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STRATEGIES FOR DEVELOPING DOMESTIC AND INTERNATIONAL MARKETS
FOR NICARAGUA'’S DAIRY PRODUCTS

W. D. Dobsor¥

Executive Summary

Introduction

» This Discussion Paper analyzes the capacity of Nicaraga&'g industry to expandomestic
dairy product sales and exports profitably.

* The paper (a) presents information on industry ttais influence domestiand exporimarket
expansiorcapabilities andb) benchmarks Nicaraguatiairy industry against principlebat
havebeen discovered thave relevantprofitable applications in the daimpdustries of other
countries for expanding domestic sales and exports.

Traits of Nicaragua’s Dairy Industry that Influence Domestic and Export Market
Expansion Capabilities

* The expansion capabilities of Nicaragua’s dairy sector were assessed byanalyzing
developments relating to milgroduction practices analends inNicaragua, the structure of
Nicaragua’sdairy industry, export markef®r Nicaraguan dairy products, favoraligctors
affecting the industry, and challenges facing the industry.

* Nicaragua’'s milk production recorded steady increasesaging3.2% peryear from1990 to
2001. Abundanimilk suppliesareattractive toexpansion-minded firms, butill depresdarm
milk prices unlesadditional markets—particularly export markets—&rend for the added
production.

» ltaly-based Parmalat's entiynto Nicaragua’sdairy industry in1998-99 transformed the
industry. Parmalat mayise Nicaragua’slairy industry as glatform for expanding sales in
other Central American countries.

* El Salvador andHondurasare currently the largest export markdéts Nicaraguan dairy
products. The U.S. is a potentially large mafketexports ofmorolique cheese—a drgalty,
hard cheese.

* Favorable developments affecting tiedustry include the expansion ofmilk supplies,
improvements in milk quality, the emergenceusgful alliances among small daipgrocessing
firms, and expanded access to needed services.

 The important challenges facingicaragua’sdairy sector includethose associatedvith
pronounced seasonality of milk production aelatively high farmmilk prices duringthe dry
season.

* Low consumer incomes in Nicaragua—tlogvest in CentralAmerica—uwill limit growth of
dairy product sales in the country.

* Theindustry must reducmilk transportation costs armghin access to additional cold storage
facilities if there is to be an efficiemxpansion of domestic and export sales of Nicaraguan
dairy products.

» Over the longer-run Nicaraguan processors may need to secure loweamgosiduct in order
to be competitive in th&).S. market. Thiswill be particularly true ifU.S. firmsreplicate the
distinctive flavor of morolique cheese.

* W.D. Dobson, Ph.D., is an Agribusiness Economvigth the Babcock Institute fointernational
Dairy Research and Development. Financial support for this study was provided in part by the U.S.
Agency for International Development (USAID-Nicaragua) and the Foreign Agricultural Service of
the U.S. Department of Agriculture. The Instituto Interamicano de Cooperacion para la
Agricultura (IICA-Nicaragua) provided valuable help for conducting the study.

Babcock Institute Discussion Paper No. 2003-1 1



Strategies for Developing Domestic and International Markets for Nicaragua’s Dairy Products

Other Central American countries represent familiar, potenaétiigictivemarketsfor expanded
Nicaraguan cheese exportddowever, nontariff barriers to trade must beduced, quality
upgraded, and improvements in infrastructorade before these marketwill become fully
accessible to Nicaraguan exporters.

Strategies for Expanding Domestic Dairy Product Sales

Strategy No. 1 Parmalatshould begiven incentives tcexpand dairy exports. Ilthe firm
expanded exports, it coulase itscompetitive abilities ilbroader markets and benefit from
competition in foreign marketsFirms often secure advantages by increasmgortsrather
than by attempting to dominate sales in the domestic market.

Strategy No. 2 Nicaragua’s small cheese makers should be encouragediltthemselves of
opportunities to acquir&D and new product development capabilitieBom international
organizations and private firms.

Strategy No. 3 Nicaragua’s government, USAID-Nicaragua, other international organizations,
and Nicaragua'’s dairy processing firms shoddgtelop d'Seal of Quality” for selected dairy
products. Thisvould improve the quality image dicaraguan dairy products. It alseuld

give Nicaragua’'s consumers more information on product qualitycraadepricesthat would
better reflect product quality.

Strategies for Expanding Dairy Exports

Strategy No. 4 The effectiveness of the exportiradfiance involving theMasiguito, San
Francisco De Asis, and Santo Tomas Cooperativesiantza Novashould be supported and
carefully monitored by USAID-Nicaragua and lICA-Nicaragude effectiveness of this
alliancewill reveal much about the potential ability of small Nicaraguan déirys to export
dairy products to the U.S. and identify exporting practices needing improvement.

Strategy No. 5 Additional coldstoragefacilities should beacquired byNicaragua’sdairy
industry. Eliminating the coldstorage bottleneck woul@cilitate expanded dairy exports and
limit seasonal reductions in farm milk prices and cheese prices.

Strategy No. 6 Emphasis should h@aced on eliminatingbstacles (in addition to the cold
storage bottleneck) to expansion of Nicaraguan dagortsover thelong-term. Over the
long-run, cooperatives hoping to become major exporters will need to acquire market power and
processing scale economies through alliances, federations, and mergers.

Babcock Institute Discussion Paper No. 2003-1
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STRATEGIES FOR DEVELOPING DOMESTIC AND INTERNATIONAL MARKETS
FOR NICARAGUA'’S DAIRY PRODUCTS

W. D. Dobson

Introduction

This Discussion Papeavaluates the ability dflicaragua’sdairy industry to expandomestic
sales and exports of dairy products andgeststrategiedor producingprofitable expansion of
those sales. The study was conducted at the request of theS. Agency for International
Development (USAID-Nicaragua) and the Forefgricultural Service of th&).S. Department of
Agriculture. Part ofthe financingfor the study was provided by théwo organizations. The
Institituto Interamicano de Cooperacion para la Agricultura (IICA-Nicaragua) proviaedble
help for conducting thestudy. Findingsppearing in the paper are basedpart, oninformation
obtained by the author during a February 23 through Mi4cB003 visit to Nicaragua and Costa
Rica. Persons and organizations contacted by the author in the two countries are listed at the end of
the paper.

Nicaragua’s dairy industry faces both opportunities and challengeseekd to expandairy
product sales. Nicaraguasthe largest land areand largestcattle herd in CentralAmerica,
resourceghat position the country to expandnilk production. Moreover, disappointing farm
profits from agricultural enterprisesuch ascoffee andsugarcanehavefueled added interest in
expansion of dairy farming. Marpeople associatedith Nicaragua’sdairy industrybelieve that
theindustry can profitably expand.However,many of these same people féaat, absent new
markets—especially export markets—for added dairy products, rfalikmprices in Nicaraguavill
decline to unprofitable levels. In this connection, a number of export markets—includidgSthe
Mexico, and European Union—are being eyed Micaragua’sdairy industry aspotentially
promising outlets for expanded exports.

Many market participants ifNicaragua’sdairy industrybelieve thatthe challenges facing the
industry are mainly marketingproblems. Aswill be apparent, marketingproblems are very
important. However,the study also showthat the challenges facingicaragua’sdairy industry
extend beyond marketing.

The capacity ofNicaragua’'sdairy industry to expandlomestic sales and dairy exports
profitably is evaluated by (a) presenting informationiratustrytraits that influence domestic and
export marketexpansioncapabilities,and (b) benchmarkingNicaragua’sdairy industry against
principles thathavebeen discovered toave relevantprofitable applications in the daimgdustries
of other countriesor expandingdomestic and sales ardports. Inferences for sales expansion
strategies are drawn mainly from the benchmarking activity.

l. Traits of Nicaragua’s Dairy Industry that Influence the Capacity of the Industry to
Expand Domestic Sales and Exports Profitably

Information on traits influencing the domestic and expsates expansiortapabilities of
Nicaragua’s dairy industry is discussed under the following headings:

» Milk production practices and trends in Nicaragua,

» The structure of Nicaragua’s dairy processing and marketing industry,
* Export markets for Nicaraguan dairy products,

» Favorable factors affecting the industry, and

» Challenges facing the industry.

Steps toimprove the ability ofNicaragua’sdairy industry to expand salese discussed in
connectionwith eachpoint. However,the majorfindings and strategieselating toexpansion of
Nicaragua'sdomestic dairy product sales and exports appetreibenchmarking section of the
paper.

Babcock Institute Discussion Paper No. 2003-1 3
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Milk Production Practices and Trends in Nicaragua

Nicaragua’'smilk supply isobtained mainlyfrom dual-purpose dairy-beef farms stockeith
Brahma and Brahma-daigrosscattle. Farms holdinggreatest promiséor dairying (rather than
beef productionlare located inhigher altitude areas ofiround 1,000 meters or highewvhere
pastures remain productive for longer periods duttiegyear. Most of the country’s dairy farms
lack electricity and modern milk cooling equipment. Production from cows on Nicaraguan farms is
typically low—frequentlyonly two to three liters(4.5 to 6.8 pounds) afilk per day fromeach
cow during the dry season and up to douliteese amounts durinte rainyseason. Once-a-day
milking is common on the farms.

Production orthe relatively few specialized, commeraiiry farms inthe country—some of
which use more genetics from traditional dairy breeds—is lar§eecifically,production per cow
on the specialized, commercial dairy farms may totat to five times as much as recorded on the
dual-purpose dairy-beef farms.

While averageproduction peicow onmost of Nicaragua’'slairy farms remaingow, genetic
improvements, improvements in veterinary practices, improvements in nutaineh)imited
improvements irpastureshaveincreased milkproduction on many farmsThe number offarms
producing milk also hasincreased as farmers switched from enterprisash ascoffee and
sugarcane production into dairying.

As a result of thesdevelopmentsNicaragua’smilk productiongrew to 62.8 million gallons
(244,934 metric tons) in 2001lafter recording steady increas@geraging3.2% peryear during
1990 to 200X Tablel). Production oimajor dairyproductsexhibited similar increasesuring
1990 to 2001. Increases oheese production recorded the largest yearly increases and also
showed thamost consistency. Increases in production of buttercasaimalso showed upward
trends butexhibited much greater year-to-yeariability in production than cheese production.
Butter production exhibited theariability of a productthat is aresidual claimant on available
supplies of milk.

Table 1. Percentage changes in Nicaragua’'s milk production and dairy product
production, 1990 to 2001

Product Average Annual Increase Total Increase
1990 to 2001 (%) 1990 to 2001 (%)

Milk 3.2% 41%

Cheese 10.4 188

Butter 7.6 84

Cream 5.8 68

* Source: Compiled by IICA-Nicaragua from information obtained from Nicaragua’s Ministry of Agriculture and
Forestry (MAG-FOR).

The real (inflation-adjustedyalue of milk production in Nicaraguagrew at a pace that
outstripped the value of most other major livestock categories from 1990 to 200Hof@xample,
the real value of Nicaraguan milk production grew by 45% during this period while thekszalof
livestock slaughter increased by only about four percent during this périedrealvalue of milk
production also exceeded that for hog production, which expanded by only about six percent during
these years. Only the value of poultry and eggs expanded at adattate than millproduction
from 1990 to 2001.

The Structure of Nicaragua’s Dairy Processing and Marketing Industry

The structure ofNicaragua’sdairy processing andnarketing industry differs widely by
segment. Fluid milk processing in Nicaragua is concentrated—mainly because of the presence of a
unit of the Italy-basednultinational, ParmalatNicaragua’smilk supply cooperatives and cheese
processors make up a fragmented segment of the industry.

4 Babcock Institute Discussion Paper No. 2003-1



Strategies for Developing Domestic and International Markets for Nicaragua’s Dairy Products

In the remainder of the papdrequent references ammade to certain Nicaraguan dairy
processing firms.The names, locationand products produced antbrketed bythose firms are
described inTable 2 to facilitate a bettarnderstanding othe material. The location of the
processing firms can also be noted on the map appearing in Figure 1.

Figure 1. Map of Nicaragua
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The Emergence of Parmalat

It is difficult to overstate the importance of Parmalasirapingthe structure oNicaragua’s
dairy industry. Parmalat enterellicaragua’sdairy industry in1998-99after purchasing anajor
domestic fluid milk processor. ParmalatBlicaraguan acquisition was part of a patténat
included a host of other acquisitions durthg 1990swhich produced about aB00% increase in
thefirm’s sales. Mainly as a result of acquisitions, the company established a major presence in
Brazil and acquired plants iArgentina, Uruguay, Paraguay, Nicaragua, Mexic@hile, Spain,
Portugal, Germany, France, Hungary, China, Russia, Canada, AuatmdlitheU.S. during1990s.

Babcock Institute Discussion Paper No. 2003-1 5
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The firm currentlyhasover 90subsidiaries in Europe and other partstted world. Parmalat’s
worldwide dairy sales totaled about U.S.$5.7 billion in 2000 [3].

Table 2. Name, location, and product line of selected Nicaraguan dairy firms

Firm Location Products Produced and Marketed

Parmalat Managua Mainly fluid milk products

Eskimo Managua Mainly fluid milk products

Nestle Matagalpa Milk powder

Santo Tomas Cooperative Santo Tomas Hard cheese, fluid milk sales to Parnalat

Masiguito Cooperative Camoapa Hard cheese

San Francisco de Asis Cooperative = Camoapa Hard cheese, soft cheese, and fluid milk
sold to Eskimo

Santa Martha Jinotega Soft cheeses, butter, and other dairy
products

Quesera L& atriola  Hard cheese

Alianza Nova La Libertad Hard cheese and fluid milk

Parmalathas a history otonsolidating and rationalizing fragmented fluidlk businesses
aroundthe world. It appears to ba#oing the same in Nicaragua. The firhas upgraded and
expanded its facilities since entering Nicaragua. Accordingatonalat, thecompany purchases
25% of the milk sold throughcommercial markets iNicaragua. The firm facedimited
competitionfor fluid milk product sales in NicaraguaEskimo, a smaller fluid milkand dairy
novelty producemith sales in Nicaragua arelsewhere in Centra#lmerica,represents Parmalat’s
main domestic competitiofor fluid sales. Eskimo’s fluid milk salesare reportedly about one-
eighth as large as those of Parmalat.

Parmalat faces onljimited competitionfor fluid milk sales from othemultinationals in
Nicaragua.However, other productsnarketed by multinationals—mainly cheeses, milk powders,
and other long shelf life products—are preserthedairycases othe upmarkesupermarkets in
Managua. Multinationals selling in those supermarksthide Nestle, KraftFonterra of New
Zealand, and Dos Pinos of Costa Rica.

Parmalat indicates that it may use Nicaragua as a platform for expanding sales of dairy products
throughout Central America. This plan could materialize if the firm can obtain suitable amounts of
high qualitymilk in Nicaragua,and if nontarriff barriers and other impedimentsetgortsinto
other CentralAmerican countries are reduced.Parmalat, likeother Nicaraguan dainfirms,
occasionally finds that the borders of other Central American countriesf@toggying lengths of
time in retaliationfor commercial disputes, especially wheairy product suppliesre abundant.

The causes foithe border closingsvary, but firms in otherCentral Americancountries often
complain that theiproductsare discriminated against in Nicaraguan markets @erduadeheir
governments to keep out Nicaraguan products as a retaliatory measure. It iswimetlear there

is justification for such actions. Itis clear, however, that the retaliatory actions produce troublesome
trade barriers.

Parmalat has the capacity to be a formidable competitor in much of Gentdta. However,
even if nontariff barriers tathe firm’s dairy exportsare reduced, Parmalatill encounter stiff
competition inCostaRicafrom Dos PinosCooperative. Dos Pinos’productline includes many
items produced by Parmalat. In particular, Dos Pinos has a lengthy history of producing ultra high
temperatur§UHT) processednilk, which is a majoitem in Parmalat’'s productine in many
countries.

Milk supply cooperatives and cheese produesesconcerned abotarmalat’'smarket power.
Partly this is because Parmalat obtains part omitk supply from farmersother than those
represented by the cooperatives. Thus, Parrpalsues avariation of whatbusinessstrategist
Michael Porter of Harvard’s Business Schamllls a tapered integration strategg@]. Among
other things, a tapered integration strategy ¢ailsnaintaining multiplesources of supply for raw
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materials as a bargaining measuf@r Parmalat in Nicaragugursuit ofthe tapered integration
strategy limits the bargaining power ofilk supply cooperatives. The milkupply cooperatives
recognize that if they adior anunacceptably high pricer milk or fail to deliver to specification,
Parmalat can increase milk purchases from other sources. The implicaiatNEaragua’smilk

supply cooperatives may need to join together in a federation or merge if they wish to bargain more
effectively with Parmalat.

Nestle’s Operations

Switzerland-based Nestle operates a milk powder processing pMatagalpaNicaragua. In
many countriesNestle’sdairy operations represent world-cldassinessesvhose operations are
the envy of thandustry. Nestle’sMatagalpa plant is not gypical Nestle operation.Nestle’s
Matagalpa plant was built i1969 and haseceived anumber of upgrades tkeep it at least
marginally competitive.However, itdoes not producthe instant milk powder that many modern
milk powder plants produce. While Nestle does sell from the Matagalpa pla@adstaRica and
elsewhere in Centradmerica,its competitiveness in the regionlimited because of the age of its
plant and the fact that its product line does not include instant milk powder.

Cheese Processors and Milk Supply Cooperatives

Several of the remainin§rms listed in Table 2 are cheesprocessorsand milk supply
cooperatives. Thes@irms comprisethe fragmented segment of thedustry. The merger
movement,which has produced anassive consolidation of milk cooperatives in many other
countries, has not yet had a similar impact in Nicaragua’s dairy industry.

The Informal Sector

A large informal markefor dairy products exists in Nicaragua. Whilee statistics on this
point are limited, it appears that more than 60% of the pmikessed in Nicaragua is processed in
small, often unsanitary milglants or in“kitchen-type” cheese-making establishments. Tdwe-
guality productsemerging from thestacilities damage the image dfiry products produced in
Nicaragua. The problem is exacerbated by the factstimae cheeses produced under unsanitary
conditions in Nicaragua find their way into foreign markets.

Export Markets for Nicaraguan Dairy Products

Nicaragua’s dairy exports take complex and varied forms. The country’s dairy erplods
small quantities of hard cheese carried th@U.S. byindividual travelerqin total these exports
are sizable), limite@xports of hard cheese the U.S. (made mostlythrough Miami, Florida to
firms that lack the licenses needed to import cheeses at low tariff ratesprddalegal” exports
of hard cheese to El Salvador and Honduras, and (according to anecdotal accounts) large shipments
of hard cheese to El Salvador and Honduras that are later transshipped by firms in the latter markets
to the U.S. Inearly 2003, Parmalat exported small quantities of creams produced in Nicaragua to
the U.S. Nestle exportamilk powder into other Centrahmerican countries. There are other
noteworthy examples of exports by Nicaraguan dairy firms into Central American markets.

El Salvador and Honduras were the largest markets for Nicaraguan dairy products from 1995 to
2001 (Table3). The pattern exhibited by daigxports to these marketain be characterized as
strong but irregular. Exports the U.S. market were relativelgmall but increasing frorh995 to
2001. Interpret the figures ifable 3 with cautionsinceillegal exports and exportsarried to the
U.S. in small lots by travelers (and probably some other expadshot fully represented in these
figures. However, the figures in Table 3 provide suitable indications afrtiezs ofmagnitude of
Nicaraguan dairy exports to different countries.

Potential for Additional Dairy Exports to the U.S. Market

Morolique cheese—a dry, salty, hard cheese—is a major exphlitafagua’sdairy industry.
It is widely believed in theNicaraguan dairy industryhat substantial additional quantities of
morolique cheese could be exported profitably to the U.S. market. It is also #rgusdbstantial
amounts of profit (value-added) are beirgjlected byfirms in El Salvador andHondurasthat
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transship Nicaragua-produced morolique cheese tt#8e This addedvalue, it is claimedg¢ould
be obtained by the Nicaraguan dainglustry if the shipments ofthe cheesavent directly from
Nicaragua to the U.S. market.

Table 3. Average value of Nicaragua’s dairy exports, 1995-2001*

Destination Country Value of Exports, % of Total Trend or Pattern
Average 1995-

2001, U.S.S (000)
United States § 2674 2.2% Increasing
Guatemala 336.6 2.8 Irregular
El Salvador 8,777.6 73.5 Strong but Irregular
Honduras 2,557.4 214 Strong but Irregular
Costa Rica 2.0 0.0 Weak but Irregular
Others 1.9 0.0 Weak but Irregular
Total $11,942.9 99.9%

* Source: Figures compiled by IICA-Nicaragua from information provided by Nicaragua’s Ministry of
Development, Industry and Commerce.

The optimism about prosped expanded exports of thiBy, salty,hard cheese tthe U.S.
appears to be plausible, but the competifamthese salewiill likely intensify. As pointed out in
the comprehensive Policy Enhancement and Productivity Project Report prepared by D.V. Casares,
there is a large potential market for such cheese in the U.S. represented by formeAG@entah
residents and their childremho nowlive in the U.S. [1]. (The Casares reponas carried out to
assesshe U.S. marketfor dry, hard Hondurarcheeseput has strongelevancefor Nicaraguan
cheeses.) According to Casares, former residentcafaguaHondurasand El Salvador now in
the U.S. comprise 2.5 to 3fillion inhabitants, or abouine percent of theotal U.S. population.
Thesepeople, especiallthosewho haverecently arrived in th&.S., represent importapbtential
customers for the cheese. dddition, there are well-developddstribution systems fathe cheese
through bodegas (small supermarkets that specialize in Latin American products) anetantimer
establishments in thg.S. The product is davorite among those retailers carryitige product
because it has a long, four-to-six-month shelf life.

Casares establishéldat a large market existed in tbeS. forthe dry,hard cheese bussued
the following warning to Honduran cheese exporters [1, p.2]:

Due to the scarce resources lbnduran cheese processors and the risk involved in
entering a mature, competitive market such as the H@hduran processors shoudthalyze
and weigh all market options before taking action on this analysis.

This warning, which is relevarfor Nicaraguan dairy exporters, wasued by Casares for a
number of reasons, includinige belief thatJ.S. processors possessv product costidvantages
for cheese production. ThesksadvantagesCasares pointsut, areexacerbated by the larger
cheese yieldthat U.S. processorebtain from agiven quantity of milk. He alssuggestedhat
imported harddry cheesesnight evolve into commoditiesand, atsome point, commandower
prices.

While morolique-type cheese has characteristics that might causevilveinto a commodity
cheese, it does not appear that retail customers in the U.S. regard it as a commodity. Prices charged
for the cheese at retail in thé.S. inthe early2000sranged fromU.S.$6.00 to U.S.$7.00 per
pound [1]. These pricesvere approximatelytwice ashigh as prices for some U.S.-produced
commodity cheesesThe imported product commandsigh price in part becaugke dry, hard,
salty cheese has a unique flavor—a flavor originating in part from unpasteurized milk. Moreover, it
is a flavor that, to datdnasbeen difficultfor competing cheese makers frahe U.S. and other
countries to replicate. Theniqueness ofthe flavorwhich, among other things, carries a reminder
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of home, probably accounts for the ability of retailers inUh®. tosell it for relatively high prices
to people who trace their roots to parts of Central America.

Challenges facing the Nicaraguan daimgustry relating torelatively high raw product cost,
which will be discussed in more detail later, probably will not sharply impede exports of morolique-
type cheese to thg.S. inthe near-term.This is becaus¢he producthasthe characteristics of a
differentiated product. However, overthe longer-run as prices fothe productcome under
increased competitive pressure from U.S. firms and other exporters from Central Ameiiltagit
important for the Nicaraguan industry lecome moreompetitive interms of thecost ofthe raw
product used to produdbe cheese. Increased competitivenessaarproduct costill quickly
become important if cheese makers inth8. and elsewherdevelop the ability to duplicate the
unique flavors of the dry, hard, salty Nicaraguan cheese.

Opportunities for Expanded Dairy Exports to Other Central American Countries

There are advantages associatgth efforts to expand Nicaraguan dairy exports to other
Central Americarcountries. These markets are méamiliar to Nicaraguarexporters than the
U.S. market and some other foreign markets being considered by Nicaragua’s dairy industry—e.g.,
Mexico and the European UnioMoreover, therare, inprinciple, notariffs on products shipped
from one Central American country to another if the products exported are of domestic origin.

Parmalat is arattractive vehiclefor expandingdairy exports into otheCentral American
countries. This firmhasthe technical expertisand financialresourcesneeded to substantially
expand exports into other Central American countriesadtition, El Salvador—witlits relatively
large population and small daimpdustry—shouldcontinue to be an important market for
Nicaraguan cheese exports.

But the following constraints need to baddressed if Nicaraguan firmare to take full

advantage of dairy exporting opportunities represented by other Central American countries:

» Nontariff barriers for dairy exports to the other Central American countries need to be
minimized.

» “Kitchen-type” cheeses and other dairy products manufactured under unsanitary conditions
should be eliminated from export markets.

* Meaningful food quality and food safety requirements—e.g., requirements that imported
products be made from pasteurized milk—of importing countries’ governments need to be
observed by processors.

* Roads in dairy production areas and cold storage facilities need to be expanded to make
Nicaraguan processors more competitive in other Central American markets.

Favorable Factors Affecting Nicaragua’'s Dairy Industry

The favorabldactors affectingNicaragua’sdairy industrystem in part fronthe increases in
milk supplies, improvements in milguality, improvements in management adiry processing
businesses, the emergence of valuable demonstration effects, and additiondhacdesy plants
have gained to technical, financial and marketing assistance.

Expanding Milk Supplies

While growth in milk supplies with no addition to profitable markets waldgresfarm milk
prices, theexpansion ofmilk production in Nicaragua arguablg, on balance, a favorable
development. Abundargupplies ofraw product areattractive toexpansion-mindegbrocessors.
This consideration haglevancgor Parmalat. As notedarlier, if Parmalat caobtain additional
supplies of milk at competitive prices, this will increase the chances that Parmalat will use Nicaragua
as a platform for expanding dairy product sales in Central America.

However, the challenges associated wising alarger milk supply toadvantageshould not be
underestimated. The large potential increases in revémmmesncreaseadnilk suppliesthat could
be produced on Nicaragua’s large land area—the largest in C&ntesica—and increasingattle
numbers (totaling about three million head2®01 [5]) will remainjust that—potentialsources of
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increased revenue—unless improvementscamsumer incomes, production, marketing and
processing infrastructure, and management skills occur.

Improvements in Milk Quality

In certain supply areas, at least, the quality of milk and dairy products produced in Nicaragua is
increasing. Parmalat has contributed to ti@gelopment bynsisting on qualitymilk supplies and
by paying premium farm milk prices for quality milk deliveredralume. In addition, several milk
supply cooperatives—e.g., Masiguito, San Franciscdflg, and Santdlomas—have recognized
the importance of obtaining higher qualityilk for producingquality cheese$or export. This
developmenenhances the chancé#sat these cooperativesill developand sustain exports of
quality cheese to the U.S. and other foreign markets.

Useful Alliances are Being Developed

Mechanisms talevelop alliancemmong cooperatives and proprietdiryns are being put in
place. One suchalliance involves cooperativdglasiguito, San Francisco Dé\sis, and Santo
Tomas, and the proprietafiym, AlianzaNova. The immediatpurpose of thislliance is topool
knowledge, financesand cheese suppliewjth an eye toexpanding cheese exports tte U.S.
Such alliances would have the additional important benefit of permitting the cooperatives to bargain
more effectively with Parmalat and perhaps support, and benefit BRarmalat’'s efforts to expand
dairy product sales from Nicaragua into other parts of Central America.

Valuable Demonstration Effects have Emerged

Actions of a few smaller firms havevaluabledemonstration effedbr the industry. Ondirm
that provides a notable demonstration effect is the Sdattha (LACTOSAM) firm located in
Jinotega, NicaraguaThis firm hasdeveloped a valuablerand for itscheeses, butter and other
dairy products. Santa Martha hesquired dairy sales in upmarket supermarkets in Managua and
in food stores irregional centers in Nicaragueffectively competingwith larger firmsfor these
sales. The business also has an enviable recaorhiproductdevelopment. Actions dhis firm
are worthy of emulation by other small dairy businesses in Nicaragua.

Expanded Access to Needed Services

Finally, Nicaragua’'sdairy industry has gained access ttechnical, financial,and market-
development helfrom a number of organizations, including USAID-Nicaragua, IICA-Nicaragua,
Land O’Lakes, Inc., and a host of organizations representing foreggvernments. The
government ofJapan hasmnade an important contribution. Th#apanesegovernment has
contributed financing for an expanded school milk program in Nicardig@aromises tamprove
nutrition among school children and expand floik sales. The organizations mentionedll be
useful for facilitating export marketexpansionactivities of Nicaragua’sdairy industry and for
upgrading the management skills of smaller dairy processing firms in Nicaragua.

Challenges Facing Nicaragua’s Dairy Industry

Nicaragua’s dairy industry faces problems associateith pronounced seasonality of
production,relatively high domestic farrmilk prices by internationadtandardgespecially during
the dry season), low consumer incomes, undercapitalization, poor sanitation ofarsospesmaller
processingplants, shortages ofcold storagefacilities, high-cost transportation systems, and
underdeveloped management skills.

Pronounced Seasonality of Milk Production

Nicaragua’'sdairy industry faces problems associatétth pronounced seasonwariations in
production that create large price swings that are objectionable to farmers and produce inefficiencies
in plant operations. To a majektent,these seasonal swingge the product of aasture-based
dairy system.New Zealand’s dairy industrywhich isalso pasture-based, faces similar problems,
but New Zealand’s dairy industrysesits low raw-productcosts to offsenegative competitive
effects of marked seasonal milk production swings on plant efficiencies.
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While the amount ofseasonakariation in milk suppliesreceived varieamong plants, it is
pronounced at almostl plants. Milk processorsterviewedreportedthat milk production in
Nicaragua duringhe rainyseason (June througbeptember) increased by two-thirds or more
compared to milkproduction duringthe dry seasonDecember througiay). Because of the
seasonabariation in production (in combinationvith increasingoverall milk production), many
processors find idifficult to obtain profitableuses forthe additional milk theyeceiveduring the
rainy season. Accordingly, they reduce prices paid to farmers sharply in the rainy season—in a few
cases by as much as 70%—to discourage farmers from sailikagp them or to avoidosses on
milk they do purchase.

For obvious reasons, theharpreduction in prices concerns dairy farmemo would like to
receive a more even priteroughoutthe year. Milk processors also finthat they araisingtheir
plants at far less than capacity in the dry season, creating processing inefficiencies. The manager of
the Nestlemilk powder plant at Matagalpa, Nicaragegortedthat during part ofthe current dry
season he ran only one of ttveo milk powderprocessing lines ihis plant and rarthat lineonly
everyother day. Operating &w processingcapacity utilization levels aimes during the year
makes it difficult for plants to compete effectively against plmshave amore evenyear around
milk supply.

Relatively High Farm Milk Prices

Nicaraguan farm millprices arerelatively high by internationastandardqparticularly during
the dry season), making it challenging for the Nicaraguan dairy industgpete in international
markets. While it is difficult tanakeunambiguous inter-country comparisons of famnik prices,
the prices recorded ifable 4 provide &asis forcomparing prices paid to farmei@ milk used
for fluid purposes irNicaragua to those paid Iprocessorsocated elsewhere in Centraimerica
and in Panama. The pricesTiable 4represent prices paid to farmées Grade Amilk used for
fluid purposes and are not fully representative of prices paid for milk used to produce hard cheeses.
Thus, the prices noted for Nicaragua are most representative of prices paid to farpnecebgors
such as Parmalat or Eskimo for milk used for fluid purposes.

Table 4. Prices paid to producers for fluid milk, various years, 1994-2001

Country Period Average Price (U.S.$/liter)
Nicaragua 1994-2001 $0.30
Costa Rica 1994-2001 0.28
El Salvador 1994-2001 0.42
Guatemala 1994-1999 0.44
Honduras 1994-1997 0.27
Panama 1999-2001 0.24

* Source: Compiled by IICA-Nicaragua from information obtained from MAG-FOR. Prices for Guatemala,
Honduras, and Panama were not available for the entire 1994-2001 period.

Prices paidor fluid milk in Nicaraguawere in the‘'middle of the pack” in CentralAmerica.
Thus, Nicaragua’sfarm milk prices were strongly competitive withthose of ElSalvador and
Guatemala but less competitive with the others. It is noteworthyibatagua’sfarm milk prices
for fluid useswere modestly higher than in CosRica’s advanceddairy industry. This has
implicationsfor how well Parmalat could competsith Dos PinosCooperative inCostaRica’s
fluid milk market.

The Nicaraguan farm milk prices presented in Table 5 generally repdegesgason prices for
Grade Amilk suitablefor producingcheesefor export markets that demanconsistently high-
quality products. It isecognized, of course, thabt all export markets require cheesadefrom
Grade A milk. For example, in tH#003 dryseason, Masiguit€ooperativesold hard,dry cheese
made from milk of mixed grades into El Salvador. The same practices charadQigezera’ssales
of cheese into El Salvador. Howevtar, hardcheese exported to théS. market, it isreasonable
to assume that Grade A milk would be required to produce the product.
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Table 5. Farm milk prices in Nicaragua and selected other countries, U.S.$/liter

Country Farm Milk Price Product Characteristic and Date of Price
(U.S.$/liter)

New Zealand $0.16-0.148 All milk, 2002 season average price

U.S. Class III Price 0.262 2002 average price

Nicaraguan Firms:

* Parmalat, Managua 0.31-0.32 A Grade, dry season, 2003

* Santo Tomas Cooperative, 0.22 A Grade sales to Parmalat, 2003 dry season
Santo Tomas

* Masiguito Cooperative, 0.223 Mixed grades, dry season, 2003
Camoapa

e San Francisco de Asis 0.219 A Grade, dry season, 2003
Cooperative, Camoapa

* Quesera, La Patriola 0.235 Mixed grades, dry season, 2003

* Nestle, Matagalpa 0.20 Mixed grades, dry season, 2003

* Sources: Farm prices paid by Nicaraguan firms are those reported by plant operators during 2003 interviews. The
U.S.$0.16 estimate of farm prices received by New Zealand producers was obtained from the manager of the Nestle
plant in Matagalpa, Nicaragua. The U.S.$0.149 price estimate for New Zealand producers was obtained from LTO
Nederland [8]. U.S. farm milk prices represent average Class Il prices for 2002 supplied by LTO-Nederland [8].

Perhapghe mosttelling comparison of the prices ifable 5 relates to the.S. federal milk
order Class Il price, which represented the average raw product cost farseilkio produce hard
cheese in the U.S. in 2002. The UpBce wasU.S.$.038 (17%higher periter than theaverage
dry season pricegaid by Santdfomas, MasiguitoSan Francisco De Asis and Quesera. Farm
milk prices(raw product costs) represenfage portion(75% to 80%) ofthe cost of producing
dry, hard cheese—an item that Nicaraguan dairy firms would like to export in increased quantity to
the U.S. Asnotedearlier, this raw product cost situatiomay not becritically important in the
short-runsince the drysalty, hard cheese is nget a commodity in thé).S. But, therelatively
small Nicaraguaraw product costadvantagewill be of concernover the longer-run if U.S.
processors learn to duplicate the unique flavors of Nicaraguan dry, salty, hard cheese.

The figures in Table 5also haveimplicationsfor the likely success of Nicaragua’isnport
substitution efforts. Foexample, pizzanakers in Nicaragua currently impartlatively large
amounts ofmozzarella cheesetom New Zealand. Parmalat andfew other Nicaraguan dairy
processors speculate that it woulddmssible to producgreater amounts ahozzarella cheese in
Nicaragua to serve the domestic market pizza cheese. This import substitution effortwill
require domestic firms to produce cheese to specificbiothe pizzamakers. While production
to specification appears possible, the problem of compeiithgNew Zealand’slow raw product
cost—which recently averaged about two-thirds as highedry seasoriarm milk price paid by
Santo Tomas, Masiguito, San Francisco De Asis, and Quesera—uwill be significant.

The Union of Agricultural Producers ofNicaragua(UPANIC) and LandO’Lakes, Inc.
guestion whether Nicaragua’s farm milk prices are high by internatteradlards. They notethat
milk prices in Nicaragua, particularly during the flush (rainy) seasorgoangetitive in the Central
American marketmaking Nicaraguan dairproductsmore affordable in export markets than
competing products from neighboring countries. A different competitive pidagsemerge when
prices for Nicaragua'’s rainy season are compared to the New Zealand pricesdr&l t@Gkass
prices. Theaveragerainy season prices for Sanfbomas Cooperative,Quesera, and Nestle
(U.S.$0.148/liter) in Table 6 are roughly the same as the lower of theZB@andprices and only
56% as high as the U.S. Class lll price. These comparisons suggest that Nicasaguaé&ason
farm milk prices are competitive withose of low-cosproducers in other countries egimed by
UPANIC and Land O’Lakes.
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Table 6. Farm milk prices in Nicaragua for the rainy season and average farm milk
prices for selected other countries, U.S.$/litér

Country Farm Milk Price Product Characteristic and Date of Price
(U.S.$/liter)

New Zealand $0.16-0.149  All milk, 2002 season average price

U.S. Class III Price 0.262 2002 average price

Nicaraguan Firms:
» Santo Tomas Cooperative, 0.10-0.168 Mixed grades, rainy season, 2003
Santo Tomas
* Quesera, La Patriola 0.135 Mixed grades, rainy season, 2003
* Nestle, Matagalpa 0.19 Mixed grades, average for recent rainy seasons

* Sources: Farm prices paid by Nicaraguan firms were those reported by plant operators during 2003 interviews.
The U.S.$0.16 estimate of farm prices received by New Zealand producers was obtained from the manager of the
Nestle plant in Matagalpa, Nicaragua. The U.S.$0.149 price estimate for New Zealand producers was obtained
from LTO Nederland [8]. U.S. farm milk prices represent average Class Il prices for 2002 supplied by LTO-
Nederland [8].

However,the small number of raingeason priceappearing in Table 8hould beinterpreted
with caution. Unlike thelry season prices quotedrlier, which wergorices currently beingaid,
the rainyseason prices in faw casegeflected priceshat plant officials anticipategaying in the
2003 rainy season. Thus, they may differ from actual pay prices. In addition, the pricaslatethe
reflect prices for mixed grades ofilk, while the prices inTable 5Srepresent mostly Grade milk
prices. Finally, the price quoted for Nestle, Matagalpa apparently wtsstmative price reflecting
recent rainy season pay prices.

An additional pointshould benoted regarding the implications of tHegures for the
international competitiveness blicaragua’smilk prices. Low prices duringthe rainyseason do
not reflectunambiguous increases aompetitiveness.For example,Hondurasand ElSalvador
represent important export markets for Nicaraguan cheeses. However, denmiamubrted cheese
in those nearby countries declines durMigaragua’srainy seasonsince those countrieBave
abundant supplies dheir own. Indeed, the abundance of losapplies in Hondurasnd El
Salvador sometimes manifests itself in complaints about quadityareused tokeep Nicaraguan
product out of the markets. If Nicaraguan procesbatscold storagéacilities capable otoring
more cheese produced duritige rainyseason forsale later in thadry season irthesemarkets,
Nicaragua’s low raw product cost during the rainy season would have a greater pmsitjppetjtive
impact.

Firms appear to have incentives to acquire additional cold storage facilities. Prices fdnhard,
salty cheese exported from Nicaragua to Honduras and El Salvador recently have declined by about
U.S.$0.50per pound (fromU.S.$1.40 to U.S.$0.90rom the dry season tdhe rainyseason.

Thus, more cheese produced by Nicaragoitessors irthe rainyseasoncould be stored and

sold for higher prices durinthe dry season ithe processors possessadditional cold storage
facilities. Of coursedry season pricepaid by buyers in ElSalvador andHonduraswould be
modestlylower if more stored cheeseameonto the market inthose countries duringhe dry
season. Buthe size of the currersieasonal swings in cheese prisaggestshat there would be

gains from storage for enterprising organizatidingt acquire additional coldtoragefacilities.

Thus, international organizations might consider supplying credit at favorable terms to a consortium
of small dairy cooperatives for acquiring additional cold storage space.

The broad implication of the price comparisons is that in the long-run, at least, Nicaragkia’'s
producersmay need to adopt additiontrm-level efficiencies thaexpand suppliegespecially
during the dry season) and brinfarm milk prices to morecompetitive levels ithey are to be
successful ininternational cheese markets. This findisgggeststhat more than marketing
improvements will be needed to expand Nicaragua’s dairy industry successfully.
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Low Consumer Incomes

Consumer incomes in Nicaragage the lowest in Centréhmerica, making dairy products
expensiveor many of thecountry’s consumers.According tofigures compiled by the United
Nations World Development Board, the Internationslonetary Fund, andhe Economist’'s
Economic Intelligence Unit, th&ross Domestic Product per person Micaragua (purchasing
power parity) was U.S.$2,366 in 2001, the lowest in Central America [4].

The purchasing power parity (PPP) measure takes into account differettoesast ofliving
among countriesHowever,the average incomiggures forNicaragua fail to reflect the full extent
of poverty since aisproportionately large number of people are concentrated itovihéxcome
categories. According to the.S. Central IntelligencéAgency’s FactBook for 2002, incomes of
about half of Nicaragua’s population place them below the poverty level [11].

Country GDP/Person, 2001
PPP, U.S. Dollars

Nicaragua $2,366

Costa Rica 8,080

El Salvador 4,500

Honduras 2,450

Guatemala 3,850

A Parmalat official pointed out theractical significance of thdéow income figures for
Nicaragua. He noted that macgnsumers in Parmalat's sales areas in Nicarhguaincomes
equivalent to only about U.S.$500 per year. Accordingigestimates, a liter direshfluid milk
per day would require about three percentsoth a family’sincome. Thus, he argued, the
relatively high cost of freshluid milk compared tcstaples such agce and beansvill limit fresh
milk consumption relative to these staples.

The low consumer incomes may accoiantthe relatively lowper capitaconsumption of dairy
products in Nicaragua. |ICA-Nicaragua figurgglicate thatper capita consumption of dairy
products in Nicaragua was equivalent to only about 32 litersgpéta in2001 [6]. This figure is
among the lowest in Central America.

Most dairy productsare considered to bhat economistscall normal goods. Thus,
consumption of thesgoods risewhen consumer incomes increase. If econom@velopment
proceedseffectively in Nicaragua in the nextew years and consumer incomese, expect
consumption of most dairy products to increase. Milk powded to produceesconstitutednilk
will likely be an exception, since consumers tend to substitute fresh milk for this pvdukrctheir
incomes rise.

Dairy Processors and Dairy Farmers are Undercapitalized

Many dairy processorsand dairy farmers in Nicaraguae undercapitalized.This makes it
difficult for such processorand farmers to borrow money to acquitlee equipment and
technologies needed to modernize their operatidhgteover, commercial credit isot accessible
to certainfarmers and some processors. fev processorssomplained that commerciddanks
charged interest rates as high 269 for loans. According to their commentsgven loans
guaranteed by international agencie®thrers sometimesarried interest rates as high 2% to
20%. Wheninterest rates are at thelswels, retained earnings—which are frequently scarce in
Nicaragua’s dairy industry—tend to be the main source of expansion capital.

Severalfactors accounfor the high interest rates charged lbgmmercialbanks. There are
problems with titles to properties that could be mortgaged to secure loans. Thus, properties in some
caseshaveconflicting claims as to ownershiBanksare understandably reluctantaoceptsuch
properties asollateralfor loans. Inother casesfarmers andorocessorshave a limitedcredit
history, making it difficultfor banks to assestheir creditworthiness. Iraddition, agricultural
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enterprisesre regarded as riskgeasonal businesses nmany countries. When thisperception
exists, bank loan funds are frequently allocated to other types of businesses.

However, problemswith credit availabilityfor dairy processors shoulahot be overstated.
Certainly, multinationafirms operating in Nicaragua—such Barmalat and Nestle—woultave
little difficulty obtaining credit at internationallgompetitiveinterest rates. Moreover,one small
dairy processindirm in Nicaragua reportedly obtainembmmercial credifrom a bank atower
rates (10% to 12% interest on a U.S. dollar loan) in early 2@d3all firms thatfind it feasible to
obtain commercialoans atlower interestrates oftenhave ahistory of repaying bank loans and
supply suitable collateral for loans.

International agencidsaverecognized the difficulty smaller daigrocessorgace insecuring
loans atacceptable interesates. In d@ew cases|oans for plant and equipmemntnade by the
agencies to smalprocessorshave taken on the characteristics of grants—i.e., repayment
requirementsvere so lenient that thiems felt little compulsion to repay thlwans. SucHoan
terms may be advantageous to recipients in the short-run, but the Idaites thoinstill in recipient
firms commercial discipline. Indeed, the availabilitysoich loansan short-circuidevelopment of
competitive management skills iinms receivingsuch loans. It isjuestionable whethéoansthat
exhibit grant-like characteristickave aplace in anindustry that is attempting to become
internationally competitive.

Problems with undercapitalizationill also be important tthe smaller dainfirms that plan to
expand dairy exports to the U.S. and other markktsvitable earlyfailures associatedith dairy
exporting make it important that tfiems havethe capital needed to weather the early difficulties.
Indeed, if smaller Nicaraguan daifiyms are to succeed in exporting, mamjl need access to
additional financial reserves or lines of credit to deieth payment delays or defaults on payments
by foreign buyers.

Milk and Dairy Product Quality Still Suffer

While milk quality hasimproved, itstill suffers in some producticareas. A host of reasons
explain the continued presence of low-quality milk. These includdatile of electricity and
cooling equipment on mogarms, lack of knowledge on the part falrmers regarding proper
sanitation practices, and limited price incentives for production of high quality milk.

Nicaraguan dairy productBave animage problem becaussome cheeses, iparticular,
manufactured under unsanitary conditions enter domestic and foreign markets. This pitbblem
be a difficult to solve because many low-income people make litheg from cheese making
activitiesand are likely to continue to dao. Oneway to separate quality dairproductsmade
under sanitary conditions tommercialplants fromlow-quality productswould be to establish a
“Seal of Quality” for consistentlyhigh-quality products. Efforts to establishe quality seal
would be a joint undertakingnvolving both private firms and government dairyinspectors.
Products carrying &eal of Quality wouldhave to beconsistently produced under sanitary
conditions for anextended period ofime. Eventually,the seal would be an important
differentiatingdevicethat would identifyconsistently high-quality productd_and O’Lakes, Inc.,
which has helped dairgroups inMacedonia tanvestigate the feasibility aéstablishing a similar
seal, could make an important contribution to developing a quality seal.

Processors Possess Limited Knowledge of Certain Management Practices

Managers of the processing plawisited exhibited exemplary managemskills in a number
of areas. They producedarketable dairnyproducts undedifficult conditions fromvariable and
sometimes low-quality millsupplies. Moreover, theydid this while supervising workers who
frequently had limited experience and little formal education. Hence, no blanket indictment of their
management skills is intended. However, managers of some processing plditile lkeagerience
with developing business plans, strategydevelopment, international marketing,and risk
management. It will be particularly important for exporters to develop risk managskilent For
example, to see the importance of risk management skills one needs only ask, “What would happen
to a small cooperative and its farmer suppliers if a buyer fro8akzbdor failed to pafor alarge
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shipment of cheese?” It will be advantageous for small firms bent on expanding dairy exports and
domestic sales of dairy products to acquire a hoatlednced managemeskills. Land O’Lakes,
Inc.—which has provided managemeuvice onthese subjects ilondurasand Nicaragua—has

the capacity to provide more of the needed training.

Cold Storage Facilities are in Short Supply

As indicated earlier, Nicaragua has limited cold storage facilities. This accetiigatesasonal
swing in cheese prices and limits thkility of the industry toage cheesefor export. This
constraintwill be particularly important if large additional export markets are obtafoedard
cheeses requiring agirfgr 60 days omore. Capitalwill need to be devoted teasing this
bottleneck if the industry is to make substantially larger exports of certain cheeses.

Transportation Costs are High

Milk and dairy product transportatiactostsare high in parts of Nicaragua. Partly this is
because of a shortage pavedroads inthe country. The U.S. Central Intelligence Agency
estimates that only 11% of the country’s roads are paved [11]. Moreover, paved roaoisiant
dairy regions of the countriyavefallen into a severe state disrepair. Onenainroad leading to
Juigalpa provides an example. The anatpstsiders this road to be one of warsin roads he
has witnessed anywhere in the world. During the rainy season difficult prowigmaud emerge
on unpavedoads and on those roatgt havefallen into severalisrepair. Such roadscrease
milk and dairy product transportati@osts byincreasing thdime required for transportinghese
products; the roads increase wear and tear on vehicles sharply.

There arealso problemswith access to seaports. Nicaragu@s nomajor seaport on the
Atlantic coast side of the country. As a practical matter, this necessitates that large, bulky shipments
of Nicaraguan dairy products destinked the Easterr.S. orthe Caribbean bshipped through
ports in Honduras or Costa Rica, increasing costs for such shipments.

II.  Benchmarking Nicaragua’s Dairy Industry Against Principles that Shape an
Industry’s Ability to Expand Domestic Sales and Exports

Performance characteristics exhibited byiradustry’s firms stronglyinfluence the ability of
those firms to expand domestic sales and expdtsreover,strengthsexhibited by anndustry’s
firms for serving the domestic market profitably often cauded toadvantagdor serving export
markets. Certain principles noted below have been usadi/amtagdor expandingdomestic sales
and exports by some tiie world’s leading international dairy firms, includirfgonterra of New
Zealand, the Kerry Group of Ireland, Dos Pinos of Costa RicaUa®dbasednultinationalfirms.
The reader will recognize that the principles are baseqohrin on thewritings of Michael Porter, a
leading business strategist with Harvard’s Business School [9,10].

* In the long-run,producers oftommodities must be low-cogiroducers in order t@emain
profitable. Producers ofdifferentiated products need not be low-cosproducers to be
profitable. Producerswho are neither low-cogbroducers nor producers dafifferentiated
products often end up being “stuck in the middle” and find it difficult to remain profitable.

* The benefits of being a low-cost producer and a producer of differentiated products are additive.
Firms that are low-cost producers and also practice product differentiation tend to be formidable
international competitors. The two characteristics are found in Fonterra of New Zealand.

* Demanding customers in the domestic market help make a firm more competitive in
international markets.

* Related and supporting industries in the home country (sometimes referred to as clusters) are
important sources of strength for firms hoping to expand exports.

* Government help for domestic firms and exporters is most effective if it produces improved
product quality, fosters strong domestic competition, and improves educational opportunities for
the workforce. Governments can also make important contributions via improvements in
infrastructure—e.g., improved roads and ports. Government subsidies and manipulation of
exchange rates often do little to enhance the long-run competitiveness of exporting firms.
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* Research and development (R&D) efforts are needed to underpin a firm’s capacity to serve
domestic and export markets over the longer-run. Successful international dairy firms—e.g.,
Fonterra, Dos Pinos, and the Kerry Group—have strong in-house R&D capabilities that
contribute to new product development.

* Risk management strategies are frequently used by successful exporters. For example, the New
Zealand Dairy Board (now part of Fonterra) used a multiple-step process to manage risk when
entering a new dairy export market [2]. The first step frequently involved working with an
agent to make sales in a new foreign market. If the market appeared promising, the firm would
then enter into a joint venture with the agent (or other firm) to expand sales in the new market.
Still later, as the firm expanded sales further and confirmed the profitability of the market, the
Board would buy out the joint venture partner, creating a subsidiary through which additional
export sales were channeled. This risk-reducing process, of course, can be shortened if an
exporter enters into a joint venture with a buyer in the importing country as a first step for
expanding exports.

» Exports that begin as differentiated products may degrade into commaodities. This sometimes
happens when close substitutes emerge for the product in the receiving market.

* When a firm or an industry benchmarks against a competitor (compares one’s capabilities to
those of competitors), it is advisable to benchmark against the best in the world.

» Firms recognize that exporting is not for everyone. Exporting is but one expansion strategy.
However, Michael Porter argues that it is often more profitable for a firm to expand exports
than to dominate the domestic market.

Implications of the Principles for Developing Strategies to Expand Domestic Sales of
Nicaraguan Dairy Products

The picture that emerges whéficaragua’sdairy industry isevaluatedaccording to the
principles is“mixed” as far capacity toexpand domestic sales of dajpyoducts is concerned.
Parmalat has abundant capacity to expand domestic sales. Nestle’s status as a domestic competitor
is unclear. Firms inthe fragmented cheese-producingustriesare likely to face challenges as
they seek to expand domestic sales.

Parmalat’s Capacity to Expand Domestic Sales

Parmalat’'s operationslearly satisfy many requirementhat are importanfor expanding
domestic dairy product sales. It produces mostly branded, differentiated products and probably is a
low-cost producer of certain fluid items, making the firm a formidable domestic competitor. It also
has the in-house R&D capacity needed for new product development.

If one accepts the principles listed above as important determinants of daroegigtitiveness,
then the area where Parmalatnmst deficient relates toshortages ofdomestic competition.
Michael Porter argues persuasivelyat absent stronglomestic competition, a firnmas limited
incentives to innovatf®]. Parmalat’smain domestic competitdor fluid milk sales is Eskimo.
While Eskimo is awell-managedproducer of differentiated producttie firm undoubtedly has
higher production costhan Parmalat. It is also questionablkeetherEskimo has aapacity to
develop new products that approaches the capabilities of Parmalat. Raftmialat may now enjoy
its near monopoly position in Nicaragua’s domestic fluid milirket, thefirm over thelonger-run
may suffer from the shortage of domestic competition.

Arguments may be raised abowhether Parmalahas the demanding domesticustomers
needed to encourage the firm to innovate. Given that the firm caters mostly to upusiteters
in Managua and regionatenters, most of Parmalat’'s customerare probably sufficiently
demanding that they transmit to the firm th&monginterest in havingccess to consistently high
guality products.

Parmalat undoubtedhhas the R&D and marketingcapacity to developviable import
substitution programs. Iparticular, Parmalatould develop mozzarellaheese to replace imports
of this pizza cheese ingredient fravew Zealand. Whether this ighe most profitableavenue for
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Parmalat’'snew product developmentefforts is a decisiorthat will be made by Parmalat’s
management.

Nestle’s Capacity to Expand Domestic Sales

Nestle’s future in Nicaragua is unclear. While the firm is part of Switzerland-based Nestle and
hasthe advantages th#itis connection to a powerfuhultinational confers, the Matagalpa-based
Nestlemilk powder planthas notbeen upgraded enough maaeke it fully competitive. Nestle’s
managemenappears to bevaiting to see how economic developmenisfold in Nicaragua and
elsewhere in Central America before deciding whether to make the investments foedaedirm
to become fully competitive in Nicaragua’s domestic market and export markets.

Capacity of Other Firms to Expand Domestic Sales

Firms in Nicaragua'dragmented cheese-processimglustry have less capacity to expand
domestic sales. Whilthere is no shortage of domestiompetition, the competition irhis
fragmented segment of thedustry does notppear to fostethe innovation that competition
produces in some markets. part this is becaustne industry lacksthe supporting industries
(clusters)relating to packaging, cold storage, finanaed R&D that are needefbr successful
innovation. Alsosince the cheegwrocessorsell to a broadgroup of domestic customers, they
may not encounter the same homogeneity of demand from consumers for high quatitycthat
faces Parmalat.

This does not mean that the “Seal of Quality” for Nicaraguan products mentioned earlier in the
paper is unimportant. Presumaldyl,domestic customerr Nicaraguan dairy productsould
prefer the broader choice of products #mel additional information on product qualttyat a Seal
of Quality would produce.

Nicaragua’s producers die dry, saltyhard morolique cheedace contrasting domestic and
foreign markets. IrNicaragua, morolique cheessppears to be regarded substantially as a
commodity. However, inthe U.S. market it is regarded as a differentiated prodhet has
commanded retail prices of U.S.$6.00 to U.S.$7.00 per pound in recent yedredhjigh prices
stem partly fromthe value consumersattach to theunique flavors of morolique cheese. The
situation creates both a dilemma and an opportunity for Nicaragua’s gneesssors.There is a
widely accepted principle tharoducers otommodities need to be low-cqstoducers taemain
profitable. There idittle chance thatNicaraguan producers of morolique cheeglk rapidly
become low-cosproducers. For this thhappen, newlarger plants, ahost of infrastructure
improvementsand lower rawproduct costsvould be needed in Nicaragua—thintpat will not
materialize soon. However, exporters of the product to the U.S. would be under less pressure to be
low-cost producers. This is aadditionalincentivefor developingU.S. export marketdor the
product.

Much that is productive is taking place in Nicaragua to expand opportunitisshaller cheese
processors irthe domestic market.For example,lICA-Nicaraguahas arranged for &lexican
cheese making expert to come to Nicaragua to teach small cheese processorsaksvaariety
of different cheeses. This type mwitiative partially substitutes foithe lack ofin-house R&D
facilities and new product development capabilities in the smaller firms.

Activities thatwould take placeinder a proposedraft contractbetweenllCA-Nicaragua and
Land O’Lakes, Inc.that was beingonsideredvhen theauthor was in Nicaragua would produce
similar improvements in the ability of sméitims to expand domestic sales. Whihe activities
underthe proposedcontractfocus mainly on expanding exportitiatives undertaken under the
contract would also help small Nicaraguan déimys to expand domestic salesctivities in the
latter category include technical assistance to prepare operation and control ricarfivelplants,
introduction of five new products onto the market, and training of personnefiremplants at the
Pan-American Agricultural School at EI Zamorano in Honduras.
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IIl. Strategies for Expanding Domestic Dairy Product Sales

The following inferencedor strategycan be drawrfrom material describing howeffective
Nicaragua’s dairy firms are likely to be in efforts to expand domestic dairy product sales.

Strategy No. 1

Parmalatshould begiven incentives toexpand dairy exports. The incentivescould be
transmittedvia complaints about thérm’s near monopoly position ilNicaragua’sfluid milk
business. These complaints could kselivered to the government or, informaltiprough trade
organizations. If Parmalat expanded exports, it caall itscompetitive abilities to advantage in
broader markets and benefit frarampetition in foreign marketsFirms often secureadvantages
by increasing exports rather than by attempting to dominate sales in the domestic market.

Strategy No. 2

Nicaragua’s small cheese makers should be encourageditthemselves obpportunities to
acquire R&D and new product development capabilitiefrom international organizations and
private firms such as Land O’Lakes.

Strategy No. 3

Nicaragua’s government, USAID-Nicaragua, other international organizationdlicarégua’s
dairy processing firmshouldcooperate to develop“&eal of Quality” for selected Nicaraguan
dairy products. This would improve the quality image of Nicaraguan dairy products. It would also
give Nicaragua’s consumensore information on product quality armieate prices that would
better reflect product quality.

Implications of the Principles for Developing Strategies to Expand Exports of
Nicaraguan Dairy Products

The different abilities exhibited by Nicaraguan ddiryns to expand dairy exporgarallel in
many ways their abilities to expand domesades. Smallerfirms clearly face the more difficult
challenges. However, because of export expansion efforts suppotti€Akyicaragua,USAID-
Nicaragua, and Lan@’Lakes,Inc., and thestrongincentives the smalletheese-producing firms
have to expand exports, the firms have a reasonable chance of overcoming the challenges associated
with expanding exports.

Parmalat’s Capacity to Expand Dairy Exports

As noted earlier, Parmalbasabilities andincentives toexpand dairy exportsParmalat could
tap into marketswith higher consumer incomes tifie firm branched out more fully into other
Central Americarcountries. The firmalso has access tonailk supply inNicaragua that would
support expansion. However, Parmalat will encounter stiff competition from Dos Pinos
Cooperative if itseeks to further expand salestle relativelyhigh-income Cost&Rican market.
Dos Pinos hasevelopedorocessingscale economies—one of itew plants hagshe capacity to
process one million liters of milk per day—in both fluid milk and manufactured dairy products, and
hascarried out thenew productdevelopment work needed to capture approximadébo of the
commercial dairy market i€ostaRica. While Parmalat’s duéiligence mayrevealopportunities
in Costa Rica, it appeatbat thefirm’s best opportunities outside of Nicaradigain El Salvador,
Honduras, and Guatemala, and in import substitution efforts in Nicaragua.

Parmalat mayhave opportunities todevelop marketsfor UHT processednilk products in
Central America and other neighboring countries. UK, which has a long shelife and does
not require refrigeration until theBHT milk carton is opened, is a majproduct sold byother
Parmalatunits in many countries ahe world. Parmalat-Nicaragua presumahbs the R&D
capacity to develop the ability to manufacture freduct efficiently. Moreover, Parmalat-
Nicaragua undoubtedly woulthveaccess to the latest technoldgy producing UHTmilk from
the parent company if those to manufacturdae product in Nicaragubor export. However,
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Parmalat would encounter competitifmr UHT milk sales in parts o€entralAmericafrom Dos
Pinos Cooperative.

Eskimo’s abilities as a Pan-Central American exporter of dairy products are noteworthy. It has
the license to manufacture and sell the well-knoaplait brand of yogurt throughou€entral
America. In addition, the firncould expand exports of dairyvelties—e.g., ice creatmars—in
Central Americaand the CaribbeanHowever,the firm apparently would encountérand and
licensing disputesvith the Eskimo Pie company if Bought to expand sales ddiry novelties in
the U.S.

Capacity of Other Firms to Expand Exports

The alliance among the Masiguito, San FranciscdABls, and Santo TomaSooperatives and
the proprietanfirm, Alianza Nova, to developheese exporting capabilities was described eatrlier.
Organizers of thiswvell-conceived alliance have receivedportant help from [ICA-Nicaragua,
USAID-Nicaragua, LandO’Lakes, Inc. and other organizations. In Mar2@03, the dairy
exportingalliance waseing targetedor additional assistancender a draft IICA-Nicaragua and
Land O’Lakes contract.

The assistanceeceivedfrom the international organizations and La@d_akes will partially
compensatéor the inability of small individuafirms to satisfythe requirement$or successful
exporting. In particular, theassistance partiallysubstitutes forthe cluster ofsupporting
organizations often associated with success in exporting.

While much remains to bdone,things appear to be goingell for the alliance. First, the
alliance haseceived commitmentsom each alliance member supply 10,000pounds ofcheese
for export. The chees@rocessorscommitment tgout their own cheese ask in the exporting
initiative is noteworthy. Thdirms are likely to beseriousabout creating a favorable outcome for
the initiative when their products arerek. Secondly, a buydior the first shipment of cheese to
the U.S. apparentlyhasbeen identified. ThirdJ.S. Foodand Drug Administration approval for
plants that would bewvolved inexporting morolique cheese to tbeS. isbeingsought. Finally,
cold storagdacilities are beingsought to storemnorolique cheeséor the 60 days required for
exports of the product to the U.S.

The exportingalliance is ahoughtful experiment. Participants in thianceand supporting
organizations can learn a great deal about the capadiicafagua’ssmaller dairyfirms to export
cheese to the U.S. from experience with this initiative. The exporting initeitmeld bemonitored
carefully. Experiencenderthe initiative will revealmuch about opportunities and challenges for
expanding Nicaraguan dairy exports.

Changes Needed to Enhance the Ability of Nicaragua’s Dairy Industry to Expand
Exports Over the Longer-Run

Many substantive changes will be needed if Nicaragua’s dairy industry is to consistently export
large quantities of dairyproducts. One ofthe first—and perhaps one othe least
expensive—changes that could contribute to expanded dairy exports is an increase in cold storage
space. For reasons indicated earlier, the lack of cold storage space is presently a critical bottleneck.

Additional changes needed tmprove thecountry’s long-term competitiveness in the dairy
businessare potentially more difficult tachieve. Asotedearlier,Nicaragua’sfarm milk prices
during the dry seasorare relativelyhigh by internationaltandardsMoving farm milk prices
during the dry season tanternationally competitive levels willrequire increases in farnevel
efficiency and expandechilk production. Nicaraguan farmers understandably wouldirissasy
about the possiblgyrice-depressing effects of expandelk production. However, increased
efficiency at the farm level might allow Nicaraguan farmeradaievethe same or higher net profit
despite increased miliroduction. Negative impacts oéxpandedmilk production on farnmilk
prices also would be partially offset by market expansion efforts now underway.
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Individuals inNicaragua’sdairy industryhavediscussedhe merits of‘lsraeli Model” dairy
operationsthat have found experimentaluse in ElSalvador. Funded inpart by the Israeli
government, the El Salvadéeedlot-type operationBave producedmilk output percow athigh
levelssimilar tothose recorded ithe U.S. and other countriesvhere such operationgre more
common. There has been reluctance to try such operations in Nicaragua because it wémtfeared
additional milk without additional markets wousdharply depresarm milk prices. Inaddition,
some individuals are skeptical about the merits of the feedlot-type operations because they require
mechanization, intensive managementyl feeding practicebat differ from those found omany
Nicaraguan dairy farms.

While marketing initiatives take priority, there is merit in experimentit such operations in
Nicaragua. First, milk quality from such operations is likely to be high. Firms suearmslat or
Eskimo likely would beeceptive to receiving the milkom this type of operation. Secondly, the
limited amount of milkoriginating from one or #&w such operationsvould have little negative
effect on farm milkprices. Thirdly, thecost of such aexperiment may be manageable since the
Israeli government apparently would finamertions ofthe cost ofthe technical expertise needed
to start the feedlot type operationBinally, it may beuseful todiversify experiments to include at
least one emphasizing expansion of production.

Road improvements in rural Nicaragua—which would have strong positive impacts on the dairy
industry and oneconomic developmenthroughout the country—should continue to be
emphasized. This is an area deservingugdport by Nicaragua'governmentlUSAID-Nicaragua,
and other international organizations.

Finally, the principle callingor benchmarking against theest competitors ithe worldneeds
to be kept in mind. Thenostinnovativeand efficientpasture-based dairy industriestimre world
include those of New Zealand, Australia, and Costa Rica. There is no presumptidicdhagua’s
dairy industry can quickly become like those of these three courtoesyer,the dairyindustries
of these countries exhibit characteristics worthy of emulation itotigerun. Among other things,
the dairy industries of these countrlessestrong R&D capabilities plantsthat exhibit economies
of scale, operationsthat meetdemanding product quality requirements, and selhost of
differentiated dairy products in domestic and foreign markets.

Only Parmalat in Nicaragua presently exhibits most of these characteristics. Thus, Parmalat is
the vehicle that, inthe near-termcould be employed to substantially expand Nicaraguan dairy
exports. Nicaragua'smaller cooperatives couglipply the milk needed by Parmalat to expand
dairy exports throughou€entral Americaand other neighboring countries. tme process, the
cooperatives could reap the benetiitat accompany beirguch a supplier. Ithe near-term, the
cooperatives could use alliances and federations to gain the power needed to bargain efiietively
Parmalat. Over the longer-run the smaller cooperatives are likéhydta advantageous to merge.
Merged cooperatives would be still more capable of negotiaffegtively withlargefirms such as
Parmalat. And by becoming more like thig cooperative$ound inNew Zealand, Australia, and
CostaRica, they will find it more feasible to acquitke capital needed tauild processing plants
that exhibit economies of scale and employ superior management.

IV. Strategies for Expanding Dairy Exports

The following inferencesor strategycan be drawrfirom the materiadescribing howeffective
Nicaragua’s dairy firms are likely to be in efforts to expand dairy exports:

Strategy No. 4

The exportingalliance involving theMasiguito, San Francisco De Asis and Sarfiomas
Cooperatives andlianza Novashould be supported by USAID-Nicaragua di@A-Nicaragua.
Progress of the alliance should be carefully monitored. The effectiveness alfidhisewill reveal
much about the potential ability of small Nicaraguan déitys to export dairy products to the
U.S. and identify exporting practices that need improvement.
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Strategy No. 5

Additional cold storage facilities should be acquired by Nicaragua’s dairy industry.
Eliminating the coldstorage bottleneck woulidcilitate expanded dairy exports afichit seasonal
reductions in farm milk prices and cheese prices.

Strategy No. 6

Emphasis should be placed on eliminating obstacles (in addition to the cold storage bottleneck)
to expansion of Nicaraguan dairy expooiger thelong-term. Over the long-run, cooperatives
hoping to become majorexporterswill need to acquire market power apdocessingscale
economies through alliances, federations, and mergers.
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Appendix. Persons and Organizations Contacted by W.D. Dobson During February 23

to March 14, 2003 Trip to Nicaragua and Costa Rica

Nicaragua:

Tomas Membreno, Agribusiness Advisor, USAID-Nicaragua.

Marino Chanlatte, Project Director ICA/EPAD, Nicaragua.

James Johnson, Agribusiness Specialist, ICA Nicaragua.

Augusto Oporta, IICA Agribusiness Specialist and Dairy Farmer, [ICA Nicaragua.
Jose Orbina, Product Technology Manager, Parmalat, Managua, Nicaragua.

Lic. Ali Miranda Baez, General Manager, Santo Tomas Cooperative R.l., Santo Tomas
Chontales, Nicaragua.

Patricio Jerez, Alianza Nova S.A., La Libertad, Chontales, Nicaragua.

Lic. Julio Fernandez Marin, Former General Manager, Masiguito Cooperative, R.L., Camoapa,

Nicaragua.

Ing. Juan Denis Rivera Olivas, General Manager, San Francisco De Asis Cooperative,
Camoapa, Nicaragua.

Armando Fernandez, President, San Francisco De Asis Cooperative, R.l., Camoapa,
Nicaragua.

Colonia Supermarket, Managua, Nicaragua (Evaluated dairy product line offered by
supermarket.)

Ulises Gonzalez D., Santa Martha-LACTOSAM, Jinotega, Nicaragua.

Anael Mendoza, Quesera, La Patriola, Nicaragua.

Gretchen L. Dhooge, Micro Enterprise Specialist, Land O’Lakes, Nicaragua.
Jose Rene Orue Cruz, Attorney, IICA, Managua, Nicaragua.

R.l.,

Ing. Roberto Rondon Sacasa, (Former Agriculture Minister), Currently General Manager,

CIA. Agropecuaria Hato Grande, S.A., Juigalpa, Chontales, Nicaragua.

Romiro Tijerino H., Manager, (Nestle) PROLACSA, Matagalpa, Nicaragua.

Ariel Cajina, President, Dairy Federation of Central America, Managua, Nicaragua.
Augustin Sequeira, President, Alianza Amerrisque, Chontales, Nicaragua.

Costa Rica:

Auto Mercado Supermarket, San Jose, Costa Rica (Evaluated dairy product line offerg
supermarket).

Victor Gonzalez, Agricultural Specialist, FAS-USDA, San Jose, Costa Rica.

Megasuper Food Store, Santa Ana, Costa Rica (Evaluated dairy product line offered b
supermarket).

Ing. Maria lleana Mora B., Sales Manager, U.S.A.-Canada, Dos Pinos Cooperative, S
Costa Rica.

Adriana Badilla A., Commercial Strategy Counselor, Dos Pinos Cooperative, San Josg
Rica.

Eric Montero, Executive Director, Costa Rica’'s Chamber of Milk Producers, San Jose,
Rica.
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