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Introduction

" E

Rapid rise of globalization, as well as recent economic recession continues to drive off-
shoring by US companies for activities such as sourcing and manufacturing

Mexico, albeit with much cheaper labor costs vis-a-vis the US, is nevertheless more
expensive than many Rapidly Developing Economies (RDEs) such as China or India

Thus, the question arises: what, if any, role remains for Mexico in global playing field?

» Are there compelling reasons to locate facilities in Mexico vs. China, India, etc?
* Is Mexico doomed to lose its global competitiveness to said RDES?
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Initial findings unfavorable for competitiveness of Mexico
Althniinh avnnrte tn | IR AarnwinA in dnllar amniinte avirn dienlarad nn narrantana hacic
7 \iui IUUHII \l/\'sl\.ll D WU U 3IUVVIIIu 11 Uuviical Qiailivul IL\J, |IRARVYVAN AV LV \JIJPIM\JL'U \U A | rJL:IUbIILMgL: NAAVIV
US imports from China have passed
those from Mexico... ...leaving Mexico US #3 trade partner
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Source: Bank of Mexico (Banxico); US Census Bureau, Foreign Trade Division; BCG analysis
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Main reason for lost ground is significant cost differences

Mexican labor and electricity two examples

Mexico labor rates double China's...

US$ per hour

4 - Vs. China
Mexico 2.0x
Russia 1.9x
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Note: Canadian and Russian electricity costs estimated from 2006 data

...And energy costs higher as well

Average electricity cost 2007 (US$ ¢ / kwWh)
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Source: The Economist Intelligence Unit; Mexico Secretary of Energy; China Electricity Council; US Energy Information Administration; India Central Electricity Authority; BCG analysis
KMMexicoEvolvingSweetSpot1008.ppt THE BosToN CONSULTING GROUP



mic environment will cause foreign
ess their production bases

= LR

Deteriorating econo
companies to reass

Collapse in number of VOLVO Car Sales in USA Industrial Production
truck orders Worst month in 25 years Worst fall since 1970

Truck orders Annual production decrease — January 09

50,000 -
40,000 1 Germany (12.0%)
30,000 -
USA (13.8%)
20,000 -
10.000 Annual Sales decrease o UK (16.4%)
’ 37% as for January 2009
0 - . * GM (49%) Japan (20.6%)
3Q 2007 3Q 2008 * Chrysler (50%)
I - * Ford (40%)
« Nissan (30%) Taiwan (32.3%)
* Toyota (32%)
The world has not seen a
Worst monthly sales for GM contraction like this since the
since WWI first oil shock in the 1970s
P> Global economy Prediction The Economist Feb 19th, 2009

Source: The Economist; EIU, Bloomberg; Reuters; BCG Analysis
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Decisions on where to invest have followed changing

1st Wave: Outsource to 2nd Wave: Leverage China's 3rd Wave: Which are China's
the closest available scale and low-cost suppliers alternatives?
option

>3 ?
China =~ ?\?

Mexico .
Mexico

\\—\A'J? Vietnﬁ \\’:/{-7

"Near-shore"

KMMexicoEvolvingSweetSpot1008.ppt THE BosToN CONSULTING GROUP 5



Cnma hiicinacceac advarcalv affartad hiit nt e
VI U InmHiIvovuouoy AUV I \ol‘y AT v UuUlLL MUl UlLlld [ | “ [ | v Ilg
Mexico share
80% 44% of total US 46%
4 4 imports 4
2007 US 40 - | O _
import Toys I Computer & Appliances Mexico & China
share from Apparel ' electronics strong
. |
0
China (%) Mexico weak :
30 vs. China I
|
I O = US$ 50B
1 imports
|
20 - |
Textile () : China share
————————————— S Dl Tl of total US
[ imports
|
10 - :
|
|
0 — .

0 10 20 30 40
2007 US import share from Mexico (%)

What factors contribute to help create an apparent

"Sweet Spot" for some Mexican industries?

Source: International Trade Commission; US Census Bureau, Foreign Trade Division; BCG analysis
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Mexico's "Sweet Spot"” in global trade owes itself to several

converging factors

Healthy
domestic
market

* Macro
stability &
growth

Government
incentives

* Fiscal

* On exports

» Work force
training

Source: BCG analysis
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Privileged
geographic
location
» 2,000 mile
land border

with US

Mexico's
"Sweet Spot":

solid position
for global

tradAa
LiAucT

Cheap labor
 Labor rate
~7x lower
than US
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Skilled labor
* Ample labor
trained to

US standard

Mgmt. talent
* US
schooied;
good
English
* Western
business

style
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Type of products benefiting

* High volume-to-weight and/or volume-to-value ratios
— Large bulky products where shipping costs
represent a sizable share of the cost structure

Significant
logistics costs

» Short, tightly scheduled supply chains

Stringent — l.e. those with high volatility or short order cycles

responsiveness
requirements

* Large labor component in cost structure given that
Large labor Mexico's average labor is ~7 times lower than US
component — Although beneficial, not a source of Mexican
competitive advantage

* Require strong degree of managerial involvement,
including physical presence

Strong managerial

involvement — Continuous US management supervision
— High quality local managerial talent

Source: BCG analysis
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Significant logistics costs

Mexico with advantage when shipping costs represent

- e ey @ e Wi Wl e W wrE B

Units per . .
pcalUS  woTEy  FTEORSests! Freign costs)
N, S

Product retail price container (% retail price) (% retail price) Advantage
Refrigerator $500 ~ 55 $100.00 (20%) $48.70 (9.7%) C Mexico )
Stove $450 ~ 95 $58.00 (13%) $28.20 (6.3%) < Mexico >
29-inch TV set $450 ~170 $32.00 (7.1%) $15.90 (3.5%) China
DVD/CD player $150 ~ 3,700 $1.50 (1.0%) $0.73  (0.5%) China

Other cost factors include
raw materials, depreciation,
electricity & tariffs

Logistic costs outweigh China's labor advantage on high

volume-to-weight or volume-to-value products

> V'S
1. TEU = 20-foot equivalent unit (container). 2. Door-to-door freight costs from Shanghai to Pittsburgh, Pennsylvania. 3. Door-to-door freight costs from Aguascalientes to Pittsburgh, Pennsylvania
Source: BCG analysis; maritimeChain.com
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Significant logistics costs

Mexico's advantage greatest for high volume-to-weight
ratio products where freight costs are significant

Mexico's advantage in bulky products Cost of producing a refrigerator
Considerable portion of global trade consists of USs$
high volume-to-weight ratio items (i.e. bulky) 400 - Can)
L
Shipping for these products represents a sizable 307 i
component of retail price 300 - 283

Freight costs

Freight differentials can outweigh higher labor cost

Labor
rates 200 -
"As [U.S.] retail prices begin falling towards $600
[per PC unit], the cost of logistics involved will put 100 - Other?

Mexico back on the map”
— Peter Wiegandt, Dell Latin America

China Mexico

Key will be to find cheapest labor force within

reasonable shipping distance to final market

1. Raw materials, depreciation, electricity, tariffs
Note: Assumes 4 hours of labor per unit
Source: Press and web research, BCG analysis
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Stringent responsiveness requirements

Shipping from Chinato US slower and less predictable than

EE s ®oEo®

Scheduled >
time

Actual time

1

Source: BCG analysis

portside shipment, port ocean shipment, portside .
activities China? transport ust activities UEIE e Total time
1 day 3 days 10 days <1 day 1 day 4 days >19 days
1 to 6 days 3 days 10to 11 days <1 day 1 to 5 days 4 to 8 days C 19t0 >33 days >
Port entrance Missed berth slot: Railroad Railroad
congestion or up to 1 day congestion congestion
feeder congestion: at port: en route:
up to 5 days up to 4 days up to 4 days
Aguascalientes to Chicago
Land transport, Border
Mexico crossing tranlngort, Total time
Schnged > 1 day <1 day 1 day >2 days
time
Actual time ) 1to 3 days up to 1 day 1to 3 days ( <7 days >
Road Unload and Road
congestion reload: congestion
en route: up to 1 day en route:
up to 2 days up to 2 days a
1.Trans-shipment is the transfer of a container from one conveyance to another, such as from truck to ship or vice versa
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Large labor component

Mexico has si

China'e adne nvar
NIl IA 9 L,uyu VvVveoel

China's labor rate to increase faster
than Mexico's

US$ per hour
4 -

CAGR

(02 -10E)

| Mexico 2%

[
I China 18%
3 - 1
[

Mexico rate 2x China's
today, but expected
~1.2xin 2010

2002 2004 2006

USrate 21.6 23.1 23.8
($/hr)

2008E 2010E
25.6 27.3

Peso sharp devaluation also reducing

China's cost advantage

Indexed exchange ratel!

120 -

USD per Yuan

80 -

USD per peso
60 -

)

Jan- May- Sep- Jan- May- Sep- Jan- May-
07 07 07 08 08 08 09 09

Labor economics and Yuan appreciation quickly

eroding China's cost advantage

A
1. Indexed to January 1, 2007 exchange rate (MX$ 10.82 = US$ 1; CH$ 7.81 = US$ 1) =
Note: Manufacturing labor rate

Source: The Economist Intelligence Unit; International Labor Organization; FX History, Oanda Corporation; BCG analysis
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Strong managerial involvement

Mexico with edge over RDEs whenever strong managerial
Involvement required

Local talent
« Sizeable pool of US-educated managers
* Good command of English language

Proximity
« Easier US management of Mexico operations
— ~1 hour time zone difference between US & Mexico vs. ~12 hours US & China
* Convenience of arranging face-to-face meetings
— 6 hour flight New York to Mexico City vs. 16 hour flight New York to Shanghai

Culture
« Western ways of thinking and doing business
* Higher cultural similarities causing low communication barriers
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Appliance industry example

Some industries already enjoying Mexico's "Sweet Spot" (I)
"Cliictar nhannmannn'" nf ~rnct_affactivio indiictryy AarniiNinAc
wiUuoLul PI Iclriviiiviivii Vi UUJVUL LUilluvulLlLiVvV O III\J\JJLI] uIUUPIIIuQ
Favorable product ...with right geographical ...leads to "cluster
characteristics... setting... phenomenon”

Bulky with high weight-to-value

ratio @ "

Labor intensive process
@ Criotec

Management involvement
necessary

=IMPCO=

Cluster value US$ 1.1B with 9% growth in 2006-2007

Note: Even Chinese companies joining the cluster: Golden Dragon Precise Copper Tube Group announced the opening in 2008 of a plant in Saltillo, Mexico to supply the cluster
Source: INEGI; Bank of Mexico; Company websites; BCG analysis
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Aerospace industry example

Some industries already enjoying Mexico's "Sweet Spot" (lI)
"Cliictar nhannmannn'" nf ~rnct_affactivia inAdirictryy AarniiNinAc
wiuuoLul PI Iclriviiiviivii Vi UUJVUL LUilluvulLlLiVvV O IIIUMJLI] uluurllllyd
Favorable product ...with right geographical ...leads to "cluster
characteristics... setting... phenomenon”

Strong management
involvement because of strict
guality requirements

i
LOCKHEED MARTIM///
Gulfstream

e
BOMBARDIER
|Mf|f|""—:i W

G Messier Services

I" SAFRAN Group

High premium on intellectual
property protection

JABIL ITP
Honeywell

Cluster value US$ 1.8B from >160 companies

and >17,000 employees

Source: INEGI; Bank of Mexico; Company websites; BCG analysis
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Current situation creates challenges and opportunities for
Mexico

Challenges Opportunities

o Strong fall on main markets Companies require solutions
to reduce costs in the short

term
e Perception of increased risk

Mexico can offer attractive

Uncertainty on opportunities
macroeconomic stability

Relative advantage of
Mexico can be higher now
» Mexican Peso devaluated
* More weight on nearness /
facility to execute
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Mexico not only has "Sweet Spot" to leverage global position
but also off-shoring consultants to help facilitate opportunity

"Sweet Spot" for many product types...

Products with significant logistics costs
* High volume-to-weight or volume-to-value
ratios

Products that require responsive supply
chains

Large bulky products with significant labor
content

Products that require significant managerial
involvement

...With support system to capitalize advantages

Off-shoring partners provide abundant
industrial real estate options...

* Variety of locations

* World class facilities

...As well as attractive value-added Shelter
opportunities
* Local expertise at hands of foreign
companies
* Ability to start Mexican operations at
remarkable speed

Despite Mexico's advantages, no single solution for all products

(ie. labor intensive products with low logistics costs)

KMMexicoEvolvingSweetSpot1008.ppt
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Off-shoring service providers help foreign companies set-

-- =’ mom B

Distinct value offering Description

Site selection = Expert advise on Mexican industrial real estate market

Develop land and construct a building to client's

Build to suit specifications in ~6 months

Invgr)t_o ry Many buildings already constructed and ready to occupy _l‘
facilities 1 J
SN\

Share a building with another company, while operating

BEEESY independently CIESA  American Industries
Sale-lease- Offshore company buys the client's building and leases it AVZA NI
back back to them to free up working capital AT N

Client manages manufacturing operation and offshore

Model . . : .
services company manages administrative functions:
- HR Recruitment, selection, payroll, health & safety, labor
issues
Shelter — Accounting  Accounting, financial control & reporting
— Customs Import & export transactions
— Legal Permits and special government requirements SHELTER

M::’nufﬂcturing S;;xlutions in Mexico
Source: Company websites; BCG interviews
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Real estate services

Service providers help clients with everything from site

e’ B e e’ W E e BB

1
Optimum site selection... ...with already built or build-to-suit facilities...

Analyze specifics to select optimal location for new Sizeable portfolio of ready-built facilities available
facility for immediate occupancy
* HR requirements & capabilities
* Logistics costs Build-to-suit services with tight quality controls and
¢ Supply base proximity aggressive delivery timelines
 Industry clusters « Guaranteed start-to-finish in 6 months
* Time constraints >

3
...and added value services

Sale-lease-back
* Opportunity for established companies to free up
working capital by selling their facility and leasing it
back long term

Shared leases
* Modular buildings with option to lease only a portion

Source: Company websites; BCG interviews
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Shelter services

Off-shore shelters provide expertise to launch and manage
human resources/back office aspects of Mexico operations

Manages client administrative functions...

Human resources
* Recruitment, selection & hiring of entire work force
to client's capability requirements
« Payroll, health & safety management
» Expatriate relocation & support services

Customs
« All import & export transactions
¢ ALTEX! certified to ensure a smooth operation

Legal
« All permits & government requirements
¢ Maintain up to date environmental regulations

Accounting
* Book keeping to Mexican GAAP
* Financial control & reporting to client requirements
« Control of all tax obligations

... allowing client to focus on manufacturing

Client operates in Mexico without need to
incorporate a subsidiary
¢ Income tax exempt until 2011
» Avoid legal paperwork & responsibilities
* No need for external accounting audits

Little local knowledge required for Client to launch
operation in Mexico

Shelter service independent but complementary to
industrial real estate services

Total start-up time 45 days for company to begin

operations in Mexico using shelter

1. High exports certification by Mexican government which allows for preferential customs treatment

Source: Company websites; BCG interviews
KMMexicoEvolvingSweetSpot1008.ppt
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Shelter services lllustrative

Highly attractive economic ue creation lever
ad mont 0 S

Camnla ta I\ rhcte far a 292 N 2 faecilitv with 250 nno
\JMIIIPIM \a\)l.l IIMLL:U IIIUIILIIIy VUULOD 1V (L ,U \J 1L IMUIIILy VVILIl .UV PL'
. Shelter Total Total cost
Location - . )
Labor Building Logistics services cost [ labor hr
Juéarez % $243k $133k $41k $67k $484k $10.49
Chihuahua % $231k $132k $73k $67k $503k $10.89
Reynosa % $226k $133k $62k $67k $488k $10.57
Monterrey % $269k $136k $83k $67k $555k $12.01

"All in" costs including logistics to border still less than

half of average US labor rate (~$25/hr)

Note: All figures in USD
Source: Mexican shelter services company
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