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I FACTS

1. Mexico will respond to the Claimant’s allegations of fact, first, by placing this claim in
its proper factual context. It is important that the Tribunal understand the nature of the sugar
industry, its complexity, the substantial distortions that exist in the international sugar market,
and the difficulties encountered in other countries in the implementation and administration of
their sugar programs. The Tribunal will see that Mexico is not unique in encountering a surplus
in sugar production.

2. After reviewing the salient facts, Mexico will then turn to the specific allegations of fact
made in the Statement of Claim. To assist the Tribunal, Section I.B. of this Statement
incorporates the Claimant’s allegations verbatim and then provides Mexico’s response to each
allegation.

A. The Claim In Its Proper Factual Context

3. The company in which GAMI chose to invest was a newly created company in a sector
that --in Mexico, the United States, Canada and elsewhere-- has always been characterized by
trade distortions, high risk, and uncertainty.

4. Between NAFTA’s entry into force on 1 January 1994 and the expropriations, those trade
distortions, risks and uncertainties were amply demonstrated in all three NAFTA Parties as well
as in the world sugar market. The Statement of Claim notably omits any significant discussion
of the declines in the U.S. and world sugar markets that paralleled Mexico’s market problems.
To read the Statement of Claim, one would think that the Mexican sugar policies were abysmally
administered in comparison to the rest of the world. Nothing could be further from the truth.
The fact is that most countries struggle with the administration of their sugar policies, in seeking
to reconcile irreconcilable competing demands of interested groups, and governments’ struggles
are exacerbated by events and measures that are beyond their control.

1. The World-Wide Sugar Industry is Characterized by Trade
Distortions, High Risk and Uncertainty

5. Agriculture differs from other forms of production because weather, pestilence, the desire
for food security, governmental production incentives, and other factors play a much greater role
in determining what crops will be grown and where, whether there will be production shortfalls
or surpluses, and so on.

6. The sugar industry is a particularly difficult agricultural sector for States to manage
because, in addition to factors common to all sectors of agricultural production, the trade policies
of the major sugar-producing states have led to enormous distortions in international sugar trade.
The Statement of Claim adverts to this but fails to give the Tribunal a full sense of the magnitude
of the problem.' States heavily regulate the production of sugar throughout the world through

Statement of Claim, 9 29.
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measures such as import and export tariffs, government subsidies, and other measures designed
to promote and protect domestic producers of sugarcane and sugar beets.’

7. There are over 120 sugar producing countries in the world and approximately 70 percent
of world sugar sales are made at each country’s regulated domestic price. As a consequence of
this widespread government intervention, the world sugar market is a “residual” market.> Many
States restrict access to their national markets in order to provide for support domestic prices.
High prices spur production, which then leads to surpluses that must then be disposed of in the
world market at distress prices. It has been calculated that from 1983-84 through 1998-99, the
world average cost of producing sugar was 16.3 cents/lb. but the world market price was only
slightly more than half of the cost of production: 9.5 cents/Ib.”

8. The sugar trade is also notorious among international commodities for its price
volatility.” It is an extremely challenging market in which to participate, even in countries that
have well functioning commodities markets that convey data on supply and demand
instantaneously.’ To understand the nature of this volatility, it is necessary to understand the
basic elements of the production and sale of raw, standard and refined sugar. =~ While each
product faces similar trade distortions, risks and uncertainties, the pricing, cost, and risk reducing
strategies of each are distinct. GAM only produced and sold standard and refined sugar.’

0. Raw cane sugar is minimally processed sugar containing some impurities that is extracted
from harvested sugarcane in a sugar mill. It is a stable, inert product that does not rapidly
deteriorate and can be stored for lengthy periods of time before being refined. It is the most
widely traded type of sugar. Refined cane sugar is processed so as to remove all impurities.
Finally, standard sugar (known in Mexico as “estandar’) is a semi-refined sugar that falls
between raw cane sugar and refined sugar in terms of processing.

10.  Sugar millers and refiners make their profit from what is known in the trade as the
“refiner’s margin”. With respect to the production of raw cane sugar, where the miller and
sugarcane growers are not vertically integrated, as was the case with GAM, the miller obtains a
gross return equal to the difference between the selling price of the raw cane sugar and the cost
of the sugarcane. Deducting from this amount all milling and other costs associated with the
production, sale and delivery of the raw cane sugar yields the “miller’s net margin”. A similar

This is the case for two of the three NAFTA countries; Mexico and the United States both have support
programs for their growers. Although Western Canada produces sugar from sugar beets, there are no
support programs. Most refined sugar in Canada is produced from raw sugar purchased on the world
market and imported for refining.

Testimony of Jack Roney on Behalf of the American Sugar Alliance on “The Future of U.S. Sugar Policy”,
Committee on Agriculture, United States Senate, Washington D.C., July 17, 2001 (“Roney Testimony”),
p.6. Exhibit R-1.

¢ Tbid.

See price graphs for raw cane sugar prices on the world market, U.S. raw cane sugar prices, U.S. refined
sugar prices, world refined sugar prices and Mexican standard sugar prices in USDA, Sugar & Sweetener
Situation and Outlook Yearbook, May 2001. “S&SSO Yearbook”, p. 8. Exhibit R-2

As demonstrated by the experience in the United States over the 1995-2001 period, described in detail in
this Statement.

Statement of Claim, 9 22.
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relationship exists in the production of refined cane sugar. In situations where a refinery is
included as part of a sugar mill, as was the case with GAM’s Benito Juarez facility, the refiner
obtains a gross return equal to the difference between the selling price of the refined sugar and
the cost of the sugar cane.® Deducting from this amount all milling, refining and other costs
associated with the production, sale and delivery of the refined sugar yields the refiner’s net
margin.” With respect to standard sugar, in situations were the refiner and sugar cane growers
are not vertically integrated, as was the case with GAM, the economics of producing sugar are
similar to those described previously. The principal difference is that the processing costs are
lower because standard sugar is less processed than refined sugar. In all three cases, the net
margin for the production of the sugar is affected by fluctuations in sugar cane costs and, in
particular, sugar prices.'

11.  The risk associated with price fluctuations can be reduced for raw cane sugar and refined
cane sugar sold in certain markets. Raw cane sugar is traded internationally under the New York
Board of Trade (NYBOT) Sugar No. 11 (World) Futures Contract (“No.11 Contract”)."" In the
U.S. market, raw cane sugar is traded under the NYBOT Sugar No. 14 (Domestic) Futures
Contract (“No. 14 Contract”)."> Finally, refined sugar is traded internationally under the London
International Financial Futures and Options Exchange (LIFFE) No. 5 White Sugar Futures
Contract (“No. 5 Contract”)."”” Futures exchanges enable market participants to comprehend
precisely what the supply/demand position is for a sugar product at any particular time and,
through the buying and selling of future contracts, reduce price volatility risk. '* There is no
futures exchange for standard sugar.

12. There is no futures exchange for sugar in Mexico. After the sugar mills were privatized,
Mexico sought to create its own domestic futures exchange for sugar so that market participants
could obtain precise information on pricing, supply and demand conditions and hedge against
price fluctuations. In May 1993, the Fideicomiso para el Mercado de Azucar (“FORMA”) was
created.”> Unfortunately, this did not succeed. Market participants preferred the established way

Internationally, many cane sugar refineries are stand-alone refineries unconnected to raw sugar mills.
These refineries purchase raw cane sugar either on the domestic market (e.g., the U.S. market) or on the
world market (depending on whether the refiner is legally authorized to import the raw sugar for refining
and sale in the particular national market in which it is situated) and process it into refined sugar. A “stand
alone” refiner obtains a gross return equal to the difference between the selling price of the refined sugar
and the cost of the raw cane sugar. Deducting from this amount all refining and other costs associated with
the production, sale and delivery of refined sugar yields the refiner’s net margin or profit. The refiner’s net
margin is affected by fluctuations in raw sugar costs and refined sugar prices. This was the common
situation for U.S. cane sugar refiners during the relevant period.

This relationship is recognized by GAMI. See Statement of Claim, § 27.

Unlike raw and refined sugar, standard sugar is not traded by means of a uniform contract (like Contract
No. 11 or Contract No. 5) in the commodity market.

1 The NYBOT is the predecessor of the Coffee Sugar and Cocoa Exchange (CSCE) referred to in the
Antonius Report (Exhibit C-3). The terms of the No. 11 Contract are set out in Exhibit R-3.

The terms of the No. 14 Contract are set out in Exhibit R-4.
The terms of the No. 5 Contract are set out in Exhibit R-5.
See Sugar Futures and Options Trading, Exhibit R-6.

FORMA stands for “Fideicomiso para el Mercado de Azucar” and was created under the contract “Contrato
de Fideicomiso No. 725-8” of 11 June, 1993 between sugar producing companies as trustors and the
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of setting prices through daily commercial transactions without the assistance of a central
16
market.

13. The trade distortions, high risk and uncertainty characterizing the sugar industry world-
wide is illustrated by fluctuations in world refined sugar prices (i.e., No. 5 Contract prices). Over
the period at issue in this case, there was a substantial downturn in the world market. No. 5
Contract prices, declined from an average of 17.41 cents/Ib. in fiscal year 1996 to 9.10 cents/Ib.
in fiscal year 2000 and world raw sugar prices (the No. 11 Contract price) declined from 12.40
cents/Ib. to 7.53 cents/Ib."” The refiner’s margin inherent in these figures dropped from 5.01
cents/Ib. in fiscal 1996 to 1.57 cents/Ib. in fiscal 2000.'® In the first quarter of 2001, it dropped to
0.55 cents/Ib."”

14. These declines in the world price of refined sugar are of more than academic interest to
this case. They had a direct causal effect on the Mexican market. As GAM noted in its 1998
Form F-4 SEC filing:

“[bJoth the world sugar price and tariffs for non-US sugar imports into Mexico are
dollar-denominated. As a result, the Company believes that Mexican sugar prices
subject to competitive pressures will generally tend to track the sum of the world
price plus the Mexican import tariff”.*’

15. It was during this period that the Mexican sugar producers were seeking to export the
surplus sugar from the domestic market. There were abundant and very cheap high quality
whites in the world market.'

development bank, “Banco Nacional de Comercio Interior S.N.C.” (BNCI), as trustee. FORMA’s main
goal was to uncover and publish, through trustor’s transctions, the market price of all types of traded sugar.
FORMA s rules of operation: http://www.sagarpa.gob.mx/Forma/documentos/reglas.htm .

o As the USDA noted in its report “Sugar: Sugar Annual Report 1996, 28 March 1996 (Exhibit R-7), “In
March 1994, the Mexican Government initiated FORMA essentially due to a lack of experience with such a
market. Now, alter price liberalization, FORMA is in a much better position to service as a price discovery
mechanism for the industry.” One year later, the USDA reported further in “Sugar: Mexican Sugar
Production / Export Forecast Up”, 30 January 1997 (Exhibit R-8): “FORMA was to register the amount of
sugar produced, sold and its quality. It was also entended as a first step towards the creation of a futures
market. However, these expectations have yet to be realizad. FORMA currently operates as a sugar
exchange for Esther immediate delivery or 6-month deferred delivery. FORMA also reports on sugar
market conditions and helps the milling/refining industry get access to U.S. bank credit through FORMA-
backed sugar deposit certificates. These actions have been significant in stabilizing market prices, although
some mills still do not participate.” Finally, in its report No. MX8113 dated 30 September, 1998 “Mexican
Sugar Exports Increased for MY1997/98” under the heading “Policy” (p.4), the USDA stated “As reported
in MX7017, the Mexican government opened a Sugar Market Commission (FORMA) in March 1994. The
main objective of FORMA was to create a stable marketplace for all domestic sugar transactions. This
intitution, however, could not fulfill the expectations and currently only reports on sugar market conditions,
production, sales, and quality”. Exhibit R-8

17 S&SSO Yearbook, p. 42, Tables 2 and 3. Exhibit R-2

' Ibid.

" Ibid.

20 SEC Form F-4 Registration Statement Filed by GAM, 26 March 1998, p. 54. Exhibit R-9

2 The USDA reported in “Sugar: Mexico to Export Sugar Again in MY 19997, 10 April 1999, that: “The

sugar export forecast for Mexico in MY 1999 is 900,000 MT which is almost 6 percent lower than in MY
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2. Mexico

a. The Profile of the Sugar Cane Growing and Milling Industry
in Mexico

16. The Mexican sugarcane agricultural territoryis comprised of relatively small parcels of
land compared to international standards.”* Parcels of less than 8 hectares represented
approximately 66% of total harvested area for harvest year 2001/2002 (in 1970 they represented
50% of total harvested area). Cane growers with that amount of land accounted for 91% of the
total number of cane growers. This situation does not allow for an efficient use of resources,
cost reduction, and results in cafieros pressuring mills ito pay higher prices for sugarcane. **

17. Sugarcane growers are grouped in two nation-wide unions: one associated with the
National Confederation of Agricultural Workers (the UNPCA-CNC), which represents 60% of
sugrcane growers and accounts for 52% of the total harvested area, and the second, associated
with the National Confederation of Rural Property Owners (UNC-CNPR), which represents 35%
of sugarcane growers and 41.5% of the total harvested area. There are a small number of
independent sugarcane producers that are not part of either union. **

18. The milling sector spans 15 of Mexico’s 32 states and it is a key component of economic
and social development in many rural areas of the country. The milling sector is also
fragemented compared to international standards. It is characterized by a relatively large number
of small and medium size mills. Thirty-eight mills have a milling capacity between 4,000 and
8,000 tonnes; sixteen between 8,000 and 12,000 tonnes and only three have a milling capacity
over 12,000 tonnes. 25

19. There is a mutually dependant relationship between sugar mills and cane growers; the
mill requires a feed of sugar cane from nearby producers and, due to the rapid degradation of the

1998. This outlook, however, is tempered by the final results of actual sugar production and substitution by
alternative domestic and imported sweeteners. It is important to note that domestic prices for sugar are
higher than international prices. Therefore, the sugar industry considers exports a double-edged sword —
they are necessary to reduce storage costs, but unprofitable due to low international prices. Also, the
Mexican industry agreed on exporting excess sugar on a per mill quota basis in order to prevent downturns
in domestic sugar prices. Domestic sugar is priced between US$400 to US$500 MT, while it is exported at
approximately US$300 MT. Sugar exports under the U.S. quota for MY 1999 will be approximately
27,000 MT, including both raw and refined sugar. The Mexican sugar industry, however, keeps pressing
the Mexican government for more access to the U.S. market, equivalent to a relatively free access to the
Mexican market for HFCS (prior to the imposition of antidumping duties). The sugar industry claims there
is danger of having to close 15 to 20 mills, resulting in layoff of about 100,000 workers, due to the high
levels of imported HFCS, higher levels of sugar production and a flat sugar consumption. According to the
industry, there are approximately 149,000 sugar cane growers, 32,000 blue collar workers and 5,500
employees.”. Exhibit R-10.

2 Sparks Companies, Inc., “Tomorrow’s North American Sweetener Industry: Prospects and Challenges”,

October 1998, p. 122. Exhibit R-11
Expert Report of Luis Ramiro Garcia, p. 17-18. Exhibit R-12.
# Id, p. 16.

25

23

Tomorrow’s North American Sweetner Industry: Prospects and Challenges, October 1998, p. 126. Exhibit
R-11
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cane’s sucrose content after harvesting, growers must sell to nearby mills. Sugarcane itself
cannot be traded across long distances because of sucrose loss. It must first be milled into “raw
sugar” before it can be traded. Each mill owned by GAM purchased its main feedstock,
sugarcane, from several sugarcane growers located in the vicinity of its mills. Such growers
represented each mill’s sole source of supply of sugarcane.

20. Sugarcane production in Mexico occurs under diverse geographical conditions and other
factors that affect the profitability of the crop. Sugarcane is harvested in Mexico in areas of
heavy rainfall. Only 44% of the total harvested area receives sufficient rainfall during the year to
support the crop; 60% does not have the necessary irrigation systems; and, for the small
proportion that has an irrigation system, they are usually insufficient. In contrast, the tropical
area in Mexico encounters a problem of excess water supply, which causes the sucrose content of
the sugarcane to diminish unless there is adequate drainage. 26

21. Each region in Mexico has its own conditions regarding soil quality, temperature, water
availability and agricultural practices that determine the profitability of sugarcane. The sugar
mill’s sugar extraction efficiency depends on the quality of the input (sugarcane) and the
operagng conditions of the equipment and machinery used. All these factors affect production
costs.

b. The Evolution of the Industry

22. Due to its importance as a staple source of calories (and a critically important source of
daily nutritional intake of the population of a developing country), Mexican sugar prices were set
by government decree for many years. In addition, the sugar industry was state-owned.

23.  In 1989, the Government of Mexico began to privatize the industry. In 1992, during the
NAFTA negotiations, Mexico and the United States agreed to move towards a common sweetner
market by establishing a common external tariff and removing all tariffs and other barriers to
bilateral trade.

24.  Leading up to NAFTA’s implementation on 1 January 1994, Mexico had been a net sugar
importer and had consistently run a deficit in sugar trade. According to the bargain struck
between the United States and Mexico with respect to trade in sweeteners (primarily sugar and
high fructose corn syrup®®), the United States agreed to gradually reduce its tariffs and quotas on
imports of Mexican sugar and by 2008 trade in sugar would be unrestricted. During the transition
period of six marketing years (October through September), Mexico had a minimum quota of
7,258 tonnes per year. Starting on the seventh marketing year, the United States would grant a
quota of up to 150,000 tonnes. The quota for the next years would increase the limit of the
previous year by 110 percent, and would be eliminated by 2008. If Mexico became a surplus
producer for two consecutive years, it could increase its quota to 25,000 metric tonnes during the
first six years and could export the total amount of its surplus starting on the seventh marketing

26 Expert Report of Luis Ramiro Garcia, p. 17-19.

7 Id., p. 20.

2% HFCS is a subsitute for sugar in various industries.
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year. Mexico would adopt the same tariff as the United States no later than the sixth marketing
year.”? Starting in 2008, the Mexican and U.S. sweetener markets would be fully integrated.

25. The privatization of Mexico’s state-owned sugar mills had already started by 1991, just
as the NAFTA negotiations began. It was widely anticipated that, as a result of privatization,
Mexico would gradually increase its production levels, eventually generating surpluses that
could be sold in export markets, including the U.S. market. It was also anticipated that, with the
gradual elimination of tariffs (over a 10-year period starting with NAFTA’s entry into force),
U.S. HFCS would gradually increase its access to the Mexican market, —the U.S. industry was
producing surpluses for many years-- which would contribute to the generation of sugar
surpluses in Mexico.”® Those surpluses could then be displaced to the U.S. market as the
liberalization process moved forward.

26.  The United States has historically regulated sugar production in such a way as to
guarantee substantial returns to sugarcane growers and sugar beet processors (although not to
sugarcane refiners). For ten years leading up to NAFTA’s implementation, the U.S. support
price was on average 1.5 to 2.5 times the prevailing world price for raw sugar and the refined
price was correspondingly higher.”' Under the regime established by the NAFTA, it was
anticipated that prices of sugar in Mexico and the U.S. would converge. The Mexican industry
considered the possibility of exporting to the US market as a great benefit under the NAFTA.

27. A number of factors led to the emergence of a sugar surplus in Mexico. First, the
privatization of the mills led to new investment in their physical plant and consequent
improvements in productivity.’*  Second, encouraged by new mill owners, the cafieros
themselves sought to increase their own productivity and also increased the number of hectares
cultivated.®® Third, the growing access of HFCS to the domestic market started to displace
sugar.>* Fourth, there was a general expectation in the Mexican industry that it would be able to
export the surpluses to the U.S. market.”

» Annex 703.2 of the NAFTA. Exhibit C-1.

30 Due to the distortions in the sugar markets, the price of HFCS was significantly lower than sugar both in

the U.S. market and Mexican market.
3 S&SSO Yearbook, pp.42-43, Tables 3 and 4. Exhibit R-2.

32 The USDA noted in 1996 that the industry was increasing its output due to better harvesting and post-

harvest technology as well as higher factory yields. See USDA, “Mexican Sugar Output Forecast to
Decrease”, September 17, 1996. Exhibit R-13.

The USDA noted in its report entitled “Mexican Sugar Exports to Increase”, April 10, 1998, p. 3, that the
cafieros had been making technical improvements. Sugarcane yields per hectare increased from an average
of 68MT/ha in 1990 to about 72 MT/ha in 1997 due to technical improvements. Exhibit R-14.

The U.S. HFCS industry has, to use the USDA’s words, “been plagued with excess capacity” and the
Mexican market was seen as an attractive nearby market in which to export excess production. See USDA
Economic Research Service, Agricultural Outlook, September 1999, p. 18. Exhibit R-15. The USDA noted
that although HFCS sales in the United States increased by 13% in the 1994-1997 period, the increase was
not large enough to absorb the production surplus. “As a result, the sector faced tough adjustments, with
some smaller operations leaving the business and others selling to or attracting investors from among larger
companies.”

33

34

3 After the NAFTA was signed, but prior to its implementation, Mexico and the United States discussed a

request made by the sugar industries of both countries regarding the way in which HFCS was to be
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28.  Ina very short period of time, Mexico moved from being a deficit to a surplus producer.*®
Mexico has generated a surplus of sugar every year since 1995. In 1999, after analyzing the
Mexico-U.S. sweetener trade dispute, (of which more will be said below), the United States
Department of Agriculture (USDA) commented:

Behind the Mexican sugar industry’s interest in this dispute is the remarkable
rebound in Mexican sugar production since implementation of NAFTA. As
recently as the November-October marketing year 1994, Mexico produced only 3.8
million MTRV (metric tons, raw value) of sugar. By marketing-year 1998,
Mexico produced a record of nearly 5.5 million. Although USDA forecasts a
decrease to 5.04 million for marketing-year 1999, the year’s production would still
be the second highest on record.”’

29. Contrary to the impression given in the Statement of Claim, in the latter half of the
1990’s, the price of sugar in Mexico increased (in peso terms but declined in dollar terms due to
downward pressure on the exchange rate after the 1995 Mexican financial crisis). Indeed, at one
point, Mexican sugar commanded a higher price than sugar in the U.S. market, which itself was
experiencing a severe crisis in the late 1990s.’® Nevertheless, Mexican producers were
concerned because sugar surpluses were putting downward pressure on the domestic price and
during that period only a small amount (25,000 tonnes) could be exported to the U.S. market.
The alternative was to sell in the world market at significantly lower prices.

30. The sugar milling companies, already heavily indebted from acquiring the mills from the
federal government, had huge debt servicing problems due to very high interest rates resulting
from the 1995 Mexican financial crisis.”

incorporated in the calculation of the net production surplus (to determine if Mexico was a net surplus
producer in accordance with the Treaty and to calculate the size of the exportable surplus). The two
countries did not reach an agreement and each country’s understanding of the agreement differed.
However, the United States used the formula it had proposed. Their understanding also implied imposing a
limit on the Mexican sugar surplus exported into the United States during the transition period, which is a
breach of the Treaty. Mexico agreed to take HFCS into account for the calculation of the net sugar
production surplus, but applied a different formula. However, Mexico did not agree to allow restrictions to
access to the U.S. market granted by the NAFTA. In March 1998, anticipating that the United States would
maintain its position and prevent Mexico from exporting the total amount of its surplus, Mexico initiated,
proceedings to resolve the dispute under Chapter Twenty of the NAFTA by requesting a consultation with
the United States in accordance with Article 2006. In August 2000, when the United States effectively
restricted access to its market for Mexico’s sugar, Mexico requested the establishment of an arbitral panel.
However, the United States opposed the establishment of a panel, effectively depriving Mexico of the

opportunity to resolve the dispute under the NAFTA

36 From 1985 to 1988, Mexico had a sugar surplus; subsequently from 1989 to 1994 there was a deficit and

then it returned to a surplus from 1995 until 2002. See “Resumen Anualizado de Balance Azucarero de
Meéxico”, Evolucion historica por aiio calendario of the CAA. Exhibit R-17.

3 Agricultural Outlook, September 1999, p. 17. Exhibit R-15

3 During the late 1990s, Mexican prices increased, coming closer to matching the U.S. price and the U.S.

price declined, approximating the Mexican price. This occurred together with a precipitous drop in world
sugar prices. See S&SSO Yearbook, p. 11. Exhibit R-2.

The financial crisis struck in December 1994. By August 1995, interest rates in Mexico ranged between 50
and 80%. This led the federal government to implement debt-relief to permit the sugar industry to
restructure its debts.
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31.

GAM was one of ten “grupos” that, together with fourteen independent mills, collectively

owned sixty two Mexican sugar mills. Like every other company, GAM contributed to and was
affected by the rapid changes in the Mexican sugar market, including the generation of the
surplus. As shall be seen, many factors, most of which are not attributable to the Mexican State,
combined to create the surplus. The federal government took a series of actions to alleviate the
situation affecting the sector:

e With the consensus of the industry and carieros, it facilitiated the 1997 and 1998
acuerdos which required the exporting of surpluses to the world market and
encouraged production limits.

e [t provided refinancing to companies operating under the heavy debt load incurred
in the privatization process, a load that increased due to the financial crisis.*’

e It paid the storage costs of taking 600,000 MT of sugar off the domestic market in
order to reduce the surplus.*!

e It requested consultations with the United States and the establishment of an
arbitral panel with a view to resolving the disagreement between the Parties as to
the terms of Mexico’s negotiated access to the U.S. market.*?

40

41

42

The USDA report entitled: “Sugar: Mexico to Export Sugar Again in MY 1999”, dated 10 April 1998, p. 3
noted: “The principal factor affecting the industry’s ability to improve efficiency continues to be financial
problems, and the non-availability of credit. In fact, in November 1998 the government and FINAZA
(Mexican Sugar Financing Institution) initiated a plan to restructure most sugar mills’ debt which has
increased to approximately US$2.0 billion... The industry insists that the debt growth and the inability to
repay is due to a decrease in domestic sugar consumption and low international sugar prices compared to
domestic production and low international sugar prices compared to domestic production costs, all of
which contributed to the industry’s petition for antidumping protection against imports of U.S. high
fructose corn syrup (HFCS).” Exhibit R-10.

The USDA report entitled “Mexican Sugar Exports to Increase”, 10 April 1998, p. 10, noted that: “The
industry agreed to hold approximately 600,000 metric tonnes of sugar off the market during MY 1997/98,

1998/99 and 1999/2000 to prevent a downturn in prices. The government will finance storage costs.”
Exhibit R-14.

On 13 March, 1998, Mexico requested consultations with the United States in accordance with Article
2006. On 15 April, 1998, consultations took place but did not reach an agreement regarding the dispute.
On 13 November, 1998, Mexico requested a meeting of the Free Trade Commission (comprised of the
Foreign Trade Ministers of the NAFTA Parties) in accordance with Article 2008. After exchanging their
views and negotiating without reaching a solution, on 3 November 1999, Mexico requested a meeting of
the Free Trade Commission. The Commission met on 17 November, 1999 in Washington D.C. On 17
August, 2000, Mexico formally requested the establishment of an arbitral panel in accordance with Article
2008. On 17 October of the same year, Mexico sent a communiqué to the United States suggesting a
candidate preside over the panel. The United States rejected Mexico’s proposal and stated that it would put
forward a candidate of its own. During the following months, the United States stated that it required more
time to finalize its proposed candidate. No candidate was ever proposed by the United States.
Subsequently, Mexico attempted to compel the NAFTA Secretariat to designate the panelists. However,
the United States opposed this (unlike the WTO dispute settlement mechanism, there are no independent
arbitrators without both parties’ cooperation). The United States officially lists this case as pending. See
Exhibit R-18.
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32. It is important to note that well before GAMI acquired its shares in GAM in 1996, the
Mexican sugar market had encountered problems. A USDA annual report on Mexico (“Annual
Report of 1996”), listed a number of problems:

e Mexico was already in surplus (for MY 1995/96 production was estimated to be
4.68 MMT, while domestic consumption was constrained due to the economic
recession and estimated to be 4.38 MMT);"

e Financial conditions of sugar mills had deteriorated with the 1994 peso
devaluation and resulting economic crisis, which produced higher interest, rates,
greater debt burden and higher import costs.”” This had already led the
government to implement debt-relief to restructure overdue loans and would lead
it to liberalize sugar prices to generate higher returns for the industry;”

e Even with debt restructuring, the sugar industry, was unable to pay the new lower
interest rates on loans and, as a result, requested more flexible repayment terms;*’

e Since the peso devaluation, commercial banks had largely discontinued credits for
growers due to existing debt burdens;”’

e Consumption was growing at a very slow rate due to the deterioration of
consumer purchasing power;*® and

e Some industrial consumers were beginning to test HFCS as a sugar substitute.*’

3. The United States

33.  Even in the highly regulated U.S. sugar market, there have been bankruptcies of major
sugar companies and many exits in refining and beet processing capacity. In the period 1996-
2001, seventeen sugar beet and sugarcane processing mills either closed or announced their
closure in United States.”® By 2001, other mills were threatening closure and the nation's largest
seller of refined sugar was in bankruptcy due to the disarray in the U.S. sugar market.”’

34, The United States Department of Agriculture regulates the U.S. sugar market. The U.S.
Sugar Program was designed to provide a high support price to growers of sugarcane and sugar

To this date, Mexico and the United States continue to negotiate intermittently without yet resolving the

dispute.
“ Sugar: Sugar Annual Report 1996, 28 March 1996, p. 2. Exhibit R-7
44 Id., p.3.
45 Ibid.
46 Id., p.4.
4 Ibid.
48 Id., p.5.
* Id., p. 12.
%0 Roney Testimony, p. 2. Exhibit R-1
o Ibid.
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beets. The price-supporting policy mechanisms consist of: (i) the price support “non-recourse”
loan program; and (ii) the restrictive tariff rate quotas (TRQ’s) import control system.”

35. A loan program for sugar processors administered by the USDA’s Commodity Credit
Corporation (CCC) supports the U.S. price for sugar. Although aimed at supporting prices for
growers (i.e., producers), sugar loans are made to refiners/processors and not directly to growers.
This is because sugarcane and sugar beets, being bulky and very perishable, must be processed
into raw or refined sugar before they can be traded and stored. To qualify for loans, processors
must agree to provide a part of the loan payment to the producers in proportion to the amount of
the loan value accounted for by the sugar beets and sugarcane that the growers deliver.”® In 1995,
it was observed that this payment to sugarcane growers in the U.S. State of Louisiana amounted
to 60% of the U.S. raw cane sugar price.”*

36.  Historically, the USDA has sought to maintain a balanced sugar market. However, since
it is the U.S. producers, and not USDA, who determine production levels, the market balance
could not be maintained in the latter part of the 1990s.> The USDA's control over the size of the
surplus was limited to its ability to reduce imports of raw cane sugar into the United States
market. However, such reductions could not go below the minimum access levels mandated by
U.S. commitments under the WTO and other international trade agreements.’® By 2000, record
U.S. sugar production pushed inventories to very high levels.”’

37.  The U.S. loan program is non-recourse; that is, the growers pledge their crops as
collateral for the loans and, other than paying a small financial penalty if they forfeit in repaying
the loan, they can walk away from their collateral and the U.S. government has no recourse
against them. Thus, if the price of refined sugar declines, producers may find it more profitable
to forfeit their crops and take the loan proceeds rather than the sum that the processors can afford
to pay them. Although Congress instructed the USDA to administer the Sugar Program to avoid

> See USDA Economic Research Service, Farm Commodity Policy: 1996-2001 Program Provisions,

http:/ /www.ers.usda.gov/Briefing/FarmPolicy/1996sugar.htm .Exhibit R-17.
53 .
Ibid.

> See Expert Report of Luis Ramiro Garcia. In order to compare this percentage to the 54 percent of standard

sugar price paid to Mexican sugarcane growers in 1995, it is necessary to convert the U.S. raw sugar price
into a standard sugar “equivalent”. This can be done by using the 6 percent adjustment to the raw sugar
price used in the reference price formula in the 1997 Acuerdo. Using this conversion, 60 percent of the raw
sugar price equates to 57 percent of the standard sugar price. Accordingly, the proportion of the selling
price shared with growers in the United States compared to Mexico was higher in 1995 and, subsequent to
December 1996, was the same. As also noted in the report, sugarcane growers in other countries receive a

significantly greater share of the selling price. Exhibit R-12

» Roney Testimony. Exhibit R-1.

%6 The purpose of the United State’s quota is to restrict imported sugar supply in order to maintain the base

price. However, the United States cannot block all sugar imports: in addition to its obligations under
NAFTA, the United States muest allow raw sugar imports of 1,117,195 tons and refined sugar imports of
22,00 tons in accordance with the WTO. List XX —United States of America, Chapter 17 (Sugars and
Sugar Confectionary), item 2 and tariff 1701.11. Exhibit R-21.

> USDA, Sugar and Sweeteners — Summary, 20 January 2000, 18 May 2000 and 21 September 2000. Exhibit
R-20.
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forfeitures, this turned out to be impossible to do.”® In 2000, there were significant forfeitures

due to a substantial drop in refined sugar market prices.”’

38.  Refined sugar prices in the United States began to drop in 1996 and then plunged in mid-
1999. A U.S. surplus in 1999 caused U.S. prices to decline in 2000 to levels not seen in more
than a decade and a half.®’

39.  The U.S. Sugar Program’s diminishing effectiveness in protecting sugar producers during
the 1997-2001 period was summed up in testimony of Mr. Jack Roney, a representative of the
American Sugar Alliance (a growers and producers group), to the United States’ Senate
Committee on Agriculture in July, 2001. His testimony reads, in part:

American sugar producers face economic, domestic policy and trade policy crises
that profoundly threaten their existence.

Producer prices for sugar began falling in 1997 and 1998 and plummeted in 1999
and 2000. American sugar producers, both beet and cane, have been facing sugar
price at or near 22-year lows for most of the past two years. Raw cane and refined
beet sugar producers’ lost income on the 1996 through 2000 crops, relative to
1995-crop prices, has been ruinous and will likely total more than $2.2 billion...

Since 1996, 17 beet and cane processing mills have closed or announced their
closure... Other mills threaten closure. The nation’s largest seller of refined sugar
is in bankruptcy. Both this company and the nation’s second biggest seller are
attempting to sell their beet processing and cane refining operations, but are hard
pressed to find buyers or complete sales because of the financial uncertainty.
Buyers of last resort have tended to be the growers themselves, desperate to find a
way to stay in business. Failure to sell these operations could lead to additional
mill closures.

Last year, for the first time in nearly two decades, sugar producers forfeited a
significant quantity of sugar to the government... Wholesale refined sugar prices
remain well below forfeiture levels... raw cane prices are barely above the
forfeiture range...*'

40. Thus, even in the protected U.S. market, sugar producers faced substantial trade
distortions, risks and uncertainties. These are recognized risks in the sugar business.

41. The substantial fluctuations in U.S. raw cane sugar and refined sugar prices over the same
period warrant notice. Both dropped substantially between 1996 and 2000, and particularly in
mid-1999. The price of No. 14 Contract raw sugar fell from an average of 22.5