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Foreword

The prospect of the integration of the agriculture and food processing indus-
try of the Central and Eastern European (CEE) countries in the unified
European economy represents important economic and political opportunity
and challenge. This process of integration is expected to have significant
effects on the patterns of property, production, employment and trade in agri-
cultural and food products sectors. Following the experience in other areas,
the integration process “is likely to be stimulated by the development of cross-
border linkages among firms which lead to a network of production rela-
tionships throughout the region. Such linkages have been shown to have a
major influence on the path of development in Asia and appear to be emerg-
ing as a factor in Europe. Though producer network have not sprung up in
farming, a good deal of interaction at the processing and food manufactur-
ing level is taking place, giving rise to important linkages which will shape
policy and influence development”' Integration process to the European
Union would open the market for foreign investment, especially for building
infrastructure (logistic and storage technology), modernize production tech-
nology and increase marketing activities. This process is expected to restruc-
ture the agro-food sector in the CEE as productive chains, incorporating the
necessary institutional framework for modern food industry, financial ser-
vices, wholesale markets, commodities exchanges and future markets, price
information, quality standards, controls and certification, export marketing
agencies and transportation facilities and infrastructure. To capture this com-
plex transformation process, future studies and trend analysis are on demand
to cover structural and functional change scenarios, as well as technolegy
development, which will affect gains and losses for the present industrial
basis in the region. Technology Foresight exercises at the regional level could
contribute te build consensus and agreements among the key stakeholders
to conduct these transformation in a sustainable manner.

Starting with one regional technology foresight exercise, UNIDO tock the ini-
tiative to launch an impact study with the objective to define common issues
and scope of changes and developments likely to occur to the regional and
national agro-food production chain in the CEE countries as a result of the
European Unien {EU) integration process. This impact study forms a basic

*The agriculture and food sectors: the role of foreign direct investment in the creation of an
integrated european agriculture. Timethy Josling and Stefan Tangermann. In: Enlarging Eurcpe: The
industrial foundations of a new political reality. Research series (University of California, Berkely.
International and Area Studies), 1998.



framework for a technology foresight exercise on challenges and opportuni-
ties of EU integration to the agro-food industry in the countries of Central
and Eastern Europe. '

The impact study was expected to:

* Discuss problems and issues related to the impact of EU integration
on the agro-food production chain in selected CEE countries, such as
Bulgaria, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland,
Romania, Slovakia and Slovenia.

s (Collect and analyse available research results on the future possibte
impacts (challenges and opportunities), which the agro-food industry
in the CEE countries will be facing in their integration process into
the European Union.

* Prepare a diagnosis on the agro-food production chain in the selec-
ted countries and in the subregion and design alternative scenarios
for the future development of this production chain.

¢ Define common issues at regional level for conducting a comprehen-
sive Technology Foresight exercise to address the future development
of the agro-food industry in the CEE countries, in the horizon of 10
years.

The study was conducted through deskwork to collect data and information,
consultations with key local stakeholders, workshops and round table dis-
cussion at the Technology Foresight Summit 2003 (March 2003, Budapest).

The study addresses the new challenges and opportunities to agro-food
industry which could come with accession of countries, such as Bulgaria,
Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Romania, Slovakia
and Slovenia, to the European Union in 2004 and 2007 respectively.

The study report presents the following issues:

* Analysis of the agricultural sector prior to accession:
Changing share of agriculture to GDP in all 10 accession countries;
major structural adjustments in the transition period 1990-2002;
starting conditions for accession in terms of property rights, pro-
duction, employment, trade, subsidies and prices, competitiveness.

¢ The agro-food industry in the accession countries:
Size of the agro-food industry in terms of production and employ-
ment; specialization patterns in the region and compared to the EU;
development trends between 1995 and 2002; international compet-
itiveness including wages, productivity and unit labour costs; trade



competi’tiveness and structure (in trade with the EU) e.g. market
share developments, export performance ete.; importance of foreign
direct investment (FDI); regional map of agro-food industry show-
ing regional development clusters.

* The likely impact of accession to the European Union-scenarios:
Impact of CAP; impact of the common market; compliance with EU
regulations, trade diversion and redirection; new agro-food produc-
tion chains; patterns of foreign direct investment.

* The scooping of foresight study on the impacts of EU accession to

the agro-food industry in the CEL.

* Topics, problems and common issues to be addressed.

The results of the impact study constitute the basis for the envisaged fore-
sight survey and therefore represents its first phase. )
The foresight study will aim at to providing advice for governmental deci-
sion makers in the Central and Eastern Europe with regard to the transfor-
mation of their industries to cope with the new EU legislative and regulatory
framework, as well as the competitive pressure of the EU market.

This study has been prepared by the Vienna Institute for International
Economic Studies (wiiw) under the coordination of the UNIDO staff member
Ricardo Seidl da Fonseca.
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Executive summary

Agriculture:
present state and likely impact of EU accession

As the requirement to implement strict EU standards and rules will force
many family farms in the CEECs to leave the market, they will probably
decline in number. Large farms, cultivating leased land, will face rising labour-
and land-related costs. In order to survive, high technological standards will
become a decisive issue. However, lack of funds—from own or external
sources—will limit enterprise modernization. Compliance with EU standards
will call for investment on a massive scale. Not all the large farms will be
able to cope with the problem. In regions where other conditions are also
favourable, high-quality farmland land is likely to attract foreign investors
even before the market has been fuily liberalized.

Vis-a-vis the EU-15, the accession countries record a trade surplus in farm
products. At the same time, rising incomes among the non-agricultural popu-
lation will boost the demand for processed food and thus the demand for farm
products. As a result, the trade surplus in farm products will diminish and
could even turn into a deficit in the longer run. Morecver, for some of the most
important farm products, production quotas will restrict output expansion.

Assessing the long-term prospects of CEE agriculture is a difficult task:
In January 2003 the EU Commission presented a package of reforms of the
Commen Agricultural Policy {CAF). Discussions will be long and fierce, and
the ultimate outcome is hard to predict. The forthcoming new rounds of WTO
negoetiations are likely to have an impact on the CAP reform. The negotiations
will probably strengthen the opponents of the existing CAP systern. Therefore,
the degree to which the present system will survive is an open question.

Food processing:
present state and likely impact of EU accession

The food processing industry holds an important position in the candidate
countries’ economies in terms of production, employment and foreign direct
investment, but not in terms of exports to the EU. Within the region, it has
an above-average position in Bulgaria, Hungary, Poland, Romania and the
Baltic states. With regard to EU accession, the food processing industry seems
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to be better situated in Bulgaria, Hungary and Poland, owing to its compar-
ative advantage in trade with the EU-15. This, in turn, is based largely on a
comparative advantage in the following branches: fruit and vegetables in
Bulgaria, meat and meat products and fruit and vegetables in Hungary, and
meat and meat products, fish and fish products, fruit and vegetables and
dairy products in Poland. In the period 1995-2001, the performance of the
food processing industry was relatively weak: production, productivity as well
as exports to the EU grew only slowly, much less than manufacturing on aver-
age. There were only two exceptions: Poland, which showed higher preduc-
tion growth and considerable gains on the EU market, and Romania, which
did well on the domestic market and displayed strong productivity growth.

EU accession might have effects on the supply side of the food pro-
cessing industry, on production itself and on the demand side (export and
domestic markets).

* Improvements in the agricultural sector in the wake of EU acces-
sion (efficiency, quality} will alse help the food processing industry
to improve.

* Rising input prices of agricultural raw materials, unless compensated
by EU payments, will increase costs in the food processing industry
and hence reduce cost competitiveness,

* Increasing wages will also decrease cost competitiveness, unless
countered by productivity growth.

* The implementation of the acquis relating to health safety, quality of

" food and other requirements such as animal welfare and environ-

mental protection will put high pressure on domestic enterprises,
many of which will have to shut down.

* Foreign direct investment inflow into the candidate countries will con-
tinue and may even intensify. ’

* The opening-up of the EU internal market will probably bring about
better export opportunities, but only for companies capable of meet-
ing EU standards.

¢ The opening-up of the domestic market will bring about stronger
import competition from EU products, which are backed by better
marketing and large sales proemotion budgets.

* . The cormmon external tariff on food products applied in the EU is cur-
rently lower than that applied in several CEECs; in these countries,
imports from non-EU countries will increase. However, the require-
ment to meet EU standards will restrict these imports,

* The long-term rise in income will help the food processing industry,
although the income elasticity for many food products is less than
cne. In addition, specific areas will be favoured as domestic food con-
sumption changes in structure (luxury goods)
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EU accession will offer the food industry in the new member countries
new opportunities:

* Better chances for growth will arise in the sphere of high income-
elasticity products, a fact that should attract further foreign direct
investment.

* More emphasis can be put on branding products. In fact, old brand
names from the communist or pre-communist period are currently
experiencing a revival: something that both domestic enterprises and
foreign direct investment companies may benefit from.

* Over the past years of transition, many farms could not afford to pur-
chase large quantities of agro-chemicals. This presents a good oppor-
tunity for organic farming and the appropriate processing of output.
As this branch of agriculture and food processing is relatively labour-
intensive, the low wages in the CEECs are an additional advantage.

* The emergence of clusters is vital to the further development of the
food processing industry. In general, clusters have a positive influence
on innovation, competitiveness, skill formation and information, as
well as on further concentration and growth dynamics. In the coun-
tries of Central and Eastern Europe, cluster creation is still in its ini-
tial stages.

Foresight survey requirements

Research efforts should be directed towards identifying those subsectors and
products in agriculture and food processing in which the accession countries
could acquire or strengthen a comparative advantage. It would be essential
to identify the support that legislation and state administration could lend
this process.

In the field of agriculture as well as food processing, a foresight survey
should focus on likely scenarios of structural change, taking into account the
possible outcomes of the change in the trade regime in the wake of EU acces-
sion, as well as possible outcomes of a reform of the Common Agricultural
Policy and of the WTO negotiations.

It is important to find sound solutions on the enterprise level, in the rep-
resentation of enterprises on the branch level, on the EU and international
level, in the field of legislation and administration and from a macroeco-
nomic point of view. Results of a foresight survey would be instrumental to
taking decisions that could shape a better future.



Introduction

impact of EU integration on the agro-food industry
in the countries of Central and Eastern Europe

The economies of the Central and East European countries (CEECs} in gen-
eral, and the agro-food industry in particular, have undergone dramatic
changes during the past 13 years since the collapse of communism: the trans-
formation to a market economy system including major changes in ownership,
a severe fall in output in the first years, overcome only slowly, restructuring
and modernization of companies, significant changes in trade orientation etc.
The major aim of the CEECs—accession to the European Union—is now ahead
of them, requiring new adjustments and posing new challenges but also
threats to CEE farms and the agro-food industry. The integration process into
the EU is expected to restructure agriculture and the agro-food industry in
the accession countries {comprising Bulgaria, the Czech Republic, Estonia,
Hungary, Latvia, Lithuania, Poland, Romania, Slovakia and Slovenia) which
will join the EU in 2004 and 2007 respectively. These and related matters were
discussed at the UNIDO Technology Foresight Summit 2003, held in Budapest
on 27-29 March 2003, for which this study served as a background -paper.

The UNIDO Technology Foresight Summit 2003, Panel TF 7

Generally, the UNIDO Technology Foresight Summit 2003 functioned as an
important tool for directing the focus on competitiveness and innovation in
the region, for giving recommendations to decision makers, and also for iden-
tifying hot issues in certain sectors of the economy (i.e. biotechnology, agro-
food industry, automotive industry). It brought together policy representatives
at the highest level, top business leaders, as well as heads of research insti-
tutes. Panel TF 7 of the conference focused on “Prospects and New Technologies
for the Agro-food Industry”, with the aim to analyse the present conditions
as well as future prospects of the agro-food industry and to discuss them in
a distinct round of professionals. The papers presented looked into the situ-
ation of agriculture only or dealt with the whole agro-food industry, includ-
ing agriculture and food-processing. Altegether, a number of important topics
were raised: strengths and weaknesses, opportunities and threats connected
to EU accession, policy recommendations as well as the need for future research
requirements. The present study as well as other papers and discussion’
results will provide the basic framework for a more comprehensive project
that is to analyse the impact of EU integration on the agro-food industry in
the countries joining the EU and also to develop scenarios for the next years.
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The new, multifunctional role of agriculture was stressed in several
papers: apart from the production of foodstuffs and animal feed, agricul-
ture has to perform several other important functions related to cultural .
and historic heritage values, rural development or eco-tourism. While the
awareness of this new role of agriculture has been growing (if slowly) in
Western countries, it stiil has to reach the population of Central and Eastern
Europe. With the collapse of communism, the farming methods used so far
became a topic; new methods are now on their way into CEE agriculture as
well; integrated farming, organic farming, biotechnology and genetic modi-
fication. These methods were described and also vividly discussed in the
papers, e.g. the advantages of high-yield farming against organic farming.
In fact, the real hot topic in the panel discussion turned out to be genetic
modification: conflict arose from the fact that CEECs are consumers of GM-
food, but not producers, as the stringent EU rules on GM would have to be
applied in the CEECs as well. The wish for more lberal EU rules emerged
in the discussior.

With regard to the food-processing industry, the key importance of the
sector in the CEE economies was illustrated by several papers that stated its
major role as a producer, employer and as an attractive target of foreign direct
investment. Problems were addressed too, including the industry’s relatively
weak performance in recent years in terms of preduction and productvity,
or its small presence on the EU market. Other problems in the food-pro-
cessing industry were illustrated by the example of Slovakia, such as surplus
capacities, the slow pace of modernization due to the general lack of funds,
as well as shortcomings in good manufacturing practice.

Overall, the future prospects of the agre-food industry were seen to be
dependent on the future accession to the EU (with the reform of the EU’s
Commeon Agricultural Folicy being another element of uncertainty) as well as
on the ongoing WTC negotiations. Referring to the former, the compliance
with strict EU standards and rules will put strong pressure on family farms,
large farms and food companies alike. Among experts there is no denying
that it will be difficult for some farms/companies to find the funds they will
need to improve operations and meet the EU standards. In fact, not all of
them will be able to do so and will thus have to be closed down. On the
positive side, food companies will doubtlessly enjoy greater sales opportu-
nities on EU markets, broader relations with foreign companies and better
product quality. The same applies to some subsectors of agriculture and to
nen-regulated products.

In order to cope with these future challenges and changes, a set of rather
general policy options was suggested by the papers. These included, for
instance, the strengthening of competitiveness and restructuring of the sector,
a change in the support policy, improvement of the marketing infrastructure,
as weli as the strengthening of research and education. However, so as to
give all market participants {farmers, managers, chambers, and governments)
an idea of future market conditions and likely scenarios resulting from them,
the need for further studies was generally expressed.
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The wiiw study

This study provides a comprehensive picture of the “agro-food industry”—
defined as agriculture and food precessing—in the 10 Central and East
European countries (CEEC-10). Chapter 1 analyses the CEE agricultural sector
in its current state including structural adjustments during the transition
since 1990. The following issues will be covered: the changing share of agri-
culture in GDP, major structural changes in the transition period 1990 to 2001,
starting conditions for accession in terms of property rights, production,
employment, trade, subsidies and prices, and competitiveness. Chapter 2
examines the food processing industry in the region. It deals with the size
of the food industry in terms of production and employment, specialization
patterns compared to the European Union (EU), development trends in the
more recent transition period, factors of cost competitiveness and the key
features regarding trade with the EU. At the end of Chapters 1 and 2, the
likely impact of accession to the EU on agriculture and on food processing
will be investigated. Chapter 3 describes the consequences for the agro-food
sector as a whole. Chapter 4 states further research requirements that should
be dealt with in the next foresight study on the impacts of EU accession on
the agro-food industry.

In five selected CEECs (see table 1), the agro-foed industry accounts for
5.4% to 7.5% of GDP. The lowest share of value added in GDP in 2000 was
recorded in Slovenia, the highest in Slovakia and the Czech Republic. Herein
agriculture (including hunting, forestry and fishing) and food processing hold
about half of the total each, with agriculture being somewhat larger in most
" countries—except in Poland and Slovenia where the share of the food pro-
cessing industry is slightly higher. In detail, agriculture has a share of 3% to
4.5% in GDP, food processing of 2.4% and 3.5% (for the size and role of agri-
culture and food processing in the other CEECs see chapiers 1 and 2).

Table 1. Overview of the size of the agro-food industry

GDP Agriculture, Food . Agriculture, Food
hunting, producls, hunting products
forestry beverages = forestry beverages

and fishing and tobacco  and fishing  and tobacco Together

Value added in EUR million,* 2000 in percentage of GDP
Czech
Republic 55 738 2222 1 948 4.0 3.5 7.5
Hungary 50 572 1 879 1516 3.7 3.0 6.7
Poland 170 776 5 650 5774 33 3.4 6.7
Slovakia 21 339 966 536 4.5 2.5 7.0
Slovenia 20 594 627 490 3.0 24 54

Source: National statistics.
YAt current prices at exchange rates.




Agriculture: present state and likely
impact of EU accession

The state of affairs after a decade of reforms

Basic facts

In the Central and East European countries (CEECs)? the share of agriculture
in the Gross Domestic Product (GDP) has been diminishing in the course of
transition, but is in most cases still above the European Union’s average, The
share of agriculture in total labour force, too, fell drastically in most coun-
tries. Romania was an exception in this respect: here, agriculture has
remained an important segment of the economy and its share in total
employment is high compared to other CEECs; it even rose in the years of
deep economic crisis, 1997 to 1999. Also Bulgaria, Latvia, Lithuania and Poland
are countries with high shares of agriculture in total employment. In these
countries, agriculture employs more persons than would be required from an
efficiency point of view, and the sector’s labour productivity is correspond-
ingly low. Persons who otherwise would be unemployed engage in agricul-
tural activity, frequently on a subsistence level. This fact lowers the countries’
overall rate of unemployment, which nevertheless tends to be high.

Conditions in individual countries

With respect to agriculture, we can divide the countries investigated into twao
groups. In the first group—Poland and Slovenia—family farming was main-
tained as the dominant form of agricultural activity also in the period of cen-
‘tral planning.® As a consequence, no considerable systemic change was required
during the transition to a market economy. In the second group—the Baltic
states, Bulgaria, the Czech Republic, Hungary, Romania and Slovakia—the

“The CEECs here refer to the Baltic States (Estonia, Latvia, Lithuania), Bulgaria, the Czech
Republic, Hungary, Poland, Romania, Slovakia and Slovenia.

®In Poland, this was the outcome of the farmers’ fierce opposition against collectivization
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communist governments had marginalized family farming and, on the
threshold of transition, big state-owned enterprises or cooperatives cultivated
the land. In this latter group of countries, farming was quasi industrialized:
a situation considered by many experts in East and West as advantageous
due to (potential or realized) economies of scale. In the Czech Republic,
Hungary, parts of Poland and Slovakia the reforms led to the following resuit:

* continuation of large-scale farming cornbined with

s restitution of farmland to former owners.

That was a big achievement, which is not self-evident, as illustrated by
the examples of Bulgaria and Romania where privatization has resulted in
extreme fragmentation of land cultivation. In the Baltic countries, privatiza-
tion was more complicated and time-consuming because of difficulties in
identifying landowners.

The large majority of landowners in the Czech Republic, Hungary and
Slovakia are living and working in urban areas and leasing their land—in
most cases a few hectares only—out to the farms that have cultivated that
land already for decades. These landowners do not have much of a choice
and the room for negotiating the leasing rate is tight, if there is any. The
farms—organized as joint stock companies, limited liability companies or
cooperatives—have good chances of being profitable in more favourable loca-
tions, but are frequently loss-making in others. In Hungary, good locations

Figure L. Share of agriculture in CEECs" GDP (percentage}
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are prevailing, so that loss-making farms are less of a problem. In less
favourable Czech and Slovak regions, farms frequently continued operating
after 1989 without fully meeting their payment obligations, including those
vis-a-vis the landowners, In both countries, the government did not succeed
in enforcing deadlines for the farms’ settlement of claims of former mem-
bers of cooperatives. Many of these farms are heavily indebted; on the other
hand, they have also accumulated claims especially vis-a-vis wholesale
traders and food processors who did not pay what they bought. Especially in
less favourable areas the farms still use predominantly buildings and machin-
ery from the pre-transition era. The profits that they would need for invest-
ment into new equipments and plants are not available to them, which
disqualifies them also as borrowers from commercial banks. Borrowing is
even difficult for profitable farms, as the banks do not accept farmland as a
collateral. A market for farmland in the sense of ownership transactions is
in most regions practically nonexistent, so the banks can hardly assess which
price a piece of farmland would achieve in an auction. The farms, which are
the obvious candidates for purchases of farmland, have no funds to realize
such purchases. In the vicinity of urban areas and other agglomerations there
is demand for farmland, backed by the hope that sooner or later it will be
rededicated for construction purposes. The situation is also different in the
vicinity of borders with EU countries. There, EU citizens have already got hold -
of farmland; the corresponding deals circumvented the existing restrictions
concerning landownership by foreigners.

Figure Il. Share of agriculture and fishing in CEECs’ total employment
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Thus, the contrast is striking. In one group of countries—the Czech
Republic, Hungary and Slovakia—we can observe a dominance of farms that
have the ideal size for the use of agro-industrial technologies; however, in
less favourable areas they do not have the funds required for upgrading their
technical equipment nor are they the owners of the land that they are cul-
tivating, Many of these farms are heavily indebted. In a second group of coun-
tries—Poland and Slovenia—the traditional type of Central European small
farm, cultivated by the owner family, is dominating. In Poland, part of these
family farms work on a subsistence level, the technologies they use are obso-
lete. Much less so in Slovenia: in most of the farmer families, at least one
person has a job outside farming, and often part of that person’s income co-
finances the purchase of new farm equipment. Slovenia's budgetary situa-
tion is sound; the government can afford making small-scale family farming
viable through direct payments to farmers, credit subsidization, price regu-
lation and export subsidies. The electorate backs or tolerates this policy; the
degree of subsidization is as high or even higher than in the EU. Slovenia is
the only CEE country where a market for farmland had developed, so that
market pricing has been established; its level is not far below the EU-15 aver-
age. In Poland, the members of farmer families have much less opportuni-
ties to find jobs outside agriculture, and the government is not in a position
to provide the same extent of support as in Slovenia: the per capita income
is much lower, the budgetary situation is worse and the share of agriculture
in total employment is much higher. In Bulgaria and Romania, most of the
farmland was returned to its original owners by restitution. These owners
started cultivating their land with inadequate technical equipment and in
spite of an agricultural infrastructure that does not meet the requirements
of small-scale farming.

Today, over 90% of the CEECs’ agricultural land is in private hands. In the
majority of these countries ownership transactions have rather an episedic
character, they comprise a very small fraction of total farmland. In these rare
cases, the price of farmland was about one tenth of a comparable unit in
the EU. This situation makes it of course interesting for EU citizens to buy
land in CEECs. That would cause a move towards price convergence, imply-
~ ing high gains for those foreigners who are fast in stepping in. For the urban
owners of farmland, selling their property to foreigners would become an
attractive option. For the Czech, Hungarian and Slovak type of farms, the
land leasing costs could multiply, at least in some regions. Polish family farm-
ers would see the value of their property rising. The impact of rising prices
for land—agricultural as well as other—would not be limited to farmers, but
touch the economic interests of other groups as well. That is why legislative
barriers prevent non-citizens from acquiring land. To avoid land market-
induced disturbances upon joining the EU, in the accession negotiations
CEECs insisted on postponing full land market liberalization, up to 12 years.
It is expected that after a certain number of years of EU membership, the
gap between the general price level of the CEECs and the EU-15 will have
diminished; this could come about through CEE inflation rates being higher
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than those in the EU-15, nominal appreciation of CEE currencies, or a com-
bination of both. In parallel, the market for farmland will develop and lead
to farmland prices not far below EU-15 levels.

Low degree of subsidization maintainable thanks to favourable
exchange rates

In the first years of transition the CEE governments, led by the spirit of eco-
nomic liberalism, reduced the subsidization of agriculture drastically—with
the exception of Slovenia. For agriculture, this ‘meant a shock. The farms
could not afford purchasing the same amount of inputs as before: chemicals
such as herbicides and pesticides, fodder concentrates, gasoline, seeds,
machinery and so on. Part of their production, if not all, became unprofitable.
As a resuit, the sector’s output declined dramatically, and has not fully recov-
ered until the present day. Output of many farm products is still below its
pre-transition level. When negotiating the conditions for EU accession, the
CEECs requested the pre-transition output levels to be accepted as the norm
for setting their future production quotas, but the EU insisted on quotas
based on the output averages of the most recent years.

Table 2. Development of subsidization (PSE)® in the CEECs and in the EU
Share of subsidies in gross revenues of agriculture (percentage)
1992 1997 1998 1999 2000 2001
Bulgaria 45 -10 2 2 1 3
Estonia -89 6 20 6 7 13
Latvia -101 4 13 19 14 15
Lithuania -124. 4 16 16 6 11
Poland 1 12 22 19 7 10
Romania 8 3 30 20 19 24
Slovakia 30 11 31 25 23 1
Slovenia 32 32 42 49 39 40
Czech Rep. 32 6 23 24 16 17
Hungary 18 6 19 23 20 12
EU 38 32 36 39 34 35
QECD 35 28 33 35 32 31
Source: OECD (2002f).

' “Producer Support Estimate: Direct and indirect subsidization of agriculture, net of tax, as a
share in the farmers' gross revenues. Contrary to the former PSE concept, the newer one, as used
from 1998 on, does not include indirect subsidization in terms of financing of research, develop-
ment and marketing.

"Preliminary.
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At present the farmers in the CEECs, except for Slovenia, pay input prices
that are on average significantly lower than in the EU-15. This is because the
CEE exchange rates make the overall price level in these countries much
lower than in the EU-15. Due to this logic, in most cases the output prices,
the so-called “farm gate prices’, are also lower, although in general the gap
vis-a-vis the EU-15 is smaller than in the case of input prices. CEE farm gate
prices are, as a result of the established exchange rate levels, not much above
world market prices. This is an advantage compared to Slovenia or the EU:
if the farmers produce more of an output than the domestic market absorbs,
the country can export the surplus without much subsidization, as the gap
between farm gate and world market price determines the subsidy required
per unit of output.* However, during the past few years, in the Czech Republic,
Hungary, Poland and Slovakia a tendency towards nominal appreciation
became visible. The degree of export subsidization grew correspondingly. A
frequently used measure of subsidization is the Producer Support Estirnate
(PSE). It relates the sector’s realized revenue te that which the sector would
have achieved at world market prices. In the case of farm gate prices below
world market levels, PSE turns out negative, which may be interpreted as
subsidies from the country’s agriculture to the rest of the domestic econ-
omy and the rest of the world. PSE figures for CEECs point to a relatively low
degree of subsidization of agriculture, mirroring the relatively small gap
between their farm gate prices and world market prices.

Notorious deficits in agro-food trade in spite of surpluses in
the subdivisions of agro-trade

At the beginning of the 1990s, CEE agriculture lost its traditional export mar-
kets: exports to the former Soviet Unton countries collapsed, and so did the
trade among the CEECs. The individual countries started redirecting their
agro-food exports (i.e. exports of agricultural output plus of processed food)
towards the EU. At the same time, the CEECs signed association agreements
with the EU as a first preparatory step towards future membership. These
agreements initiated a step-wise liberalization especially of trade in indus-
trial output, much less in farm products. In the following years, the agro-
foed trade balances vis-a-vis the EU deteriorated rapidly due to a strong
deficit in the trade with processed food. Today, among the countries discussed
here, Hungary is the only one to enjoy a surplus in agro-food trade with the
EU-15.

The region as a whole records a permanent deficit in agro-food trade vis-
d-vis the EU-15. Between 1995 and 2001, agro-food exports to the FU-15 cov-
ered between 73% and 91% of imports. This was the net cutcome of surpluses
in agro-food trade which were more than offset by deficits in the trade with

*The counterpatt of export subsidies are tariffs high encugh to raise the price of imported
farm products to the level of the domestic farm gate price. Alternatively, the government may main-
tain import quotas and other non-tariff barrers.
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processed food. The differences between the individual countries were, how-
ever, considerable. Most remarkably, Poland’s balance in food trade with the
EU improved strongly after 1995 and was balanced in 2000 and 2001, where-
as after 1995 agro-food exports covered only between one half and two thirds
of agro-food imports. Like Poland, also the Czech Republic and Slovenia
recorded a deficit in agro-food trade. However, in their case also the exports
of processed food lagged far behind imports, with coverage ratios below one
half and one quarter respectively. Other countries with a high deficit in the
trade with processed food were Estonia, Latvia, Romania and Slovakia.

For the region as a whole, trade in crops was responsible for the deficit
in agro-food trade with the EU-15; trade in animal products, forest and fish-
ery output was in surplus, Hungary alone recorded a permanent surplus in
all these subdivisions of agro-food trade.

Convergence with the EU as achieved so far

In recent years, the CEECs have started assimilating the principles and instru-
ments of the EU’s Commoen Agricultural Policy {CAP). The CEECs have restruc-
tured subsidies in favour of direct payments to farmers. At the same time,
they have also started subsidizing bank loans to farmers and exempting some
inputs from taxation. A mutual reduction of tariffs and export subsidies were
steps towards the liberalization of trade between the CEECs and the EU.

An essential problem for CEE farmers—as well as for food processors and
agro-food traders—are EU quality standards and phytosanitary, veterinary,
animal welfare and environmental EU rules. The CEE governments have start-
ed adopting these standards and rules; however, only after massive invest-
ment will farms, food processing factories and those operating in transport
services, storage and distribution be able to comply with these standards and
rules. At present, some of these standards and rules represent trade barriers
that hamper CEE exports to the EU.

The new challenge:
achieving success within the enlarged Union

Points of relevance in the Copenhagen Agreement

The CEEC-5 together with the three Baltic states, Cyprus and Malta are on
track to become EU members in May 2004, as agreed on at the Copenhagen
summit of December 2002. For CEE agriculture, the Copenhagen summit
brought first of all the following results:

* The new member States will take over the system of regulating the
supply of certain products through quotas. Quotas will be based on
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production results of the most recent three years that were available
at the Copenhagen summit. The CEECs cold not push through their
proposal to use the last years prior to transition as reference years.

Farmers in the new member States will be entitled to receive direct
payments. These payments will reach their final level only in 2013,
in 2005, the second year of membership, EU payments will start, but
reach only 25% of the full amount. In the following years this per-
centage will rise gradually. The new member countries will have the
right to add direct payments out of their national budgets. The EU
accepted also a reshuffling of EU funds: up to 2006 the governments
are free to increase direct payments through the use of part of the
funds originally earmarked for rural development, and Poland also got
a go-ahead for shifts from structural funds to direct payments.
However, even if the CEECs used all these facilities of reshuffling and
topping up out of national sources, direct payments would amount,
compared to the projected final level, to only 55% in 2005 and to 60%
in 2006. After the phasing-out of the transitory period, ie. in 2013,
direct payments per hectare or person employed in agriculture in the
new member States will be lower than in the EU-15; the amount of
direct payments is related to production indicators of the pre-acces-
sion period, which are relatively low. In Copenhagen, the negotiators
agreed on the totals to be allotted to the individual countries out of
the CAP direct payment fund. The distribution of the total among
farmers will be the task of national and regional authorities.

Immediately upon accession, the new member countries will have
free access to the EU markets for the output of agriculture and the
food industry—on condition that they meet the EU quality standards
and observe the phytosanitary, veterinary, animal welfare and envi-
ronmental EU rules.

Rapid development of rural areas is a priority target. The related funds
should help to develop a better infrastructure and new employment
opportunities outside agriculture. They will offer early retirement
schemes for farmers, improve environmental protection, finance pro-
grammes for easier abolishment of farming on a subsistence level and
schemes for forestation of agricultural land. S

CAP reform—a new Commission initiative

On 22 January 2003, the European Commission presented a package of pro-
posals for a reform of the CAP. The package also designs the financial frame-
work for agricultural expenditures up to 2013. The plan is a modified version
of a proposal from July 2002. The declared fundamental aims of both ver-
sions are sustainability of agriculture and stronger market orientation. The



Agriculture: present state and likely impact of EU accession 17

Commission wants to achieve the latter through a further shift from prod-
uct to producer support,® which in EU terminology is a reshuffling within the
“first pillar” of the CAP.

The second key element of the propesal is a strengthening of rural devel-
opment, the so-called “second pillar’. The Commission wants to reduce the
funds for market price support as well as for direct payments and to use the
gains from these cuts for a topping-up of the rural development funds.

Decoupling

Starting from 2006/2007, the producer support should be based on the
amount of aid that the individual farmer has received in the past. Thus in
the future it should not be linked to current production and be bundled into
a single annual transfer. This is labelled “decoupling” by the Commission.
This decoupling is the most important ingredient of the reform package. The
idea is that in the future the farmers or farm managers should make their
product decisions without considering whether or not a product line is sub-
sidized. This should mean more market orientation. The decoupled single pay-
ment would simplify the farmers’ aid application form. It would also reduce
the administration of controls.

Nevertheless, control requirements would remain: The Commission
wants to link such payments to compliance with environmental, food safety,
animal welfare, health and occupational safety standards, as well as the
requirement to keep all farmland in good condition (“cross-compliance”).

Degression

The Commission proposes a “dynamic modulation” of direct payments: a
gradual reduction so that farms who at present receive more than 50,000
euro would receive 19% less in 2012. For farms receiving between 5,001-50,000
euro the cut should be 12.5%, whereas for those who so far received 5,000
euro or less, the Commission wants to freeze the amount of payments. This
size-specific approach is called “degression” by the Commission.®

For the new LU member countries the Commission proposed an exemp-
tion from degression, valid for the period of incomplete phasing-in of the
direct payment scheme.

More support for rural development

Part of the cut of funds for the “first pillar” should, so the proposal, serve as
support of rural development (“second pillar”). The Commission is eager to
stress that the farmers themselves would also profit from rural development

°For example, the proposal foresees a final 5% cut of the intervention price for cereals cou-
pled with compensating higher direct payments for cereal farmers.

fCurrently, 20% of all farms absorb 80% of the CAP funds.
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programmes, directly or indirectly. Some of the money for rural development
shouid help farmers to cope with new investment requirements in the con-
text of EU production standards, animal welfare and quality promotion. The
main beneficiaries of the rural development funds should be less-favoured
regions. The funds should strengthen the multifunctional character of agri-
culture. The farmers should, so to speak, give up some of the income from
EU sources in favour of their rural neighbourhood. Another part of the cuts
in first pillar funds should finance new reforms not yet specified.

The proposal as a whole

On the whole, the new CAP reform proposal is to set a ceiling to “first pil-
lar” funds—expenditures on market regulation and direct payments in an
enlarged EU. In the forthcoming Doha Round of WTO negotiations, the decou-
pling scheme should make the EU position less troublesome as it would not
cause much market distortion.

The Commission’s proposal triggered fierce discussion about iis pre-
sumable outcome. Some comments guess that at least some farmers would
minimize their farming activities and content themselves with keeping their
farmland in a condition just enough to remain qualified as recipients of direct
payments. Especially owners of small farms in less-favoured areas, so the
fear of some commentators, may stop their farming activity, move to urban
areas, take up jobs there and enjoy the direct payments from the EU. In this
latter case, the payments would conform badly to the Commission’s target
of keeping rural areas populated. Another guess is that strongly market-
oriented farmers may respond with a radical shift from previously subsidized
output to new products, which could cause major disturbances on markets
for cereals, meat and milk. Others doubt whether the envisaged system would
substantially improve the allocation of resources, as it would be far from
being a free market system: many elements of the previous systemn would
remain, such as production quotas, guarantee prices and stable transfer
incomes.

Most probably, the proposal will experience significant modifications as
the views differ considerably between the member countries and the differ-
ent groups involved.

For CEE farmers, the proposal implies a petrification of the gap to direct
payments paid to EU-15 farmers.

The reallocation of funds from subsidization of agriculture to rural devel-

opment programmes may make sense, but is also problematic. It may be a

substitute for increases in structural funds, and there is no guarantee that
the rural development funds will fulfil what they seem to promise. A num-
ber of pressure groups will try to get hold of that money on its way from
Brussels to local bureaucracies. The CEECs’ experience with this type of EU
funds is not the best. The pre-accession aid programme SAPARD required an
enormous administrative effort, such as the implementation of national
agencies. This was a time-consuming process, as was the Commission’s
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accreditation procedure, Thereafter, the submission of projects could start,
but the requirements of project preparation were so massive that they were
discouraging. Up to now, only a small number of projects has been approved.
Thus only part of the SAPARD money will reach its target, after years of delay.

Prospects for CEE farmers

Direct payments in 2005

Compared to the GDP of the EU-15 or to the entire EU budget, in 2005 the
direct payments out of the CAP funds to farmers in the new member States
will be of a negligible size. In 2005, the first year of direct payments flows to
farmers in the new member countries, total flows will amount to about 3%
of the Union’s entire agricultural budget for the EU-15 and, in other words,
to roughly 0.01% of the GDP of the EU-15. In terms of the new members' GDP,
it will amount to about 0.25%. In the new member countries, in 2005, the
average person working in agriculture will receive from CAP funds an amount
of direct payments per year that is moere or less close to the gross wage
earned in one month by the average industrial worker in the country con-
sidered. This also roughly holds true for the EU-15. Given their limited dimen-
sion, it is surprising that direct payments to farmers were one of the most
controversial issues in the final accession negotiations. The low initial rate
provoked fierce protests, much more than the probably everlasting east-west
asymmetry concerning the final size of direct payments per hectare,

In the new Central and East European member countries, in 2005, direct
payments per hectare of total used agricultural area will average about 30
euro as compared to about 130 euro in the current EU States. This figure of
30 euro is a weighted average; just as in the present EU member States, the
differences between the individual countries are large. However, compared to
the EU-15 countries, the purchasing power of 1 euro is much higher in the
new Central East European member countries, and this will still be the case
in 2005. Taking that into account, the direct payments per hectare of total
used agricultural area will make up close to 50% of the EU figure.

A crop-producing farm with a size of 1000 ha—in the Czech Republic and
Slovakia there are many farms of that size—will receive direct payments rang-
ing between 30,000 and 40,000 euro in 2005: an amount to be regarded as a
very modest contribution to the purchase of new machinery. On the other
hand, a 10 hectare-sized crop producer—farms of this smalier size are found
predominantly in Poland and Slovenia—will only receive about 300 euro. In
their present form, direct payments will accelerate rather than slow down
structural cleansing, i.e. the elimination of small units. In this way, they will
hardly contribute to the solution of some problems of rural areas in the new
EU member States—such as high unemployment and depopulation. It is the
rural development fund that is aimed at avoiding such tendencies.
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Foreseeable budgetary constraints

In the first years of membership, the CEE governments will face increasing
difficulties concerning their budgets. This is not true for Slovenia, where the
budget has always been balanced and an agricultural policy similar to the
EU's CAP is already in place. In the other CEECs, the budget deficit, if meas-
ured by EU methodology, was between 4% {Poland) and 9% {Hungary) in 2002.
The governments will have to pay the annual EU membership fee, whereas
they will not be recipients of most of the transfers from the EU. On the con-
trary, many of the EU payments entering the country will require co-financing
from the government. The farmers’ organizations will urge the governments
to top up direct payments as much as was conceded by the EU. However, the
governments will not be in a position to do sc—as they will have to start
observing the stability criteria as defined in the Maastricht treaty.

Agricultural terms of trade
For farm products, the EU enlargement will remove trade barriers between

the new member States and the LU, The Commeon Agricultural Policy implies
guarantee prices for the most important agricultural mass products such as

Figure IIl. Agricultural terms of trade?
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grain, rice, sugar and milk. To prevent the actual market prices from falling
below the guaranteed level, the CAP authorities intervene with purchases,
build up stocks and subsidize exports. In some cases, the guarantee prices
will be higher than the CEECs’ pre-accession farm gate prices. However, quan-
tity restrictions—quotas and the like—will discourage CEE farms from
increasing their output. The quota system makes sure that agricultural sur-
pluses will not explode after enlargement.

For a limited period, CEE farmers will profit from price increases for some
types of .output and from initially unchanged low prices for most of their
inputs. It is, however, not likely that this situation will last for long. Starting
from a very low level, input prices have been rising faster than output prices
already in recent years, so the farmers’ so-called “terms of trade” have wors-
ened. This process will most probably speed up. Most of the inputs are trad-
able, so further convergence of their prices to EU-15 levels is likely. The supply
of cheap, robust, but technologically obsclete machinery is dwindling, as the
producers of such machinery either shut down or are taken over by foreign
investors. In the end, the CEE farmers will be confronted with EU price lev-
els both on the output and the input side—and farms characterized by tech-
nological backwardness will be in serious trouble. The subsidies, both from
EU and from national sources, will not be enough te ensure technological
upgrading, notwithstanding the fact that for a transitory period the restric-
tion on funding out of national sources will be less strict.”

As mentioned above, in euro terms the CEE prices for domestically pro-
duced input are relatively low. In particular, prices for agriculturally used land,
for labour and for domestically produced materials are far below EU levels.
After EU enlargement, prices for different types of domestically produced out-
put and input will rise. On the input side, this will be the case especially for
land, labour and some goods and services. Further, particularly livestock pro-
ducers in the new member States will have to cope with additional costs
stemming from stricter EU sanitary and animal welfare regulations. Step by
step new proportions between input and output prices will be established,
and this may result in reduced profitability of farms that are not capable of
accomplishing the required technological upgrading.

Barriers to output expansion

By insisting on the preduction guotas being based on the past few years’
yields, the EU Commission wanted to prevent future CEE output from sur-
‘passing recent levels. Technically, a potential for output increases is there.
Should the EU eliminate its schemes of output restrictions at some future
point of time, this potential could start to play a role. However, such a sce-
nario is not likely yet. Furthermore, the complete fulfilment of EU quality

"The EU rules restrict the use of national sources to a few purposes such as special eco-
logical support programmes.
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standards and phytosanitary, veterinary and environmental EU rules in the
new member States will confront farmers—in the same way as food proces-
sors, transporters and distributors—with massive investment requirements.

 Within the Copenhagen agreement, the chapter related to agriculture
reflects the Commission’s interest in freezing the size of agricultural pro-
duction in the new EU member States, in order to prevent them from mas-
sively enlarging their surpluses in agro-food trade with the EU-15. In the next
few years, the average income in the new member countries will rise, and
'so will food consumption. The domestic absorption of agricultural products
could rise correspondingly. Ultimately, the region’s agro-food imports from
the EU-15 may surpass exports. This would remove part of the stress from
the budget of the CAP.

Shifts in the balance of trade

After EU accession, the CEECs’ agricultural trade balance will change. The
direction and extent of change will differ from country to country. The redi-
rection of trade flows will follow from the removal of the last tariff barriers
between the EU-15 and the new member countries as well as between the
individual new member countries. At the same time, the EU trade agreements
and the EU tariff scheme vis-3-vis third countries will become relevant also
for the new members. Depending on the type of products or preduct groups,
for some of the new member countries tariffs vis-a-vis non-EU countries will
increase, for others they will decrease. All these tanff modifications will
impact the trade in agricultural products.

Agriculture: conclusions

As many family farms will be forced to leave the market upon the intro-
duction of strict EU standards and rules, they will probably decline in num-
ber. Large farms, cultivating leased land, will face rising labour- and
land-related costs. In order to survive, high technological standards will
become a decisive issue. However, lack of funds—from own or external
sources—will limit enterprise modernization. Compliance with EU standards
will call for investment on a massive scale. Not all the large farms will be
able to cope with the problem. In regions where other conditions are also
favourable, high-quality farmland is likely to attract foreign investors even
before the market has been fully liberalized.

If farms offer some comparative advantages, attractive to foreigners, for-
eign companies will buy them up. The decisive issues here are favourable
production conditions, location close to the EU-15 borders and large-scale
farms, which have an optimal size for economies of scale. Small family farms,
owning and cultivating their own land, are more resistant to FDI. Besides,
foreign investors are hardly interested in small plots of a few hectares.
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Vis-a-vis the EU-15 the accession countries record a trade surplus in farm
products. At the same time, rising incomes among the non-agricultural pop-
ulation will boost the demand for processed food and thus the demand for
farm products. As a result, the trade surplus with farm products will dimin-
ish and may even turn into deficit in the longer run. Moreover, for some of
the most important farm products, production quotas will restrict output
expansion.

Assessing long-term prospects of CEE agriculture is a difficult task: In
January 2003 the EU Commission presented a package of reforms of the
Common Agricultural Policy. Discussions will be long and fierce, and the ulti-
mate outcome is hard to predict. The forthcoming new rounds of WTO nego-
tlations are likely to have an impact on the CAP reform; they will probably
strengthen the opponents of the existing CAP system. Therefore, the degree
to which the present system will survive is an open question.



Food processing: present state and
likely impact of EU accession

The food processing industry preduces a wide range of products such as pig
meat, frozen fruit and vegetables, margarine, cheese and yoghurt, pet foods,
bread, sugar, confectionary, wine and beer and even cigarettes. Procuring raw
materials from the agricultural sector, the food processing industry is heav-
ily dependent on output, quality and price of these supplies. In the CEECs,
the food processing industry is hence restrained by unfavourable conditions
in its upstream-sector; improving productivity and quality in agriculture thus
also helps to foster the development of the food processing industry.

According to the NACE rev. 1 classification system (Statistical classification
of economic activities in the European Community), the “food products; bev-
erages and tobacco sector” (in the following called “food-processing industry”)
includes the “food products and beverages” and “tobacce” industries.® The
subsequent quantitative analysis is based on the wiiw Industrial Database—
Central and Eastern Europe (IDB-CEE}, on national statistics and on the Eurostat
COMEXT Database (EU foreign trade statistics).

Position and development trends of the food processing
industry

The food processing industry plays a significant role in the economies of the
CEECs: in the year 2001, it featured a total production volume of 57.7 billion
euro, calculated at exchange rates, and a workforce of about 1.1 million per-
sons in the CEEC-10, Compared to the EU-15, the size of the CEECs’ food pro-
cessing industry is however relatively small: it accounts for 8.5% of EU-15
production only, but for 31% of total EU employment (see table 3). Simply

fIn detail, the “food and beverages industry” (division 15 in the NACE rev. 1 classification sys-
tem) includes “production, processing and preserving of meat and meat products” (group 15.1),
“processing and preserving of fish and fish products” (15.2), “processing and preserving of fruit and
vegetables” (15.3}, “manufacture of vegetable and animal oils and fats” {15.4), “manufacture of dairy
products; manufacture of ice cream” (15.5), “manufacture of grain mill products, starches and starch
products” (15.6), “manufacture of prepared animal feeds” (15.7), "manufacture of other food prod-
ucts” (15.8), and “manufacture of beverages” (15.9).—The “tobacco industry” {division 16 in the NACE
rev. 1 classification system) includes only the “manufacture of tobacco products™,

25
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comparing the levels of production and employment between the CEECs and
the EU reveals a significantly lower output per employee in the CEECs: with
about 51,000 euro per worker in 2001, CEECs’ labour productivity (converted
at current exchange rates) in the food processing industry is about 28% of
the EU level, indicating room for further productivity improvements in the
future (employment losses).

Among the CEECs, Poland is by far the largest producer of food products
in terms of current production in 2001 (29 biilion euro), followed by Hungary
(7.2 billion euro), the Czech Republic (6.8 billion euro) and Romania (6 billion
euro). As for employment, Poland again takes the lead among the CEECs, fol-
lowed by Romania, Hungary and the Czech Republic. In Poland, about 452,000
persons were employed in the food processing industry in 2001, in Romania
159,000 and in Hungary and the Czech Republic about 120,000 each. The sectoral
labour productivity was highest in Slovenia (about 88,000 euro per worker).

The food processing industry is the key manufacturing sector in Central and
Eastern Europe in terms of production and is also one of the major employers,
typically more important than in the present EU member States. In 2001, the food

Table 3. Food products, beverages and tabacco:
Overview of production and employment, 2001
Production® Employment Productivity®
Euro Perceritage Percentage persons Percentage Euro
{million) of GDP of manuf. (thousand} of manuf (thousand)
production

Bulgaria 1 860.4 12.3 221 949 17.6 19.6
Czech Rep. 6 827.3 10.8 140 120.1 11.2 56.8
Estonia® 624 .4 11.2 215 20.0 17.2 31.2
Hungary 72144 12,5 16.2 120.2 16.0 &60.0
Latvia 981.8 1.6 30.1 35.6 242 276
Lithuania® 1 338.8 11.0 236 54.7 233 245
Poland 25 023.3 14.2 249 451.9 19.2 64.2
Romania“ 5 987.2 135 22.1 159.0 10.5 37.7
Slovakia 2 0527 8.0 13.0 45.4 11.8 453
Slovenia 1778.7 8.5 13.7 20.3 8.9 87.6
CEEC-10 57 694.0 . 20.19 1 1221 16.0¢ 51.4
EU-15° 677 1375 . 15.8¢ 36288 14.4¢ 186.6
CEEC-10 in %
of EU-15 8.5 . . 30.9 . 27.6 |

Source: wiiw Industrial Database, Eurostat SBS.

At current prices at exchange rates.

52000,

‘Production share 2000.

dUnweighted average.
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industry accounted for 30% of manufacturing production in Latvia, for 25% to 22%
in Poland, Lithuania, Bulgaria, Romania and Estonia, and was only slightly simall-
er in the other countries (16% in Hungary, 14% in the Czech Republic and Slovenia
and 13% in Slovakia). This compares to an EU average of 15.8%. The food process-
ing industry ranked first in total manufacturing in most countries, but was chal-
lenged by transport equipment and bastc metals and fabricated metal products in
the Czech Republic and Slovakia, and by the electrical and optical equipment sec-
tor in Hungary. Due to its relatively high capital intensity, the position of food pro-
cessing in employment is smaller and shares ranged between 9% in Slovenia and
24% in Latvia in 2001. Again, shares were mostly higher than in the EU countries
on average. The food processing industry belongs to the top three manufacturing
employers in the Baltic States, Bulgaria, Hungary and Poland. Other important
employers are the textiles and textile products industry, basic metals and fabri-
cated metal products as well as mechanical engineering, in the Baltic States also
wood and wood products. In terms of GDP, food processing is the most important
industry in Poland (14%), Romania {13.5%), Hungary (12.5%}) and Bulgaria (12.3%).
During the more recent phase of transition, i.e. between 1995 and 2001, the
food processing industry was growing only slowly: average annual growth rates
reached merely between 1% in Hungary and 2% in Slovenia and Latvia, Positive
exceptions were Romania (4.3%) and Poland (5%), whereas negative examples
were Bulgaria, Estonia and Lithuania where production even declined. Compared
to total manufacturing, the food processing industry was hence less successful
and it turned into what we may call a “loser” of this period, the only exception
being Romania and also partly Slovenia (see figure IV). Employment in the food
processing industry declined in all countries, most strongly in Bulgaria (annual
average decrease of -5%), Estonia (-6%) and Romania {-6.4% per annum). However,
employment cuts were less pronounced than in manufacturing on average.

Figure IV. Development trends compared to total manufacturing
Average annual growth rates, 1995-2001 (percentage)

® Total manufacturing  DOFood products, beverages and tobacco
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Source: wiiw Industrial Database, national statistics.
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From an overall perspective, this weak performance was due to several
factors. First of all, when the years of the transformational recession were
over, industrial structures began to differentiate and specialization in other
sectors, such as transport equipment, emerged. On the supply side, agricul-
ture has still not recovered and is struggling with problems (see chapter 1).
In addition, several factors restrained growth on the demand side as well:
slow growth of exports to the EU and the Russian crisis in 1998 on the exter-
nal side and strong import competition on the domestic market.

Available 2002 data for some countries® suggest the following trends: the
reduction of jobs in the food processing industry continued in 2002, except
in Romania. The growth rates of production differed: growth was negative in
Slovenia but reached 3% in Poland, 3.5% in the Czech Republic, 5% in Slovakia
and 12% in Romania. However, growth rates are still below the manufactur-
ing average in most countries, again with the exception of Romania.

International cost competitiveness

In the CEECs, factors of international cost competitiveness in the food pro-
cessing industry, including wages, productivity and resulting unit labour costs
{ULCs), were and are generally lower than in Western countries, for which we
have used Austria as a reference point. In absolute terms, calculated at
exchange rates, monthly gross wages in food processing ranged between 121
euro in Bulgaria and 1,004 euro in Slovenia in 2001. While Bulgaria and
Romania, considered as “low-wage” countries, reached only 6% of the Austrian
wage level in food processing in that year, Slovenia can be termed a “high-
wage” country, reaching about 46%. In between, CEECs’ wages hovered between
10% and 22% of the Austrian wage level (2,186 eurc). Labour productivity
(defined as gross output per employed person} in the food processing indus-
try is also considerably below Austrian levels, with Bulgaria reaching just 25-
40% of the Austrian level, Slovenia 66-74%.1° In fact, the lowest levels were
observed for Bulgaria and the Baltic States, whereas the other CEECs includ-
ing Romania did relatively better. Overall, unit labour costs (ULCs), defined as
labour costs per unit output, in food processing ranged between 15% and 22%
of the Austrian level in Bulgaria, and between 56% and 63% in Slovenia, thus
providing that industry with a quite substantial compefitive edge concerning .
production costs. In Romania, ULCs were even lower, at only 10-14% of the
Austrian level, whereas in Estonia and Latvia ULCs were particularly high, sur-
passing even the level of Slovenia in the case of Latvia (see table 4).

*The Czech Republic, Polaﬁd, Romania, Slovakia and Slovenia.

YGenerally, cross-country comparisons of productivity are hampered by the conversion of
national output data te a common currency. The use of current exchange rates is not apprepriate
for this purpose, especially for CEECs, due to their undervalued currencies and often strongly fluc-
tuating exchange rates. Hence we may use purchasing power parities (PPPs) comparing prices for
different “baskets” of goods. Thus, in table 4 we first use PPPs for the whole gross domestic prod-
uct {FPP99} for GDP and then PPPs for gross fixed capital formation. The latter estimates for pro-
ductivity are lower, because prices of investment goods are relatively higher (presumably due to
imperts) in the CEECs and seem to be closer to reality. See Hanzl-Weiss and Urban (2002}, p. 14.
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Table 4. Food products, beverages and tobacco:
Wages, productivity and unit labour costs in 2001

Monthly gross wages Productivity Unit labour costs®
in eurc Austria = 100 Austria = 100 Austria = 100

) PPP39 for PPF39 for PPP93 PPFP99 for fixed

GDP fixed capital for GDP capital formation

formation {lower range}| (upper range)
Bulgaria 121.3 55 37.8 25.2 14.7 22.0
Czech Rep. 392.6 18.0 75.9 55.0 237 327
Estonia’ 306.0 14.0 37.5 22.9 37.3 61.1
Hungary 387.8 17.7 61.9 43.4 286 40.9
Latvia 273.7 12.5 30.2 19.2 41.5 65.3
Lithuania® 2284 .10.4 32.0 19.0 32.6 54.9
Poland 480.0 22.0 559 43.6 39.3 50.3
Romania 1311 6.0 59.1 439 10.1 13.7
Slovakia 297.8 13.6 62.4 38.3 21.8 35.6
Slovenia  1003.8 45.9 739 65.6 56.0 63.1

Source: wiiw Industrial Database.

*Defined as wages in EUR divided by productivity {measured as output at constant prices
1999 converted with EUR-based purchasing power parities 1593 (PPPs) divided by employees); gross
wages used for calculation.

£2000.

Table 5. Food products, beverages and tobacco:
Average annual growth rates, 1995-2001 {percentage}

Productivity Unit Labour
Output Employment Productivity  relative to Wage rates Costs
total manuf.? (euro basis) (euro basis)

Bulgaria  -3.3 5.3 22 13 7.8 5.5
Czech Rep. 13 2.0 33 Y 10.8 7.2
Estonia®  -2.7 5.9 34 -6.6 8.9 5.3
Hungary 0.9 3.8 49 76 6.3 13
Latvia 23 06 3.0 36 9.8 6.6
Lithuania®  -1.0 2 0.2 6.8 15.9 15.7
Poland 4.9 0.5 5.4 38 12.4 6.6
Romania 4.3 6.4 15 39 5.0 5.8
Slovakia 1.5 19 35 4.7 9.1 5.4
Slovenia 1.8 07 25 17 6.6 4.0

Source: wiiw Industrial Database.

*Productivity of food industry minus productivity of total manufacturing.
$1995-2000, wages and unit labour costs: 1996-2000.

*1995-2000.
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Looking at development trends between 1995 and 2001, wages in the food
processing sector rose throughout the region: annual average growth rates
were highest in the Czech Republic (11%), Peland (12%} and Lithuania (16%),
and lowest in Romania (5%). In all countries, productivity increased as well,
but less than wages; thus, unit labour costs increased and cost competitive-
ness deteriorated. The Romanian food processing industry represents an
exception to this pattern: it showed strong productivity growth accompanied
by a sharp drop in employment, with declining unit labour costs and hence
strong improvements in cost competitiveness.

Trade competitiveness and structure
(in trade with the EU)

The EU is the dominant trading partner of the Central and East European
countries today: after the collapse of the CMEA market, CEE trade became
heavily oriented towards the EU markets.!! However, in the food processing
industry the share of trade with the EU is considerably smaller, owing to var-
ious factors, such as still existing trade restrictions on both sides (exports
and imports) including also non-tariff-barriers, the importance of intra-
regional CEE trade especially with neighbouring countries, also due to the
domestic market orientation of foreign investors as compared to other sec-
tors such as the automotive industry, etc. In 2000, the EU-15 accounted for
only 20% to 49% of CEE food and beverages exports in the region.’ On the
import side, the share of imports coming from the EU ranged between 37%
and 57% and was hence larger than the respective export shares. This might
be the result of higher quality imports from the EU, better marketing includ-
ing advertising and brand names and also better distribution networks.

Between 1995 and 2001, CEE food exports to the EU-15 increased by about
80% in current euro terms, reaching a volume of about 3.3 billion euro in
2001 (see table 6). Growth was significantly below that of overall manufac-
turing exports, which reached 160% in that period, due to strong export
growth in other sectors such as transport equipment and electrical and opti-
cal equipment. CEE imports of food products increased as well (by 45%), but
less than exports, and reached about 4.7 billion euro in 2001. Again, growth
was less pronounced than in total manufactuning with 137%. Since 1995, the
trade balance in food processing with the EU has traditionally been negative,
but the deficit dropped to 1.3 billion euro in 2001 from a peak of 1.7 billion
eurc in 1998.

Hin 2000, as much as 46% to 75% of manufacturing exports were going to the EU, and 59% to
71% of manufacturing imports were coming from the EU.

The share of exports going te the EU was smallest in Slovakia and Slovenia (20% and 26%
respectively), between 30% and 40% in most other countries, and largest in Hungary and Poland
{45%) and Romania (49%).
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Table 6. Food products, beverages and tobacco

Source: Eurostat COMEXT Database, wiiw calculations.

2001/95
1995 1996 1997 1998 1999 2000 2001 growth in%
Exports to the EU-15, million euro
Bulgaria 149 169 187 192 177 137 185 23.7
Czech Rep. 171 177 189 192 214 299 378 121.3
Estonia 22 33 49 48 52 67 82 268.7
Hungary 619 704 686 667 722 752 882 42.4
Latvia 21 20 28 30 35 36 56 158.5
Lithuania 62 68 77 78 78 119 167 170.9
Poland 685 703 820 857 945 1079 1318 925
Romania 57 60 68 6l 69 83 109 89.2
Slovakia 30 37 56 51 44 48 81 168.7
Slovenia 54 [5) 66 73 78 70 80 47.8
CEEC-10 1872 2036 2225 2249 2414 261 3 338 78.3
CEEC-10 total
manuf. 40 954 43 878 53 129 63 932 72 015 92 968 105 990 158.8
Imports from the EU-15, million euro
Bulgaria 192 121 124 179 147 172 222 15.7
Czech Rep. 558 598 589 658 661 683 929 66.6
Estonia 158 203 250 247 189 202 257 62.6
Hungary 355 305 388 360 321 372 535 50.6
Latvia 172 186 180 197 152 162 237 377
Lithuania 145 187 264 259 200 162 228 57.6
Poland 953 900 1119 1217 1 048 1 048 1322 38.6
Romania 260 266 202 311 174 200 339 30.2
Slovakia 151 155 180 191 168 181 258 709
Slovenia 289 286 300 303 315 303 349 20.6
CEEC-10 3233 3207 3596 3922 3375 3485 4 675 44.6
CEEC-10 total
manuf. 49 388 58 611 71 498 81 968 85 756 105 093 116 854 136.6
Trade balance with the EU-15, million euro

Bulgaria -43 48 63 13 30 -35 -37
Czech Rep. -387 -421 -400 -466 -447 -384 -551
Estonfa -136 -170 -201 -199 -136 -134 -175
Hungary 264 399 298 307 400 380 347
Latvia -151 -165 -152 -167 -117 -126 -181
Lithuania -83 -119 -187 -180 -123 -42 -61
Poland -269 -197 -300 -359 -103 31 -3
Romania -203 -206 -134 -251 -105 -116 -230
Slovakia -121 -118 -124 -140 -124 -133 -177
Slovenia -235 =221 -234 -229 -236 -233 -269
CEEC-10 -1361 -1171 -1371 -1 673 -961 -794 -1 338
CEEC-10 total
manuf. -8 434 -14 733 -18 369 -18 035 -13 742 -12 125 -10 864
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For individual countries, the main trends in food processing trade with
the EU are:

* Export growth was strongest in the case of the small exporting coun-
tries such as Estonia, Lithuania, Slovakia and Latvia; the only excep-
tion was the Czech Republic;

* Import growth was relatively more pronounced in the countries with
strong export growth (except Latvia);

s All CEECs showed a sectoral trade deficit, except Hungary and Bulgaria
in 1996-1999 and Poland in 2000. The deficit was highest and increas-
ing for the Czech Republic, reaching 550 million eurc in 2001, but
mostly below 200 million euro in the other countries.

Overall, food precessing trade between Central and Eastern Europe and the EU
shows the following characteristics:

Little increase in market shares

On the EU market, CEEC-10 food processing exports to the EU had a market
share of about 1.7% in 1995, which increased slightly to 2.1% in 2001 (all
shares including intra- and extra-EU trade, see figure V). Compared to the EU
market shares of total manufacturing (3.2% in 1995 and 5% in 2001), food
processing shares were notably smaller, pointing to the industry’s relatively
minor role on the EU market and reflecting the various factors restricting
trade mentioned above. In 2001, the most important food processing exporters
to the EU were Poland and Hungary, providing 0.6% and 0.8% respectively of
all EU food imports. Czech food exports reached about 0.2%, Bulgarian and
Lithuanian about 0.1% each, all other countries had even smaller market shares.

Figure V. Food products, bheverages and tobacco:
Market shares in extra- and intra-EU-15 imports {percentage)
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Source: Eurostat COMEXT Database, wiiw calculations.
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Relatively spoken, between 1995 and 2001, market shares grew most dynam-
ically in the case of Poland (from 0.6% to 0.8%), the increase for other coun-
tries was rather negligible,

Small share of food processing in total manufacturing trade

Within total manufacturing exports to the EU, the food processing industry
plays a minor role today, mainly due to its domestic orientation as well as
due to the importance of other export destinations. In 2001, export shares
were smallest in Slovakia, Romania and Slovenia, accounting for only 1% of
total manufacturing exports in these countries, and largest in Poland, Bulgaria
and Lithuania with 5% to 7%. During 1995 to 2001, export shares declined
significantly in Hungary and Bulgaria, to a lesser extent also in Poland, where
the food and beverages sector held a traditionally dominant position. In
Hungary, export structures shifted to electrical and optical equipment and
transport equipment (accounting for 63% of total manufacturing exports in
2001), while in Bulgaria textiles and textile products became the major export-
ing sector besides basic metals and fabricated metal products. In the other
CEECs, exports shares also declined, except in Estonia and Latvia.

within total manufacturing imperts from the EU, the food processing
industry also accounts for a relatively small share, which is, however, larger
than the respective export shares. In 2001, import shares ranged from 2.6%
in Hungary to 6% in Bulgaria; only in the Baltic countries were they some-
what larger (Estonia: 8.8%, Latvia: 10.3%, Lithuania: 7.3%)."> Between 1995 and
2001, import growth of food processing products was smaller than that of
total manufacturing, thus shares declined in all countries.

Distinct export specialization patterns

At a more detailed 3-digit NACE level, in 2001, food processing exports of all
CEECs consisted largely of meat and meat products (30%), fruit and vegeta-
bles (24%) and other food products (11%}, but also of dairy products (9.5%)}
and beverages (8%). On the other hand, tobacco exports to the EU were prac-
tically non-existent, those of grain mill products, starches and starch prod-
ucts were very small (less than 1%, see table 7). However, very strong country
variations and hence specialization patterns do exist in food processing
exports of the region: Bulgaria, Hungary, Romania and Slovenia show a large
share of meat and meat products exports {accounting for 57% and 53%,
respectively, of total food processing exports of Hungary and Slovenia).
Estonia has large shares in fish and fish products exports, as well as in dairy
products exports; Latvia in dairy products, Lithuania in prepared animal
feeds. Poland’s exports are strongly concentrated on fruit and vegetables. In
the Czech Republic and Slovakia, the export structure is less concentrated
and has no strong export peaks (i.e. shares abave 30%, see table 7).

" BNorthern as well as smaller economies usually cannot produce a lot of differentiated prod-
ucts and hence have more imports.
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On the import side, CEEC-10 food processing impoerts in 2001 comprised other
food products {34%), vegetable and animal oils and fats (16%), meat and meat
products (13%), and beverages (9%). Across the region, the import structure
was quite uniform (see table 8).

Comparative advantage for Bulgaria, Hungary and Poland

“Revealed comparative advantages” (RCAs)" are frequently used as an indi-
cator of trade competitiveness. The RCAs in figure VI show that only three
countries had a comparative advantage in the food processing industry:
Bulgaria {between 1996 and 1999), Hungary and Poland. In all other countries,
the food processing industry showed a comparative disadvantage. However,
between 1995 and 2001, most CEECs recorded substantial RCA improvements,
in particular Latvia, Lithuania and Romania, peinting to an increase in trade
competitiveness across the region. Only in Bulgaria and Hungary did RCA
values decline during this period, reflecting a declining trade competitive-
ness there.

Figure VI. Food products, beverages and tobacco: Revealed comparative
advantage in trade with the EU-15, 1995-2001°
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Source: Furostat COMEXT Database, witw calculations.
sDefined as RCAl = In (xi / mi} / (xtot / mtot) * 100.

14RCAs compare the relative share of experts x and imports m of a particular industry with
the share of the country’s total manufacturing exports x and imports m. We use here the follow-
ing definition of revealed comparative advantage:
RCAL = In (xi / mi) / (xtot / mtot) ™ 100.
A positive RCAI reveals a comparative advantage of industry i, a negative RCA} a comparative dis-
advantage.
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Looking at the 3-digit NACE level as shown in figure VI, negative RCA values
were due to a typically large comparative disadvantage in tobacco products in
all countries (16), as well as smaller disadvantages in vegetable and animal oils
and fats {15.4), grain mill products, starches and starch products (15.6) and other
food products (15.8) in all countries. On the other hand, several positive excep-
tions did exist in the food processing industry too: a small comparative advan-
tage was recorded in dairy products (15.5), by several countries; in meat and
meat products {15.1, by Bulgaria, Hungary, Poland and Slovenia); in fish and fish
products (15.2, typically by the Baltic countries and Poland); in fruit and vegeta-
bles (15.3, by Bulgaria, Hungary, Lithuania, Poland and Remania) and also in bev-
erages (15.9, by Bulgaria, the Czech Republic, Hungary, Romania and Slovakia).

In the period 1995 to 2001, RCAs were improving generally, with the maost
successful branches in many countries being fish and fish products {15.2), dairy
products {15.5), prepared animal feeds (15.7), other food products (15.8) as well
as beverages {15.9), pointing to an improvement of trade competitiveness in
these areas and hence to positive future prospects (see figure VII). Conversely, in
many countries the following branches showed a deterioration in RCA values:
meat and meat products {15.1), vegetable and animal oils and fats (15.4), grain
mill products, starches and starch products {15.6) and tobacco products (16).

Figure VII. Food products, beverages and tobacco: Revealed comparative
advantage in trade with the EU-15, 2001
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Source; Eurostat COMEXT Database, wiiw calculations.

Key: 15.1: Production, processing and preserving of meat and meat products;
152 Processing and preserving of fish and fish products;
15.3: Precessing and preserving of fruit and vegetables;
15.4: Manufacture of vegetable and animal oils and fats;
5.5: Manufacture of dairy products;
15.6: Manufacture of grain mill products, starches and starch products;
15.7: Manufacture of prepared animal feeds;
15.8: Manufacture of other food products;
159 Manufacture of beverages;
16: Manufacture of tobacco preducts

aDefined as RCAi = In (xi / mi) / (xtot / mtot) * 100.
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Figure VIll. Food products, beverages and tobacco:
RCA improvements in trade with the EU, average 2006-2001
over 1995-1996

(e [[Acz Fee Tvv Cw Bl Mre Wro Tsk Os

NN

NNNANNR:

1 ]
B oW
0
[ e e

1514 152 153 154 155 156 157 158 159

—
(=]

Source: Eurostat COMEXT Database, wiiw calculations.

Key: 15.1: Production, processing and preserving of meat and meat preducts;
15.2: Processing and preserving of.fish and fish products;
15.3: Processing and preserving of fruit and vegetables;
15.4: Manufacture of vegetable and animal cils and fats;
5.5; Manufacture of dairy products;
15.6: Manufacture of grain mill products, starches and starch products;
15.7: Manufacture of prepared animal feeds;
15.8: Manufacture of aother food products;
15.9: Manufacture of beverages;
16: Manufacture of tobacco products

Foreign direct investment in food processing

The food processing industry, occupying an important position in the CEECs'
" economies, has been a prominent target of foreign direct investment, espe-
cially in the early years of transition. Compared to its production share, it
attracted an over-proportionate share of inward FDI stock in many countries
{except in Slovenia). In 2001, these shares amounted to 13% in the Czech
Republic and Slovakia, 20-30% in Hungary, Estonia, Latvia and Poland, and
even 40% in Lithuania (only 5% in Slovenia; no data are available for Bulgaria
and Romania; see table 9). Over the years, however, these shares have
slightly declined, with other sectors of the economy becoming more attractive
{e.g. motor vehicles, electrical and optical equipment).

Foreign investors were mainly attracted by entering domestic markets,
but also by other motives such as the circumvention of imports tariffs or
building up world-wide networks. Export orientation did not play a decisive
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role, except e.g. in the Czech beer branch. Foreign investors mostly preferred
companies with advanced technology, a menopolistic position, relatively good
organizational features and favourable location, e.g. in the production of veg-
etable oil, sugar, confectionery, distilling, beer and tobacco. The tobacco indus-
try is usually foreign-owned, as only big international companies can cope
with the brand names and promotion costs of this industry. They often hold
monoepoly positions, with high profit rates. Main foreign investors in the
region include Coca-Cola, Pepsi-Cola, Danone, Nestle, Unilever and Philip
Morris. Overall, foreign investors have had a strong impact on the restruc-
turing and meodernization process of the feod processing industry, on the
change in the range and quality of food products, on marketing and pack-
aging, and on technological standards.®

Table 9. Food products, beverages and tobacco:
Selected indicators on foreign direct investment {FDI)
Inward FDI stock - Current production
in euro million in % of total manuf. in % of total manuf.
1998 2001 1998 2001 2001
Czech Rep. 8741 1120.1° 156 12.6% 14.1¢
Estonia 140.8 137.8° 27.4 22.5% 21,52
Hungary 9025 1052.2 254 21.4 16.2
Latvia 60.5 116.2 34.5 2715 301
Lithuanta 162.8 289.52 36.3 40.1° 23.6°
Poland 38232 62472 28.0 25.2 249
Slovakia 213.7 324.3 24.0 13.8 13.0
Slovenia 91.1 67.9 7.3 5.2 13.7
Source: wiiw FDI Database, naticnal statistics.
#2000.

Food processing: conclusions

The key economic indicators for the food processing industry in the region
are summarized in figure IX. Today, the food processing industry holds an
important position in the CEE economies in terms of production, employ-
ment and foreign direct investment, but not in terms of exports to the EU.
In the region, it has an above average position in Bulgaria, Hungary, Poland,
Romania and the Baltic states. As concerns the future accession to the EU,
the food processing industry seems to be better positioned in Bulgaria,
Hungary and Poland, thanks to its comparative advantage in trade with the
EU-15. This in turn is based largely on a comparative advantage in the fol-
lowing branches: fruit and vegetables in Bulgaria, meat and meat products
and fruit and vegetables in Hungary, and meat and meat products, fish and

Kiss (1997), p.12.
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fish products, fruit and vegetables and dairy products in Poland. Between
1995 and 2001, the food processing industry generally showed a relatively
weak performance: production, productivity as well as exports to the EU grew
only slowly, much less than manufacturing on average. There were only two
exceptions: Poland, which showed higher growth of production and consid-
erable gains on the EU market, and Romania, which did well on the domes-
tic market and recorded strong productivity growth.

Figure Xl. Food, beverages and tobacco (DA}
Regional development clusters, FD1 per employee in euro
and trade competitiveness

BG cz EE HU LWV LT PL RO SK Sl

Share in output in %, -
2001 221 140 215 162 301 236 249 221 13.0 137

Share in employment

in %, 1995-2001 176 112 17.2 160 242 233 192 105 118 89
Productivity changes .

in %, 1995-2001 2.2 3.3 34 49 3.0 0.2 54 115 35 25
ULC, change in %, . ’
1995-2001 5.5 7.2 5.3 1.3 6.6 157 6.6_ -5.8 54 4.0

EU-share in total 7
exports in%, 2000 388 336 315 454 345 347 445 491 196 257

Share in total
manufacturing exports - ) .
to the EU in %, 2001 5.6 1.6 3.0 3.7 36 . 87 5.3 1.2 1.0 1.3

RCA change,
1995-2001 022 010 034 -G33 092 065 026 047 0.14 0.16

Export price gap :
in %, av. 2000/2001 -56 -201 -4.8 45 -86 94 .33 6.9 -185 44

Price gap, change ) .
1995-2001 35 -18 -1.2 20 -28 179 24 156 -17.4 80

Market share, change

1995-2001 -0.01 009 003 001 002 005 023 002 003 000
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Employment 1995-2001,
annual growth in %

[] 64t0-5.3
BH 53t0-2.0
-2.0tg-1.2
P4 -1.2t0-0.6
0.6 10 0.5

Production 1995-2001,
annual growth in %

PL 13 824 - W szt
d-1.1t000
(7 oo0to18
{0 18143
M 23t049

Q
Key:
- - rising deficits - - low or stable deficits - declining deficits
+++ growing surplus  + + stable surplus + small or declining surplus
LY |
Accession to the EU may have effects on the supply side of the food pro-

cessing industry, on production itself, and on the demand side (export and
domestic markets).

Improvements in the agricultural sector in the wake of EU accession
(efficiency, quality) will help the food processing industry to improve
as well.

Rising input prices of agricultural raw materials, unless compensated
by EU payments, will increase costs in the food processing industry
and hence reduce cost competitiveness.

Increasing wages will also decrease cost competitiveness unless they
are accompanied by growing productivity.
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The implementation of the acquis, ensuring health safety, quality of
food and the observance of other requirements such as animal wel-
fare and environmental protection, will put high pressure on domes-
tic enterprises, many of which will have to close down.

Foreign direct investment inflow inte the CEECs will continue and
may even intensify.

The cpening-up of the EU internal market will probably bring about
better export opportunities—but only for companies able to meet EU
standards.

The opening-up of the domestic market will bring about stronger
import competition from EU products, which are backed by better
marketing and large sales promotion budgets.

The EU common external tariff on food products is currently lower
than the tariffs applied in several CEECs; thus, in these countries
imparts from non-EU countries will increase. However, the require-
ment to meet EU standards will put a brake on these imports.

The long-term rise in income will benefit the food processing indus-
try, although the income elasticity for many food products is less than
one; in addition, specific areas will be favoured as the domestic foed
consumption structure changes {(luxury goods).

Accession to the EU will bring about new opportunities for the food industry
in the new member countries:

There will be chances for more growth in the sphere of high income-
elasticity products, a fact that should attract further foreign direct
investment.

More emphasis can be put on the branding of products. In fact, old
brand names from the communist or pre-communist period experi-
ence a revival today, and domestic enterprises as well as foreign direct
investrment companies can profit from that.

In the past years of transition, many farms could not afford pur-
chasing large amounts of agro-chemicals. This fact represents a good
starting condition for organic farming and the processing of its output.
As this branch of agriculture and food processing is relatively labour-
intensive, the low wages in the CEECs are an additional advantage.

The emergence of clusters is vital for the further development of the
food processing industry. Clusters generally have a positive influence
on innovation, competitiveness, skill formation and information as
well as on further concentraticn and growth dynamics. In the CEECs,
cluster creation is still in its initial stage.



Consequences for the agro-food
sector as a whole

In the Copenhagen agreement, the chapter related to agriculture reflects the
Commission’s interest in freezing agricultural production in volume terms in
the new EU member States, despite the fact that except for Hungary, all of
them are already net importers of agro-food. Currently, living standards in
the candidate countries are significantly lower than those in the EU-15.
However, as the catching-up process moves ahead and GDP per capita rises,
the demand for higher quality foodstuffs will also increase. Today, despite a
slight drop the EU-15 as a whole is producing agro-food surpluses; it can only
export these surpluses by resorting to massive export subsidies. Given the
CAP rules on common agro-food markets within the club, the agro-food sur-
pluses from the EU-15 States will be “delivered” to the “new” EU States.

In the long-run, however, we can expect some differentiation in the struc-
ture of the agro-food trade balance. As mentioned above, the CEECs have run
up major deficits, at least where trade in processed food is concerned, no
matter that they are net exporters of agricultural raw materials. As FDI flows
into the food processing sector in the new member states, the output of food-
stuffs with high value-added will increase and a larger share of the rising
demand for higher quality food will thus be covered gradually by domestic
supplies. At the same time, domestic demand for agricultural raw materials
driven by foreign-owned companies will expand. As a result, over the long
term total agro-food deficits may well drop in the new member States.
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4 Foresight survey requirements

In the context of EU enlargement, the conditions for agriculture and food
processing will change dramatically. Foresight survey can help farms and
companies to be prepared to act in an adequate way, and it can also con-
tribute to the shaping of an adequate business environment both for agri-
culture and food processing in the future.

In the fleld of agriculture as well as food processing, foresight survey
should focus on likely scenarios of structural change, taking into account pos-
sible outcomes of the change in the trade regime in the wake of EU acces-
sion, as well as possible outcomes of a reform of the Common Agricultural
Policy and the WTO negotiations. In this context, efforts should be aimed at
identifying those subsectors and products in agriculture and food processing
in which the accession countries could acquire a comparative advantage, or
strengthen an already existing one. It would be essential to identify the sup-
port that legislation and state administration could lend this process.

The following catalogue of topics gives an idea of the fields of expertise
that should be covered in a foresight survey.

Agriculture and the impact of EU accession

¢ Likely scenarios for structural change in CEE agriculture, taking into
account aspects such as land ownership, regionai specifics, firm size,
input/output prices; exchange rate effects, productivity (labour/land
ratios), product structure, exports and production by product groups,
quality upgrading in demestic markets and in exports, changes in
demand structure linked to vertical integration with the food pro-
cessing sector, international production networking;

* Employment/unemployment/underemployment;

* Evolution of input-output structures; forward-backward linkages;

* Acquis in agriculture, CAP effects plus reform scenarios;

* WTO Round effects;

¢ Analysis of factors that attract FDI, effects of FDI flows; ownership
changes;

45
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Interaction tourism—agriculture;
Interaction agriculture—environment;
Forward integration with food processing.

processing and the impact of EU accession

Domestic consumption, production and imports;

Common EU tariff regime: Hkely impact on trade flows within the
enlarged EU and with external trading partners (trade diversion/trade
creation) in the context of a trade model;

Comparison with a high-income market such as Austria and a high-
efficiency producer such as the Netherlands;

Scenarios for relative specialization by detailed product categories
within the enlarged Europe; including scope for trade among the new
members, as well as future trade with non-EU partners;

Analysis of the position of CEE producers in the quality spectrum of
trade;

Scenarios depending on the outcomes of WTO negotiations and CAP
reform; ‘

Endangered segments of firms and firms with potential: analysis by
size, by ownership, by regional location, by links with international

firms;

Market segmentation: organic, GM products, non-GM, non-organic
preducts;

Regional markets/regional producers; regional specialization;

The impact of FIEs and segmentation phenomena: FIEs/DCs; spillovers
or no spillovers.

Research-based policy recommendations

Foreign direct investment-related governmental policy;

Policies vis-a-vis endangered firm segments;

Policies on technology transfer and technology and skill upgrading;
Regional policies;

Firm support packages: information support on EU programmes,
pooling resources for export promotion, export financing, marketing,
training;

It is important to find sound solutions on the enterprise level, in the repre-
sentation of enterprises on the branch level, on the EU and international
level, in the field of legislation and administration and from a macroeco-
nomic point of view. Results of a foresight survey would be instrumental to
taking decisions that could shape a better future.
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