraceuticals and pharmaceuticals.
Certain specialized wheproteins and fractions used pharmaceuticals arbigh value items,
commanding prices exceeding $100/kg [21]. According to the FAS-U812A).S. isone of the
world's largest exporters @fhey powderandwhey protein concentratd21]. U.S. dried whey
exports increased waluefrom $60 million in 1992 to 171million in 2000 or 185%. The top
marketsfor U.S. whey powderand whey protein concentrates include Japan, MexCanada,
China and Korea.

World export demand for dried whey products bakibited a strong, consistent upward trend
since the beginning of tiE970s [10]. Moreover,U.S. firmshavebeencompetitivesellers in the
world market,accountingfor 13% to 14% ofworld exports ofthe product in1999 [10]. This
market promises to be a good export mafeethe U.S. forthe foreseeable future. Tlaeversity
of uses for the product—especially the high-valued uses—make this market particularly attractive.

Dairy blends—consisting of a number of dried milk and dried whey products—alseefieti
certain foreign markets. In some foreign markets, these products enjoy preferential tariff treatment.

Cox summarizes world market conditicias dried wheyproducts and other dairy ingredients
as follows [3]:

World product markets are increasingly driven by milk components (NOT milk!!!). riitle
components include: milk fat (and fat fractionations); protein (casein, whey proteiotiaad
protein fractionations); and lactose. This trend is most manifest in the strong growth of world
markets for dairy-based ingredients.

Category (b) ProductsNFDM, cheese (sharply limited amounts) and butter. As noted
earlier, theU.S. ispermittedunder WTO rules t@xport 68 thousanthetric tons of NFDM per
year with DEIP subsidies. In most years, this subfgmwiy will not permit thel.S. toexportwith
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subsidy the full structural surplus of the product. Whiteld pricesfor NFDM periodically rise
to levels that allow thé&).S. toexport the producivithout subsidy, suclevents araot frequent or
long-lasting. This could change, of course, if additional "tilts" in the stiggort program further
lower the pricesupport for NFDM while simultaneously raising the buttesupport price.
Moreover, worldexports ofNFDM have exhibited a long-term downward trend. ThuksS.
exporting opportunities for this product are uncertain and currently appear lesskthsin World
exports forwhole milk powderhaveexhibited a long-term uptrend, but tbeS. producedttle of
this product.

The U.S. is permitted under the WTO to export with DEIP subssiiied] quantities of cheese
(3,000 metrictons peryear orlessthan 1% of recent annugloduction)each year. Thus, any
substantial growth in exports of this product of necessity must be made without export subsidies.

Under WTO rules, the U.S. germitted to exponvith subsidy up to 21 thousamdetric tons
of butter per year.But, given thetight domesticsupply-demand situatiofor butter, theU.S. is
unlikely to export much of the product with or without subsidies.

Category (c) Products¥luid milk and cream, ice cream, and mostcheese. U.S. exports
of fluid milk and cream are limited by the cost of shippihgbulky products. Mexico represents
an important, reasonably nearby destination for U.S. flild and cream.While Mexico's tariffs
on fluid milk and cream ardow, the nontariff barriers to Mexican imports of these products
occasionally are significant. Moreover, domeptiocessors itMexico havegained strength and
competitiveness and promise take marketshare fromU.S. processorsvho fail to maintain
competitive prices.

For reasonghat arenot fully clear,U.S. premiumice creamexportshave exhibited limited
growth in recent years. Itis clear that Mexico's imports of the product have been constrained by the
high prices carried by premiutd.S. ice cream[6]. Exports of U.S.specialty cheeses may
increase modestly but this product will face strong competition from European and Oceania firms.

The Bottom Line: The most promisingU.S. dairy exports consist of dairy ingredients—
especially dried wheyroducts and dairy blendsU.S. companies would appear twave the
capability to expandoreign sales of highlydifferentiated dairyproducts includingspecialty
cheeses, nutraceuticads)d pharmaceuticals. A portion of the structs@aplus of U.SNFDM
will continue to be exportedith subsidy. Additional pricesupport "tilts" affecting theUSDA's
supportprice for NFDM could increase the frequengyith which theproduct can be exported
without subsidy.

Why U.S. Firms Make Limited Investments in Foreign Dairy-Food Businesses

With notable exceptions, U.S. firms have médgted direct investments iforeign dairy-food
businesses. Kraft Foodmd SchreibeFoodsrepresent prominent exceptiondndeed, Kraft
Foods is inthe same sawith big foreign direct investorsuch as Nestle andnilever. Kraft has
important dairy and othefood sales inEurope, Asia/Pacific, LatirAmerica, and Canadd5].
SchreiberFoods also hasnoteworthy foreign direct investments in daifyod businesses in
Mexico, Brazil, Germany, and India. However, with such exceptions, there are féhSiglayers
involved inforeign directinvestment indairy-food business. QGfourse, some smallérms have
made significanforeign dairy investments.One such U.Sfirm—the operations ofvhich have
been analyzed by the Babcock Institute—Fisod Master, whichhas dairy processing and
marketing investments in Kazakhstan, Moldova, and the Ukraine [9].

Many hypotheses can be advanced to explain the limited amount of foreignndiestnent by
U.S. dairy firms. The U.S. market is large, familiar, mostly English speaking, and ldeyeid of
corruption, making it an attractive market to serve. Second, i0.tetherisks of nonpayment by
customers and defaults on contraate lower than in manyoreign markets. Third, capital
constraintslimit dairy-related foreign direct investments sébme smallerU.S. firms. More
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generally, many smatnd mid-sized dairy firmsnay conclude thatoreign directinvestment in
dairy-food businesses is a "big company's game."

In summary, it may be simplthat U.S. firms make themost profits byinvesting in the
domestic market. Thus, wheasked about thidehavior,U.S. firms might respondwith the
guestion: Ifattractiveprofits fail to exist in theU.S., why have somany foreign companies
expanded direct investments in tHeS. dairy industry? U.S. companies point ouhat Danone
(France), Lactalis (FrancePiegeo (UK), Glanbia(lreland), Kerry Group (Ireland), Nestle
(Switzerland), Unileve(UK-Netherlands)Parmalat (Italy)and Fonterra (New Zealand) increased
or maintained substantial dairy-food investments in the U.S. in the 1990s and 2000.

The actions of the foreigfirms tend to confirmthe attractiveness of the.S. dairy-food
market. Moreover, the pattern fifreign directinvestment by thdeuropean firms undoubtedly
reflects the incentives they face. Certain European firms hope to expand ghkis wéll-known
branded products in the U.S. Brand expansiothbyirms in the U.S. isfeasible in part because
there are no quotas to limit the availability of milk in this country.

Furthermore, disappointingrospects for furtheliberalization of world dairy marketesnake
direct investment in growth markets attractive alternative t@xporting. Mr. JohnRoadley,
Chairman-Designate of the Global Dairy Company (predecessor to Fonterra), argued 20@&hrly
that if New Zealand's dairyndustry is togrow competitively, it must increase foreigudlirect
investment in dainpusinesses and uslemestically-produced milk in theountry of the acquired
business rather than rely exclusively on exports of New Zealand dairy products. Roadley explained
his position as follows [14]:

While we have been successful in achieving a third of international dairy tfhadenly

through operations of thdlew Zealand Dairy Board), the lion's share of the globalry
business is not traded across borders. The part of the market that is accessible to us is as
small as six percent of world daiproduction. Ninety four percent dhe market idargely
inaccessible to us because of trade restrictions...Willlmeed to continue) to work closely

with government on international trade liberalizatioBut far more immediately, we need to
seekacquisitions and joint ventures with companies already operating im#ueessiblepart

of the market(emphasis supplied). And we need to continueintest in leading-edge
research and development; manufacturing technologies and brand development.

This commentfrom an official of the world's leadingorivate dairy exporting firmspeaks
volumes about the advantagesfofeign directinvestment vsdairy exporting. His comments
reinforce points note@arlier in the paper about the less-than-favorable environfoerdairy
exports.

Implications for U.S. Firms of Maintaining the Status Quo

While maintaining thestatus quo isinderstandable, it is netithout risk for the U.S. dairy
industry. RecallSuber’'scommentthat, inthe U.S., the "domestic demandor dairy products) is
growing modestly." Mr. Helmut Maucher, a formelCEO of Nestlewas more negative,
characterizing the demaror dairy-food products ithe U.S. and Western Europe &®ing "flat
and fiercely competitivgl7]." In part because of Nestle's perceptions abwarket conditions in
the U.S. and WesterrEurope,Nestle hasplaced a priority on expandingales inthe growth
markets of Latin America and Asia.

The projections inTable 6, developed biir. Robin Johnson o€Cargill, provide"ballpark™
estimates of the growth of population and incomeAsia, Latin Americaand a number of other
regional markets. These admittedly dated projections pramidie general indications of the
strength ofthe drivers of demandor dairy products inthe differentregions. However, if
approximately correct, the population growth and GDP growth (proxyéome)figures forAsia
suggestthat this region ofthe world will become an increasingly important market dairy
products and other consumgoods. The figures are too aggregated tell much about sales
growth prospects for South Americblowever,the population anéDP figures do suggesbme
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strength in the South American market. Mexmwomises tchaveboth highincome growth and a
higher population growth rate than thest of NorthAmerica,making it a potentiallattractive, but
highly competitive market for dairy product sales [6].

Table 6. Distribution of World Population and GDP Growth to 2010 *

Country Group Population Growth GDP Growth
Asia 58% 45%
Central and South Africa 27 1
South America 9 4
North Africa 4 4
North America 2 26
Western Europe 0 16

* Source: Johnson, R., Food Policy in APEC, 1997 [11].

If U.S. firms eschew opportunities to participate in a major way in sales to the expAsi@ing
and Latin American markets for dairy products, they will find that AustralasidnEuropean firms
will be deeply entrenched in these market#/estern Europeafirms, in particular, woulchave
strong incentives to expand direct investments in these markets because of the near zero population
growth and the sales-constraining presence of milk quotas in the EU.

The status quo has sonmplicationsfor U.S. domestic firmsthat arenot directly related to
loss ofearly mover advantages foreign competitors. Specifically, if Californiafirms have few
incentives to export cheese, they will battle the Midweste® dairy industryfor marketshare in
domestic cheese markets. dddition, expanded purchases dNFDM, in particular,under the
USDA's dairy price support program could emerge if no appreciable increase in dairy export sales
occurs.

The loss of early mover advantages tmreign competitors and the potential increase in the
intensity of domestic competition pose some risks for the U.S. dairy industry. However, there is no
indication that these developments will, in the short-run, produce a stronfppugregulation and
strongly expanded U.S. dairy exports.

Would U.S. Firms Increase Long-Term Profits by Expanding Foreign Dairy Sales?

Whether a U.S. dairfirm seeking higher profitshouldengage in exporting or foreigtirect
investment is, of course, a complex decision that must be based on anfilimicsial circumstances
and capabilities. In thisonnection,Subermakes the following point regarding dairy exporting
(7, p.8]:

Whether exporting makes sense for a firndépendent upomow theorganization plans to
grow. A firm must thinkthrough its strategicplan for growth andassesfiow exporting fits
into the plan. Exporting is one channel for growth and can be considered as an option.

The decision should also take into accowhether a firmdesires to gaipossibleearly mover
advantages in foreign dairy sales. However, the U.S. dairy industry as a whole should keep in mind
that a world similar to thene described earlier by Bruce Stuart and ThoBw#ser islikely to
emerge eventually. Thappropriate strategiesponse fomanyU.S. dairy firms will depend on
whether that world emerges in five to 10 years (the short-run) or substantially later (the longer-run).

Most signals todate suggestthat U.S. borderprotection and pricesupportswill change
relatively little in the next five to 1§ears. Thus, gearing up to expamkports ofthe category (b)
and category (c) dairgroductsidentified earlier may occupy law priority for many U.S. dairy
firms. Indeed, the appropriate response for many U.S. firms might be to expentheztpanded
dairy exports in order to be preparedhé world predicted by Stuart ail®uberemergessooner
than expected.
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The incentivesfor expanded foreigrdirect investment appear to loffferent. Unlike the
situation for dairy exporting—where priseipportsand border protectioprice certainJ.S. dairy
products out of world markets—the barriers to direct investment are less dauvibngpver,if, as
claimed by thdormer CEO ofNestle, much of thé&).S. dairy-foodmarket is "flat and fiercely
competitive," this will provide incentivedor U.S. firms to consider making additionatlirect
investments in foreign dairy-food businesses.

What the U.S. is Doing Right—Gathering Market Intelligence

While conditions favor the status quo, the U.S. dairy industry is securing nradiigence on
exporting and foreign direct investment opportunities in foreign dairy-food marketsexample,
the USDEC incooperationwith the FAS-USDA hascommissioned or carried ostudies of
foreign demandor U.S. dairy products. Ircertain promising markets, thdJSDEC hasput in
place field operations to familiarize consumers in these counmtitied).S. dairy products and has
carried out marketexpansion efforts akin to those employéor more export-oriented
products—e.g., corn, soybeans, wheat, beef, pork, and ppulityicts. These effortsavehelped
to expand sales of daifpod ingredients andther productghat arenot priced out of foreign
markets by U.S. border protection and price supports. Thaseetstudiesprovide a reservoir of
information on foreign demantbr dairy products. The studieswill be particularly useful if
conditions change and.S. firmsfind it profitable tobecome moreompetitive inselling a broad
range of dairy products in foreign markets.

What the U.S. is Doing Right—More U.S. Firms are Dipping a Toe in International
Markets

U.S. firmsthat have had limited or sporadicinvolvement inforeign markets in th@ast are

becoming more fully immersed in international markets. Examples include:

* The joint venture (under DairiConcepts LP) between Dairy Farmers of America and
Fonterra of New Zealand to produce milk protein concentrate and other food ingredients at
a Portales, New Mexico plant.

* The Land O'Lakes-Mitsui joint venture for building one of the world's largest cheese plants
in California to produce cheddar and mozzarella cheese for the U.S. market, whey fractions
for global markets, and whey fractions for dietary and sports drinks.

» Initiatives of the Northwest Dairy Association (formerly Darigold) via its exporting arm
(Olympic Foods) to export large quantities of U.S. whey powder, mainly to the Pacific Rim
countries. The Northwest Dairy Association's initiatives bring to mind the significant dairy
exporting activities of Darigold in earlier times.

» Expanded DEIP exports of dairy products made by a host of U.S. firms.

While some of these initiatives can be expected to changdimeeto increase the role dfl.S.
firms in exporting andlirect investment irforeign dairy-food businessethe existinginitiatives
will give U.S. firms valuable experience with international dairy ventures and should help to prepare
the firms for the world that Stuart and Suber argue will eventually emerge.

Hence,for a number of reasons—especiaihcentives facingu.S. dairy firms to expand
exports or foreigndirect investments—the answer to tpgestion posed ithe title of paper is
arguably, yes.
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Appendix Table 1. U.S. Dairy Exports as a Percent of Production, 1990-2001 *

Product Exports Production Exports as a % of
(1000 Metric Tons) Production
Cheese
- 1990 12 2,749 0.4%
-1991 12 2,747 0.4
- 1992 15 2,943 0.5
- 1993 19 2,961 0.6
- 1994 25 3,054 0.8
- 1995 28 3,138 0.9
- 1996 32 3,274 1.0
- 1997 38 3,325 1.1
- 1998 37 3,398 1.1
- 1999 38 3,581 11
- 2000 47 3,744 1.3
- 2001 52 3,700 14
Butter
- 1990 31 591 52
- 1991 49 606 8.1
- 1992 139 619 22.5
- 1993 145 596 24.3
- 1994 94 588 16.0
- 1995 64 573 11.2
- 1996 19 533 3.6
- 1997 18 522 3.4
- 1998 3 530 0.6
- 1999 2 579 0.4
- 2000 4 578 0.7
- 2001 1 550 0.2
Nonfat Dry Milk
- 1990 10 399 25
- 1991 68 398 17.1
- 1992 118 396 29.8
- 1993 138 433 31.9
-1994 123 558 22.0
- 1995 170 559 304
- 1996 32 482 6.6
- 1997 117 552 21.2
- 1998 104 515 20.2
- 1999 217 617 35.2
- 2000 142 659 21.6
- 2001 150 630 23.8

* Source: USDA, "Dairy: World Markets and Trade," Various Issues, 1995-2001 [20].
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