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1 Introduction

The sudy condders the date and performance of the dairy chain in Sovenia. It is based on
the report ‘Structure and competitiveness of the milk and dary supply chan in Sovenia
(Volk et a., 2006) prepared within the Sixth FP SSA-533705 Project ‘Agro economic policy
andyss of the new member dates, the candidate states and the countries of the Western
Badkans and on the report ‘Andyss of the dary chan in Sovenid (Van Berkum, 2007)
prepared in the framework of the SovenianDutch Twinning Project SIO4-AG-06 ‘Heping
famers and supporting inditutions to quota regulations in adjusment to the EU supply
management resources. The dtate and performance andyses of the sector are updated and
used to edimate the competitiveness of the Sovenian dairy chain, to identify key condraints
to competitiveness and possibilities for its improvement.

The report is divided into four sections. Frdly, an overview of the present Stuation and
conditions in milk production and processng in Sovenia is provided. Next section further
elaborates on the issue by evduatlng factors, which influence the competitiveness and
efficiency of the milk chain. Based on these andyses, the sector’s srengths and weaknesses,
opportunities and thregts are identified. The report concludes with some suggestions to policy
options (EU based) to help prepare the dairy chain for the challenges ahead.

2 Overview of the sector

2.1 Sector definition: sector components and importance
2.1.1 Production and value added

Milk production is one of the main sub-sectors of Sovenian agriculture. It has traditiondly
been concentrated in the rdaivey smdl-scded family fams. The mgority of milk produced

isdelivered to dairies for processing through well organised milk collection system.

In the last decade the contribution of milk sector to the Gross Agriculturd Output (GAO)
fluctuates between 12.4% (1997) and 16.9% (Table 1). After some decrease in 2004 a dightly
upward trend has appeared over the last three years. The share of 15.9% in 2006 is a hit
higher than that of the EU-15 as a whole, in which milk accounted for 13.8 % of GAO (13.7%
in EU-27). The milk shares in individud daes range from 6.7% in Span to 335% in
Luxembourg'.

The fluctuaions in contribution of the sector to the Sovenian GAO duing the andysed
period can be patly explained by the changes in milk production and prices and partly by
fluctuations in GAO of crop products. In the years 2001, 2003 and 2006 when the shares of
dairy sector were the highest, the crop production was strongly affected by bad weather
conditions (severe droughts, storms, flood etc.) consequently leading to sharp decrease in
crops GAO.

L http://ec.europa.eu/agriculture/agrista/2007/table _en/311.pdf
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Table 1. Shareof milk production in total Gross Agricultural Output (GAQO); 1997-2007

1997 1998( 1999( 2000| 2001| 2002| 2003| 2004| 2005| 2006| 2007
Total GAO (EUR miill.) 1032.1| 1007.3| 957.7| 981.3| 981.6 1073.5|960.1 | 1093.5| 1065.3 | 1066.1| 1113.4
Dairy production GAO 127.5( 119.8|128.0( 149.7|155.3| 158.1(164.4| 172.7( 162.0| 157.4( 164.3
Share of milk production in GAO
(%) 1241 149 16.2 16.1| 16.7 16.1| 169| 14.4| 154| 159| 147

Source: EUROSTAT, Economic Accounts for Agriculture

Importance of milk production a the primary level is somehow not entirdy reflected up-
dream snce the dary industry is only the fourth largest sub-sector of the Sovenian food
processing industry. In terms of vaue added it ranks after Production of other food products
(15.8), Mesat processing (15.1) and Beverage production (15.9) sub-sectors. The sector is
dominated by three large dairies, which are, however, dill rather smdl in comparison with
foreign competitors.

In the year 2007 the companies in dairy processng sector generated 36.8 million euros of
Gross Vaue Added (GVA), which is 7.4% of the totd vaue added of the Sovenian food and
beverage industry (Table 2). Since the year 1997 when the dary industry contributed more
than one tenth of the totd food processng industry GVA this share has contracted
Ubgantidly.

Table2. Share of GrossValue Added (GVA) of thedairy industry in total food and beverage
industry GVA; 1997-2007

1997 1998 1999 2000| 2001| 2002| 2003| 2004| 2005 2006 2007

Total GVA in food and beverages

industry (EUR mill.) 422.6| 440.8| 450.8| 449.1| 454.1| 486.7| 487.2 452.1| 458.0| 462.8| 498.8

Dairy industry GVA

(EUR mill.) 434| 432 399| 415| 439 474| 442 312 343| 232 368

Share of GVA of the dairy industry in
total food and beverageindustry GVA| 10.3| 98| 89| 92 97 97 91 69| 75| 500 74
(%)

Source: AJPES - Agency of the Republic of Sloveniafor Public Legal Records and Related Services

This dgnificant decrease in GVA of the Sovenian dary indudry is largely connected with
changes in the economic environment caused by EU-Accession (see section 3.2).

2.1.2 Product flowswithin the sector

In the year 2007 124,190 dairy cows were reared on 19,200 milk producing agriculturd
holdings in Sovenia Totd raw milk production amounted to 666,500 tonnes of which
goproximately 80% was ddivered to the milk collection gations and the rest was used or sold
on fam Mogt of the onfam use of milk is for fam animd feed and only smdler share is
consumed on fam or sold directly from the fam in the form of fresh milk or processed
products. In last decade, sles to dairies have been congtantly on the rise indicating increase in
commercid orientation of producers.

The figure 1 bdow summarises key information about the Sovenian dairy supply chain and
the product flows.
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i

Total Raw Milk Production
666.5 thousand tonnes

647.1 million litres

Imports
155.6 thousand tonnes

(milk equivalents)

Milk Collection System Farm Usage and Direct Sales
) 136.1 thousand tonnes
B8 approved purchasers of milk (20%)
530.4 thousand tonnes
Dairy Processing Sector Intake
> 408.7 thousand tonnes
22 dairies
Liquid milk Butter Cheese
164.5 2.6 18.7
Milk powder Fermented
1.0 products
: 33.3
Raw milk export
147.2 thousand
tonnes
’ l l l l ’ l
; Exports
. R?tal! FOOd_ Catering and 269.6 thousand tonnes
distribution processing (milk equivalents)

Figure 1. Overview of the Slovenian milk sector and milk flows, 2007

Sovenia has a wel developed and smoothly operating system of milk collection. It is largely
organised through cooperatives but in some cases daries themsdves collect milk. In 2007,
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there were 98 registered and approved purchasers of milk of which 82 were cooperatives’. In
the case of large fams, milk is collected directly, whereas smdler producers bring their milk
to common collection gations on the milk route. Before accesson, milk was purchased only
by domedtic dairies, but afterwards some producers (cooperatives) reoriented their saes of
rav milk to the foreign processors. In 2007, 530,400 tonnes of milk were delivered for
processing, of which around 147,200 tonnes (28%) were sold directly to Italian processors.
The rest was ddlivered to domestic dairies. Beside raw milk purchased from Slovene suppliers
domegtic dairies processed dso some milk imported from neighbouring countries. The man
products of the Slovenian daries are fresh milk and fermented dary products, cream and
cheese.

2.2 Structural features of the dairy supply chain: present situation and
trends overtime

2.2.1 Industry structureat primary level
Snce the mid-1990s, the milk sector in Sovenia went through rapid dructural changes

including a continuous decrease in the number of producers and increesing average herd size
per holding (Figure 2). However, after 2003 these structura changes have dowed-down or

even stopped.

1997 2000 2003 2005 2007
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Source: SORS (Farm structure survey)

Figure 2: Changesin number and average herd size of dairy farmsin Slovenia; 1997-2007

According to the most recent farm structure survey (2007), the average number of dairy cows
per holding was 6.5 (Table 3), which is a notable increase in comparison to 3.8 cows per
holding in 1997 but smaler number than in 2003 (7.6 cows) and 2005 (6.6 cows). The Sze
digribution is dill very different from the EU-15, where the average number is around 35
animas per holding, ranging from about 10 in Austriato 85 in Denmark®.

In Sovenia more than 40% of the dairy holdings had one or two @ws only, and about 80%
has less than 10 dairy cows. Only less than 7% of holdings kept more than 20 dairy cows and

2 The Agency of the Republic of Sloveniafor agricultural markets and rural development (ARSAMRD) website
® Eurostat data for 2005
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they accounted for one third of the tota nationa herd. Nevertheless, in Sovenia, smdl
holdings gtill dominate milk production.

Table 3. Size structure of the dairy farms; 2007

FARMS COWS
Specification No. of farms| % of total | Cum. % | No. of head| % of total| Cum.% | Averagehead/farm
TOTAL 19,196 100.0 124,190 100.0 6.5
1 -2 heads 8,044 41.9 41.9 11,193 9.0 9.0 14
3-4 3,535 184 60.3 11,882 9.6 18.6 34
5-9 3,702 19.3 79.6 24,387 19.6 38.2 6.6
10-14 1,772 9.2 88.8 20,623 16.6 54.8 116
15-19 908 4.7 93.5 15,083 121 66.9 16.6
20-29 759 4.0 97.5 17,832 144 81.3 235
30-49 365 19 99.4 13,291 10.7 92.0 36.4
50-99 104 0.5 99.9 6,474 5.2 97.2 62.3
>= 100 heads 8 0.0 100.0 3,425 28 100.0 428.1

Source: Statistical office of the Republic of Slovenia (SORS), Farm Structure Survey

Since Sovenia is a member of the EU, milk production is subject to the EU milk quota
sysgem. In compliance with the Accesson treety Sovenia had to introduce the milk quota
system in quota year 20052006 (1 April — 31 March). Initid nationd reference quantity,
agreed in negotiations was 560.424 tonnes of milk (table 4). Farms with the smdlest herds of
dairy cows, which produce milk predominantly for their own consumption, had not applied
for quota. This means that the number of farms with quota is far smdler than tota number of
dairy fams. In the first quota year 2005/2006 quota was dlocated to 12,747 farms only, of
which 10,133 asked for quota for ddivery to daries and the rest for direct saes (table 4). In
next years this number went down, while dlocated quota increased. At the end of the
marketing year 2007/2008 (1.4.2008) less than 10,800 holdings were included in quota system
Therefore only dightly more than haf of dl holdings with dary cows (19,200) are market
producers. Out of them, about 70% is located in areas with less favourable conditions for
agriculture (modlly hilly regions) and they hold more than 60% of total quota allocated.

Table 4. Number of producers and milk quota allocation (tonnes); 2005-2008

1.4.2005 1.4.2006 1.4.2007 1.4.2008

Direct Direct Direct Direct
Delivery| sdes | Total |Delivery| sdles | Total |Delivery | sdes | Total | Delivery| sdes | Total
No. of producers| 10,133| 2,614 12,747 9,630 2,660 12,290 9,168 2,455| 11,623 8,712| 2,098/ 10,810
Allocated quota | 498,456| 20,131 | 518,587 | 516,677 | 21,155 [ 537,832| 550,646 | 19,087 |569,733| 543,639 14,415| 558,054
National reserve | 17,287(24,550| 41,837| 16,536 6,056| 22,592| 2,870 4,035| 6,905 23,567| 6,549 30,116
Nat. ref. quantity | 515,743| 44,681 | 560,424 | 533,213 27,211 | 560,424| 553,516 | 23,122|576,638| 567,206 | 20,964 588,170

Source: Agency of the Republic of Sloveniafor Agricultural Markets and Rural Development

After the introduction of the milk quota sysem the average quota size for deliveries has
increased from 49 tonnes per holding in 20052006 to over 60 tonnes per holding in
2007/2008, indicating that the consolidation process in dairy sector is till going on.

In the quota year 2006/2007, Sovenia was granted an additional quota for restructuring and in
marketing year 2008/2009 nationd reference quantities in dl Member daes has been
increased by 2%. Therefore, the quotas in Sovenia have not yet been fully dlocated. In April
2008, there was ill about 30,000 tonnes in the national reserve, giving posshility for further
milk production growth.
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2.2.2 Industry structureat processing level

In 2007 there were 22 enterprises registered in the dairy processng sub-sector (DA-15.5) and
employing 1,254 workers. Seven of them have actud processng capacities of notable
quantities, the rest are mainly importers, digtributors or representatives of foreign companies.
The dze digribution of the Sovenian dairy enterprises by the number of employees presented
in the table 5 shows that the mgority of the enterprises (17) classfy in the smdlest size band
with less than 49 employees, but actudly 14 out of them reported less than 5 employees in
2007. On the other hand there is only one enterprise with over 500 employees and another two
with 100 to 249 employees.

Table 5. Size distribution of dairy industry, in number of employees; 2007

Size band, in number s of employees| Number of enterprise
0-49 17
50-99 2
100-249 2
250-499 0
Over 500 1

Source: AJPES - Agency of the Republic of Sloveniafor Public Legal Records and Related Services

This dearly indicates that the indudtria gtructure in Sovenia is rather concentrated. The
largest three operators process about 90% of the raw milk intake.

Table 6: List of larger dairy companies with their milk intake; 2007

Estimated milk intake per day
Name of the company Owner ship Intonnes| As% of total intake
Ljubljanske mlekarne Joint stock company 573 51
Mlekarna Celeia Limited liability 244 22
Pomurkse mlekarne Joint stock company 202 18
Agroind Vipava Joint stock company a2 4
Mlekarna Planika Kobarid Limited liability 40 3

Source: Company sources

The largest dairy Ljubljanske mlekarne purchased around 51% of the raw milk in 2007, while
the second Mlekarna Celeia accounts for about 22% (table 6 and figure 3). The third dairy
Pomurske miekarne has acquired about 18%, which is a notebly smdler share than in the
previous years, when that enterprise was the second largest in the sector. The reduction is due
to peformance difficulties which have led to ownership redtructuring and management
changes.

The share of ‘other purchasers is varying around one tenth of domestically processed raw
milk. However, among smdler milk processors there are dso some rather stable and fairly
compstitive enterprises. One of them is a specidised ice-cream producer with notable export
performance. The other is a producer of niche fermented products (kefir) and has recently
registered its premises for processing organic milk.
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Figure 3. Intake of raw milk by Slovenian dairiesin the years 2000-2007 (estimations)

As far as the ownership dructure of the large Slovenian dairies is concerned agriculturd
cooperatives hold important postions, besde capitd invesment funds and to a very limited
degree paragtatal capitd funds. In Mlekarna Celeia the share of cooperatives is around 75%
whereas Agroind-Vipava and Planika are entirdly owned by cooperatives. The share of
cooperatives in Ljubljanske miekarne is smdler, and investment funds hold about 50% of the
shares, after the recent disinvestment of the parastatd capita funds.

So far, there is no foreign capitd in Slovenian dary indudry, which is in line with generd
low presence of foreign investments in the economy.

2.3 Production, consumption and trade developments

In the table 7 supply and demand bdance sheets summaise the key deveopments in
production, consumption and trade with milk and dary products in the period between 1997
and 2007. The key observation from the baance sheet is fluctuation in production and
consumption of milk with a dightly upward trend, growing exports and imports of dairy
products in last years and condant but fluctuating surplus, snce milk production exceeds
domestic consumption during the entire period.

Table 7.: Supply/demand balance sheet on dairy products (in 000 tons of raw milk equivalent)

1997| 1998 1999| 2000( 2001| 2002| 2003 2004| 2005( 2006| 2007
Production 586.7]|599.3)|633.8|648.6| 652.8| 657.2| 661.7| 650.4| 659.0| 642.3 | 666.5
Imports 22.8| 24.2| 27.0| 30.7| 28.0] 36.1| 44.6| 49.7| 83.9|139.3(155.6
Exports 76.21102.01116.9(104.9|119.7]|115.9(141.1|126.2|165.6|246.5|269.6
Stock variation -0.4| 19| -2.9| 3.0/ 0.6 10.8| -7.7| 2.4| -4.6( 0.0 -1.8
Supply available 533.71519.6|546.8|571.5| 560.5|566.6|572.9|571.4|582.0(535.0( 554.2
Human consumption 431.7|436.4|440.4(462.1|455.3|470.5(476.3|482.4]|492.6|448.8(461.3
Average  consumption  per
capita (kg) 217.3]220.1(221.8]|232.2|228.6(235.7|238.5|241.6|246.2|223.4]| 228.5
Self-sufficiency rate (%) 109.9(115.3|115.91113.5(116.5|116.0|115.5{113.8(113.2|120.0|120.3

Source: Agricultura Institute of Slovenia (AlS)

Production of raw milk increased gradudly over the period 1997-2002. In 2003, production
declined and somehow dabilised after at around 655,000 tonnes. Despite of fluctuations in
production, deliveries to daries for processing had a congant upward trend resulting in an
increase of the proportion of milk produced that is delivered to dairies from 66% in 1997 to
80% in 2007. However, dl milk is not sold to domestic dairies. Since late 2004, when the
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direct export of raw materid has darted, the share sold to foreign dairies has been on congtant
rise and has increased from 9% in 2005 to the level of 30% in 2008.

800
700 ] —
600 e 1 1 1
o 500 T [— -1 1 [ S I e = 1 [
g | | \\ C—Production
g WITTT 1 [ [ ] R 10 1 [ B — || Total deliveries to dairies
8 300+ ——H — +—H —H F—+H F—H —~ 4 — — + Deliveries to domestic dairies
200 T [— -1 1 [ — 1 -1 1 [ — —
100 1+ — -1 1 [ — 1 -1 1 [ — —
0 T T T T T T T T T T
1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
Vir: SORS

Figure 4. Cow’smilk production and deliveriesto dairies

The developments in quantities of milk purchased by domestic daries are more or less
reflected dso in production developments in the main dairy products (table 8). The production
of fresh milk and fermented products pesked in 2001 and the production of cheese, butter and
cream in 2003/2004, when milk deliveries to domestic daries was the highest. However, in
the last years the production in dairies declined aong with the decrease of purchase of milk.

Table 8. Trendsin dairy production (in 000 tons)

1997( 1998| 1999| 2000( 2001| 2002| 2003| 2004| 2005| 2006| 2007
Fresh consumption milk : : 11166.21179.7(172.11159.01178.8|178.8(156.2|164.5
Fermented dairy products 29.7] 29.8| 32.4| 36.8| 40.6| 38.9| 37.2| 35.3| 33.5| 34.5| 33.3
Cheese products 18.21 20.7| 20.8| 21.4| 21.7| 22.6| 24.2| 23.8( 22.0| 20.4| 18.7
Cream 9.0 8.8|10.7| 13.2 13.2| 14.7| 15.6| 18.3| 15.5| 13.8| 15.2
Butter : : . 3.1 3.6 4.0 5.0 4.1 : 2.9 2.6
Source: SORS

Average consumption of man dairy products per capita has gore up since 1997, with the
exception of fresh milk. Data on consumption in table 9 shows tha the consumption of
fermented products has increased to the level of around 18 kg per capita which is about 40%
more than in 1997. The consumption of butter has increased by one third in the same period.
The consumption of cheese increased even a a higher rate Snce the quantity grew by 57% in
the period between 1997 and 2007 to 14 kg per capita.

Table 9. Consumption® of main dairy products (in kg per capita p.a.)

1997 1998] 1999] 2000[ 2001 2002] 2003] 2004] 2005 2006 2007
Fresh consumption milk 53.3| 53.5| 53.8| 57.3| 61.1| 61.9| 61.7| 61.2| 63.4| 51.3| 54.2
Fermented dairy products 12.9| 13.3| 12.6| 11.9| 12.9| 12.5| 13.8| 14.8| 16.6| 17.6| 17.8
Cheese 8.9| 9.6| 10.0{ 10.0| 9.9| 10.3| 10.8| 11.4| 12.2| 13.0| 14.0
Cream 4.1 4.2| 52| 63| 6.3| 72| 7.7| 84| 73| 69| 7.8
Butter 0.9] 09 1.2[ 0.9 1.0 11| 10| 1.1 1.2 1.2 1.2
Source: AIS

“ Only marketed dairy products included (without on farm consumption of milk).
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Sovenia is traditionaly a net exporter of dary products However, the increase in the
consumption and the decline in production in recent years had consderably reduced the net
export postion of most dairy products (table 10). Exception is fresh dairy products where the
net balance increased dmogt three times between 2004 and 2007, namely due to direct export
of raw milk. On the other hand, Sovenia became an importer of cheese (and milk powder),
after years of being a net exporter.

Table 10. Export and import of main dairy products (in 000 tons)

1997| 1998| 1999| 2000 2001| 2002| 2003 2004 2005( 2006| 2007
EXPORT
Butter 0.4 17 2.3 13 16 18 35 21 19 0.9 0.7
Cheese 2.0 2.8 34 34 4.0 3.9 6.2 5.1 4.7 3.4 2.9
Milk powder 0.9 0.5 16 21 1.0 11 2.0 4.3 17 11 0.3
Fresh dairy products 547 57.1| 627 66.2| 741| 631| 475| 680 1118 200.7( 226.7
IMPORT
Butter 0.0 0.1 0.1 0.1 0.2 0.2 0.2 0.2 0.3 0.5 0.6
Cheese 17 17 1.8 2.2 2.0 25 3.0 4.4 6.5 9.3 11.9
Milk powder 0.3 05 0.4 05 0.4 0.4 0.7 1.0 0.8 1.0 13
Fresh dairy products 18 19 15 1.0 17 17 25 59 223 62.5 51.6
Source: SORS

After accesson to the EU, internationd trade with milk and dary products has intensfied
donificantly (table 11). The export vaue has increased year after year to reach 106 million
euros in 2007 or twice as much as in 2003. However, in the same period the imports increased
even more (five times) reaching 87 million euros in the same year, while trade surplus
decreased from 31 million euros in 2003 to 20 million euros in 2007.

Within the andysed period one can observe aso the change of the trading partners for dairy
products. On the export dde, the former Yugodav makets were traditiondly the man
destination, which is a feature aso for other product groups of processed food. However, after
the Slovenian accesson to the EU the proportion of sales to these markets has decreased
sgnificantly (from 77% in the period 1997-2003 to 21% in 2007), and the shares has been
overtaken by the exports to the markets of EU-15 which in 2007 represented 78% of totd
export vaue. Evident growth of dairy exports vaue in the last four years is namey the result
of direct exports of raw milk manly to Itdy. Besde Itdy, Germany, Bosnia and Herzegovina,
Croatia and Macedonia are the most important export markets for Slovenian dairy products.

On the import side the EU-15 has become an even more dominant supplier of dairy products,
accounting for more than 80% of total import vaue up from 56% in 1997. The second place,
with 13% of import vaue, is teken over by new EU member dates, while the share of ex-
Yugodavia has fdlen to 3% only from 30% in 1997. This is manly due to opening of the
market towards the EU after accesson on the one hand and abolishment of preferentid trade
agreements with ex-Y ugodav countries on the other hand.

Imports of dairy products are primarily cheese and fermented products, athough some
imports of raw milk is dso present. Most important sources of imports are Germany, Austria,
Italy, Hungary (mainly raw milk) and Crodtia.
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Table 11. Trade totals, main destination of exportsand main origin of imports (in EUR mill.)

1997| 1998| 1999| 2000 2001| 2002| 2003] 2004| 2005 2006| 2007
EXPORT
Total agro-food (CN 01-24) 296.1| 315.5| 317.2| 357.0| 386.3| 407.5| 403.2| 357.4| 416.0| 518.3| 643.6
Of which Dairy (CN chapter 04) 30.2| 344| 37.1| 422| 51.0| 47.6| 486 514 653 86.6| 106.3
EU 15 51 7.9 7.0 4.9 5.8 6.1 10.2| 150 385 64.1| 832
Of whichltaly 4.3 4.4 35 3.3 3.8 3.3 2.8 9.3 317| 582 747
Germany 0.2 1.7 1.0 11 1.6 12 18 31 2.8 19 31
EU 12 0.9 0.3 0.3 0.1 0.3 0.3 4.4 4.3 2.8 11 1.0
Ex-Yugodavia 229| 246| 278 355| 427 396| 317 303 231| 21.2( 219
Of which Bosnia and Herzegovina 8.6 8.0| 133| 176| 224 215| 151 13.6( 107 8.6 8.2
Croatia 11.7] 131 105 9.8 116 9.1 7.9 7.7 45 51 5.8
FY R Macedonia 2.6 33 3.6 3.7 2.6 2.8 2.8 3.8 2.9 18 14
Other countries 1.3 1.6 2.1 18 2.2 16 24 19 0.9 0.3 0.1
IMPORT
Total agro-food (CN 01-24) 661.6| 660.8| 644.7| 700.2| 747.4| 759.1| 772.9| 888.5| 1022.8(1180.0| 1460.9
Of which Dairy (CN chapter 04) 11.0| 117 114| 127 132| 151| 174 26.3| 46.3| 695| 86.6
EU 15 6.2 6.9 7.0 7.9 83| 108| 132 225 39.0| 514 730
Of which Germany 2.6 2.9 2.9 4.0 3.9 4.7 52| 109 189 237 29.2
Austria 0.7 1.0 14 1.0 17 2.3 4.4 6.1 94| 153| 24.1
Italy 1.8 2.0 1.7 15 1.6 2.1 1.8 3.3 6.8 89| 118
EU 12 0.3 0.3 0.1 0.1 04 0.2 0.4 17 54| 153 111
Of which Hungary 0.0 0.0 0.0 0.0 0.3 0.1 0.1 0.7 30| 116 9.1
Ex-Yugodavia 33 3.7 35 3.9 4.1 3.6 3.6 2.2 19 2.7 24
Of which Croatia 33 3.6 34 3.6 3.9 35 3.6 21 19 2.7 24
Other countries 1.2 0.8 0.8 0.9 04 0.4 0.1 0.0 0.0 0.1 0.1
Source: SORS

2.4 Government policy
24.1 Regulatory framework of the dairy sector

Dairy market policy

Given the important role of dary production in Sovenian agriculture, the dary market has
aways received a lot of attention in agriculturad policy consderations. For more than a decade
prior to EU Accession, high import tariffs for milk products (comparable with levels in the
EU a tha period) dongsde substantia export support were the main pillars in the economics
of the dairy sector. Up to the 2001 farm-gate price for raw milk was fixed by the government
and until 1998 fixing of the milk price a the fam-gate level was supplemented by a control
on the retail price of standard pasteurised milk (maximum price was s&t by the government).
After abolishing of fixed milk prices in 2001 CAP-like market organisation was introduced,
but without redtrictions (quotas) on production. The border protection and export supports
have remaned rdativey high. This policy ensured rather favourable income for farmers as
well asfor dairy indudry.

For milk producers, another important agricultura policy measure with direct income effect
was support to aess with less favourable conditions for agriculturd. Since 2000,
compensdtion of higher production costs due to unfavourable naturd conditions has been
granted per hectare of utilised agriculturd aea on principles consgent with EU. Milk
producers aso benefited from generd programmes for input compensation, investment
support, and agro-environmental assistance.
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Although Sovenia sarted to introduce CAP-like market regulation in the dairy sector in early
2000s, EU accesson brought quite a substantial change in this fidd both for dairy producers
and processors. For milk producers, these changes are reflected mainly in the introduction of
the milk quota sysem and direct income support and for dary industry in opening of the
market towards EU members and changes of trade regimes with third countries.

The quota sysem, which has been fully implemented in Sovenia as from the milk year
2005/06, has generdly not implied serious production redtrictions since the quotas have not
been fully met. Increased competition and price pressures after accesson were largely
compensated by the introduction of milk premiums. In Sovenia, dary premiums have been
implemented in the same way as in the old member states (per kg of quota). In the quota year
2004/2005 milk premiums, together with nationd top-ups reached 85% of the full amount
goplied in the EU-15 Member States, in 2005/2006 90% and in 2006/2007 95% of that
amount.

As from 2007, with the implementation of CAP reform, a new direct payments scheme was
introduced. The reform introduces a basc flat rate payment per hectare throughout the
country as the main type of direct payment in agriculture (332 EUR/ha for arable land and
108.7 EUR/ha for permanent grasdand). Beside that, the producers in the milk sector are
eigible for an additiond specific supplement based on farm hidtoricd entitlements, where
80% of the full amount of dary premiums (100% of the EU-15 leve) for individud quota
held on 31 March 2007 was included.

Since 2005 support under CAP direct payment scheme has been subject to cross compliance
requirements. Compliance conditions for receiving payments have been applied gradudly
over the 2005-2007 period gtarting with 5 environmentd standards and 3 standards for animal
identification and regidration. Among others, famers must comply with the requirements set
in the Nitrate Directive targeted to protect waters againgt pollution from agricultura sources.
Nationa legidation in this regard has been adopted adready in 2001, setting the limit on the
annud amount of organic nitrogen used on agriculturd holdings to 170 kg/ha and establishing
Nitrate Vulnerable Zones covering the entire territory of Sovenia. Since stocking densty at
fams is generdly rdatively low the compliance with this redtriction has not imposed serious
reduction to the number of animals. However, it could be consdered as a limiting factor for
further consolidation of the sector.

To meet other Nitrate Directive requirements and principles of good agriculturd practice set
by cross compliance comprehensve funds were granted in the framework of trangtiond
support measure for meeting EU gsandards which formed pat of the Rurd Development
Programme 2004-2006. Sovenia used this measure manly for setting up the gdtudion on
agriculturd  holdings regarding the manure storage fadlities. Though, in the years 2005-2007
investment support for the condruction and adjusment of manure dorage facilities for
123,600 livestock units, representing nearly 30% of the totd livestock in Sovenia, was
granted.

Besde support for meeting EU <andards, Rurd Development Programme 2004-2006
introduced dso a support for early retirement and took over the measures for less favoured
areas (LFA) and agri-environmental measures, which were harmonised with the EU principles
through the reform process dready in the pre-accesson period (1998-2002) and did not
change much after EU accession.
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The agriculturd dructurd policy measures, which were in the pre-Accesson period
implemented under SAPARD programme and under the national pat of the dructura policy
programme, have largedy continued under the Single Programming Document 2004-2006.
The mgority of funding was intended for improving processng and marketing of agricultura
products, invesments in agriculturd holdings and diversficaion of agriculturd activities.
New Rurd Development Programme for the period 2007-2013 is more or less continuing this

policy.

Support for invesments on farms and in processng industry, as well as LFA and some agro-
environmental payments were and ill are an important eement of economic performances of
dairy sector.

Food safety

Depite the fact, that Sovenia has traditiondly had high levd of food safety and qudity
regulation and proved efficiency, pre-accesson hamonisation of the legidation in this area
has brought some further improvements. The activities in this regpect began in the middle of
1990s with the harmonisation of the quaity schemes for raw milk a the fam levd, later
followed by the full implementation of the EU hygiene and sanitary standards in the dairies.
The Sovenian government was relatively drict with implementation of these dandards. A
generd believe among food entrepreneurs is that food safety regulation is implemented more
drictly in Sovenia than in some other EU member dates, and therefore that such
adminigrative burdens reduce competitiveness.

Food quality schemes — protection and promotion of specialty agricultural and food
products

With respect to the regulatory framework of the dairy sector aso the policy of food qudity
schemes should be mentioned. Sovenia has adopted the EU system with specific qudity
schemes being introduced to develop geographicd indicaions, organic farming, and
traditiona specidities In Sovenia four dary products have passed procedures and are
awarded “Protected desgnation of origin” (PDO) a the nationa level, however none of them
has been registered at the European leve yet. Tolminski cheese is atypicd Sovenian type of
cheese, very dmilar to the Montaso cheese produced in the Friuli region of Itay. It is
produced in Kobarid and surrounding mountains of north Primorska region. Nanoski cheese is
gaining importance on the Slovenian market too. It is widdy didributed and placed within the
specidty fridge cabinets. Bov&ki cheese is produced from two to three types of milk, but
sheep milk is the dominant ingredient with some goat and cow milk. It is avaladle only on
farms. Smilarly there is no market production of the Mohant cheese.

The specidty agro-food products are a segment ill under development, since the production
is rather ungtable (with some exemptions eg. Nanoski and Tolminski cheese!), promotion is
insufficient and therefore producers are not able to secure a premium price for their additiona
efforts.

2.4.2 Other dairy sector relevant policy areas

There are no specificities in generd policy framework related to dary indusry. Reatively
recently Integrated Pollution Prevention and Control (IPPC) system has been employed to
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control the environmental impact to ar, land and water of emissons arisng from indudtrid
activities. It involves determining the agppropriate controls for industry to protect the
environment through a single permitting process. The dary industry is regulated by IPPC
under section 6.8 "The Treatment of Anima and Vegetable Matter and Food Indudtries’. All
companies operating in food industry were required to have gpplied for their IPPC permit by
31 September 2005, and the Environmental Agency of the Republic of Slovenia has issued
permission after the processing the gpplications.

3 Performance of thedairy supply chain

3.1 Performance at farm level
3.1.1 Yidds

Over the last few years, milk production a the primary levd has undergone intensve
specidisation and consolidation. While in 1997 a solid hdf of dl agriculturd holdings (51%)
were engaged in dairy production, this share dumped to a mere 5% by 2007. Hand in hand
with specidisation there has been a change in the breed dructure of herds with the proportion
of specidig milk breeds increasing and that of combined purpose breeds (for milk and meat)
fdling. This together with technologicd advances in breeding and nutrition, has led to higher
average milk yidds and improved qudity of purchased milk. During one decade (1997-2007)
the milk yield has increased by more than 50%.
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Figure 5. Developmentsin milk yields per cow p.a. in Slovenia and EU-15; 1997-2006

Compaing the milk yiedds with the EU average one can dill redise rather low technica
efficiency of Sovenian dary faming. The average milk yidd per cow in Sovenia is below
the averages achieved in the EU. At 5,340 kilograms per cow p.a in 2006 the Sovenian
average yidd was a around 82% of the EU-15 average and a 90% of the EU-27 average
(5,950 kg). Smilar reaions are noticed dso if Sovenian milk yieds are compared with
Audtrig, Italy and Hungary, with which Sovene producers have to compete.

Pat of the explanation of Sovenian average yields being on the lower end of the range in the
EU may be in dill low share of Holgein-Friesan cows in dairy herds (31% in 2007) and in
large share of dary fams in the less favoured areas where forage production is limited modly
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to grasdands. Around 47% of the Sovenian dairy cow herd is Smmentd type and another
16% is Brown Swiss. These cows are more suitable for combined milk and beef mesat
production which dominate on the smdler fams and in the less favoured, hilly aress. The
yield regigered a fams included in the milk control programme which covers about 80% of
al dairy cowsin Soveniais higher (6,500 kg in 2006) and comparable with the EU average.

As far as the qudity of raw milk is concerned, in the last years on average about 92% of
purchased milk is classfied in extra qudity and additiond 6% infirg qudity grade.

3.1.2 Prices

Until 2002, milk prices in Sovenia had an upward trend (in euro terms) as a result of the
governmenta policy to support the dairy sector by price and trade policy (figure 6). In early
2000s milk prices to farmers came under pressure which resulted in its gradual decrease
amog back to the level of 1997s. Gradud diffening of conditions in the market even before
EU Accesson could be largdy attributed to the changes in governmentd policy in 2001 and
related abolition of producer price fixing (see 2.4.1), but dso to the changed balance of power
in the dairy chain. Due to consolidetion in the retail sector, dairies had to economize ther
business and one way to do that was to lower the prices paid for the raw milk to farmers.

After accesson and adoption of the EU common market organisation, the introduction of
dary premiums was used by the indudry to judtify further cutting of milk producers prices.
As a reault, some manly large co-operatives sgned contracts to sdl milk directly to Itdian
dairies a higher prices than those obtainable in Sovenia In 2006 milk prices sarted to
recover again. The rise was consderable especidly in the second hdf of the year 2007, when
favourable conditions for dary products on internationa markets pushed producer prices up
al over the EU.

EUR/t
340

320

300 O\“

D
/\ w === Producer price, farm-gate
Y —
280 \/ =@==Producer price, dairy-gate

260

240

220

200 T T T T T T T T T
1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

Source: SORS, ARSAMRD

Figure 6. Milk price developments; 1997-2007

Figure 6 aso shows the difference between the prices paid by the daries and the prices
receved by the farmers. This difference is rather high partly due to reaively widespread
network of milk routes and milk collecting centres and patly due to rdaivdy high
commisson fee for adminidrative services reated to milk collection, charged by intermediate
between farmers and dary (mostly cooperatives). However, in las years a sgnificant
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reduction of collecting costs has been noticed, from over 10% of the dairy-gate price in 2003
to about 5% in 2007.

In last years, the fam gate price of milk in Sovenia was lower than in most EU countries and
sgnificantly lower then in Itdy (figure 7)°. Generdly, Sovenian milk prices follow the trend
inthe EU, but at the lower pace.
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Figure 7. Milk pricesin the EU

3.1.3 Grossmargins

The question of whether an enterprise is cgpable of producing a pogtive magin is an
important eement of competitiveness. Table 12 sets out an edimaion of gross margin on an
average Slovenian dairy farm. It provides a basic listing of the key production variables and
the associated revenues and direct costs. It indicaes that with an average yidd of 5,770
kg/cow and milk price of 29.13 euro/100 kg (2007 average), the farms achieve:

- agross margin (total income less variable costs) of 17,081 euros

- agrossmargin of 26.56 euros per 100 kg of milk;

- agross margin rate of return on revenues of 67% (26.56 / 39.35);

- and agross margin rate of return on milk sale of 91% (26.56 / 29.13).

Gross margins are difficult to compare among countries due to different methods used for
cdculation on the one hand (with or without subsidies and turnover from caf saes, specific
variable costs only or totd variable costs together with costs related to the production of
anima feed ec) and different production characteristics and agriculturd policy support
measures on the other hand (different levels of production technologies, yidds, different leve
of support, different levels of dependence on purchased inputs, etc). However, the fact that
Slovenian producers increased the production in the frame of reatively low milk prices and
export dgnificant quantities of milk to Ity shows that the production is rdatively
comptitive at least in regiond context.

® European Commission database provided by Ministry for agriculture, forestry and food
® Gross margin is cal culated on the bases of simulation model developed by the Agricultural Institute of Slovenia
and used for estimation of production costs of individual agricultural products.
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Table 12. Estimated gross margin on average Slovenian dairy farm; 2007

Number of cows 12
Yield (kg/cow) 5,770
of which sales (kg/cow) 5,360
UAA (ha) 14
of which fodder area (ha) 9.3
Valuesin € per 100 kg milk

Total revenues 39.35
- Milk and dairy products 20.13
- Direct payments 491
- Turnover (calf sales) 531
Total calculated direct costs 12.79
- Feed concentrates 420
- Health care and insemination 115
- Energy 1.68
- Fertilizers 145
- Seeds and crop protection 051
- Insurance 134
- Other costs 246
Gross margin per 100 kg of milk 26.56
Gross margin rate (of return on milk sale) 67%
Gross margin (total revenueslessvariable costs) in € per farm | 17,081

3.2 Performanceat industry level
3.21 Turnover and employment in the dairy industry

The milk processing indugry has traditiondly been among the leading food sectors in
Sovenia in terms of busness peformance and adso in terms of technologicd progress. The
qudity requirements and hygiene dandards were dways high. There has been no closng of
processing plants as a result of EU requirements, but enterprises have invested a subgtantia
amount of capita to harmonise the sanitary procedures with aquis communautaire during the
pre-Accesson period.

The sector structure has dso been improved since the end of the 1990s and beginning of the
new millennium. Now it is dominaed by three dary companies, which are ill, however
raher smdl in comparison with foreign competitors. Consolidation has initiated some
restructuring activities in terms of optimisation product range and plant specidisation, but the
competitiveness of this industry in Sovenia is currently Hill rether wesk. This is mainly due
to a pre-Accesson dary policy which with high import duties and export support protected
Sovenian processors from international competition. After EU Accession, high taiff barriers
for dairy products were removed and imports increased toughening the economic conditions
for the dairy industry.

Totd sdes of the Sovenian dary industry were a about 260 millions EUR in 2007, which is
about 2% more than in the previous year in red terms, but when the figure is compared to the
year 2003 the turnover is lower by around one quarter (table 13). Business performance of the
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sector deteriorated sgnificantly, mainly due to the changes in the economic environment, but
aso due to changes in export subsdies sysem after the accesson to the European Union.
Trandfers of export subsidies to the sector have been reduced by some 70% in 2004 with
further cut downs in the following years, snce the companies were poorly successful in
acquiring export subsdies under the EU harmonised system which gives the export subsdies
for different products and destinations than it was the case in Sovenia before the accession
the export subsidies in EU are not granted for the exports to the Western Bakan countries the
main export markets of Sovenian dairy industry.

After a considerable fal of direct exports in 2006 in the last year they rebounded again to the
figures comparable to pre-accession red vaues. Stll, the bggest part of the sdes is redised a
the domestic market, since the export sdes in tota sades represents 20% in 2007. Thisis a the
average export orientation value by the Slovenian food industry sector.

Table 13. Basic businessindicators of thedairy industry (in real terms)

Indicator 2003 2004 2005 2006 2007
Number of enterprises 23 24 22 23 22
Average number of employees 1,705 1,663 1,473 1,323 1,254
Turnover (mill. EUR) 280.83 271.31 252.50 245.63 259.87
Direct exports (mill. EUR) 44.43 48.32 49.76 41.75 52.17
Shared capital (mill. EUR) 181.63 188.99 199.27 190.40 185.48
Turnover per enterprise (mill. EUR) 12.21 11.30 11.48 10.68 11.81
Turnover per employee (EUR) 164,711 163,134 171,418 185,617 207,150

Source: AJPES - Agency of the Republic of Slovenia for Public Legal Records and Related Services

One of the important features of the period is radicad reduction of employees in the sector,
gnce the figure in 2007 is 26% lower than in 2003. This has resulted in notable growth of
productivity, and on average an employee in Sovenian dary enterprise redises around 207
thousand EUR of turnover annudly. This productivity levd equals roughly 30% of the EU-15
average and higher productivity was adso recorded in neighbouring Austriaand Italy.

Changes in average turnover per enterprise in the sector have not been postive, since in red
terms the vaue in 2007 is lower than in 2003. This is to a large extent the effect of inactive
enterprises il registered in the sector but with no actua turnover.

In the last three years also the ratio of the cost of goods, materia and services to net sales has
deteriorated showing upward corrections of raw milk prices and higher energy cods.
However, dso the downward pressures on prices of find products affected the ratio since the
market competition intendfied ggnificantly after the Sovenia entered the European Union in
2004.

3.2.2 Valueadded and profits

Figures on value added and profitability in the Slovenian milk processng companies show
important deterioration in the period, however with a dight postive move in 2007 (table 1).
This decline was partly caused by the drop in export subsidies, however, even if subddies are
excluded from the calculation the value added and profitability is lower than in pre-accession
period. The dairy sector has been among the most profitable over many years, but the period
of high trade protectionism and export subsidies came to an end and pushed the sector into
intengve restructuring.
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Table 14. Basic business per formance indicator s of the dairy industry (in real terms)

Indicator 2003 2004 2005 2006 2007
Gross Added Vaue at factors cost (mill. EUR) 442 31.2 34.3 232 36.8
EBIT - earnings before interests and taxes (mill. EUR) 2.78 -9.14 -7.32 -14.08 0.03
Operation gross surplus (mill. EUR) 4.28 -9.71 -8.63 -13.04 -2.15
Gross Added Value per employee (EUR) 25924| 18,760 23,286| 17,532 29,335
Operational gross surplus per employee (EUR) 2,511 -5,836 -5,857 -9,851 -1,710

Source: AJPES - Agency of the Republic of Sloveniafor Public Legal Records and Related Services

The GVA per employee in the dairy sector in 2007 is about one tenth lower than the average
for dl food industry sectors. If compared to the manufecturing industry as a whole the
difference is around 6%. Ye, the dary industry has log much of its strong postion it had
before, when the results were about one tenth above the food industry average. Comparison of
this indicator of the Sovenian dary industry with the EU-15 competitors shows that 2003
GVA/employee in the Slovenian dairy sector only reaches 56% of the average EU-25 leve. In
many European countries GVA per employee in the dairy industry is much higher, range to
67,800 euro in Austriaand 81,100 euros in Ireland (Eurostat, 2006).

Profitability of Sovenian dary industry has decreased radically after accesson, as net losses
amogt doubled in 2004 from the year before and the smilar increase happened in 2006, when
the sector reported 13 million euros of net losses. Lagt financid year the sector closed with
only around one fifth of net loss from previous year, but the earnings before interests and taxis
(EBIT) were podtive only a subsistence leve, showing that loss is likdy due to expenditures
for interests. Of the 22 companiesin thisindugry, ten reported losses in 2007 (45%).

3.2.3 Market share developments
Data on import and consumption of main dairy products indicate that the Sovenian darries are

losng market shares on domestic market to foreign competitors. This tendency started aready
in 2000 but has intengfied after accession to the EU.
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Figure 8. Share of Slovenian dairy sales’ in the total domestic consumption of main dairy
products; 1997-2007

" Slovenian dairies sales are calculated as a difference between consumption and imported quantities of
individual dairy product.
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The biggest decrease in market share is evident for cheese (from 86% in 2003 to 58% in
2007) and fermented dairy products (from 90% in 2003 to 66% in 2007). For fresh milk and
cream, where until 2003 nearly dl domestic consumption was from produce sold by
Slovenian dairies, the market shares declined below 90% by 2007.

For fresh milk and cream a dedine in domestic market shares has been somehow
compensated by an increase in shares of export (figure 9). Export market share in totd
domegtic fresh milk production has increased from about 30% in the period 1997-2005 to
more than 40% in last two years. After 2005, some podtive development is evident adso for
fermented products, while for cheese and especidly for butter the export market shares of
Sovenian dairies are dill on the decline.
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Figure 9. Share of Slovenian dairy exportsin the total domestic production of main dairy
products; 1997-2007

3.24 Competitiveness at retail level

Realing indugtry having an increesng market power is a globa phenomenon clearly present
adso in Sovenia The levd of concentretion in the retalling sector is among the highest in
Europe. The process of retall consolidation and redructuring has been reflected most
obvioudy in the pressures on purchase prices and contracting conditions, shifting of an
increasing share of transaction and didribution cogts to suppliers. The strategy of cutting cost
by the retallers reflects in their effort to decrease the number of suppliers for one group of
products. Having in mind the market power of retalers this eventudly resulted in exduding
most of smal suppliers with no brand/not specific products and dimination of less profitable
products from store shelves.

Important dtrategy of dl mgor retalers is the introduction of private labes. They are present
in most of the product groups, however retailers have started to introduce this brand category
into the dary segment among the last. Market share increased with the smilar trend as for
other food product groups, and the expected share in the future is around one third of tota
sdes. The drategy used by food retal companies when introducing their private label brands
took advantage of the unelaborated strategy of producers — it prevents differentiation between
producer's brand and private labe brand and often there were in fact no difference between
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the two. These products have to be the chegpest and are known for their low margins (both to
retailer and to producer).

On the other hand, the sdection of products is rather wide and nationd brand are dominating
virtudly al categories, dongsde with retaller labelled goods ill predominantly produced by
Sovenian suppliers. Still in eyes of consumers it is perceived, that the qudity of Sovenian
productsis rated higher or amilar to foreign brands.

The profound changes that have taken place in Sovenian food retalling have offered
consderable economic advantages to operators. Also heavy investment has alowed retalers
to regp economies of scae through the operation of large store formats and large chains of
dores. This has been supported by the implementation of sophisticated logigics and
digribution systems married with ggnificant invesment in new technology (such as e-POS).
The result has been dgnificantly improved efficiency with grester sdes per outlet and per
employee. However, besde a very successful modernisation, introduction of contemporary
management practices and conduct, established growth of profit might be ascribed to the
market dructure too. Bilaterd oligopoly market dructure enables economic domination of
retallers in the Sovenian food chain. High level of verticad power makes retailers possible to
introduce business practices that adversdy affect the competitiveness of their suppliers and
distort comptition.

Bedde the evident negaive effects on food suppliers business performance the result in
Sovenia might be aso that dairy processors and other food suppliers are likely to invest less
and spend less on new product development and innovation, leading to lower qudity and less
consumer choice,
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4 SWOT

4.1 Strengthsand Weaknesses

The domedtic farm level production is actud showing more drengths than weeknesses in
comparison with the processng level which is suffering a lot through the opening of the

markets after EU accesson and increasing market power of the retailing sector.

Table 10. Strengths and Weaknesses of the Slovenian dairy sector

STAGE

STRENGTHS

WEAKNESSES

Farm Level

a)

High quality of milk

a)

Small scale structure of farms and high share of
production located in LFAs resulting in low
labour productivity

b) Price competitiveness (producer b) Low leve of specidisation (high share of mixed
prices below EU averages) breeds for milk and meat production with lower
milk yields)
¢) High market orientation ¢) High costs of milk collecting and administration
d) High expertiselevelsand existing d) Sill low average gross margins (but high
network of farm extension service differences between the farms)
€) Reatively high genetic potential for €) Specialised dairy farms are in minority, combined
milk production of significant part of dairy and meat production still prevails.
the national herd
f) Good natura conditions (grassland)
for sustainable production
Processing level a Strong supply base (well developed | & High costs of milk collection (small-scale
milk collection service) producers, well spread geographically).
b) Lower milk costs (below EU b) Structural deficits (scale and scope inefficiencies)
average) and hence low productivity and international
competitiveness.
¢) Relatively high quality of dairy ¢) Insufficient market orientation - lack of new
products product development, brand management and
promotion
d) Consumersloyalty to domestic d) Inability to cope vertica domination by the highly
products concentrated domestic retailers
Retail level a) Good range of products, domestic a) Strong dependence on domestic market with
products prevails rather small potential for international expansion
b) Good standards of service b) Comparatively small enterprises
a Highlevel of market concentration ¢) Relatively good business performance based on

market imperfections
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4.2 Opportunitiesand Threats

The key dement of the future devdopment in the Sovenian dary sector is the
competitiveness of the processing sector. Dairy farms can be a stable supplier of the raw milk
more or less in any maket condition, while dary industry a the processng level needs
sgnificant improvement in scae, market performance and development of new products. FDI
in this sector could be seen more as threet than an opportunity due to smal scale, demand for
raw milk and relatively competitive dairy structure in the region.

Table 10. Opportunitiesand Threats of the Slovenian dairy sector

STAGE OPPORTUNITIES THREATS
Farm level a) Farmrestructuring and further increase | @  Milk quota abolishment could increase
of production the pressures on milk prices
b) Further increase of quality schemes b) Non-competitive dairies could be closed
(Glsor organic production) down and the milk suppliers not taken
over by other dairies
¢) Further technological developments ¢) Feed grains price situation could worsen

the economic performance of the sector

d) Climate changes effects with more

draughts
Processing level a) Growth of consumer demand for a) Further import penetration and decrease

products where dairies show in market shares
competitive advantage (fresh dairy
products, sterile products) and market
expansion on foreign markets

b) Increase quality and efficiency of b) Further pressureson prices and
production through investments co- contracting conditions from retail sector
financed from existing public funds

c) Further strengthening of food ¢) Not sufficient funds for marketing to
ethnocentrism in Slovenia (growth of compete with the multinational brands
loyalty to national producers and coming on the market

brands) and demand for products with
denominations (PDO, PG, organic
products)

d) Foreign capital takeover and processing
capacity reduction or facility closure.

5 Suggestionsfor policy recommendations

The Sovenian dary food chain is faced with some important chdlenges. They sem largdy
from the changing economic environment, foreign competiion and week domestic
competitiveness a the processng levd. EU Accesson and further changes to the CAP
(liberdisation of the market, factua abolishment of export refunds, introduction of decoupled
payments) have reduced the levels of market protection, which crucidly contributed to the
gability and attractiveness of the dairy sector in the past. The pressures arisng from reduced
supports have been fdt more in the processng industry, which is faced with tighter
competition on the domestic market thus forcing producers to increase exports. However, a
large pat of dary processng industry has dill to achieve the required competitiveness in
terms of prices or quantities.

On the other hand, raw milk producers have been in a somewha more favourable postion
thanks to the rdativdy high qudity of rav materid and the nearness of the Itdian market,
where there has been good demand for this product at relatively favourable prices. However,
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even they face problems of poor competitiveness, due mostly to smal volumes of production
per farm and high costs of milk collecting.

The entire chain faces further dructura change, which will result in increased production on
larger farms, movement of production away from more distant areas, consolidation in the milk
processing industry and in vaious measures amed a reducing production costs such as
lowering of labour cogs and focusing on a narrower range of the economicaly most atractive
products. All these trends have aready begun and are expected to intensfy in the future.

It is clear that the main chdlenges for the future of the Slovenian dairy sector are coming
from market and not from policy sde. The policy is crested on the EU leved and the Sovenian
voice in the Council is relatively weak. The producer organisations at the farm leve are full of
fears due to expected dairy quota abolishment after 2015. The effects of quota abolishment
are difficult to predict. However, it is clear that compstitiveness of the whole dairy chan is
the key factor which enable the opportunities to prevall againg the threasts. The dairy
processing industry is complaining about the strong market power of the retallers, not doing
enough for draightening of its own pogtion on the market. The main task of the government
should be © support development and competitiveness of the sector instead of protecting it. In
the frame of exiding and future CAP (after “hedth check” CAP changes) policy measures
should be focused on following dements:

increase of targeted investment support on the farm and processing levels,

use the opportunity for specific actions in the direct payments scheme for mitigating

the dairy quota abolishment effects (support for milk collecting in the LFA areas);

more efficient competition policy indrument to limit market powers of retalers;

more support for technologica progress a the farm level with better extension system

and deveopment of new technologies adopted to the new economic and climate

conditions;

more support for research and development activities for the processng sector

regarding development of new products, functiond food, products with geographica

indication (PDO, PGI) and organic trade marks.
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