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| ntwotdi on and Summercyt oafs Anal yzed

The current study presents the performance of manufacturing in Serbia since the crisis of 2009,
focused on competitiveness analysis of four manufacturing sectors selected by the Ministry of
Economy: food and drinks (F&D), wood and furniture (W&F), rubbet plastics (R&P) and
machines and equipment (M&E). The study is conducted within a broader project
(ACompetitiveness and Jobso) i mpl emented by
whose aim is to mitigate and remove barriers for boosting competisiveme employment.

The purpose of the study is to contribute to the improvement of business and investment
environment- especially in selected sectorsn a way that implementation of activities
proposed in the study leads to the promotion of developrm@mpetitiveness and employment,

i.e. elimination or mitigation of the main identified barriers. Also, the purpose of the study is to
inform the development of an industrial development strategy in line with the EU negotiating
chapter 20 Entrepreneursh and Industrial Policy, which is about accelerating the structural
adjustment, encouraging the creation of busifieesdly environment, fostering domestic and
foreign investment, promoting small and medium enterprises (SMEs), as well as supporting
entrepreneurship and innovation. Also, negotiating chapter 20 implies promoting better
competitiveness analyses of specific sectors and sgotaific initiatives, such as higavel

groups, forums related to policies, studies and panels of experts, assweghm@ectivity
initiatives. Additionally, the creation and implementation of a policy in the field of
entrepreneurship and industry requires appropriate administrative capacity at national, regional
and local level, including effective consultation proessand mechanisms of cooperation, to
which particular attention is paid in Annex 2 of this study.

Our findings confirm that these four sectors, as well as the fabricated metal products (FMP)
sector which should be added to them, exhibit strong comparadeantages among
manufacturing industries. However, to turn the observed advantages into sustained growth, two
sets of policies are of <critical i mportance.
economic structure in which MSMEs play a part&lyl important role. The other is needed to
address the paradox that while highly skilled labor at very low wages is the key advantage in
four out of the five sectors, its sparse availability is also the greatest obstacle to their faster
growth. However, lte conduct of proactive industrial policies will require substantial
strengthening of relevant government institutions and changes in their manner of work.
Limitating the analysis on the selected sectors has two main reasons: on oRedsautce
constrants, but on the other handthe need for the institutions to first get capable of
implementing systematic proactive industrial policies which are targeted and adapted to specific
sectors, which is a novelty for Serbian state administration.

Background: A Protracted Transformation

To understand the somewhat muddied economic trends exhibited by manufacturing in Serbia,
itis useful to distinguisb et ween the Atraditional 0 and fAnew
two exhibit completely divergent trends By adiitti onal 0 we consi de
comprised of previously state/socially owned companies, whether they are today privately
owned or not. With the exception of a relatively few successfully privatized companies, it has



been declining and disappearingtire observed period, affecting the overall performance of
those sectors, like M&E and W&F that started the period less transfdrfiednew economy,
however-consisting of greenfield FDIs and new domestically owned private companiesthat
emerged trulyde rovo, or building on fragments of the disintegrating traditional ecoremy
resumed strong exped growth after 2009/2010. Privatized companies held by-well
established international have behaved like FDIs in the new economy, while the performance
of othes has been ihetween those of the new economy and imploding -statesd
enterprises.

Since 2009, export growth, almost entirely generated by the new economy, has been very
strong considering the sluggish international environment, surprisingly diversifiedand

broadly and evenly spread There is greater differentiation in growth rates by ownership type
(17% for FDIs vs. 9% for domestic companies, i.e. MSMES) than by activity sector (13% for
both the average of the whole manufacturing industry and foothes&élected sectors). About

70% of export growth in a large number of industries was accomplished by entering new
markets and gaining market share. Even for micro enterprises, this growth was generally higher
than the import growth rate of our main maské&the number of large exporters declined from

289 to 265, probably because of the decline and exit of traditional companies, but the number
of markets with exports of more than EUR 1 million or more than EUR 10 million each
approximatelydoubledover thisperiod.

The overal/l concentration of exports (if Fl
changed little in the postcrisis period, despite considerable changes in structure, only with

the exception of pneumatics and raspberries (exporting respectdgeind 250 million), there

are not as of yet areas of producer clustering and specialization. The number of industries with

an RCA greater than 1 increased from 86 to 90, and at the levaligit BITC aggregation,

only the value of automobile exportsrgasses EUR 1 billion and no othectorsurpasses

EUR 400 million.

The foreign-owned and domestic MSME sectors appear to have largely had parallel
developments wi th relatively Ilittle integration o
chains. This issue, in particular, needs further study and a more detailed understanding if
policies are to be firuned.

Key Competitive Advantages and Challenges

While generally the competitive advantages and disadvantages of the two kinds of enterprises
comprising the new economy differ, they share thedamental factor of successa

favorable skill to labor costs ratio, the skills closely reflecting the existenceofiat r adi t i on o
in the industry. Old traditions of engineering/technical skills, especially in mechanical design

and construction as well as metal processing, are key to the competitiveness of M&E and FMP
industries, but also in good measure to the highlyessfal R&Psector The F&D sectoris

based on an old agricultural tradition, with favorable natural resources playing a key role. The
advantages in the W&Bectorrepresent a combination of both skills (not unlike mechanical

ones) and forest resources.

! The distinction between companies by ownership type was made possible based oesveniattructed by
CEVES.



The larger foreign owned companies are successful nearly across the board, emphasizing
investments in largerscale production. As to MSMEs, considering the limitations they
usually encounter, they have found segments of competitive advantage in two kinds of
circumstances. One is where they could produce much cheaper products because of
product/quality differentiation, usually also protected by transportation and market penetration
costs (food and plastics). The other is where the availability of highlgakabor at very low

costs creates a strong competitive advantage, typically in technically more demanding
industries when a high degree of customization/service content is needed.

Labor costs tend to be lower in Serbia than in all NMS, but not by much,rad possibly not

lower than in Romania and Bulgaria Average productivity of the new economy is also lower
than in competitor countries, but generally by less than labor costs. However, the
competitiveness of labor decreases with the level of qualificgtsmnwage difference is greater

for higher qualifications.

A fundamental constraint, both for FDI and domestic companies, however, is that skilled

labor is not plentiful, and expansion of qualified employment as a rule has to be gradual, with
investmentin training. Low mobility contributes to low labor availability, but it also means that
unemployed or underemployed skilled people continue to exist. Also, a constraint is the lack of
highly skilled managers, experienced in integrated process managesneel, & in corporate
governance. While FDIs overcome this constraint by bringing expats or training local staff, this
is an important limitation in the growth of domestic MSMEs. Furthermore, many aspects of the
business environment that are beyond tlopseof this study weigh on the competitiveness of
businesses large or small.

The usual constraints faced by MSMEs are exacerbated by the absence of large market
intermediaries, and low trust, emphasizing the effects of fragmentation, especially in F&D
(and particularly fruits and vegetabfesan area of otherwise greatest comparative advantage).

As anywhere, MSMEs lack access to capital, and therefore, generally, the possibility-of large
scale production. They are much more likely to lack access to glalkéts, especially where
reputation and branding plays an important signaling role, and they are likely to lack not only
the capital but also the knowledge necessary to build this access. They are also very likely to
lack the knowledge (of technology baven more of process management and corporate
governance) necessary to scale up production when/if the opportunity arises. Integration
through association or large intermediaries, able to aggregate their products and penetrate
global markets, would greatlgileviate these drawbacks. This would not only facilitate the
presentation of Serbiabdés advantages, but al
domestic economy. Fortunately, the proximity to core EU economies, as well as growing
Serbian diaspa linkages, alleviates somewhat the challenge of individual global market
integration.

Sector Summaries

Food and Drinls

F&D remains by f ar seSta(l,66b mibie, 11. 84 of thestotal) afterp o r t
transport vehicles and equipment. It lgasned relatively less export market share than other
industries (43%) both because of a higher starting base (with an RCA of 2,3) but also because
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of true weaknesses compared to its potential. The fruit and vegetable subsectors by far the most
competitiveone (exporting a total of 430 million EUR, and including agriculture segment, more
than 700 million), where Serbia is among the top European producers of raspberries, plums,
quinces and paprikas, with an RCA of approximately 9. However, there is great feco
increasing competitiveness through diversification, increased commercialization and
lengthening of all value chains. Although the sector is extremely low concentrated (HHI of only
62), exports are characterized by low diversification, with frozepb@rries comprising 17%

of thesectortotal.

This largely domestically owneskctorwas privatized early, and the top three exporters (8%

of sectorexports) are all held by domestic capital, in the highly concentrated oils and fats
subsector. There were only 15 well established international companies exporting more than
10 mil EUR in 2015, (a total of EUR 300 million). Foreign ownership tends tedienal, with
international brands mostly in the drink subsector and mostly oriented to the domestic or
regional market.

The competitiveness of the F&D sector | arge
climatic conditionsand probably unsustainb | y cheap @l a% Bowevernthet he m:
fragmentation of land ownership, MSME processors and market intermediaries hamper the
transition from a traditional subsisterggented to a modern, demaddven,sector Much of

the land lies uncultivated (11%, o/w 9 pp south of Vojvodina), the yields per ha of cultivated

land are low (37% lower than EU average for same portfolio of primary products) and the
assortment of products is relatively laalue, and/or with low alue added down the value

chain.

Rubber and Plastics

R&P (exports of 982 million) achieved the strongest competitive performance of all sectors,
and has recently overtaken F&D for the position of highest RCA (2.73). More than 70% of its
high exports groth (annual average of 13%) was accomplished by gaining market share on a
wide array of global markets, partly because this segtowhere nearshoring from developed

EU markets has been particularly pronounced. It is medium concentrated (HHI 713y, mostl
led by wellestablished foreigowned companies dominant in exports (in total 72%) with the

top three companies (44% of exports) comprised ofkvalvn international brands (Michelin,
Cooper Tires and Viscofan). TBectoralso has a vibrant MSME sectbiat has also been able

to increase exports over the observed period substantially faster (15% annually) than the global
growth of imports.

Serbia was by far the principal producer of rubber products in Yugoslavia, and today the
sectob s mai n cadvarpagerliestini the éow costs of the haglality skills needed to
produce and adjust often expensive (metal) tools that need to be changed every time a
rubber/plastic product gets a new shape. Market opportunities for MSMES in this sector have
arisen inthe plasticsector-the subsector of wrapping and packaging that often works closely
with the local foodsector producing moderately large series, with possible quality
diversification.

2Particularly present in agriculture, especially in the production of fiuisnot limited to it This refers to labor
invested by households usually to produce taiutomplement other sources of incqmag a secondary actiyibf
many household<ultivating small land parcels that they own.
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Machines and Electrical Equipment

M&E is the onlysectonn focuswith an RCA somewhat below 1 (0,95), but almost 82% of the

fast growth (12,6% annual average) of its very diversified exports was accomplished by gaining
market share, and it can be expected to remain sustained for a while, increasing the already
significant export size (1.348 mil EUR). Moreover, the development ofgbctorcan be
expected to make a valuable contribution to manufacturing industry overall as it is the producer
and consumer of the very skills that appear to comprise some of its main titespe
advantages.

The M&E suffered strong structural change in the observed period, with the share of traditional
economy in exports declining from 22% to 11%. The top 3 exporters (making up 32% of total
exports) and 18 of the top 25 companies (creali®f of total exports) are foreigpwned,

mostly weltknown international brands (eg. Gorenje, Siemens, Grundfos) producing
household appliances, wind generators, and pumps, respectively. Still, exports of the domestic
MSME sector are significant (EUR 335llon) and also growing strongly (10,7% for medium

and 8,5 for small and micro companies). It is in this sector that the differentiation between the
areas of strength of these two company types is most clearly seen with the highly diversified
and diffusedomestic sector focusing on general purpose machines (refrigeration, lifting,
pumps), when they require adaptation to customer needs and especially system integration, as
well as on the production of sometimes very sophisticated specialized machines whose
production requires a lot of engineering knbaw and relatively little capital.

Industrial policy in this sector should be particularly directed to the attraction of selected
investor® focusing on their potential for human resource productivity devedog@imand in
supporting them to cooperate with and integrate domestic suppliers. Also of key importance are
programs for workforce skill development. Finally, more could be accomplished by systematic
presentation of thisectoron global markets.

Wood and Frniture

The contribution of W&F to export growth is somewhat smaller than for the other three sectors
(total exports of 335 million EUR), but this sector exhibited one of the highest export growth
rates (13%), and has favorable characteristics from thet pé view of the possible
development and social effect. Moreover, the observed period has been marked bydki near
of the large, lossnaking stateowned company Simpo from Vranje. Out of the top three largest
exporters (making up 16% of total exf®r two are de novo domestic companies and one is
Italian FDI. Out of the top 25 companies that account for 42% of exports, only 7 are foreign.

In comparative terms, Serbia is moderately rich in forests, but produces very little value from
each hectarelthough the relative contribution of furniture in it is among the highest (55%).
Key to the success of the furnitulsectoris an adequate combination of qualiyce-design.

Having ample production skills and limited design and marketing and braridiiisg as well

as limited global markets access, Serbia has positioned itself in théoldaw-to -medium

price segment. Half of its furniture exports are to the region, mostly of wood panel, and the
reminder, mostly upholstered and solid wood furnitare both towards eastern markets and
advanced EU markets. Exports outside the region have all been growing strongly and have been
well diversified, while export to the region were also growing strongly despite weak demand.



The principal obstacle tothest or 6 s devel opment iis its frag
effects of an otherwise unpredictable allocation of primary wood, and also that trade
intermediation on the domestic market is even thinner than in food and drinks sector. The main
interventiors ought to be the development of a transparent and predictable primary and sawn
wood market, as well as integration of producers both as buyers and when positioning on the
global markets.

Other Sectors

The FMP sector deserves inclusion among the sectdirstobrder of interest largely because

it shares competitive strengths with M&E and the fact that these two sectors together can
contribute to the competitiveness of the entire manufacturing. It itself has sizeable exports for
a sector that is generaltyiented to the domestic market, as well as a competitive performance
exhibiting considerable market share gain on foreign markets and an RCA of 1,44. Domestic
clothing sectoralso deserves more focus and further studies as it seems to exhibit a sound
recovery power in the postrisis period’ although Serbia today is a relatively small exporter

of textiles and clothing, its exports in the posgsis period grew significantly faster than the
import demand of key markets to which it exports, as well asrfédsan exports of its major
European competitors. Growth was driven primarily by FDI (around 20 of them), but
autochthonous small and medium companies also contributed.

If export growth is observed only between the endpoints of the observed periad, stieng

or even stronger for motor vehicles and the chemicals industry than for the selected sectors of
focus. However, the increase in exports over the observed period for the motor vehicles industry
peaked in 2013 with t heandmassincegeclméd. IRthedcdsesf 500
chemicals, longer term exports do not, in fact, show any re2@9 happened to be a very
low-base year. These two industries heavily depend on single large companies (FIAT and
Petrohemija), and their particular allenges need to be better understood. This merits
investment into irdepth analyses engaging specific global expertise, well beyond the scope of

the present study. The domestic apparel industry also deserves further study as it appears to
exhibit remarkale resilience.

Recommendations

A Policy Matrix at the end of this section summarizes general and -speoific
recommendations. The former ones are elaborated in detail in Annex 2 of each of the sector
specific documents, while the latter are elaboratdteir main body. Here we emphasize the

key overall recommendations for a more proactive industrial policy to be implementable and
effective.

1 Government and quagovernment organizations supporting the private sector need to
develop deep sectapecific expertise and a shared understanding of the technical and
economic characteristics and needs of businesses in the targeted subsectors. This
includes government support to MSMEs, whic
to sectorspecific needs. A prior requirement for this is a substantial improvement of
economic statistics in the public domain. Another is that a more systematic and deeper
communication between the government and businesses sector be developed, as this
deep knowledge can only be developed through anestransfer of information and
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collaboration. This does not mean that all the necessary knowledge needs to be
developed irhouse, but only institutions that have accumulated knowledge, including
of networks of individuals with worldlass information, can be truly of help to industry.
Second, fruitful industrial policy requires judgment calls that ultimately produce
measureghat give clear advantages to some, but not all market actors. This requires
t hat Serbiabs administrative system be
observance, to making informed judgments based ordeéhed criteria. This, in turn,
requres the development of monitoring mechanisms that will involve and build public
trust in the integrity of such decisionaking.

Also, the paradigm of support to MSME sector and foreign direct investments should be
reevaluated and potentially revised. Kesues are:

T

Ten times more resources are spent on FDI attraction, yet their developmental effect in
some cases may be quite limited, particularly as the structuring of incentives is likely to
be biased towards attracting those with lesser developmeuotihtial. To improve
development effectiveness, the targeting and structuring of FDI attraction needs to be
developed.

Second, assistance to SMEs is insubstantial overall and fragmented, and therefore
probably has only marginal effect. To make a diffeegrstipport to SMEs needs to be
more substantial, integrate several aspects (advise, access to finance, organizational
support) and go deeper.

Supplier development programs are a way to improve both the development
effectiveness of FDIs and promote andsigbe development of SMEs.

Finally, efforts to promote SME cooperation and clustering need to be anchored in
incentives that bring lasting and palpable benefits to the companies in qéesticin

as permanent reduction in material costs due to largehasing orders.

Well-designed industrial policy in Serbia needs to pay attention to regional differences,
particularly of employment/unemployment profiles. All aspects of regional
development need to be studied.



Policy Matrix T Priority measures

Short-term Medium-term

General Recommendations

Institutional capacity and policy focus

A Significantly impro
data and data availability from SORS (Statistical A Establ
Office of the Republic of Serbia) and SBRA
(Serbian Business Registégency).

ish |/ suppt
independent institution for monitoring
macroeonomic trends.

A Conduct comprehensiv

" : A Devel
competitiveness and development potential of
exchangeable services sector such as the creati\
industries, IT, tourism and Belgrade as a regiona
logistics center.

op progr ams
monitoring ofindustrial policy programs to
boost publieprivate cooperation and
develop confidence in policy quality.

A Develop centers
economic and technological knowledge a
businessmarket analyticsiusiness
intelligencg in cooperation with the
economic sector.

A Reform administraceiv
more purposeful activities of competent institutior
and their oversight.

A Strengthen the Gover
and coordination system (Adopt the Planning Act

Knowledge and skills

A Support student
through subsidized intarrban public
transport and consider setting up youth
accommaodation facilities.

A Continue and expand
development of secondary education curriculum
cooperation with the economic secttrengthening

the aspect of lifelong learning A Introduce voucher

students and workers in specific skilgth
a grading system for successfully
completed training, as a condition for
redeeming vouchers / reimbursement of
funds invested in training.

A  Enhance the response
as well as cooperation between the ministries of
economy and education in adapting the curriculu
of secondary vocational schools to the needs of

local econmies.

A Develop support |
experienced professional staff from
Diaspora, especially in process
management skills.

A Complete and adopt t
framework.

A Legislate the compen

transportation for secondary school students. A Develop modern ac

- economic analysis of industrial sectors
and organizations

- economic justification / general
applicability in technical / engineering
schools.

A Explore the main rea
of certain secondary school profiles, accordimg
administrative divisions.



Policy Matrix i Priority measures

Short-term

Medium-term

General Recommendations

Support to companies, FDI and MSMEs

A Explore best incenti
to recognize development impacts.

A Support invest met
A Ilntensify, consol i da equipmentinareas with the greatest

measures for SMEs development axgort,

development effects. Primle training and

especially within aRASprogram. Also, establish & support for installation and operation of tt

comprehensive monitoring and evaluation of
business support programs. This measure implie

the following:

- Developsekctoralprograms for quality

improvement, marking, and traceability of produc

along the entire chain.

- Developsectoralprograms for the improvement
and process management training. Place more
emphasis on company trainings for communicatit
with foreign buyers and develop support prograrr
for the i mpl eme-prboar é me

- Examine which areas in selected sectors would
most benefit from investments in technology and
equipment and pinpoint areas with the highest

potential for development/externaleffects.

A Continue and intensi

companies in folign markets.

A Establish a progran
trends (using the "purchasing managers index"

model) but for MSMEs, for priority sectors.

purchased machines or systems (IS, CM
machines, tool reparation, and corporate
governance).

A Ilnitiate compl ex
SDIs, driven by developmental impacts.
Reroute theincentives for creating jobs
towards workforce development, i.e.
investments in knowledge development a
employee training.

A Support and encol
cooperation of SMEs by incorporating
incentive measures with other industrial
policy measures, such as support for grot
performances abroad.

A Organize joint v«
companies on the market, through
Aumbrell ad brands «
cooperation, but only after reliable
standards of quality control systems are il
place et.



Other measures directly within the competence of the state

A Examine in detail anA Further devel op f
inefficient disposal of public property and industri and make it fully available to the SMEs.
sites trapped under unresolved property relations
A Provide stable si
A Quality evaluation o
practice. A Perform systemat.
inspection andupervision.

Policy Matrix i Priority measures

Short-term Medium-term

Food and Drink

A Establish an "admi./
a fresh fruit and vegetable segment i.e. reduc
administrative procedures to a minimum, give
priority to easilyperishable fresh produce, and
guarantee damage refund in the event of food
spoilage due to long border wait times.

A Programs for conso
of land ownership.

A Establish a networ

A Develop cooperatiol o oo oets.

cooperative oriented globally integrated

companies in the field of processing and trade A Support the establ

transparent purchase market, by means of a
centralized and transparent system of
continuous (ongoing) information, including
world market trends, as well as through the
aforementioned purchase / distributipoints.

A or@inue with consistent trade liberalization
(do not introduce levies, remove administrativ
barriers).

A Provide urgent funi
and make the application process fully A

transparent to all stakeholders. | mprove the qualit

subsidizing a gradual achievement of the G/
standard, establishing a reference laboratory

A Introduce nrmearket(fraits i and stricter control over product safety.

and vegetables), with stronger genetic potenti
and longer season, suitable for fresh
consumption, and work on the development a
promotion of indigenous varieties.

A Promote and suppor
production and naGMO product labeling
(particularly meat).

A Restructure t hehighari z o 0 e
allocations within thegricultural budget to

support processing, the quality of primary

products, and linking primary and processing

sectors.

a member of
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Policy Matrix i Priority measures

Short-term

Medium-term

Rubber and Plastics

A Develop educati
the compliance of existing exporters with
REACH standards.

A Establish a
exporters, according to specific products and
standards, in order to develop, monitor and

evaluate programs for improving the quality of

production processes and products.

A Perform a dapastied aedd

product portfolios of domestic companies, and

the needs of large globally integrated buyers,
order to determine the possibilities for

developing direct support programs for import

substitution.

onal

dat aba:c

A Develop targeted s
the existing FDIs and autochthonous
companies current import of plastic products
is > EUR 500 mil, and large FDIs account fo
50% of those imports.

A Support the establ
associations, based on identified geographic
groups of comanies, to enable a joint
procurement of raw materials, joint use of
equipment and machinery, and joint venture
on foreign markets.

A Support a gradual
and more productive machines (50000t),
robots which can multiply productiyiin
certain segments of production, and 3D
printers to create product prototypes.

Machines and Equipment

A Promote the sector
skills, knowledge and ability to produce

A Devel #e sapplieipr e h e

op

customized products in a short time, given the development program by learning from pilot

trend ofnearshoringn the most developed EU
countries.

A Establish a
exporters, according to specific products and

standards obtained, in order to develop, monit
and evaluate programs for improving the quali

of production pocesses and products..

A Pilot a vendor
selecting companies capable of becoming

suppliers to globally integrated companies in ¢
short time, and provide available direct suppol

that will accelerate this transition.

A P e r demiledmnalysis of capacities and

product portfolios of domestic companies, and

the needs of large globally integrated buyers,
order to determine the possibilities for

developing direct support programs for import

substitution.

dat aba:c

dev ¢

projects.

A Support cooperatic
and relevant globally integrated companies,
especially in areas with potentials for import
substitution.

A Support strongegandt
science, not only in terms of education of the
needed personnel profiles, but also in resea
and innovations that the economic sector ca
put on the market.

A Support the transi
production technologies and upgrade of
machineryin line with the progress of
advanced technologies and Industry 4.0 i.e
machines, equipment and software that can
upgrade productivity and product quality.
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Policy Matrix i Priority measures

Short-term

Medium-term

Wood and Furniture

A E s ttrarspaierscyhof the wood raw
material market by publishing information on
beneficiaries, quantities and relevant criteria.

A Explore options fo
wood raw materials from the state forests,
which will increase procurement stability and
predictability, encourage SMEs associations
procuring raw materials and potentially open
the door for multiyear contracting for one
fixed quantity of the total available wood raw
material.

A Establish and make
guantities of woodaw materials annually,
along with future projections.

A Subsidize the use
with production potential in terms of capacity
and production technology, which lack funds
for proper product design necessary for marl
penetration.

Aldentify the reasons behind ineffectiveness
the existing clusters and associations within
W&F industry, and find solutions and suppor
measures for creating functional association:

A Ilntroduce a new sa
material from statéorests that will be based on
market principles, while protecting
woodworkers from rural areas.

A Raise forest manag:
relates to state forests, primarily to improve rc
infrastructure and logging machinery, and in
terms of privae forests, primarily to improve
afforestation, introduce certification, and raise
awareness about sustainable forest managen

A Establish a Desi
which will be linked to all existing similar
associations and initiativett the local level.

gn

A Support functional
identified geographical groups of companies,
aimed at joint ventures in the procurement of
raw materials, use of equipment and machine
and foreign market operation.

12



Food an®&ebiPiemkK or mance and

Chain Anal ysi s
with a focus on raspberrie

13



Summary of the Analysis of the Food and Drink Sector (F&D)

U Agriculture and the food and drink sectorare traditionally rooted in the Serbian
economy and have always been consThder ed
F&D sectorstill has massive economic (25% GVA of the processing industry), social
(employs 20% of the processing industry) and demogtaphportance- more
pronounced than in the EU countries. This position comes from widely known
comparative advantages in agriculture, but also from efficient and faster privatization
of its key processing facilities compared to other processing sectors.

U As a selfsufficient country in food production, Serbia has been a net exporter of
food for many years.After the crisis, and the stagnation of a saturated but relatively
poor domestic market, tHe&D sectorinstinctively turned to foreign marketgoday
exports account for 25% of total turnover, and at the beginning of the crisis it accounted
for 15%- and what is more important, the total growth of activities came from exports.

U The performanceseemedsolid at first glanceé (export continued to grogexport was
increased by 70% EUR 680 million and net export by 45%EUR 250 million),
Serbia's market share in export markets was increased, and a high RCA indicator (2.3)
points to strong comparative advantages of Serbia. Nevertheless, a compahis@y wit
CIE competitors Bulgaria, Romania, Hungary and Poland reveals that Serbia did not
fully utilize the opportunityi the said countries achieved a significantly faster growth

U A deeper review of the structure of Serbian exports indicates that exporesctually
add very little value to the agricultural production, and that exports are not
diversified.Small added value is a consequence of short value chairsgnificant
amount of produced agricultural raw materials is still used for natural consur{fption
milk 30%, for meat 40%50%, even higher for certain fruit varieties), while a
significant part of raw materialsespecially cereals and oilsedds exported (exports
of agricultural raw materials reached almost EUR 1 billion). The remaining raw
materials which manage to find a way to the food industry are mostly only slightly
processedmaking frozen raspberry, sugar, soya and sunflower oil, and flour key export
food products of Serbia. In addition to low added value, productivity too is réyative
low across the entire chaini n t er ms of yi el ds, Serbiabs
average 37% behind EU yields, while the processing segment is marked by low labor
productivity, which is compensated through lower labor and energy costs (the added
value/labor costs ratio in Serbia is 2, and one of the highest in Europe). However, in
order to advance competitiveness, this productivity will need to grow faster than the
certain and expected increase in wages.

U The structure of the SerbianF&D sector, which is fragmented and dominated by
domestic and regional capital, represents a key challenge and largely determines
the described performance and characteristic¥ he fragmented structure of tR&D
industry (HHI only 62; top 25 exporters do not make up half of the exports) actually
reveals an even more fragmented structure of agriculture (600k exporters, an average
farm with 56 ha, often further divided by plots); this complex economic and palitica
situation has prevented a significant inflow of foreign capitlaére are only 15 foreign
companies in Serbia that export over EUR 10 million, mostliea¢gional market in
the drink subsector. Serbian food companies are facing the challenges cymmon
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existing in fragmented economies, with prevailing domestic ownership, such as: access
to capital, access to information, access to markets, value chain connectivity, and
efficiency of internal organizational processes. Key measures should take intatacco
the fragmented structure and target above that area.

U Keygeneral recommendationst theF&D industry levelare as follows
0 Measures aimed at consolidation, or reducing the impact of fragmentation
A Develop a functional network of wholesale and retairkets
A Resolve the issue of land availability and fragmentation
A Attract and develop cooperation programs with export aropeoative
oriented FDIs in processing and trade.
A Joint appearance on the market, throagh'umbrella" brand, which
would guararge top quality of products from Serbia.
0 Measures aimed at increasing and facilitating access to international
markets
A Joining the WTO
A Further (de facto) trade liberalization
A Specific measures in sigectors of meat (possibility of accessing EU
market) and milk (improving quality and establishing a reference
laboratory)
A Develop "business intelligence" by improving statistics and establishing
"exportimport" information countes.
0 Measures aimed at improving internal operations and activities
A Develop programs for improving the quality, marking and traceability of
products, along the entire chain
A A range of trainings aimed at raising awareness and turning companies
from "productdriven” to "customedriven" strategies
A Special focus on organic production
o0 Measures aimed at intensive and targeted financial and nefinancial state
support
A Greater financial support and prioritization of activities una@®AS
program
A Urgent provisim of funding through IPARD funds

A Restructure of the state incentive systelnmgher allocations within the
agricultural budget to support processing, the quality of primary
products, and cooperation between the primary and processing sectors

A Improve andupgrade operations of agricultural professional services
0 Measures aimed at the fruits and vegetables stdector, with a focus on
raspberries

U In the interest of producing more concrete findings and recommendations, the
analysis was further focused on the fruits and vegetables sigector, which proved
to be the most competitive suisector within the F&D sector. Meat and milk sub
sectors are alsm play i as they are the "apex" of livestock production, and their
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performance and potentials are constantly in the public eye. However, a brief analysis
of these two sulsectors indicated that while Serbia has tradition and moderate potential

- especial in the milk subsectorthe priority of both sutsectors in the medium term
should be to preserve a dominant position in the domestic market through accelerated
commercialization. Accelerated export growth, not accompanied by the growth in
imports, is stl not on the horizon. Given that most potential measures in both sub
sectors refer to the primary, agricultural segment, which is not in the scope of this
analysis, the focus is placed on a far more competitive and more -exjgoted sub

sector of fruis and vegetables.

Analysis of the fruit and vegetable suksector has shown that all symptoms that

are generally present in theF&D sectorare even more present in that susector.
Although the growth of (net) exports was extremely dynamic and had greatly
contributed to th&&D sectorgrowth, the segment of the key export product

raspberries, is characterized by low added value and poor diversification, due to
extremely fragmented export structdrabout 200 exporters, of which 60 with exports
over EURL million, and no company had a dominant share. Despite being a dominant
raspberry producer and exporter, Serbiads
new stages of added value within the established traditional chain (retail packages and
deeper pocessing e.g. freeze drying), by developing new chaifresh raspberries,
organic raspberries, jams and juices, and by diversification by including blueberries
and strawberries.
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Definition and Scope of the F&D Sector

The F&D sectorentails activities that enable the transformation of agricultural raw
materials into products intended for human consumptionAs presented in Table 1, in the
context of this report, two groups of activities of #&D sectorwere observedproduction

of food products (KD 10) and productiondrink (KD 11). The entire sector is further
subdivided into 13 subectors, consistent in technology and inputs in production processes.
As explained in more detail in Annex 1, the methodology used to define tisestab is
based on the International Classification of Economic Activities (KD 2010), which is
additionally adapted to the structure and characteristics of the SE&dasector- certain
subsectors which are significant in the context of Serbia, butreated by KD 2010 as
independent or as separate, as is the case with sugar; on the other hand, satesNvere
"merged”, as is the case with mill and bakery products.

Figure F&D 1. Sector structureaccording to activity classificatiofKD 2010)

Food(KD 10) Drink(KD 11)
Mill and bakery [ Furit and vegetablé Milk and milk Soft drinks Beer
products processing products
Meat and meat Confectionary . : :
] Other food

Relevance and 8ucture of the F&D Sector

Agriculture and the relatdg&D sectomave al ways been considered
resource and the greatest potential that can and must bdtuseekell known that one of the

greatest traditional comparative advantages of Serbia lies in favorable climate conditions

and rich and fertile land. Already in the nineteenth century Serbia was a producer and exporter

of agricultural and food productespecially cereals, meat and fruits

There are stilhigh expectations from the agricultural sector andfg® sector sincéhetwo
still play an important role in the Serbian economy and socretinly:

1 Economic as in most other European countries, B&D sectorin Serbia is the largest
and most important processing industry. In Serbia, it accounts for 25% of the GVA of
the processing industry and 3.9% of the GDP of the entire economy (agriculture
accounts for 10,4% of GDP).

1 Sociali F&D sectoralone accounts f020% of the employment in the processing
industry, and together with agriculture it formally employs 120k, or over 600k in total
(formally and informally), which is close to a quarter of the total number of employees
according to the Labor Force Survey.
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1 Demographic agriculture and food industry, as the most common or major or
additional sources of sustenance, have the strongest influence on balanced regional
development, by providing motivation and conditions for living in rural areas.

1 ... as well as aider strategic and national significandde concept of "food safety"
is an indispensable goal of any sustainable development strategy and is defined by the
FAO as a situation in which all people, at all times, have physical, social and
economic acceds sufficient and safe amounts of food that satisfy their nutritional
needs and preferences in sustaining active and healthy lives.

The significance of theF&D industry in Serbia is even more pronounced than in
comparable European countriesfor all key parameters. We recognize two key reasons for
the pronounced significance of tR&D industry

1 Itis naturally attached to agriculture, and the importance of agriculture in Serbia
is also higher than in other comparable European countriesThe importance of
agriculture in Serbia is high due to the abowventioned comparative advantages in
terms of natural and climate characteristics; it is a sector with strong tradition, which
can provide rural and poor households with the relatively higtnie per unit of work.
However, it should also be noted that high share of agriculture is also a sign of
underdeveloped industry.

1 TheF&D sectorand agriculture are more resistant to external impacts and period
of crisis, which have been numerous in thesp20630 years, worldwide and in Serbia.
Food demand is the least elastic, so it is logical thatF&B sectorwas largely
privatized and thus "preserved" during the 1990s and early 2000s. While many other
large stateowned systems collapsed, and erdgietors along with them, tik&D sector
had a significant foothold in domestic demand and available raw material base.

Two key characteristics of the Serbid&D sector which differ greatly from other
characteristics of the Serbian economy, are ftagmented structure and within it -

domination of domestic and regional companiesthat is, a lack of significant presence of
world-renowned foreign companies. According to SBRA, there are about 3,500 companies and
about 9,000 entrepreneurs, and accordinglve S ORS data, it contri but
3,9% and formally employs more than 100,9p6ople.

1 Generally speaking, it ithe least concentrated sector in the processing industry
(HHI index below 100), in which the three largest companies accounnfy 11% of
total business revenues, while the 25 largest companies generate 41% of operating
revenues despite some subsectors being heavily concentrated (oil, sugdriakid
However, most of the remaining segmergsch as fruit and vegetable seltors, meat,
and mill and bakeryare significantly competitive in terms of the number of companies
and their market

1 Apart from general fragmentatiomgF&D sectoris also dominated by domestic and
regional capital. Although official data show thaglf of the revenue generated by the
F&D sectoris generated by foreign companies, gextoris largely controlled by
domestic capital rooted in the traditiorsgctor Well-known world brands, which
invested in Serbia, are mainly located in thimk sector, and are concentrated on the

3 The assumption is that each sole propriotership, a form excluded from the structural business statistics, employg at least on
person.
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supply of domestic and / or regional markets. A more detailed review of the remaining
foreign-owned companies suggests that most large companies are divided between
Aof fshoreodo zones and r e gnodelsand knavew vety a | ,
similar to domestic companies.

It is important to understand one of the key characteristics of the agriculture sector, which has
largely determined the described structure of B&D sector Agriculture n Serbia is
characterizedy a pronounced fragmentation, that is, by general fragmentation of land

and insufficient accessibility.

T

It is a weltknown fact that one of the largest obstacles to a serious increase in
productivity of the agrendustrial complex is the fragmentationtbé agricultural land
in Serbia about 6 hectares per farm which is less compared to majority of the European

countries. The EU average is 16 hectares per farm and the only three countries that are

comparable to Serbia by the size of average farms aver@h and Greece, which are
slightly above, and Romania, which is below Serbia.

We think thathe issue of availability of agricultural landruns much deeper than what
statistics of the average farm size show and that the fundamental problem concerns the
development of agrndustrial facility complexes Nevertheless, many reports and
obsenations point tdwo more problems that further lirthe availability of landit for
cultivation by its naturagjeographical features: (a) small or large agricultural land is
further divided into even smaller agricultural plots; (b) stat@med land israpped
underinstitutional burdens making its use sofiitimal - a dysfunctional approach by
central and local authorities in lande planning, land owned by dysfunctional
companies (in particular, former agricultural enterprises) in bankruptcy, and laed own
by large public companies fASr bi joa g a mdi | fa Swhigchaare often
inefficiently managed.

The average land size, which is above 10 hectares per farm in Vojvodina and less than 5
hectares in other regions, does not adequately illustrate the actual regional contrast in
land fragmentation and availahlity / use. Namely, in Vojvodina, 83% of the total used
agricultural area is owned by farms with over 10 ha of land, while farms with more than 50 ha
account for 57% of the agricultural land in use. On the other hand, on territories of Southern,
Eastern,and Western Serbia and Sumadija, 33% of the total cultivated agricultural land is
owned by farms with over 10 ha, while farms with over 50 ha cover only 11% of the agricultural

land.

In Vojvodina, both the land-use and yields are significantly higher, wit large commercial
farms and modern facilities present.

1 Certain crops can be exclusively cultivated in Vojvodinadue to natural

characteristics and significantly larger farms, as is the case with industrial plants (sugar
beet, rapeseed, soybeans, and sunflower). On thehathdy the fragmentation of land

is the smallest obstacle for fruit crops, which are predominantiguced outside of
Vojvodina, with the exception of apples. What is common to all plant crops is a
significantly hgher yield in Vojvodina thathe rest of Serbia on 40 observed plant
crops, the yield in Vojvodina is higher apout 50% and onlgucumberyields are
higher in other regions.
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Although official livestock farming data do not allow similar yield comparisons, theldisitin

of the number ofivestock headsccording to the farm size is significantly differentor

example, in Vojvodina 63% afairy cattle are in farms above 10 ha, while in other regions,
excluding Belgrade, this figure is only 250%. In termsof pig farming, the average number

of livestock headper farm is twice as large in Vojvodina (16: 8), but this does not illustrate th

true relationship, since 50% of pigs in Vojvodina are in herds counting over 100 pigs, while in
other regions 60 % are in herds counting less than 20. Therefore, it is reasonable to assume that
productivity in the livestock farming sector is significgmndifferent across regions, in favor of
Vojvodina.

The average productivity of Serbian agriculture and theF&D sectoris significantly below
the European average, but the described regional contrasts, as well as the domination of
domestic and regional capital, produce variable productivity between subectors, and
between least and most productive companies.

The productiity of the largest and most technologically advanced companies in Serbia is not
far from that in the EU, especially when taking into account lower labor costs that have a double
effect on added valueon the one hand, they directly reduce it because wasts are lower;

on the other, they indirectly decrease it because a company is able to offer a lower price, which
also produces lower business revenues. The average productivity of the 50 largest companies
in the food andlirink industry sector in 2015 vsaEUR 30,000 per worker, with companies in
concentrated subectors reaching over EUR 70,000. On the other hand, labor productivity in
the rest of the economy was below EUR 7,500 per worker.

Sectors such as sugar or oil, which are mostly located in Vajaadiie to the raw material
base, are significantly more productive compared to other sectors due to simple purchase
processes, stable relations between stakeholders, and the high concentration of processors.

In relation to the fruit and vegetable sector most production is located south of Vojvodina,

so there are many fAscatteredod small househol
with fruits and vegetables, this sector is fragmented and there are many actors involved at the
purchase and procgag stage.

Unlike cereals and oilseeds, and fruits and vegetables, livestock farming and meat and milk
production are widespread throughout the country. Most of the highly productive companies
from these two subsectors, such as Imlek, Somboled, Sulddtica, i j evi |, Car nex,
Backa and others, are located in Vojvodina, while most of the traditional producers of milk and
meat are located in the south. Therefore, although Serbia generally lags behind the EU, it is
clear that this lag largely concenmoducers located south of the Sava River.

The table below shows approximate participation ofsediors in key macro indicators of the

F&D industry, based on the analysis of data from SBRA. Two things should bei it

the least concentrated sectors are at the very top in terms efespecially concerning the

number of employees and business income, and second, the most cattsertdrs led by

the largest companies in th&D industry are at the very bottom. In th&D industry there is

no correlation between the company size and the size of the subsector, as in most other
processing sectors. H o w e vrglicaiors t sperfevreancenand e f r
profitability indicators, the participation of concentrated sectors increasélecting the size

of companies in the sector and their productivity.
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TableF&D 1. Sector structure according to sisectors and key indicators

2015. godina #firmi  # zap PP VA  EBITDA
Ul egle u ukupno

Prehrambeni sektor 100.0 1000 1000 100.0 100.0
Mlinski i pekarski proizvodi 36.8 322 17.3 194 14.7
Prerada vola i povied a 110 13.4 11.1 11.4
Meso i mesne preralZ®vild2® 124 104 8.5
Ml eko i mlelni prois2vodi 10.0 11.8 135
Hrana za ¢givotinjeb50 5.0 9.0 5.8 6.6
Ostali prehrambeni proizvodi 11.7 7.7 8.2 8.3 7.0
Bezal koholna pila 31 55 8.2 10.0 10.7
Ulja i masti 0.9 3.0 7.6 6.3 8.9
Proizvodnja piva 0.7 3.2 4.6 7.1 7.7
Proizvodnja gelera03 1.4 43 4.1 5.2
Proizvodnja konditorskih proizvoda 2.7 4.2 29 34 35
Proizvodnja vina 2.7 13 1.0 1.0 0.9
Gestoka pila 29 11 0.9 13 15

El Izvor: Kalkulacije autora na bazi podataka APF

Source: calculations by the author based on data from SBRA

/2015 / #of companies, # of employdeR, VA, EBITDA / total participation (%)Food sector

/ milk and bakery products, fruit and vegetable processing, meat and meat products, milk and
milk products, animi&ood, other food products saftink, oils and fats, beer production, sugar
production, confectionary products, wine production, spirits/

Performance and Gmpetitevness of thd=&D Sector

Although it is evident that in the past 10 yearsR&® industry made a step forward in terms

of competitiveness, the concrete effects in the-posis period cannot be easily determined.
Given the questionable reliability of the official statistics regarding the growth of added value,
but also the fact thave do not expect much change in the total consumption per capita in the
observed period, and a much significant growth in sales in foreign marketsH&Dhadustry,

sector performance is evaluated based on the analysis of export activity and export
conpetitivenessOfficial data, as shown in Figure 2, indicate that the GVA of thé=&D
industry has been steadily declining and has not yet reached the pceisis level from 2008

- however, data reliability is a seriously questionable.
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Figure F&D 2. GVA of theF&D industry(left axis) and processing industfgight axis),
in the periodl9952015 (n 2010 RSD million
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1 GVA data show that at the end of 2016, total real value of the sector was about 7%
lower compared to 2008 and 2009.

1 Such a poor performance cannot be fully justified by the prevailing circumstances in the
domestic market and econorhgince majority of dier sectors recorded growth in the
same period. The manufacturing industryshewnin the figure above, is recording
constant growth after the 2009 crisis. We do not see the reason as to why would the
situation in Serbia be that much different from otseamples in the European market
- because thE&D industry in most comparable countries (Bulgaria, Romania, Poland)
hadmanaged to overconeeisis and achieve growth.

1 As net exports increased constantly, in both value and quantity, the available amount of
food on the domestic market was expected to decline in vadnd consequentlio
bring a sharp decrease in relative prices to keep the quantity unchanged. Sinees this
not the case, it is simply not credible that food consumption per capita fell to Isigth a
degree

1 Also, further suspicion of official data was brought up by the fact that 2012 was the only
postcrisis year in which thE&D industry achieved actity growth of as much as 4.2%.

In that year, due to a prolonged period of drought, the agricultural sector experienced a
strong decline in activity of as much as 18%. Agricultural prices went up significantly
in 2012, which would mean that firms operatethvgignificantly lower profit margins
(which was not the case, according to SBRA data) or that residents, contrary to their
usual and rational behavior, decided to significantly intensify food shopping at higher
prices, which is also unlikely.

What is definitely clear is that the determinant of growth of theF&D industry in the post-

crisis period is changing, both globally and in SerbiaThe focus in Serbia is shifting from
Ameeting the existenti al needs F&Dfindudry as ad o me s t
prospective business with opportunities for
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by merely observing export revenues in companies that make EgBhendustry. In the post

crisis period, the share of exports in operating revenuesased significantly (from 14% to
24%), and the overall revenue growth was achieved in foreign mabie domestic market

sales stagnated. The motivation for the ongoing transformation lies both in urgency and in the
observed opportunity:

1 Food demandh one market is determined by the population size, per capita income,
and consumer preferences. Given that the number of inhabitants in Serbia is steadily
decreasing (in the postisis period, the number of inhabitants went down by 3.6%),
that purchasig power is low and growing very slowly, and that this will cause slower
transformation of preferences from traditional to luxury or very healthy products, it is
clear thatstronger sales growth on the domestic market was not possible after
2009Quantitywise, food consumption in Serbia is already at a sufficient or usual level
for a European country, so the value of consumption could grow mainly as a result of
purchase of more luxurious producthowever, as mentioned before, this did not
happerdue to the recession. A logical option for most companies was to try to turn to
foreign markets.

1 Serbia is a country that is largely ssiffficient in terms of food needs, which is clear
from the trade balance. Serbia is one of the ten largest agradatl food net exporters
in Europe and the only one among the countries of the former Yugoslavia that is not
import dependent, that is, a country that generates a surplus of agricultural products and
food. This position comes from a number of competifideantages, such as good
geopolitical position, arrangements for free access to EU markets and Russia, cheaper
labor and energy, and good natural and climate conditions. These characteristics have
enabled Serbia to easiyace food surplus at competitivgprices on foreign markets
- especially in terms of fruits and vegetables, cereals, oilseeds and sugar.

1 The informal segment and natural production within the F&D industry are still
very much important. Due to the abundance of small farm holdings, traditional
heritage and low purchasing power, primary agricultural products are produced,
processed, and consumed in households. Some of these products are sold in green
markets or in direct contact with otheonsumers in the informal market for further
distribution and sale. The importance of the informal market is high in all sectors, and
the easiest and most indicative way to present it is to use the example of milk and meat
segment. As regards milk, natucensumption and the informal market together have
a share of almost 50%, that is, of the total amount of raw milk, only every other liter is
purchased by dairy farms. As regards meat, the estimate is sintlilarnumber of
animals slaughtered outsideettslaughterhouse ranges between 40% and 60%,
depending on the type of meat. Nevertheless, with rural population decreasing, the
importance of the informal segment in the last years is declining.

Foreign trade data, observed from three different sourd@®@®$S Customs, UNComtrade),
clearly indicate thathe (net) export of theF&D industry has grown steadily in the post
crisis period, primarily due to orientation to increase market share.

1 Annual growth in exports of thie&D industry was on average 8%, and in most years it
mainly revolved around that rate, with the exception of 2012 (drought). In the observed
period, total exports were increased by 70%, or by about EUR 680 million, while net
exports increased by 44%, or byoab EUR 250 million. Data for 2017, as of end
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September, indicate that tlk&D industry continued with export growth at a similar
pace.

1 The EU and Russia markets and CEFTA make up 95% of total exports of food products
from Serbia, so it was expected frotretplacement on these markets to determine
almost the entire postrisis export growth. Almost half of the total export growth was
achieved on the EU market, which took over the primacy of CEFTA as the main export
destination, while the rest of the growttas relatively equally distributed between the
CEFTA and Russia markets.

T I'n al|l observed markets, with the except.i
faster than i mport demand, t h figarebelove r e a s i
shows the growt of import demand in observed markets and growth of Serbian exports.

It is noticeable that Serbia's growth has more pronounced acceleration and decelerations
compared to general trends import demaode of the reasons that will be discussed in

the analgis is the insufficient diversification of exports, often based on the activities of
one company, one market, or one type of product.

Figure F&D 3. Serbian export relative to export demand at EU15-Bbh Russia and
CEFTA market in the peric20072015 (D09=100)

20

Source UN Comtrade

/EU15 import from Serbiéorange}EU15 import worldwiddblue)/ Non-EU Importfrom
Serbia Non-EU import worldwide / CEFTA import from SerhiaCEFTA import worldwide /
Russia import from SerbiaRussia import worldwide

1 Serbia has achieved solid growth on the EU market, faster than the import demand of
that market, while on the CEFTA market it grew parallel to the growth in import
demand.
o Products that have determined growth on the EU markatpberries, fodder
and otler products of the value chain of cereals and oilseeds, greatly reflect
Serbiabs opportunities on the EU mark
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products such as raspberries or usual products where Serbia has a distinct price
advantage or advantagedhu gh s ome ot her characteri.
GMOO f -atloeseoare primarily cereaand oitbased products fodder,

soybean oil or other segments of the mill and confectionery industry.

o0 In the coming period, main activities on the European marketpwmarily
entail differentiation and raising the level of product quality and safety. Intensive
growth in demand for usual products cannot be expected in the European market;
demand growth can be expected for luxury goods or goods where added value
is significantly increased through processing or which are in demand due to
some other characteristics that make them visually more attractive, healthier or
more usable. Population growth in the EU will not significantly affect
consumption growth, as it wasilg 2.5% in the past 10 years, or 0.26% per
annum. Income is already at a high level, so it is more likely that the demand for
traditional and usual goods will decrease, but it will grow for the aforementioned
more luxurious goods.

o Inthe CEFTA market, greth was achieved primarily through products in which
Serbia has an advantage over neighboring countries due to the economies of
scale- sunflower oil, flour, sugar, softrink, and animal feed. Exports of other
products- primarily milk, meat, and fruits ral vegetables have mostly
stagnated. Given that these countries have similar characteristics to Serbia, the
growth of intraindustrial trade can be expected in the CEFTA market, so as to
diversify consumption and / or make up for current shortagestairt@roducts.

1 The fastest growth was recorded in the Russian madwetr 40% per annum. Still, the
initial basis was low, and the sustainability of the achieved level and further growth is
questionable.

o0 Export to Russia grew faster even before thedraexports from EU countries
to Russia, and the ban certainly presented additional opportunities. Meat, milk,
and fruits and vegetables were three key product groups which carried the
growth in the Russian market. However, after exports to the Russiaetmark
peaked in 2014, they declined in 2015
push towards import substitution.

o In addition to representing a market with great opportunities, due to its size and
free trade arrangement, the Russian market also repsesdype of risk for
domestic companies: it requires serious adjustment to their standards and
regulations, and carries a currency risk for the Serbian economy which is mainly
eurcindexed. Logistics and transport also represent serious challenges for
conpanies; we must bear in mind that on the day of joining the EU, Serbia will
lose all trade privileges with Russia.

1T Based on the ficonstant mar ket share anal
exported by Serbia in the period 268916, the conclusion is that food products from
Serbia are relatively more represented in key markets compared to the beginning of the
crisis - of total export growth (70%), almost half (35 pp) was achieved thanks to faster
export growth than import market demand. Export growth was recorded in 70% of
products (or in absolute value, 81 products). The analysis also indicates that higher
export market share was recorded for more than half of the products. Taking into
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account the growth in world demand for specific products, as well as the growth of
Serbiabds export markets, the analysis fur
was abieved by competitiveness, that is, the ability to increase placements faster than
import demand.

1 However, the analysis must give due consideration to the fact that the starting point for
most products in most markets was low, that the starting periodidethwith the
beginning of the crisis and the use of benefits from international arrangefembse
detailed analysis and observation of competition and the structure of placements
indicates that the potential is moderately to significantly higher tharthe achieved
growth.

o Serbia primarily won market share by growing faster than most developed EU
countries, and did not take full advantage of the opportunity presented to new
EU members, which are usually more eocsmpetitive and fastegrowing.

o The growh rate of Serbia's exports to the EU market was faster than the import
demand of that market, but also significantly slower than the increase in food
exports from Romania, Bulgaria, Hungary, Croatia and Poland, as shown in
Figure4. Namely, the export ohese five countries on the EU market averaged
about 12% annually.

1 The reason behind slower growth and missed opportunities is not easy to explain, but
we will show that most challenges arise from the specific structure of the Serbian
economyi in terms ofsize and ownership.

Figure F&D 4. Serbian export in relation to nelBU members, in the perid2D08
2015.
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Key Issues and Gallenges

Going deeper into the structure of exports according to products and expbidesigar that
the export of the F&D industry is not diversified and produces little added value to
agricultural production.

1 Export diversification is low,observed from the aspect of product, market, and export
companies

o Export of fruits and vegetable®gether with two other product group@) oils
and fats, and (ii) mill products, accounts for more than 50% of exports of food
products. Table 2 shows detailed export structure and trends, according to the
subsectors observed.

o Fruit and vegetable praducts, particularly frozen raspberries, are
absolutely the most important segment of Serbian food exportsThese
products account for a third of exports and contributed to the increase in total
postcrisis exports by as much as 40%. The significance ®&#ttor for Serbian
exports is also evident from fact that its RCA is close to 9, meaning that the
product has nine times higher participation compared to other countries. Most
exports of fruit and vegetable products actually concerns frozen raspberries,
which is marketed in the developed EU countries and North America. The
placement of this product on these markets accounts for almost 2/3 of exports of
fruit and vegetable products, that is, almost one fifth of total exports of food
products.

o Oils and fats exports are mostly tied to a few companiegVictoriaOll,
Diamond, and SojaProtein), with clearly defined export destinatisngbean
oil is being marketed in more developed EU countries, and sunflower
exclusively in the regional and some ABW countries. Although the export of
mill products is diversified by the number and participation of exporters, it is
strongly focused on the CEFTA market, which accounts for 75% of exports of
these products.

o Export of the remaining products is largely concentrated m terms of
exporters - the three large exporters are mainly responsible for exports of
whole groups of products, or markets- where products are largely tied to
either the regional or Russian market As concerns sugar, the entire export is
determined by atvities of two companies (Sunoko and Hellenic). Asdank,
several wellknown brands (Coca Cola, Carlsberg...) mainly market products in
neighboring countries, whereas meat and milk exports are entirely focused on
the CEFTA market, with a shetérm giowth in the Russian market.
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TableF&D 2. F&D industry export by subectors, in the period 20683015

1zvoz (mil EUR) Trend Ucesceu RCA Rast izvoza
2008 2009 2010 2011 2012 2013 2014 2015 X AX 2015 EUR % CAGR
Prehrambeni sektor 1,014 934 1,073 1,187 1,265 1,311 1,381 1,482 100.0 100.0 2.2 548.4 58.7 8.0
Prerada voca i povrca 264 269 305 342 336 381 405 483 _— 32.6 39.1 8.7 214.3 79.7 10.3
Mlinski i pekarski proizvodi 150 119 135 143 153 163 159 164\ 11.1 8.1 2.8 44.5 37.3 5.4
Ulja i masti 123 102 129 166 203 153 131 155 7~ 10.4 9.7 1.7 53.2 524 7.3
Proizvodnja Secera 108 96 142 127 116 129 111 103 /™A 6.9 1.3 3.7 6.9 7.1 1.2
Bezalkoholna pica 71 65 70 77 88 85 94 100 _— 6.8 6.4 6.3 35.2 54.2 7.5
Ostali prehrambeni proizvodi 50 53 55 60 71 89 101 gl 6.7 8.4 14 45.8 86.5 10.9
Meso i mesne preradevine 66 51 47 46 55 58 118 98 '« 6.6 8.6 0.5 47.1 93.1 11.6
Mieko i mlec¢ni proizvodi 46 45 45 55 67 63 80 O JEE 5.3 6.2 1.5 33.7 74.2 9.7
Hrana za Zivotinje 16 15 21 30 40 51 51 YIS 4.5 9.5 3.5 52.1 346.8 28.3
Proizvodnja piva 50 48 47 51 54 54 50 54 " 3.6 11 4.0 5.9 12.3 2.0
Proizvodnja konditorskih proizvod 54 54 59 57 54 55 52 51 /L 3.4 -0.6 1.4 -3.1 -5.7 -1.0
Proizvodnja vina 12 14 13 20 24 22 21 21 14 1.3 0.7 7.1 52.3 7.3
Zestoka pica 5 4 4 5 5 7 8 = B 0.6 1.0 0.4 5.6 149.5 16.5

Source UN Comtrade

Export (EUR mil.) / Trend / Participation / RCA / Export growftuit and vegetable

processingmill and

bakery producteils and fats/sugar production/softrink/other food

products/meat and meat products/milk and dairy prodantsial foods/beer poroduction /
confectionary products / wine production / spirits.

1 The sector adds small added value to agricultural production, due to short value
chains and low productivity. The relationship between agriculture and the food
industry both in terms of GVA and in terms of exports indicates that Serbia is among
countries hat add the least value to agricultural production. Two determinants that
clearly affect a low added value are short value chains and low productivity in all chain
product segments.

o Short value chainsare evidenthrough

A

Significant placement of raw mateials.In 2016, Serbia exported
almost EUR 1 billion of agricultural products. Cereals are predominant,
namely corn, oilseeds and other industrial plants, and fruits and
vegetables. Observed from the point of value chain, the placement of
completely unprocessedw materials is a sort of lost added value for
the F&D industry. Corn is almost exclusively exported in raw form,
while soybeans exports are also increasihgse raw materials could be
used for the production of higiuality fodder- and given their non
GMO status, Serbia could brand and promote such products.

Low product processingProducts are often placed as raw or as finished
already after primary processing, which relates to basic processing of
agricultural products, such as grindirgobtaining flair, crushing-
obtaining soybean meal, or freezingplacement of frozen fruits and
vegetables. Luxury and expensive products have a small share in total
placements raspberries are exported in bulk, in packagesid kg and
not i n A rneatdeagicdaging. rAlehaughythere are significant
quantities of norGMO soya, soybean cheese or milk products are
negligible. Confectionery products are the most expensive export
products in theF&D industry but record an unusually low share in
exports.
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o Low productivity along the value chain

A Agriculture in Serbia is generally characterized by relatively low
yields per hectare or per capitaBy observing only 37 varieties where
Serbia's production exceeds 10,000 tons, the conclusion is that EU yields
are on averagel86 higher than the average for a given variety in Serbia.
If the deviation in yields is weighted by the structure of the Serbian
primary production, placing importance on products that Serbia produces
most, average deviation is somewhat milder at 37% weil known that
yields in Serbia are lower due to the poor use of modernragohanics
and agretechnical measures, and that this is often compensated by lower
labor, energy and land costs. Tigare below shows yield deviations in
Serbian agriculture relative to the EU28IlI EU yields are normalized
to 100%, making it easier to see the percentage deviation.

A As with most other subsectors, food productivity is significantly
lower than that of comparable countries.Currently, this is offset by
lower labor and energy costs, but a more dynamic growth in
competitiveness requires stepping up productivity.

Figure F&D 5. Average yield comparison between Serbia and EU28 (37 varieties)
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Fragmentation of the F&D Sector

Before discussing the possibilities and limitations in terms of finding solutions to these issues
and raising added value, we will first consider the fragmented structuresefatoe (HHI only

62). This is a fundamental characterigc of a large part of the Serbian agribusiness sector,
which has strongly influenced the current competitive position, and which must be taken

into account when designing any corrective strategies.
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1 Four most important sub-sectors within theF&D industry - mill and bakery, fruit
and vegetables, meat, and milk, which account for almost 70% of employment,
over 50% of the added value, and almost 50% of exports, are extremely
fragmented. The total number of companies in these four sectors is cl@&8a6, and
concentration in the sukector is low, observed through the HHI index and participation
of the largest companies. The milk ssdctor is an exception, because despite several
hundred traditional dai ri es, compaayisctten c ent |
absolute leader (it makes up about 40% of the formal market). However, informal sector
within the milk subsector is significant and absorbs almost a third of the total amount
of milk produced

1 This structure is largely determined by the sructure of the agricultural sector
and complex political and economic situation in the entire agricultural sector.

o Visoka High fragmentation and a large number of companies reflect the
structure of the agricultural sector, which is further fragmented - over
600,000 farms with an average farm size between 5 ha and 6 serbian
farmers operate in conditions of low marginal costs on small land parcels
(raspberries are cultivated on land of average area of 0.2 ha and there are 80,000
registered producers), @rmarvesting is mainly performed directly by farmers
and their families, along with several seasonal workers. This is possible because
agricultural production is often considered as additional income, not a primary
activity; a household earns significandipove the average salary or pension in
Serbia, and with raspberries it is possible to reach EBITDA in the amount of
EUR 1,200 1,500 on land area of 0.2 ha)

o Due to the complex political and economic situation in terms of land
ownership, which had practially prevented the entry of foreign capital that
would have probably accelerated land consolidation and development of
large commercial farms, most capacities and facilities in the agricultural
sector were privatized by domestic or regional capitalDespit the fact that
a relatively rapid inflow of domestic capital did initiate early transformation of
theF&D industry and preservation of capacities, which have been collapsing in
other sectors, this capital was extremely limited. These companies operate
successfully thanks to comparative advantages in the primary sector, as well as
low costs of electricity anlhbor (work), but are exposed to the same challenges
as other emerging SMEs. Combined with limited access to foreign markets,
limited capital has also contributed to slower growth and slower consolidation
of the subsector.

o Inthe F&D industry, there are anly a few welkknown foreign companies,
mainly in the spirits and soft drink sub-sector- Coca Cola, Carlsberg and
Molson Coors, global leaders in their industries. In othersadbors, globally
known companies are Nestl| ® iesrthditaltepsi ,
recognizable in specific activities such as De Heus and Sanders (livestock feed)
Crop S and Rauch (fruits and vegetabl e
companies operating in Serbia are mostly oriented towards supplying domestic
and / orregional markets. The three largest exporters irF&P industry are
domestic companies, and only 15 foreign companies have exports above EUR
10 million and account for less than 20% of B&D industry exports.
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Competitiveness Analysis by &b-sectors

The described structural characteristics influence the performance and operations in

most F&D sub-sectors.However, due to the described regional differences, the degree of
fragmentation and domestic ownership, as well as the intensity of the impact ef thes
characteristics differ between sectors, depending on technological processes and importance of
the economies of scale for a single se@lotor. For example, in the sugar or oil sector, the
fragmentation of primary production did not affect the processumigh is concentrated in

only a couple of companies On the other hand, the fragmentation and impact of domestic
ownership are most pronounced in the fruit and vegetable sector, which nevertheless proved to
be the most competitive&D subsector.

In order to produce specific recommendations and solutions to increasing competitiveness, the
focus must move from a diverse and widely defiR€dD industry a specific subector and
from there to a specific product or group of products.

1 For the purpose of this analysis we selected the fruits and vegetables sdztor
and product, specifically raspberries, as the most competitive, with serious
potential for diversification and higher added value within the value chainA more
detailed exmnation as to why this subsector and product were selected is provided in
the section dedicated to the analysis of the value chain of thsestidr.

1 But first we will give a brief analysis of the meat and milk-seltors, which were also
considered foinrdeep analysis and recommendati ons
pyramido of agricultural and food product
constantly under public scrutiny. A brief analysis of the twosediors indicated that
Serbia hagradition and moderate potential, especially in the milksedior; however,
two priorities for both susectors in the mediwterm are to preserve a dominant
position in the domestic market and to accelerate sector transformation and
commercializationRapid growth of net exports is still not expected. Given that most
potential measures in both ssbctors refer to the primary, agricultural segment, which
is not in the focus of this report, the focus is placed on a far more competitive and more
exportoriented sector of fruits and vegetables.

1 The analysis of competitiveness of these three-ssabors is followed by
recommendations for improving the competitiveness ofR&B industry. All these
recommendations also apply to fruits and vegetables, which laker supplemented
with additional, suksectorspecific.

Meat Sub-sector

The meat subsector will be thoroughly discussed for three reasongi) it represents the top

of the pyramid of livestock production and has potentials to create the highesvahlseand
employment along the chain, and as such, it is often scrutinized by the public and decision
makers; (ii) it is important for understanding the milk and animal feegsctors, whose value
chains are integrated or at least closely related toniat value chain; and (iii) the largest
number of disputable public certificates is related specifically to the meaestdr, including

the level of production, import dependence, and export potential.

31



The global level of meat trade is relatively low, and a small number of countries that have
managed to position themselves as relevant exporters achieve significant economies of
scale, either by creating production niche, or by having large domestic market

T Of the tot al gl obal consumpti on, about 8
Countries trade more in key inputs for meat productisaybean and corn than meat
itself. China is the largest consumer of meat and soybean and accounts for 30% of the
world's total consumption of these two products; while it produces 97% of the meat
consumed, it produces only 15% of soybeans. European Union is no exception in that
respect; as a whole it is salfifficient in meat production and imports from third
countries are negligible. It is interesting, however, that the level of-intide within the
European Union is relatively high, in the sense that the northern countries produce
significantly more than they need and place this surplus on markets of southern
counties, which are dependent on meat imports. That is in line with the fact that meat
production has large economies of scale.

1 There are nly about 20 countriewho have managed to position themselves as
significant global net exportecs meat coveringmeatshortages in the remaining 150
countries. These exporting countries can be classified into two groups, according to
their characteristics: (i) countries that produce small surpluses per capita, but have a
huge population, such as Brazil, Canada, Spailanépthe USA, Argentina,

Germany and India (India has a surplus of only 1 kg per capita, which is enough to
cover the entire meat demand of, for example, the Netherlands; (ii) countries that have
relatively small population, but produce enormous quastier capita, such as

Denmark, New Zealand, Uruguay, Ireland, Belgium, Australia, the Netherlands,
Paraguay, Belarus, Hungary and Austria.

1 The primary goal of the first group of countries is to satisfy domestic consumption,
while those in the second groape specialized, modern meat producers, which are all
highly developed countries, with the exception of Paraguay and Uruguay where ideal
climate conditions were coupled with strong pulpicvate partnership and liberal
land policy, and Belarus which islfy oriented towards the Russian market and which
seized the window of opportunity created by the conflict between the EU and Russia.
Common to both groups of these countries is that they achieve significant economies
of scale, which determine their castimpetitiveness at global level, because meat
brings with very low margins, the lowest in the food industry.

By European standards Serbia is a small and moderate meat producer, currently oriented
primarily to meeting the needs of the domestic market, congeently yielding low and
insufficiently diversified exports.

1 With production of about 70 kg per capita, Serbia is ahead of most of the surrounding
countries and countries such as Greece and lItaly, but behind Poland, Hungary and
Austria, Germany, Spain arktance, and significantly behind leading manufacturers
Ireland, the Netherlands, and Denmark, whose production per capita is much higher.

1 In the postcrisis period, Serbia is constantly on the brim of-safficiency in terms of
supplying own meat maeki consumption level almost equals production. Serbia has
an abundance of inputs for animal feed, tradition in meat production, and lower farming
costs, but there are two more important factors that have helped maintain this balance
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relatively high leels of effective customs protection and the specific structure of
domestic market and market channels, due to which a relatively small percentage of
consumers buy meat through modern retail channels. Even imimésdet trade,
international competitors wddiprobably find it difficult to reach most consumers.

The achieved low level of export is directed mainly towards the CEFTA market, which
for many years has been individually the most important and the only relatively stable
market for Serbian meat exports, with an average share between 70 and 80 percent in
Serbian exports. However, having in mind that Serbia is already a key player on the
markets of Montenegro and FBIiH, and that these markets are small and already
dependent on imports, it is clear that placement growth which could significantly affect
the peformance of the Serbian meat subsector cannot be expected on the CEFTA
market.

When it comes to the huge Russian market,
opportunity, it seems that with the current level of competitiveness barriers are very
high. In fact, 2014 and 2015 were the onl

growth of exports based on the CEFTA mar Kk
market in those years came after the political and economic conflict between Russia and
the EU; however, this growth has not proven to be unsustainable. Exports soon declined,
under the pressure of strong import substitution and Belarus making the most of the
window of opportunity. Russia imports from South American countries (70%) and
Belarus (25%). Most of the remaining imports concern large countries, such as
Kazakhstan, I ndia, and Australia. Countr.i
(the norEU and CEFTA countries) currently have insignificant exports in the amount

of EUR 510 milion. Before the sanctions were introduced, countries similar to Serbia,

such as Hungary, Lithuania, Belgium or Austria, exported meat to Russia worth EUR
50-100 million annually.

Due to the ban on the export of fresh and frozen meat from Serbia, theaBdgtm
remains irrelevant, and Serbia has not appeared in that market in the past three decades.
The basic problem concerns the export of pork. Unless thermally treated, pork cannot
be exported to the EU due to the plague vaccine, nor transported threugjh, tvhich

also creates problems with exports to Russia. The meat is transported to Montenegro,
then shipped around Europe to Scandinavia, and the transported by road to Russia. It
takes 40 days for meat shipments to reach Russia, but it would takeDamipdtes if

shipped directly from Serbia.

The lack of public promotion by companies and other stakeholders for the
implementation of measures that would lead to the abolition of the ban on exports
indicates that Serbian companies probably do not evesvseea slight chance to appear

in a demanding EU market, either because
because it is clear that the appearance on this market requires investments and level of
production that are currently unachievable. Another re&sthat the domestic market

is expected to show room for additional growth in saleamely, it is expected to see

further decline of the extremely important natural production and people turning to
butchers and supermarkets to buy meat. Of the totat preduction, only half comes

from slaughterhouses, but despite still low share of meat obtained from slaughterhouses,
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it has increased significantly over the past ten years. A high share of natural production
is a chance to increase commercial produdtiche future.

Although the exploitation of export potential and the appearance innew markets is a common
topic among the public and decision makéyeking medium-term, it is not realistic to see

the Serbian meat subsector go beyond safeguarding a domant position in the domestic

and regional markets, and possibly achieve less penetration in individual niches

1 Despite being a small and poorly competitive meat exporter, unlike other countries in
the region and the nelBU countries, Serbia is also aawely small (net) importer.
However, the net position is slightly deteriorating each year, by gradual liberalization
of trade in line with the SAA, and gradual modernization of the sales channel and higher
share of moder n fr et asummionsnomost of thenmeew EU s al e
member states (with the exception of Hungary and Poland), CEFTA countries, and
Greece and lItaly, exceeds their productiand often the imports of these countries
exceed their own production. In terms of market size, g@@al position, and strategic
orientation, Serbia is relatively similar to those countries, so it is evident that with
further liberalization and market transformation comes a risk of significantly higher net
imports.

In order to preserve the acquiredposition, it is necessary to make a step forward in
competitiveness, which means continuing transformation and commercialization of the
value chain for meat production, through consolidation and modernizationAs already

mentioned, like other agriculturaind food industry subectors, the meat stdector too is

characterized by fragmentation, especially in primary production.

1 The transformation process has begun, producing lower number of heads and meat on
traditional farms, and their increase on comnaréarms, and a clear growing
distinction between modern and traditional producers. Despite popular belief, primary
production in Serbia is not below the 2000 level. In absolute terms, it is at a similar level
and in 2015 the production per capita washig@est since 1990. In the period of 2000
2015, the number of heads has declined, in all categories, along with the decrease in
rural population. Despite the decrease in the number of heads the quantity of meat
produced has remained the same, which mésatscommercial farms are becoming
stronger; commercial farms operate with a smaller livestock fund, but genetically more
favorable and betteied, which affects the increase in the average weight of animals.

1 Fragmentation is still high. We will take porkeat to illustrate fragmentation in the
primary segment beef meat segment is even more fragmented, but in poultry meat
segment it is less pronounced. As much as 93% of the 350,000 pig farms have herds
counting less than 20 pigs, and account for almd%t 6Dthe total number of pigs. On
the other hand, 229 farms, which make up less than 1% of the total number of farms,
have herds with more than 400 pigs (on average about 3,500), and participate in the total
number of pigs with over 20%. The first grougl@minated by households south of the
Sava River, while households from Vojvodina lead in the second group accounting for
J of the mentioned 20 %.

1 Such high fragmentation in the primary segment, along with all previously discussed
limitations, significantlyinfluences the factors of competitiveness. Herds are smaller,
the mortality rate is higher, breeding time is longer, the average weight of the animals
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is lower, and the final purchase price, due to the lack of economies of scale and
inadequate farm managent, is higher than in most EU countries which are a
competitive threat.

In the processing segment, fragmentation is less pronounced but still present. There are
over 300 companies in the market, and the top 25 account for 75% of the sales revenue.
Howeva, in order to achieve the necessary economies of scale, further consolidation of
the processing segment is necessalgrger and more modern farms will have to
continue increasing production, reducing unit costs and improve competitiveness. It is
expectd that smaller and unprofitable processing centers will be abolished. It is not
solely the high production per capita that affects productivity, but also production
concentration (for example, Denmark produces 300 kg of meat per capita through only
150 conpanies, while Serbia produces about 35 kg through more than 300 companies).
In addition, it should be noted that according to the information, most Serbian
companies operate with capacity utilization ranging between 50% and 70%, and the
reason is insuffi@nt quantity of available raw inputs as well as difficulties of adding
additional production levels on the market.

Serbia is competitive in the production of key inputs for meat productiors corn, soybean,
and sunflower, which is a good starting point.

T

l

The yields are at relatively high level thanks in particular to the favorable soil
characteristics in Vojvodina. Serbia is lagging behind in corn yields, while soya and
sunflower yields are higher than in Europe.

The total quantities produced are relatwiigh, even for the European level. Serbia's
production reaches 25% of European soybean production, 10% of corn production, and
5% of sunflower production.

Serbia is pricecompetitive in the primary segment, and products have the potential to
be differentated using the ne@®MO factor, and achieve higher prices in the global
market. The lowest purchase prices of corn and soybean were recorded in Serbia
compared to all other EU countries, while soya purchase price was at EU average.

Bearing in mind that Serbia has certain competitive advantages, and that the meat sector
is worth supporting, state policy measures and limited resources must be adapted to fully
support the achievement of the desired level.

T

Serbia has a tradition in the production and expomeéat; key inputs such as cereals
and oilseeds are not only available in the domestic market but also show competitive
performance; labor, electricity and land costs are lower than in the vast majority of
comparable EU countrieso in the coming period is crucial to support the promotion

of genetic potential, facility modernization, and farm management of those primary
producers that have the potential to be competitive. More funding from the agricultural
budget should be used for improving producyivaind product quality, and less for
financing by the number of heads. Given that the total necessary investments along the
chain are estimated at over EUR 500 million (IPARD strategy), it is necessary to release
IPARD funds as soon as possible to supgwetdverall transformation process. When
establishing a vision and strategy, it is necessary to study in detail the examples of
Hungary and Polandafter joining the EU these two countries have managed to remain
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net exporters of meat, as well as Romanid Bnlgaria, whose import dependence
significantly increased.

1 Itis evident that Serbia must strive to join the WTO in order to improve the conditions
for appearing in other markets, and also to signal its affiliation to the international
market communityHowever, as long as the protection from import of GMO crops is in
force, Serbia has the opportunity to position itself on potentially very profitable niches,
whose growth in the future is undoubtedly related to the production eEMD meat.

Given the exsting structure and level of production, it is more likely that Serbia can
shape itself as an exporter of niche products, rather than exporter of traditional products
where price competitiveness is much more pronounced.

0 Bearing in mind that in Serbia coamd soybeans are not genetically modified,
and that everything is indicating that this will not change, branding and
certification of meat that is not fed by genetically modified foods could be a
significant export possibility. The demand for geneticaliynodified products
is growing and Serbia is one of the few countries that produces and uses
unmodified corn, soybeans, and meat.

o In terms of beef meat Serbia has all the essentials to be competitive, but the
trends are quite weak; both the number of headsper capita production are in
decline, and the EU market demand is weakening. Beef production in Serbia has
a strong genetic bas&immental breed for basic production and-selfficient
fodder production. Serbia also benefits from the fact thaedatteding is not
demanding in terms of technology, and does not require much hard work. It,
however, requires space and land, which is also an opportunity for the areas that
are slowly fAdyingo. Neverthel ess, t he
that even 20% of the EU quota for baby beef exports is not met.

Milk S ub-sector

Milk market analysis is similar and closely related to meat market analysisThe common
characteristics of the two stdectors, already described in the analysis of the meatesobr,
are as follows:

1 Low global trade level 85% of milk and dairy products come from domestic
production.

1 A small number of countries are exportesurplus produced in 30 countries makes up
for shortages in all other countries.

1 Division by country, in terms of net exporters and importers, largely coincide. Just like
in the meat suisector, the three largest producers producing the highest speslus
capita are Denmark, Ireland and New Zealand. Given that other participants take similar
positions as in the meat sgbctor, it is reasonable to assume that the competitiveness
of the two subsectors is often based on common factors and comparatiaatages.

1 However, unlike meat, the economies of scale are less influential in the milesidb,
and there is more room for smaller and possibly less specialized courttieset
exporters are joined by the Baltic countries and Luxembourg, whilergesisuch as
Canada, the United States, or Brazil are less important actors than in the nsssttsub
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One of the reasons is that margins are somewhat higher than in the msattsup
which nevertheless relieves the pressure of price competitiveness.

It should be noted that EU is a significantly more important actor in the net placement
of milk than meat, and that the milk sector is equally protected and supported as the
meat sector, if not more.

o On the supply side, the EU quotas have been abolisthey. Were introduced
30yearsagoduetoovprr oducti on (Amil k | agkhes &
production has been growing slightly since then.

o On the demand side, the consumption in the EU market is not expected to rise
because it is at the upper lirfiit has been decreasing slightly per capita in the
last 10 years.

o Therefore, the EU market is quite saturated and difficult to réaehen for
quality products.

Serbia is mostly sebufficient in terms of milk production (as is the case with meat)
it produces a little over its needs.

The primary sector is similarly if not more fragmented than the meat sector.

o Cattle breeding takes place on 250,000 farms and in 2015 there were 430,000
95% of all herds have one to five cows.

Even the milk industry is @jng through a kind of transformation, or turning to
commercialization.

o The number of dairy cows is in constant decline, so in the past 10 years the total
reduction was 40%, from 607 to 430 thousand heads.

0o However, this decline did not affect the declimemilk production, which
dropped by only 5.4%, and given the decrease in population, the per capita
decrease was even lower, amounting to 1.2% or 2.57 liters annually.

o Average milk yield per cow has increased by more than 35%, from 2,600 to
3,500 liters,which testifies to better breed composition, consolidation, and
professionalization, that is, the fact that those who could not follow the
inevitable market transformation fell out of the race.

o In that respect, Serbia is only at the beginning of the, raa@vident from the
relatively low amount of milk that ends up in dairies

A 65-70% of raw milk goes directly into industrial plants for the production
of milk and dairy products, and 30% of the raw milk remains on farms
(2% is lost in primary production).

A About 60% of the total amount of milk remaining on farms is directly
sold at local markets, stores or directly to locals, while the rest is used
for personal consumption at family farms.

o Therefore, as in the meat ssbctor, there is room for growth in tdemestic
market, along with further commercialization.
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0 Most recommendations concerning meat also apply to the value chain of milk
especially regarding the experiences and policies of other countries that were in
a similar position as Serbia before jmigithe EU, reviewing the effectiveness
of spending and state aid, and ensuring quick availability of IPARD funds.

Key differences relative to the meat susector in the context of Serbia are as follows

1 Raw milk production in Serbia is price-competitive compared to the surrounding
and EU countries Milk production in the primary segment implies a less pronounced
economies of scale, so the impact of management on a farm is less significant compared
to the cost of raw materials for animal feeds and lalhus; dlso creates a very low
purchase price of milk in Serbia which is, despite high fragmentation of the primary
segment, among the lowest in Europe. It is precisely the low price that staved off the
impact caused by the abolition of production quotahénEU market and the ban on
exports to Russia by the EU, with or without the levies introduced occasionally.

1 The processing segment is less fragmented to 5 dairies (Imlek, Mlekara Sabac,
Subotica and Somboled), headed by Imlek (which according to ¢thastics does not
lag behind the leading EU dairies) dominate the market and purch#&&60f the
total quantity of purchased milk (14 largest dairies are responsible for 90% of the
purchase).

1 Production by companies is relatively larger compared to theneat subsector, and
the capacities are generally more updatedn relation to the entirE&D industry, the
milk sub-sector is relatively modernized, which is also reflected in the fact that its share
grows as we move away from the social indicatotise number of companies and
employee$ towards the profit indicators. Although the sector accounts for only 5% of
companies and 8% of employees, it is responsible for 10% of operating revenues, 12%
of added value and even 14% of EBITDA. A relatively higholalproductivity,
operating income per employee, and EBITDA margins confirm a considerable degree
of automation and professionalization in the sector. However, what is common for both
meat and milk suisectors is that capacities are not fully utilized-869 of capacities).

1 A more competitive primary price and a more concentrated and modern
processing sector have also enabled a somewhat better competitive position in milk
exports.

0 Serbia is a net exporter of dairy products. Net exports have been quite stable
over the last ten years, and doubled the last two. Although the export of dairy
products and milk from Serbia does not appear to be high in absolute terms
relatively observedt is not as low, as is the case with meat. The share of
exports of dairy products in total exports is at a higher level than usual, and the
RCA indicator in both 2009 and 2015 was significantly above 1.

o Two most important export products are curd cheeseyoghurt; together with
milk they account for the complete exports. Exports are not very diversified, nor
usuali products most commonly traded on the world market are cheese and
powdered milk, and yoghurt is the least traded product. In additionkomilk
powder is the most important import product of Serbia since it is widely used in
the confectionery industry, the production of which is not widespread in Serbia.
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o Milk exports were significantly increased in in the last two years thanks to the
growth achieved on the Russian market, and are slowly becoming dominant and,
unlike meat exports, did not decline after the first couple of years (maintained at
around EUR 25 mil). Before the crisis Serbia exported only to the CEFTA
market, but it diversifiedts placements in the pestisis period. Export to the
CEFTA market is still the most significant and has remained more or less stable
over the years (in the last 10 years the average is about EUR 45 mil). Exports to
the EU market are still low, but theyddrecord an increase from 0 to UR 10
million, which is a fipositiveo signal

Similar to the meat subsector, it is crucial to speed up commercialization of the primary

segment in the coming period, in order to accelerate quality improvement processes and

enable progress of the economies of scakccording to SEEDEV, three group$ grimary

milk producers are clearly distinguished in Serbi@ producers who are generally out of

formal flows, who keep only a couple of cows, do not have good genetic potential and produce
relatively 1little milk; ( djusting tankUdsthdardsfamdc t o r s
regulations, but with a lot of work ahead of them, and who sell milk mainly to dairy farmers;

(i) large farms operating at levels required by the EU. We agree with SEEDEV that as long as
Serbia protects the domestic market firocess will run at a slow pace, on the other hand, on

the day of joining the EU full liberalization will ensue, which will be a blow to those who have

been protected for years. Therefore, it is desirable to gradually liberalize the market, which will
result in reduction in a number of far ms, proi
increased production by more commerciahented and sustainable farms that will jump at

the chance.

In terms of export, as in the meat suksector, niche productsand potential branding of
non-GMO products present good opportunity. One of the key priorities in this process is
raising the quality level of milk, including inevitable establishment of a national
reference laboratory and turning sutsidies towards qualiy as well.
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Fruit and Vegetable Sub-sector(F&V), with a focus on raspberries

A Review of Characteristics and Performance of the EntireSadbor

Fruit and vegetable subsector is the most competitive suisector of theF&D industry and
one ofthe mostcompetitive representatives of the Sebian economy in general.

1 According to FAO statistics and estimates, nearly 3 million tons of fruits and
vegetables are produced annually in Serbia, on close to 400,000 hectafidse fruit
segment is dominated by plumsdaapples; most of the plum yield is spent on farms in
brandy production, without serious commercialization, unlike apples, with intensive
production developed over time and primarily intended for exports, which have
increased 10 times over the period @h tyears. In the vegetables segment dominant
varieties are potatoes, tomatoes, cabbage, and peppers, which account for 54% of the
land under vegetables and 77% of the total vegetable production. Serbia has a significant
share in the European, and even warlarket in the production of certain varieties.
Serbia makes up more than a quarter of the European quince production (37%),
raspberries (33%), cherries (29%), and plums (26%). As for vegetables, significant
participation exists only in the productiona#bbage and pepperwith both products
close to 5% of European production.

1 Serbia is producing significant and growing surpluses of fruits and vegetables,
which are relatively easily placed on the international marketTaking into account
the segment ofruits and vegetables that falls under agriculture and not necessarily
under the manufacturing industry, and reveals the overall potential of this value chain
such as, for example, fresh apples, it is noticeable that the total export of fruits and
vegetdles is extremely high and fast growing. In 2016, exports exceeded EUR 700
million, reaching over 5% share, which is significantly higher than the average in the
vast majority of other countries. This is also evident by an extremely high RCA indicator
9),which il lustrates the extent of Serbiab
and marketing of exported fruits and vegetable. Net exports exceeded EUR 400 million
and, if products which Serbia is not able to produce, such as tropical fruits and citrus
fruits are omitted from this calculation, net exports reach the level of about EUR 580
million, which clearly indicates the level of surpluses realized in Serbia.

1 During the crisis period Serbia has increased its exports significantly, and the
market share analysis indicates that growth was achieved primarily through
competitiveness In the postrisis period, fruits and vegetables exports grew by 13%
annually, that is, total exports were more than doubled. The analysis of the constant
market share of 27rpduct groups, as well as all export markets, shows that over 70%
of the growth was achieved thanks to the increase in market share, which shows that
Serbia increased its exports in respective markets with its product portfolio faster in
relation to impordemand of these markets.

9 Fruit products are a dominant category and account for more than 80% of exports.
Raspberries and apples are the two most important export varieties, making up
more than half of total exports of fruits and vegetablesAlthough these two have
shaped the growth of exports, it is important to note that exports of the majority of other
varieties have also increased dynamically, as showigure6 below. Serbia is a net
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exporter of all the crops that households are @bleroduce (excluding citrus fruits),
except for tomatoes and cucumbers due to increased net deficit in the last three years.
Three more products should be mentioned, both for their current relative significance
and for their growth potentials and compeéhess plums, cherries and peppers. For
example, Serbia exports only 5% of produced plums, due to insufficient purchase
process. Export of products made from these three varieties reached almost EUR 100
million euros in 2016, making Serbia an import@nbducer at the EU level, with
indigenous species that can be improved and processed as niche products or products
with protected geographical origin.

Figure F&D 6. Fruits and vegetables export gowth, excluding raspberries and apples
(20062016, in ton¥

zvoz voca i povrca i proizvoda od voca i povréa iz Srbije, 2006-2016
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Export of fruits and vegetables and fruit and vegetable products from Serbia;2Q066
/peach, green peas, strawberry, pickles, pears, omectarine, tomatoe, beans, carrot,
peppers, blackberry/

1 The Russian Federation is themost important export destination, followed by
Germany and other developed EU countries.

o Russia is the primary destination for most fruit crops (except for
raspberries) - apples, apricots, peaches, strawberries, plums, cherries...
Raspberries are exported to more developed European counGesnany,
France and Belgium, while the large and unsaturated North American market is
becoming increasingly more attractive tal8an exporters.

o0 Asfarasvegetables are concerned, exports are much more diversifiddost
of the exports are directed towards the CEFTA market and surrounding
countries, primarily due to perishable property of these products. However,
certain varietiessuch as peppers, mushrooms and cucumbers, are increasingly
exported to Germany, Italy, and AustbBaspite encouraging market signals
in the fruits and vegetables sector net exports are high and in constant
increase- a deeper review of the structure sggests that Serbia does not use
all the available potential. Key characteristics of the value chain of fruit and
vegetables in Serbia are low added value through processing and low
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diversification of exports, despite a relatively high agricultural prodnctAs
previously explained, this does not concern the fruit and vegetable industry only,
but represents a general problem of the entire Serbian food industry, which is
particularly pronounced in the fruits and vegetables segment. Serbia is one of
the courries with the lowest relation between exports of food products and
agricultural raw products (below 2), because it exports a relatively high
percentage of raw products or products with added value. Taking raspberry
products as an example, the share of ghechase price in the price of the
exported processed final product can be up t8(04.

Focus on Value Chain of Raspberry Products

Since there are differences between key actors and rivals, their relations, export products, export
markets, depending ohe type of fruits and vegetables, for the purpose of deeper analysis of
the structure and competitiveness, raspberries are taken as representative of a wider value chain
of fruits and vegetableRaspberry was selected for several reasons

1 Raspberry is thenly product within the fruit and vegetable ssdctor that has a truly
strategic export (> EUR 250 million) and social significance (> 80,000 farms). All other
varieties are either too small to be independently analyzed or, as is the case with apples,
they belong to the agricultural sector, which is not the primary focus of this analysis.

1 In addition to its significant importance, the value chain of raspberry has a number of
observed shortcomingssuch as gaps in quality and safety standandsketlogistic
organization, and potential joint performance, which are largely a consequence of
fragmentation, producing lower added value and diversification within the sector.

1 Given that described problems are to a certain extent also representative of the fruit and
vegetable suisector, and even the entik&D industry, the knowhow of problem
solving can be a representative way to increase competitiveness of other prospective
varieties.

1 Itis possible to improve (or at least sustain) the compromised competitiveness of the
entire traditional <chain, but itirelated al s o
to deeper processing, fresh segment, re¢aitly segment and orgamroduction.

1 Raspberries can be considered a luxury product for developed countries (high prices for
richer consumers), for which there is a constant increase in demand due to the
attractiveness of berries (taste, smell, color, aroma, high levels oXidatits ...).

1 Profitable species the relationship between the cost of growing, the labor required
during the year and the selling price is favorable, especially when taking into account
the standard of living in Serbia.
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General Characteristics of the Raspberry Production in

Serbia Figure F&V 7. Raspeberry
production centers in Serbie

1 Raspberry has a long tradition of production in Serbia,
which dates back to the 70's of the 20th centurywhen .
the center of production was in the Valjevo regiboday,
the center is relocated to Western Serbia, where arc *
80,000 farms grow raspberries, while other farms
located in Arilie and Ivanjica, with recent tendencies -
expanding to other parts.

1 The total production varies from one year to another,
constantly increasing, reaching 100,000 tons in 2015
2016. One of the key challenges in analyzing the ve
chain of raspberries is the insufficient reliability «
available statisticsstarting with total production. Namely
as shown in thdigure below, it is evident that official
statistical data underestimate the production of raspberries
in the last years and do not follow the expansion of primary production, which is
noticeable when observing the export of raspberries, as well as field daitzeddby
Cold storage operators (UH). It is clear that in the long run cumulative exports cannot
be significantly higher than production, in a situation where there are no significant
imports and stocks. Nevertheless, in the last 5 years, the cumulgive was around
395k, and the official production was 329k tons, showing a difference of about 20%.
Export and UH data are more consistent, since production is higireexport (cca-5
10%), which is approximately the same amount used in domestic comsunvpithout
timely and accurate data on the production and purchase of raspberries, it is not possible
to create an adequate policy or establish strategic framework for further development.
Information on whether the production is declining or growing lama much is also
important for understanding whether the processing capacities are of adequate size,
whether Serbia's market share is growing, its competitive position, and whether the yield
in primary production is on the rise etavhich should determe further actions in the
field of improving sector competitiveness.
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Figure F&D 8. Raspberry production and expday volume and years in tons, according to
different sources

Source UN Comtrade SORSUH

1 Serbia is one of the global leaders in thproduction of frozen raspberries- and
almost all the production is placed on the markets of developed countries.

o Serbia and Poland are key producers of raspberries (380% of global
production), fully exportoriented. America and Russia are also important
producers due to their size (36%)1 but also large raspberry consumers who
are not export oriented, and represent net importers. Chile and Mexit6%d)0
are predominantly oriented towards North America, but thanks to good
organization they supply merdistant countries (Australia, China, New
Zealand...)Figure9 shows the global distribution of production.

o Highly developed countries import raspberries (EU, US, Australia, with
Germany in the forefront), as shown irFigure 10. They account for 95% of
global raspberry imports (USD 1,060 billion of USD 1,120 billion). Only about
60 million USD of imports comes from other countries (Asia, Africa, South
America, Russia ...).

0 Serbia is a key exporter specialized in frozen raspberries, Willamette
cultivar, marketed in developed countries of the European Union and North
America. This traditional value chain has been established and developed for
decades, and its performance, advantages and disadvantages can be observed in
detail. Other chains of raspberries (fresh, dried, juices and jams) have not been
developed. There are few rRat actors in these chains, and there are no
representative examples to mention, but there are examples of successful
practices that should be supported and multiplied, provided adequate basis.
Therefore, this analysis discusses the competitive positiomaply on the
example of traditional chain of frozen raspberries, since other chains are not
possible to analyze in detail. However, the recommendations also include
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