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Executive Summary

This report is organised based on the structuré¢hefdairy value chain and the EBRD
transition assessment indicators of the extent atmdcture of markets, policies and
institutions, and business conduct. It combinesrimftion gathered from secondary sources
with qualitative interviews conducted in Bulgaria the summer of 2007. Among the
companies and institutions that have contributedhts report by sharing their views and
insights are government agencies, related ingiistiand interest groups, dairy processors,
one wholesaler and one retail business.

Primary production The Bulgarian dairy sector is characterised by sy \@mall-scale
primary production structure: 97% of all dairy farkeep less than ten cows and only 62% of
total milk output is sold to the processing sec83% of all dairy farms hold only one or two
cows, they produce 75% of all processed milk and 4886 of the total dairy herd. Currently,
the share of small-scale farms is declining in tavof medium- and large-scale farms as
regulations pertaining to farm location and milkatity are becoming stricter. A shortage in
raw milk supply is projected for 2007/08.

Relevant policies for the Bulgarian dairy sectoe #ie Common Market Organisation for
milk and dairy products as part of the EU Commorri@ddtural Policy (including market
support measures, direct payments and supply daegalations, i.e. a milk quota system),
and Regulations on the specific rules for hygiehdoodstuffs and food of animal origin
((EC) 852/2004 and 853/2004). Compliance with hygieand milk quality regulations
becomes compulsory for the whole sector as of Jgriiia 2010. By then a grace period for
the domestic sale and trade of non-EU-compliank mill run out, forcing producers of sub-
standard milk to sell their production quota or tstwito on-farm consumption only.
Government policies to facilitate the improvemehtalk quality between 2006 and 2009 so
far largely fail to communicate to the primary puotion level the urgency and necessity of
milk quality upgrading. Governmental quota-assigntmepgrading activities and efforts to
implement EU regulations often overlook or everadisantage the small-scale sector.

In Bulgaria, annual milk yields per cow are muctvéo than the EU-25 average. Better feed
use and investments in better genetic materialnacessary to improve milk productivity.
Major challenges in upgrading the production bask@actices are 1) the seasonality of milk
production, 2) the role and function of the Agemay Selection and Reproduction in Animal
Husbandry, and especially 3) poor raw milk quali@nly about 20%-30% of current
Bulgarian milk output are compliant with EU stardigr and another 15%-20% can be
expected to comply by 2010. For those 94,000 [mastiall-scale] dairy farms out of a total
of 96,000 that produce the remaining 50% of milkggpects are dismal: Neither do they
comply with EU regulations now, nor can they be extpd to do so in the near future.
Sufficient upgrades of buildings, equipment andkngiliality require substantial investments
that are impossible for most small-scale farmemsn€ 2010, many of them will thus be shut
out of the commercial sector, and many rural famikvill lose important income from milk
sales. Social unrest in rural regions and a shertdgeU-standard milk to be delivered to
processors are likely to emerge. The need forredtere ways to ‘save’ at least part of the
affected farms from closure is evident.

One solution that would leave farmers with minimeponsibility regarding compliance with
EU regulations would be the upgrading of milk cdlien stations instead of individual farms.
As of now, the prevalent system of milk collectidrom [small-scale] farms through



collection stations exacerbates the quality probleetause collection stations seldom
separate milk of different qualities and sourced perform only very basic quality tests.
Improvements in the dairy cold chain could be aafikethrough investments in cooling tanks
and efficient quality control mechanisms, turnirglection stations into so-called ‘milking
parlours’ with specialised personnel. Instead omfrs themselves, the processing industry
could initiate and finance such projects — it owrsst collection points anyway and should be
additionally motivated by the threat of a shortag&U-standard milk. Also to be considered
is involving the government that thus far seembddargely overlooking the gravity of the
situation.

Difficult access to funds, both for seasonal wogkirapital and long-term investments, is
another challenge on the primary production lewdnks refuse to accept animals and
buildings in villages as collateral, rendering fars effectively unable to participate in
investment programmes of the State Fund “Agricelttand SAPARD, since these make
funds for the upgrading of production facilitiesadable onlyafter the project has been
completed. The establishment of multi-party lendtrgctures, bank loan guarantees by dairy
companies, or a government fund for the pre-finagpnaf EU projects could alleviate the
situation.

Dairy processing The number of processing establishments declined186 and 26% in
2005 and 2006, respectively. In 2006, 225 compamiesgined. Over the last two years, the
Bulgarian dairy market grew by 5%-6% in value teransl by 2%-3% in volume terms. It is
very fragmented and still dominated by domesticdpoers with small local distribution
networks: The two largest dairy producers are owmethternational investors, but only hold
value shares of dairy product sales of 19% and I¥2%gectively. The rest of the market is
distributed among manufacturers with 5% or lessketashare. Processors are divided in two
groups: On the one hand there are bigger procesgtrsaccess to highly productive, EU-
standard farms, while on the other there are mastigll processors who mainly source from
small-scale farms through collection points. Segtolicies will not only affect both groups
differently, but small producers are also pronestdfer the consequences of small-scale
farms’ disappearance from the commercial sectoe ¢dhe grace period ends, and will likely
have an additional negative impact on rural ecooantivities and employment

Small and medium-sized processors were so fartaldeccessfully compete with larger ones,
possibly due to consumer perceptions of yoghurt amié as national and/or traditional
products, and because they benefited from lowedymtion and distribution costs when
incomes were lower and consumer attitudes valumted. As income levels improve and
marketing and national distribution become moresvaht, however, strong penetrative
policies, larger marketing budgets and productiom lzeginning to work in favour of the
larger players whose entrance into particular pcodareas such as milk or yoghurt has
contributed to the overall consolidation of thes#-sectors. There is some evidence of
increased concentration in the sector as a whole.

Prices in the Bulgarian dairy sector are incregdioiginstance due to higher costs to comply
with quality and safety standards, increased denfandhilk because of active FDI, and a
decline in the supply base as fewer dairies acselpistandard milk. Higher and seasonally
volatile farm gate prices for milk stimulate thepant of milk substitutes such as milk powder
and whey. Already, not last due to lower importielitin the first half of 2007 imports of
milk and cream and whey from other EU-27 countrissreased by 87% and 45%,

! SAPARD = Special Accession Programme for Agria@tand Rural Development



respectively. Bulgaria is a net-importer of milkeam and whey products and a net-exporter
of cheeses (95% of all dairy exports) and yoghuesry exports grew by 10% between 2005
and 2006, but 2007 could see exports shrink an fielheese] imports grow as Bulgarian
dairies face increased EU competition while millorshges and climbing expenses for food
safety and labour cause domestic prices to incr&séar, though, cheese remains Bulgaria’s
most important dairy export with a share of 78%he first half of 2007. After all, dairy
product price increases are reported internatipnalbunteracting the tendency to import
dairy products for further processing.

The main policies relevant to the dairy processagtor are EU regulations with respect to
the hygiene of foodstuffs. According to these ragahs, Bulgarian dairy companies belong
in one of three groups: 1) 34 companies fully meek food safety norms, process EU-
standard quality milk and trade freely on the EUrkeg 2) 68 companies meet EU food
safety norms, but process both sub-standard milkhi® local market and EU-standard milk
for the EU market; 3) 123 companies process onystandard milk and work for the local
market exclusively, as permitted during the graeeiga. Non-compliance with hygiene
standards, a lack of functioning HACES8ystems as well as problems regarding control over
traceability and segregation of standard and sabdsird milk for processing remain
problems at the processing level. In February 2808y led to an EU Commission proposal
to cut 60% of Bulgarian meat and dairy processtiosvad to export to the EU. Eventually,
only 16 milk processors were given permission @dér EU-wide. The high number of
category-two dairies was criticised and companiesewadvised to take the necessary
measures to either switch to category one or ti8eefar, limited human capital capacities
and an inadequate understanding of HACCP food ysafjulations and their practical
application are at least partially responsible poeventing the successful upgrading and
certification of dairy plants.

The main challenge for the processing sector vélltd secure sufficient quantities of EU-
standard raw milk for processing after the graa#odeLinkages and full vertical integration
between dairy processors and farms are becoming fmequent as processors increasingly
work with their own selected network of farms (Whithey subject to regular inspection and
provide with access to technical assistance arahéial help) in order to secure good, EU-
standard product quality. Similarly, the share mdgessors setting up farms of their own is
growing. For now, most dairy companies still acaggk from collection stations, but almost
all are working to achieve 100% milk procuremennir farms with on-farm cooling
equipment.

Additional problems are a high degree of tax evasjespecially among smaller dairy
companies that underlie less intense scrutiny kyatdahorities than their larger competitors),
20% VAT on EU-standard dairy products that is peext as creating a situation of unfair
competition by rendering EU-standard processorsblen#o compete with sub-standard
companies on the domestic market, and a perceaad df producer-to-processor loyalty.
The last point refers to frequently occurring bress of contract between processors and
suppliers. Big farms able to deliver large quaesitof high quality milk inhabit a strong
bargaining position, and as processors competagirdor regular suppliers, farms can
afford to switch from one processor to anothefffiéi@d a higher price for their product.

2 HACCP = Hazard Analysis and Critical Control Psint



Retail of milk and dairy productsThe Bulgarian dairy retail sector is still veragmented.
Individual retailers do not inhabit strong bargamipositions, but face demands by major
dairy producers, e.g. in terms of pricing or shedbice. Over the last decade, significant
structural changes and growth occurred. The nurobeetail outlets tripled between 1990
and 2002 as especially hypermarkets and superrsabegfan to emerge. Big supermarket
outlets, which are already very successful in tiggdr cities, but still have limited sales in the
provinces, are increasing in importance and expetctgain a 35% market share by 2011, as
compared to 16% in 2005. Eventually, hypermarkstgermarkets and other large-scale
stores will replace small, family-owned shops, peledent consumer goods companies and
specialised food outlets that still dominate thekea An investment incentive act and the
simplification and liberalisation of legislation.@e regarding prices, opening hours and outlet
numbers) have made investing in Bulgaria more f@ble. The country is attractive for large
international chains that expand steadily.

Some retailers have begun to build distributiontieen for fresh products, and thereby
influence the way in which products are deliveredy. regarding delivery volume and
packaging. Still, the scope of most chains is reitsufficient to justify the construction of
such centres. EU food legislation and rising incergentribute to a change in customer
attitudes towards food quality, and a market existsimported, relatively more expensive
products. Foreign, high-quality products are risimgiumbers and can be expected to form a
considerable competition parameter in the neardutAlready, the selection of products in
retail units is to a large extent based on intéonat brands.

Overall, there is room for additional investmemtghe retail sector, and a further expansion
of large-scale retailing can be expected. Futuneldpments are likely to follow patterns
already observed in other emerging markets: (ajisieeof the large-scale retail sector, (b) the
spread of large-scale retail outlets from largesito medium and small cities and then even
to rural towns, (c) the multi-nationalisation oktBector, (d) its consolidation, as well as (e)
transformations in product procurement systemss ®hift of supermarkets’ procurement
systems can be summarised as follows: (a) a shift focal, decentralised procurement to
centralisation; (b) regionalised procurement; (shdt from the use of traditional wholesalers
to specialised/dedicated wholesalers; (d) the &shkabent of joint ventures with
multinational logistics companies; (e) a shift frahe use of spot markets to the use of
preferred supplier systems; (f) a shift from infafrstandards to the establishment of private
standards. High real estate and land prices araimimhibitor of development that will cause
99% of new supermarket developments to be shoppaity — not as Greenfield investments,
but through renovation.

Policy recommendationsMeasures suitable to address the transition cigae present in
Bulgaria’s dairy sector vary depending on supplaichlevel and the specificities of the
challenge. Some require solutions on the EU oronati policy level, others can be met
through capacity building and yet others necessjtablic and/or private investment.

Primary production:
Capacity building: Education and training for famnand veterinary service providers

to combat low average cow milk yield and high seasity of production due to poor
genetic base and inadequate feeding practices



Capacity building: Educate farmers about the ingians of EU milk quality
indicators and farm-level measures to change nglkiractices and improve raw milk
quality

Regulation: Review functioning and role of the Aggnfor Selection and
Reproduction, aim to break down its monopoly positand to increase the role of the
private sector in breeding practices and the prawisf high quality genetic material
Policy: Review the milk quota system at EU leveypport its abolishment in light of
how its restrictions hamper rapid sector restrustur

Policy: Request extension of the milk-quality grgeriod for non-compliant farms
and make sure a credible system of control is actelto ensure the separation of
products destined for the domestic and for EU ntarke

Policy: Devise adequate social policies to coumtetiae effect of the loss of income
from milk sales

Public-private investment: Review options for umting milk quality at the smallest
dairy farms, e.g. through milking parlour projects

Policy/public investment: Improve farmers’ accessinvestment finance from EU
structural and other funds by devising suitableigeed and/or setting national
governments up to help bear the burden of pre-imgnEU projects

Processing sector:

Capacity building: In light of upcoming limits tagh quality milk supply, increase
awareness of potentials for traditional dairy preidoroduction from milk other than
cow’s (sheep, goat, buffalo); look to other EU cini@s for lessons to be learned about
typical or traditional product development

Capacity building: Provide HACCP training and aumdjt courses for veterinary
services personnel, information sessions on EU &afdty regulations, and updates
on policy changes to combat limited human capitapacities and inadequate
understanding of food safety practices

Policy: Ensure that policies in the dairy sectdetanto account the divide between
different types of processors, acknowledge thacpahoices will not necessarily be
equally beneficial to them both

Policy: On the national policy level, establish d¢tianing and credible tax control
offices, ensure indiscriminate implementation af taw to fight widespread tax
evasion

Private investment: As dairy product prices willewitably increase, processors’
efforts should focus on supply chain efficiency drading the supply base by
consolidating at the farm level, e.g. through itments in the number of cows) to
minimize the weakening of their competitive positio



1. Introduction

The report will be organised based on the struatfitbe dairy value chain (Table 1) and the
EBRD transition assessment indicators of the examat structure of markets; policies and
institutions; and business conduct.

Table 1. The Dairy Value Chain

Value chain segments Activities

Primary production Milk production
[Milk wholesale — milk trade]

Processing Milk processing: Processed milk production
(fresh / long shelf life); cheese, yoghurt; ice
cream; butter; powdered milk; ...

[Logistics — dairy product wholesale trade]

Retail Open market sales
Small-scale retail trade
Large-scale retail trade

Information gathered from secondary sources (inodata gathered by FAO in “Bulgaria
Dairy Report — February 12 2007” and “Bulgaria Da#ector Report (addition) — February
22 2007”") was complemented by qualitative intengesgnducted in Bulgaria in the period 4-
8 June 2007. The following companies and instingidnave contributed to this report by
sharing their views and insights:

(1) Government agencies, related institutions atefest groups:
- National Association of Milk Processors
- Association of Dairy Processors in Bulgaria
- National Milk Board
- National Veterinary Medical Institute Bulgaria / tanal Veterinary Service
- Ministry of Agriculture and Forestry, Food SafetydaControl Directorate
- USDA

(2) Dairy processors:
- United Milk Company AD
- Danone AD
- My Day Ltd. (former Meggle)
- Josi Ltd.
- LB Bulgaricum

(3) Wholesale activity:
- Milky Group

(4) Retail business
- Piccadilly EAD



2. Primary production
2.1. Structure and extent of markets

Dairy farms represent 70% of all farms in Bulgafiae main dairy livestock includes cows,
sheep, buffaloes and goats. (CEEC AGRI POLICY — pRfject). Unless stated otherwise,
this report will focus on dairy from milking cowsTable 2 gives an overview of the structure
of the milk production sector. An important segmehthis sector is formed by very small-

scale farms. Farms holding no more than 2 cowsesemt 83% of all dairy farms while they
own almost half (45%) of the total dairy herd. lol&hd (a country traditionally known for its

small-scale farming sector) the share of cows heltiese types of farms is only 27%, while
the importance of medium-scale dairy farms (3-4&%ois much higher (66% of cows in

Poland as compared to only 44% in Bulgaria).

Table 2. Structure of dairy farms in Bulgaria (BG) and Poland (PL)

BG, 2005 PL, 2002*
Herd size # farms % farms # cows % cows %Cows
1to2 125,604 83 155,500 45 27
3t09 21,186 14 90,100 26 37
10to 19 3,026 2 34,900 10 [10 to 49]
20 to 49 757 0.5 27,816 8 29
50 and more 757 0.5 38,247 11 7
Total 151,330 100 347,700 100 100

Source: CEEC AGRI POLICY — FP6 project and IERIGZ

* Due to data limitations and to increase the comalpidity of the data we present information
on the structure of the Polish dairy sector forykar 2002, i.e. two years before the year of
accession to the EU (where 2005 was also 2 yeéosebBulgaria acceded to the EU).

Average annual milk production per farm in Bulgasias 8019 kg in 2005In comparison,
annual milk production per farm was 286,346 kg I tEU-15 in 2004, with highest
production levels per farm in the United Kingdon377127 kg) and Denmark (675,346 kg).
But even compared to East European standards,ulgaitan milk production sector is very
small-scale: 31,852 kg per farm in Poland, 80,1@%é&r farm in Hungary, 238,819 kg per
farm in the Czech Republic. Comparable farm sizesaund in Lithuania (9845 kg per farm)
(Beldman et al., 2006).

However, the share of cows in farms with herd safes-2 cows is continuously falling (from

56% in 2003, to 50% in 2004 and 45% in 2005) imtavof medium- and large-scale dairy
farms. This process will probably continue in thexincouple of years and it may even
intensify. One reason for this is that small farffx®2 cows) have a grace period until the end

% In 2005, the bulk of milk collected for processings cows milk (94.6%), followed by sheep milk (58t
goat/buffalo milk (0.4%).
* Based on the numbers in Table 2 and an annualyieilét of 3049 kg per cow.



of 2007 by which they have to move out beyond thandaries of residential areas. As a
result, an important share of cows in this group l#kely to be sold and/or slaughtered.
Finally, it is projected that many 1-2 cow farmsiethare currently operating for on-farm
consumption purposes only will be shut down by retey authorities. This has led to a
forecasted decline in milk supply in 2007-2008 (USR006).

Table 3 provides an overview of total milk prodoatiand its main uses. In 2005, 62% of total
Bulgarian milk output was processed by the daigustry. In comparison, 63% of Polish
milk output was processed in 2002, while in 2008 fercentage had risen to 76%. We can
expect the share of milk being delivered to proocess Bulgaria to increase over the years.
This projection is confirmed by the recent requssBulgaria to switch a large share of its
national ‘Direct sales’ quota to ‘Deliveries’ qudtsee section 2.2 for an overview of policies
and institutions relevant to the Bulgarian dairgted. According to deputy agricultural
minister Bachvarova, the direct sales quota thas wgreed under Bulgaria’s accession
package had grossly over-estimated farmers’ inteiessell milk on local markets. The
transfer (which the Commission is expected to apgravill increase Bulgaria’s Deliveries
guota to 902,000 ton (or 92% of the total naticadta). This is largely comparable to the
share of delivered milk in total quota in Polandendit is 95%.

Table 3. Production and use of milk in Bulgaria (BG and Poland (PL)

BG, 2005 PL, 2002 PL, 2005

(Metric ton) (%) (%) (%)

Total milk 1,286,909 100 100 100
Processed 803,076 62 63 76
Direct sales 206,036 16 - -
On-farm consumption 231,488 18 - -
Other use 46,309 4 - -

Source: USDA (2006) and IERIGZ

2.2. Market institutions and policies

Since January 2007, the Bulgarian dairy marketrgamised under the Common Market
Organization for milk and derived dairy productspast of the EU Common Agricultural
Policy.

The basic regulation establishing the Common MaReganization for milk and milk
products dates back to 1968 (Reg. EEC 804/68).slipport system comprises three groups
of measures. The first group consists of markepstpmeasures, which intend to stabilize
the market and support internal prices. This growgudes: measures stimulating demand
(special disposal measures for butter, milk powdezam), measures stabilizing the market
(market intervention for butter and skimmed milkwgler, private storage system) and
international trade control measures (border ptmiecand export subsidies). The second
group of measures includes direct payments, inttedun 1992, which directly support
farmers’ incomes by covering losses caused by dsegein intervention prices.



The third group of measures consists of supplyrobmnégulations, i.e. a milk quota system.
The main purpose of the milk quota system was $trict milk production to limit market
support to certain quantities of milk. The centeéément of the system is the referenced
quantity of milk and milk products that can be defed yearly to the market in each
particular country. As a result, each producer achecountry has an individual referenced
quantity for deliveries to processing (‘Deliveriggiota) and/or for direct sales to consumers
(‘Direct sales’ quota), which should not be exceedé&/hen total production is above the
national quota, every farmer that contributed tcs texcess has to pay the super-levy.
Important to note is that each individual quotasists of a referenced volume of milk at a
certain fat content (3.91%). Therefore, when miticeries contain higher fat content than
referenced, the total quota will be filled moreidiyp Quota can be traded within a particular
country but not internationally. Possibilities ofiaja transfers and their administrative
restrictions are important for the structural depehent of milk production. The more
restricted are the milk quota transfers the lesmusating effects there are for the
concentration process and structural changes (Oskan$peijers 1991).

The total milk quota for Bulgaria is about 980,060s of milk per year. This quota is divided
among 96.000 dairy farms. About 92,000 ton is a=igto the national reserve. This quota
reserve will be assigned primarily to farms thatheg moment have projects with SAPARD
finance (these farms may not yet have started produmilk but will need to have —
additional — quota from the moment that they hamistied these investments). Quota from
the national reserve are available without chaf@eota from farms that are quitting their
commercial activities will also be transferred e hational reserve to enable other farms to
grow. At this moment there are discussions of sgtlip a quota exchange for trading quota in
the market. This quota exchange is expected tgpbeational starting April 2008. From that
point onwards, quota will no longer be traded feefand a price will be formed on the quota
market.

The regulations laying down specific rules for rgygg of foodstuffs and food of animal origin
in particular are Regulation (EC) No 852/2004 aregjiation (EC) No 853/2004. The basis
for Regulation 852/2004 is the implementation of G2F principles at the level of each
operator in the food chain. However, it is recogdisthat the application of HACCP
principles to primary production is not yet gengrétasible. Instead, guides to good practice
should encourage the use of appropriate hygienetipea at the farm level. Furthermore,
Regulation 852/2004 is not applicable in the cdsthe direct supply of small quantities of
primary products, by the food business operatodyecmg them, to the final consumer or to a
local retail establishment. Such cases should ¢gndated by national law. Other activities that
are exempt from the rules in this Regulation armary production for private domestic use
and domestic preparation for private use only. Regun 852/2004 also allows for flexibility
in regions that are subject to special geographamistraints and in the production,
processing, and distribution of food prepared usitrgditional methods, without
compromising food hygiene objectives. The main @iowns in Regulation 852/2004 that are
relevant to operators in the dairy sector includg:maintaining the cold chain for all food
that cannot be stored safely at ambient tempeigty2® compliance with microbiological
criteria for foodstuffs; (3) compliance with temptire control requirements; (4) sampling
and analysis; (5) record-keeping (nature and ormfiranimal feed, veterinary medicinal

® HACCP = Hazard Analysis and Critical Control Psint
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products, analyses results etc.); (6) layout, aesognstruction etc. of food premises; (7)
transport of foodstuffs.

Regulation 853/2004 lays down specific hygienegudte food of animal origin. Again, this
Regulation does not apply to primary productionf@paration) for private domestic use and
in cases where small quantities of primary prodactssupplied directly to end consumers or
to a local retail establishment, public health dtidae protected by national law. Flexibility is
appropriate to enable the continued use of tratitionethods and for regions that are subject
to special geographical constraints. The provisidns Regulation 853/2004 cover
requirements for raw milk at the primary productiemel, requirements for dairy products,
and requirements with respect to the packagingamelling of dairy products. Requirements
for raw milk include provisions about the healthamimals that produce the milk; hygiene on
milk production holdings (premises and equipmengiéne during milking, collection and
transport, and staff hygiene), and criteria for raik. Some of the most critical (in the sense
that they are most difficult for small farmers wwnaply with) requirements include: Premises
for storage of milk must have adequate separatiom foremises where animals are housed
and must have suitable refrigeration equipment; @tiately after milking; milk must be held
in a clean place designed and equipped to avoithoonation. It must be cooled immediately
to not more than 8°C in the case of daily collattiw not more than 6°C if collection is not
daily; during transport, the cold chain must bentaned and, on arrival at the establishment
of destination, the temperature of the milk must Io® more than 10°C. These temperature
requirements are not compulsory in case the migkasessed within two hours after milking
or when a higher temperature is required in a fipgmoduction technique; finally, raw milk
must meet the following criteria (based on a geometverage of at least two samples per
month over a two month period): plate count (geount) should be below 100,000 per ml;
somatic cell count should be below 400,000 pet ml.

In terms of quality policy, Bulgaria was grantedrace period of milk quality standards until
the end of 2009. Starting January 2010, milk whades not meet the standard EU
requirements will not be purchased and traded andoe consumed only on-farm. Producers
of sub-standard milk will have the right to selleith milk quota or switch to on-farm
consumption only. The Ministry of Agriculture hagroduced a Strategy and Action Plan for
improvement of fresh milk quality in the period B3R009 based on EU Regulation
853/2004/EEC. Two transitional periods are grantedairy farms which produce non-EU
standard milk. First, until the end of 2007, targetuctions will be from 500,000 to 300,000
micro-organisms per millilitre and from 500,0004600,000 somatic cells per millilitre. In
the second period, from January 2008 until thearidecember 2009, the target reduction is
set from 300,000 to 100,000 micro-organisms pelilitné and up to 400,000 somatic cells
per millilitre (USDA, 2006).

A generally recurring feeling in many of the intenws was that the small-scale farm sector
was overlooked or even disadvantaged by certairergovent policies and by the way of

implementing specific EU regulations. For exampgl&jas mentioned that when assigning the
milk quota, the quota requested by the group ofllestgproducers was consistently lowered,
while quota requests by the larger producers weremlly granted. Furthermore, it seemed
that most of the upgrading activities in the daector up to the moment of accession were
focused at the dairy industry, while the farm sec¢especially the small-scale farm sector
which would be facing most problems in complyinghMEU rules) was scarcely informed

® For raw milk from other species than cows, thégotmunt should not exceed 1,500,000 germs per ml.
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about the upcoming policy changes and was in nostiayulated to make adjustments. Even
after accession, the urgency and the necessity il quality upgrading seems to be
communicated very poorly to the primary productievel.

Another issue which is getting little attentionté government level at this point has to do
with environmental requirements. Some private actorthe sector recognise the growing
importance of environmental policy at the interoadl level but feel that the Bulgarian
government is purposefully avoiding to tackle tissue. The fear exists that — as was the case
with upgrading the primary production level to fulygiene and quality requirements — soon
there will be another crisis as there will not b@wgh time left to upgrade facilities to meet
all environmental requirements. One internationairyd processor is going ahead and is
including environmental issues in the checklistt theey use to monitor and control their
supplying farms. However, the majority of dairy gessors and milk farmers will be waiting
for Bulgarian policy makers to devote attentionemvironmental regulations.

2.3. Business conduct and skills

Small-scale farms (1-2 cows, 75% of processed rhigikje no possibility to invest and cannot
maintain the necessary hygiene, feeding, gendbest practices and overall management
leading to the production of good quality milk (CERGRI POLICY — FP6 project).

Farms are characterised by inferior production @sees, technologically primitive breeding
methods and a lack of mechanization. During thersanmonths animals graze on common
village pastures, which in most villages are aldddor use without charge, while during the
winter months they are fed fodder and industriadosmtrates. Animals spend the night inside
the buildings. Cows are milked individually twiceday (in the morning and evening) and
their milk is then delivered to a common coolingkaor milk collection point The tank is
emptied once a day by the processor. All farmstedsisuffered from a lack of hygiene
standards, and this was recognised as the mostturged for investment. Furthermore, none
of the small farms had any modern equipment or aaleqstorage facility for the milk.
(Expanding ProCredit’'s Operations in Rural Areas).

Average annual milk yield was 3,490 kg per cow @2 This is much lower than the EU-25
average: 6,069 kg per cow per year. In comparisuolk, yields are on average 4,336 kg per
cow per year in Poland and 3,565 kg per cow perr ypaRomania (FAOSTAT).
Improvements in milk productivity can be sought &tample through better feed use and
investments in genetic material to increase theesbfhighly productive milk cow breeds. A
major challenge in upgrading the production bask@actices in the Bulgarian dairy sector
will be to lower the seasonality in milk production

A major concern remains the role and function ef Algency for Selection and Reproduction
in Animal Husbandry, which is involved in salesganetic materials and breeding livestock.
According to USDA (2007b), the Agency continuesrisuse its monopoly and dumps low
quality product on the market, thus competing wité private sector. At the same time, the
Agency continues to execute control over breediatyiies and refuses to transfer this
responsibility to the breeding organisations.

" There are about 3500 registered collection pdnBulgaria.
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A major challenge at the primary production stagemilk quality. According to experts’
estimates, the volume of milk in compliance with Eilinimal) quality standards, i.e.
standard milk, is not more than 20-30 % of totaknfUSDA, 2007). Although the situation
is still grave, average milk quality has improvedotime as the share of standard milk was
only 1-2% of total raw milk in 2005 (CEEC AGRI PALY — FP6 project). Of the 96,000
farms that have been assigned milk quota, abous0ldre fully compliant with EU
regulations both in terms of hygiene rules in bogd and equipment and in terms of milk
quality standards. These 1,150 farms are delivetineg 20-30% EU-standard milk to the
processing sector. A second group of farms (ab@8@0) are able to meet EU requirements
on buildings and equipment, but are at this poiot yet delivering standard milk. It is
estimated that this group of farms delivers 15%-28f%otal Bulgarian processed milk. The
remaining 94.000 farms are small-scale milk prodsicenable to meet hygiene rules on
buildings and equipment as well as quality rulesran milk. This means that the bulk of
Bulgarian dairy farms is unable to meet EU requarta. According to the industry, the
maximum number of micro-organisms in milk is the smdlifficult requirement to meet.
Currently, Bulgarian milk contains on average 360,@nicro-organisms per millilitre and the
EU standard requires less than 100%fcro-organisms per millilitre. In other words, on
average the level of micro-organisms should beaeduo less than one third of the current
level (CEEC AGRI POLICY — FP6 project).

In comparison, Table 4 gives an overview of millkaljy in Belgium in the period 2000-
2002. Milk quality is based on 6 indicators: gerwut (bacteriological contamination),
somatic cell count (udder health), presence obaittc residue (treatment of animal diseases)
and disinfectants (used to clean installations@eZmng point (added water), and visible
cleanliness (clean udder and udder environmenthdrBelgian system, each failure to meet
the requirements for one of these indicators wei#ld to a penalty point. Each penalty point
will result in a reduction in the milk price. Apafrom the price penalty system,
underperforming farmers can also be punished stiction of their deliveries of up to 14
days. Table 4 shows that out of 15,000 Belgian milkducers, 93% have never received a
quality penalty in 2002. In terms of delivered mildlume, these 93% of farms represent 98%
of total milk supply.

Table 4. Quality of milk deliveries in Belgium, 200-2002

Farms without penalty points (%)

2000 2001 2002
Germ Count 96.08 97.01 96.99
Somatic Cell Count 96.87 96.76 97.02
Antibiotics Residue 99.07 99.82 99.89
Disinfectant Residue 99.98 99.99 99.99
Freezing Point 99.15 99.08 99.17
Cleanliness 99.55 99.60 99.72
All Parameters 91.57 92.99 93.47

Source: FAVV (2002)

8 Fresh milk quality indicators should reach 100,8@6ro-organisms per millilitre and 400,000 somatdis
per millilitre.
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Upgrading average milk quality will require subgtahinvestments in collection stations,
cooling tanks, and efficient quality control mecisams to improve the dairy cold chain.
According to the results of the CEEC AGRI POLICYFR6 project, small dairy farms are
currently not motivated to produce high-quality kndince milk purchase prices are based
mainly on the volume in litres, and to a lesseerkbn quality characteristiédHowever, the
interviews showed that quality parameters are ba@ugpmore important for price-setting. For
example, most dairy companies pay a higher price milk that meets EU quality
requirements. One dairy was implementing a systeat is more similar to the pricing
method explained above, where farmers are penahstbda lower milk price in case they
under-perform on certain quality indicators.

The problem of quality control is exacerbated bg #ystem of milk collection through
collection stations. Frequently, testing at theséians is very basic (due to a lack of or poor
equipment) and not performed on an individual b&simer-by-farmer, but rather as a general
test of the full amount of milk delivered to thdleotion point. This system encourages fraud
by farmers trying to mitigate the effect of pooratity milk by diluting it with their
neighbours’ milk, knowing that the chance of becayght is minimal. Furthermore, many
collection stations mix milk from different sourcésow, sheep and goat milk). Separating
milk of different quality and different sources Iiksult in significantly higher costs for
logistics, collection and testing (CEEC AGRI POLIGY-P6 project).

It is expected that a push towards increased mildity standards will be stimulated by the
dairy processing sector. This is observed fromféloe that in some cases processors already
refuse sub-standard milk in order to keep the Etllaoal markets open for all dairy products
they produce. Furthermore, in April 2007, a numbérarge-scale dairies have reduced
purchase prices for milk from 0.20 € per litre ta®€ per litre for sub-standard milk (USDA,
2007D).

Dries and Noev (2006) also provide evidence ofrtile that the processing sector plays in
upgrading quality standards at the primary produnctevel. The two foreign companies that
were studied, Danone and Meggle, both have a guadiicy that seems to go further than
that of domestic companies. Danone uses its owhtygkassification system, based on germ
counts, where the top-category (lowest germ coisitlabelled ‘Danone class’. Farmers
delivering Danone class milk are rewarded withiagpbonus. Furthermore, the company has
introduced a system of ‘traceability’ for their qliprs, the Danone Quality Control System
(imposed by the International Danone Group). Onee year all suppliers are visited and
evaluated on the basis of 26 criteria related ® dbality and safety of milk production.
Suppliers that are evaluated positively on all A6ga are labelled ‘Traced and Controlled
Danone’ and are preferred suppliers for Danoneplsarg that do not fulfil all 26 criteria are
labelled ‘Traced and Controlled’, ‘Traced and notirolled’, and ‘Not-traced and not-
controlled’. Collection stations are mainly labdll&raced and not-controlled’ (the manager
of the collection station is required to have aaded list of all cows that supply milk to this
station). Meggle has a somewhat similar traceghbiiguirement for its suppliers. All Meggle
suppliers have to keep a diary reporting for eanimal: identification, inseminations,
veterinary services, feeding details, quality aodrgity of milk.

° This policy increases the likelihood of fraud thgh dilution of milk with water by farmers to attaa higher
volume of delivered milk. The attractiveness ofsthype of fraud will be significantly reduced whgnality
characteristics are taken into account in detemgifiarm gate milk prices.
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2.4. Remaining transition challenges and how td&leathem

The main challenge identified at the primary prddurclevel is the huge share of small-scale
dairy farms in total milk supply. At this momentlg 20-30% of total milk deliveries meet
EU minimum hygiene requirements (specifically widlspect to maximum germ counts). This
so-called standard milk is provided by a small nemfabout 1,150) medium- to large-scale
farms with a sufficient number of cows to justifwestments in on-farm milking and cooling
equipment. Another 1,300 farms are expected taobeta fulfil EU requirements by the end
of the grace period. The rest of the 96,000 faims lhave received quota are in general small-
scale farms which will be unable to supply standaritk unless they make substantial
investments. For the majority of these small-scédems, the required investments
(constructing new farm buildings to separate anihmlsing from storage rooms, installing
milking equipment and a cooling tank etc.) will ibgossible to make on an individual basis.
There are several reasons for this. First, it @lextremely difficult for a 1-3 cow farm to
gain access to the necessary financial means. 8eboying new animals (in order to justify
these kinds of investments) will be restricted bg guota system. Third, in many of these
farms the entrepreneurial will to upgrade producfiacilities and invest in the farm business
is lacking.

This should raise major concern about the futuability of rural areas, especially after the
end of the grace period in 2009. As of January 28L0-standard milk cannot be accepted
anymore by dairy companies. That means that abehgmall-scale farms that have been
unable to upgrade their production facilities byatthtime will be excluded from the
commercial sector. Even though only part of theknproduction in 1-3 cow farms is
delivered to a dairy processor, and each individleivery may be limited in volume, this
may still represent an important source of caskv ffor a high number of rural families.
Taking away these earnings may cause major probiemnen already poor (and aging) rural
population. The potential for rural unrest is ratsgd by several of the interviewed dairy
companies. One company that is certified to expaitty products to the EU and hence only
uses standard milk in its processing lines everdhuiced a policy with which they continue
to buy (sub-standard) milk from their collectionims which they then sell onwards to other
dairy companies. Although this trading activity hardly profitable (and not part of the
company’s core business), the company finds it mamb to stay loyal to its suppliers. The
dairy recognises, however, that this ‘loyalty’ camly be upheld until the grace period runs
out.

Since it will be impossible to upgrade all smalidecfacilities to comply with EU Regulations
852/2004 and 853/2004 before the end of the graded it may be interesting to look at
alternative ways to ‘save’ at least part of theD98,farms that are threatened by closure. One
idea would be not to upgrade each farm individydllyt to upgrade the collection stations by
turning them into ‘milking parlours’. This way, damdividual farmer would bring his cows
to the parlour, where all necessary hygienic awdiwi(cleaning the udder etc.) are seen to by
specialised personnel, cows are milked using adequaking equipment (no hand milking)
and the fresh milk is transferred automaticallyat@ooling tank where it is chilled to the
appropriate temperature. Thus, the possibility ohtamination is minimised. The main
advantage of this investment would be to reducendas’ responsibility to keeping his
animals healthy (keeping records and notifying ¢b#ection station manager for example
about any treatments that his animals have undejgétygienic regulations would only be
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applied to the milking parlour, not to each indivadl farm house (with the exception of some
basic animal welfare regulations).

However, some questions remain about the potestiatess of this proposal. First, who
should be responsible for initiating such a prgjest else, how should such a project be
financed? Many interviewees pointed out that the lack of willingness among farmers in
Bulgaria to cooperate or to be involved in joinbjects. If this is so, convincing the farm
community of the advantages or even necessityasfettypes of investments is likely to prove
insufficient to make things happen. Furthermoresreif there is willingness, the financial
position of small-scale farmers may make it implalgsfor them to do something about it. In
that respect, involving the dairy processing industay promise a better chance of success.
After all, many dairy companies are likely to faweshortage in milk supply as soon as the
stringent EU hygiene requirements become compuldwoughout the sector. Herein lies an
important incentive for the processing sector toopee involved. Furthermore, most of the
existing collection points are already owned bydhey factories, hence it seems natural that
upgrading the facilities in these collection pointsuld at least partly be the responsibility of
the dairies. Finally, it seems that at this montkatseriousness of the situation is overlooked
by government institutions. If the government iding to commit to maintain at least part of
its small-scale dairy sector, involvement in mitkiparlour projects may be a step forward.
On the other hand, if this problem is not seen psaity by the Ministry of Agriculture, at
least some attention should be given to the sqr@blems that may result from the forced
ending of commercial activities by a large numberusal families at the end of the grace
period.

To conclude, it is interesting to draw a parall@hvthe situation in Poland, before and after
accession to the EYy.The Polish dairy sector has historically been dasesmall-scale dairy
farms. Unlike in Bulgaria, the Polish dairy sectoad a much more homogenous size
distribution among its farms at the start of trensition period. As a result, dairy companies
wanting to upgrade the quality of their milk suppiere forced to work with small-scale
farms. Dries and Swinnen (2004) document the asgistprograms that dairies used to help
their supplying farms to improve the quality of ithenilk, make on-farm investments,
increase their herd size and so on. Interestirigbse programs were accessible for farms of
all sizes (even the smallest) as long as the fgrerador could lay down a feasible business
plan. As a result, farms have been growing gragyatarting well before EU accession) and
dairy companies are increasingly collecting milanfr farms having their own cooling tanks,
instead of from collection stations. For examplsaeple of 4 dairy companies in the north-
eastern part of Poland was collecting only 17%t®fmilk from farmers with own cooling
tanks in 1998; by 2003, the share of deliveringnakvith own cooling tanks had increased to
about 55%. More recent work has shown that in gogauwf 10 dairies in the same region, the
share of milk coming from collection stations hasmased from 35% in 2003 to merely 20%
in 2005. This gradual but continuous upgrading ted Polish dairy sector has only been
possible because of the assistance by dairy coegpaand more importantly, the
indiscriminate assistance that was also accedsitdmall-scale dairy farms. Unfortunately, as
Dries and Noev (2006) pointed out, the assistamograms that exist in the Bulgarian dairy
sector are almost exclusively focused on largeesdalry farms. As a result, there are very
few chances for the small-scale dairy sector torag and grow in a similar way as their
Polish colleagues have done so successfully oeegpdlt few years.

19 Annex | includes a comparison with the Portugesmfsector, which is also small-scale in naturewhith
has been restructuring rapidly in recent years.
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There may be potential for the production of dargducts promoting their natural origin or
traditional production method. Especially dairy gwotion in mountainous areas may be
suitable for this purpose. As mentioned in sect®f, flexibility is allowed in the
implementation of EU hygiene regulations in disadeged geographic areas. In this respect,
it is also interesting to mention the potentialttimay lie in the sheep, goat, and buffalo milk
sector. Dairy products using these types of mik @ten produced in mountainous areas, as
opposed to cow milk production in the Bulgarianiqda Furthermore, sheep, goat and buffalo
dairy products are often considered to be of a nraditional origin. An additional positive
element in these dairy segments is that there@arailk quota for sheep, goat or buffalo milk.
Hence, production costs may be lower than in the golk sub-sector in the future and an
expansion of production is easier. Finally, it nimeyeasier to comply with EU regulations at
least in terms of milk quality requirements as ti@imum germ count for non-cow milk is
set at 1,500,000 germs per ml in contrast to theiimam of 100,000 germs per ml for cow
milk.

A final challenge for the primary production sedthe difficulty in accessing funds to make
investments. Major lending opportunities lie in f@vision of seasonal working capital for

buying fodder, medicine and insemination, as welMih longer-term investments in cooling

tanks, improved milking machines, equipment for glkemtesting, the refurbishment of

buildings, the financing of feed grain productiamd the purchase of agricultural machinery.
A significant problem arises from the inaccesspitif bank credits for farmers due to banks’
refusal to accept animals and buildings in villagesollateral, which makes it impossible for
them to participate in the investment programsef$tate Fund “Agriculture” and SAPARD.

(CEEC AGRI POLICY — FP6 project).

There is an inherent problem with the way EU prigjdéar upgrading production facilities are

financed. One of the dairy companies that werevmgeved had successfully assisted one of
its supplying farms in getting a SAPARD project eped. The problem is, however, that

SAPARD!" funds are only accessible after the project ham lmempleted. This means that a
farmer who has such a project approved should Hiisdown means to finance the project
(own resources, bank loans, dairy loans etc.). Mhs often proven to be a major constraint
on the application of SAPARD funds in the agrictdiusector. The banking sector is very
reluctant to lend to farmers because they are en@bprovide sufficient guarantees (until

recently, the farming sector was not very attractg an investment opportunity). The dairy
company in this case has provided the bank loamagtee because they recognise the
necessity to secure a stable supply of milk forftiiare. However, bank loan guarantees by
the dairy sector are not very common because nasésl do not have the financial means of
their own to do this on a large scale.

Some ideas have been posted to improve the situafibere have been very moderate
initiatives in which the weight of bank guarantémsloans has been distributed among banks,
processors and farms, but unfortunately, this ltsanot been very successful and has created
very little interest. However, there are severamgles of these types of multi-party lending
constructions that have been applied in differgm-@od sectors throughout the transition
region (see Swinnen, 2006 for an overview).

1 SAPARD is a pre-accession funding tool. Howeseme projects are still running using SAPARD funds.
Furthermore, the idea of pre-financing projects dmaihg reimbursed afterwards is common for most EU
funding.
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With respect to the pre-finance of approved EU quty, there may also be a role for the
government. The idea could be to set up a sortuafaptee fund that can be used to help
farmers make the approved investments. The funddMoe replenished once the project is
completed and the investment reimbursed from thé&diget.

3. Dairy processing
3.1. Structure and extent of markets

In 2005, due to the restructuring of the dairy sty and introduction of more stringent
sanitary and hygiene norms (see section 3.2), ndaimyes were shut down or were in the
process of being halted. According to the MinigifyAgriculture, 303 plants remained active
in 2005. This meant a decrease in the number of gmocessors of 11% compared to the
previous year. The reduction in the number of distaments came mainly from the smaller
dairies which accounted for 16% of processed nmlRG05. (USDA, 2006) In 2006, only 225
dairy companies remained (a decrease of 26% comhpatee previous year). (USDA, 2007)

Bulgaria’s dairy market has been growing betweenasfh 6% in value terms and 2% to 3%
in volume terms over the last two years. Howeveronsists of a large number of small
companies along with a few multinationals. (Agradpe Weekly, May 2007)

The largest dairy processor in the Bulgarian maikeObedinena Mlechna Kompania
(OMK™) with a 19% value share of dairy products salepWed by Danone Serdika AD
with about 12% market share. The rest of the maiskeatistributed among manufacturers
holding shares of less than 5%. The market is dtithinated by domestic producers, with
small local distribution networks. Both Danone Sieacand OMK are owned by international
investors, but, unlike in other sectors, that doetprovide them with a dominant position
and a significant portion of overall sales. Thigpisbably due to strong competition and the
perception that yoghurt and milk in general is &iamal, traditional product, a view held by
many consumers, especially among particular denpbgraroups. (Euromonitor, 2006)

Small producers such as Sofbiolife BG AD, TopaliZ00 OOD and Markeli OOD are
losing popularity because of the strong penetrapiokcy of the large players Danone and
OMK, which benefit from their larger marketing budg and production base. Over the past
decade, small and medium-sized producers triecotopete with the dominant companies.
Initially, as lower incomes constituted a more eabriented consumer attitude, these
manufacturers benefited from lower production amstrighution costs. As income levels
improved the focus shifted more and more to mamgedind national distribution, which gave
an edge to the larger companies. The entrancegdrigplayers into particular product areas
has also contributed to the overall consolidatibrspecific sub-sectors. For instance in the
milk market, OMK has significantly increased its ket share from around 19% in 2001 to
31% in 2004. In the yoghurt market, Danone Serdskmarket leader with a share of over
38% in 2004. (Euromonitor, 2006)

There is some evidence of increased concentrationthe sector, although overall
concentration remains low. In 2003, OMK acquiredalact Milk from ice cream producer
Delta Bulgaria.Vitalact Milk, which previously traded under thame Serdika, is one of the

21n some publications also referred to as UMC (ethiilk Company)
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major producers of milk and yoghurt in the nortistean region of Bulgaria. This acquisition
expanded OMK’s already extensive production netw(Ekiromonitor, 2006)

In May 2007, AgraFood East Europe reported thatBihkgarian dairy sector was preparing
for a possible rush of takeovers after the acqarsiof its leading milk producer (OMK) by
the Greek food giant Vivartia. According to the ichan of the association of milk
processing companies, the acquisition was a sipaalforeign investors are targeting large-
scale production in Bulgaria. Vivartia’s acquisitiz’as seen as a strategic move by the Greek
company to expand and take advantage of Bulgarraduption capacity. (Agra Europe
Weekly, May 2007) Apparently, Bulgaria is attraetifor Greek dairy investors due to its
larger milk quota. In 2004, another Greek compamnested in a new processing facility in
Bulgaria with a capacity of 300 metric ton per d@ySDA, 2007b)

Another important trend in the Bulgarian dairy sedtas been increasing prices. Some of the
factors behind this development are: higher castomply with quality and safety standards;
increased demand for milk because of active forangestments in the sector; higher fuel
costs (higher excise duties on fuel after accegsdamtline in the supply base as sub-standard
milk is not accepted by an increasing number ofielsi etc. As a result, dairies will be forced
to increase their ex-farm prices and may lose tt@inpetitive advantage.

Ex-farm prices for cow milk in 2005 were 5.3% hightean in 2004 at 0.40 leva/litre
(€0.20/litre). Prices fluctuated considerably frén33 leval/litre (€0.17/litre) in June to 0.45
leva/litre (€0.23/litre) in January and DecembeheTvolatility of farm gate prices is
connected with the seasonality of milk productiand it is one of the factors that is hindering
the development of milk farming. Improving the danity in milk production year-round
through better breeding and feed practices willehapositive impact on the stabilisation of
farm gate prices. The production cost of milk ifeeted mainly by feeding costs. Over the
last several years, the share of feed in productosts has been about 70%. In 2005, average
feed prices were lower than in 2004 (40% down fam¢ 32% for feed wheat and 25% for
feed barley) which, combined with higher ex-farnces, resulted in higher farm profitability.
In the first half of 2006, feed prices increaseg 18%-14% for wheat and corn, and by 29%
for feed barley. As a result, the ex-farm milk pri@ached 0.43 leva/litre (€0.22/litre) or 5%
more than in 2005. Processed dairy product priceZ0D5 followed the trend in fresh milk
prices and also increased, between 3.8% (buttd2 . #@6 (cows cheese) for wholesale prices,
and between 3.7% (sheep cheese) and 5.7% (cowsegHeeretail prices. In the first half of
2006, wholesale and retail prices were stable, &ua higher level than in 2005. More
specifically, wholesale prices were 3.2% (cows sbgéo 8.5% (yogurt) higher; followed by
retail prices that climbed between 2.6% (butteg @.5% (yogurt). (USDA, XXXX)

Table 5 compares farm gate milk prices in a nunolbdfU countries. We see that farm gate
prices for milk in CEE are comparable to milk psace EU-15 countries (Germany and
France). Bulgaria and Romania are still laggingimehvith milk prices just above 22 € per
100 kg as compared to milk prices above 25 € pérKipin the other EU countries. Milk

prices in Bulgaria are increasing (6% comparedh&grevious year), but a similar or even
stronger price evolution can be seen in other C&Ey dectors, in Poland, Slovakia, Hungary
and Romania.
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Table 5. Farm gate milk prices in € per 100 kg inhe first six months of 2007

Country (region) Average price 2007 Change &6 in %
Bayern (Germany) 28.82 +4.70
Rhéne Alpes (France) 25.27 -4.81
Bulgaria 22.29 +6.01
Poland 26.81 + 5.46
Czech Republic 27.70 +0.49
Slovakia 27.85 +10.23
Romania 22.40 +17.79
Hungary 27.05 + 11.67

Source: CLAL (2007)

A major contributor to the increase in milk andrgigairoduct prices in recent months has been
the weak grain harvest — the worst in the past figars — due to extreme drought in the
summer of 2007. As a result, animal feed pricespashed and dairy farm production costs
are surging (Eurocapital). A possible solution tghler milk prices might be increased
imports of fresh milk from neighbouring countriebeve prices are comparable. Furthermore,
the drop of import duties for milk powder and whisylikely to make imports of these
products more attractive as fresh milk substitu{égira Europe Weekly, November 2006;
USDA, 2007).

Table 6 gives an overview of Bulgarian dairy pradueports originating from other EU-27
member states. The table shows that imports of ,nutkam and whey have increased
importantly in the first half of 2007: Compareddairy product imports in the period January
to May 2006, imports of milk and cream have inceebBy 87% in the same period in 2007,
while imports of whey have increased by 45%.

Table 6. Imports of milk, cream and whey in Bulgara from other EU-27 member states
in 2006 and 2007, in Euro

Jan. - May 2006 Jan. - May 2007 Change in %
Milk and cream* 4,567,000 8,542,792 +87 %
Whey 1,664,000 2,417,424 +45 %

Source: Eurostat (2007)
* including fresh, powdered and concentrated mild aream.

Dairy product exports grew in 2006 and were 10%héighan in 2005. About 95% of dairy

exports are cheeses, mainly destined for the Greket and to some extent for the German
market. In 2007, however, Bulgarian dairies wiltdancreased competition from EU cheeses
as imports are likely to grow in volume and be lesgensive due to the elimination of duties.
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EU cheeses show a general price decline due tondegrintervention prices and a subsequent
reduction in milk farm prices, while local cheesmsts will be increasing as a result of milk

shortages and climbing expenses on food safetyladmlir. As a result, cheese exports may
be restricted. (USDA, 2007)

Table 7 gives an overview of dairy product expdrten Bulgaria to other EU-27 member
states. The table shows that cheese remains the impsertant export category for the

Bulgarian dairy sector, accounting for 78% of tadairy exports in the first half of 2007.

Another interesting development is the surge inoetsp of yoghurts, milk and cream.

Comparing the data in Tables 6 and 7, we conclodeBulgaria is an important net-importer
of milk and cream and whey products, and a nets&pamf cheeses and yoghurts. The
increase in exports in the first half of 2007 wk® aonfirmed by the interviews conducted in
the field.

Table 7. Exports of dairy products from Bulgaria to other EU-27 member states in 2006
and 2007, in Euro

Jan. - May 2006 Jan. - May 2007 Change in %
Total 5,308,000 8,946,705 + 69 %
0.w. cheese 4,465,000 7,005,818 +57 %
o.w. oils and fats 719,000 2,045 -99 %
0.w. yoghurt 76,000 1,054,807 + 1387 %
o.w. milk and cream 40,000 752,633 + 1882 %

Source: Eurostat (2007)

3.2. Market institutions and policies

LB Bulgaricum Plc. is the only state-owned firmtive Bulgarian milk-processing sector. It is
the legal successor of the intellectual propertgnsing activity and export positions of the
former State economic enterprise Milk Industry fded in 1965. In 1991, the company was
renamed LB Bulgaricum and in 1993 it was transfatneto a sole-owned joint-stock
company. It is banned for privatization, first bgvgrnment decree of March 17th, 1992, then
by a law of March 19, 2002. Sole proprietor of twmpany’s stocks is the Ministry of
Economy of the Republic of Bulgaria. (Euromonit2006)

Regulations (EC) No 852/2004 and 853/2004 lay démygiene rules for dairy processing
companies. As mentioned in section 2.2, Regulaib#/2004 states that food businesses
should operate food safety programmes and procedased on HACCP principles. All food
businesses should produce documents and keep sett@tdprove the establishment of and
compliance with the HACCP system and provide themetent authority with evidence of
this compliance. Hygiene requirements also inclymtevisions concerning buildings,
equipment and personnel.

Regulation 853/2004 includes several provisions$ tleacern dairy products. First, there are
specific temperature requirements. Dairy processwrst ensure that, upon acceptance at the
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processing facility, milk is cooled quickly to notore than 6°C and kept at this temperature
until processing. Furthermore, the Regulation dmecrequirements for the heat treatment of
milk, i.e. pasteurisation and Ultra High Temperattreatment. There are also specific criteria
for the raw cow milk that is used for processingmediately before processing, raw cow

milk used to prepare dairy products has a platetcofiless than 300.000 germs per ml and
processed cow milk used to prepare dairy produassd plate count of less than 100.000
germs per ml. Finally, there are also provisionsutltihe packaging and labelling of dairy

products.

Since 2000, the Bulgarian vet office (the Compefanthority) has been shutting down meat,
dairy and other food establishments that were @n&iblimeet EU hygiene standards. As a
result, the number of entities has dropped from0202000 to 528 in 2006, of which 225

belong to the dairy sector. In preparation for Pe@n Commission inspection visits in

November 2006, the remaining dairies were dividgethree categories (USDA, 2007):

(2) First category (34 plants): companies thalyfaieet EU food safety norms, process
EU standard quality milk and trade freely on the fabrket;

(2) Second category (68 plants): companies thait &) food safety norms but that can
process both sub-standard milk for the local madded standard milk for the EU
market. Complete segregation of the technologicatgsses is required at the factory
level. According to industry sources, this categprgcesses 50 %-70% of collected
fresh milk in the country;

3) Third category (123 plants): companies thatcpss only sub-standard milk and work
only for the local market. The dairy sector wasnggd a grace period of three years
following accession to use and process sub-starmddkdor the local market.

However, in February 2007, EU member states hawkeohthe European Commission
proposal to cut 60% of the Bulgarian meat and daiogcessors that were allowed to export to
the EU because of their non-compliance with EU @éggi standards, lack of functioning
HACCP* systems, and lack of a functioning traceabilitgteyn. As a result, only 16 milk
processors will be allowed to trade their prodweithin the EU. This decision resulted from
inspection visits made by the EU Food and Veteyii@fice. These visits highlighted that the
number of companies in the second category — tti@deorocess both types of milk — is too
high and that major problems exist in terms of anbver traceability and segregation of
milk for processing. It is often impossible to segmte sub-standard and standard milk
throughout the dairy chain, especially at milk eotlon points. In order to reduce the number
of dairies in category two, the companies eithareh® make significant cuts to their supply
base to be able to switch to category one, or #vajch to category three and lose the EU
market as a potential sales outlet.

Some of the problems with upgrading and certifydairy plants are the result of limited
capacity in human capital and an inadequate uratedstg of food safety practices.
Companies that are trying to put in place a HAC@$tesn faced serious challenges to find
and retain qualified personnel. Furthermore, mtsesveterinary officers lacked experience
and a good understanding of HACCP regulations, aalbe concerning their practical
application.

13 Hazard Analysis Critical Control Points
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3.3. Business conduct and skills

Due to quality issues, the major processors whot waisecure good quality and safety of
their products work with their own selected netwardkfarms. These farms are regularly
inspected by the processors and have access tadakchssistance and financial help. Such
policy is performed by market leaders Danone, OMBRB group, TriBul, L B Bulgaricum,
Zorov Ltd. and by other small dairy plants, mostenfon a regional basis (CEEC AGRI
POLICY — FP6 project). These linkages between daipcessors and milk producers were
also observed in a study of foreign direct investtaen the Bulgarian dairy sector by Dries
and Noev (2006).

Recently, there seems to be an increase in venitsgration in the sector. According to our
interviews, the share of dairy companies that ateng up their own farms is increasing. The
stringent EU requirements on the hygiene and quafitooth raw milk and processed dairy
products are the main reason behind this developméertical integration is the dairy
companies’ way of exercising full control over tipeimary production stage and thus
guaranteeing compliance with EU regulations.

Despite the increasing importance of farms thaehaeir own on-farm cooling tank in total
milk supply, most dairy companies are still acaggptmilk from collection stations at this
point. However, almost all interviewed dairy comigarnhave achieved or are taking measures
to achieve the goal of 100% milk procurement fr@amfs with own cooling tanks.

There is a widespread view among several partitspanthe dairy chain that there is a very
high degree of tax evasion by Bulgarian dairy commge Several interviewees point out that
larger dairy companies are disadvantaged in tlepe@ as they are scrutinised by the tax
authority and forced to comply with tax law whilmaller dairy companies get away with
paying only part of their taxes or even escape detaly from their obligations. A common
complaint in this respect is that the 20% VAT ommgliant dairy products makes it
impossible for EU-standard dairies to compete whih products of non-compliant factories.
One of the interviewed companies even stated thisitsituation of unfair competition on the
domestic market is the main reason why 90% of glv@iducts are being exported.

According to a number of interviewed dairy companibere is no loyalty in the dairy sector
and breaches of contract between processors aptysuypfarms occur frequently. One of the
dairies even stated that they have stopped prayidooling tanks and milk lines to their
suppliers because farms would switch to deliveraimpetitors as soon as another dairy offers
a slightly higher price for their milk. It used be enough that a dairy paid a reasonable price
for delivered milk at regular times. Recently, fanm seem to have become much more
opportunistic.

In essence, we could say that the bargaining powiire dairy chain lies with the large dairy
farms that are able to deliver large quantitiebigh quality milk. There is strong competition
between dairy processors to have these farms asrégular suppliers. Large farms take
advantage of this situation. For example, one ef ititerviewed processors stated that it
frequently happens that one of their suppliersscdde company to say that they have been
offered a better price for their milk by anotheirgaAs a result, the processor negotiates with
the farm and often agrees on a new price to keefatimer’s milk supply.
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3.4. Remaining transition challenges and how tdklethem

The main challenge for the dairy processing sewithrbe to acquire sufficient quantities of
EU-standard raw milk. On the one hand, there isafbeementioned threat to the survival of
the small-scale dairy sector and the incapacityggrade a significant share of current milk
supply to meet EU requirements. However, the probie exacerbated by the fact that an
important share of the dairy sector operates irgteg economy. This means that at the time
that the reference volume of milk for the quota watablished (reference year: 2001/2002),
the actual volume of processed milk was underestidhas the reference volume was based
on official statistics. Hence, the assigned quaa significantly lower than the actual amount
of milk that was used by the processing sector.aAsesult, the total amount of quota
requested by farmers was much higher than the ¢otatla that could be divided in the dairy
sector. This led to a decrease in the quota volassiggned to the smallest farms by about
50% (compared to what they had requested).

The dairy processing sector is divided. This issiifated for example by the split of the
existing dairy processors association in 2006. &then, two associations exist. The first has
mainly bigger processors as members, which tog@ifueess about 67% of total milk supply
in Bulgaria. The second association unites all #meall-scale processors (about 170
members), many of whom are located in the more wawk agricultural regions in north-
eastern Bulgaria. It seems obvious that the pigsriind difficulties faced by these two groups
of processors are very different, with large-sade&ies (possessing a more stable cash flow
and profitability) having preferential access tggi&scale farms that deliver high quality milk,
and smaller dairy companies mainly sourcing fromalsiscale farms through collection
points. Hence, the potential exclusion of a largpare of small-scale farms from the
commercial sector in the coming years will have oam@nt repercussions for the dairies that
are dependent on this milk supply for their acigt As such, it may have an additional
negative impact on rural economic activities angbleyment.

4. Retail of milk and dairy products
4.1. Structure and extent of markets

Over the past 10 years, the retail sector in Bidghas undergone significant structural
changes and growth. Over the period 1990-2002uingber of retail outlets has tripled. After
the economic crisis in 1997, the market situatiomickly changed. (USDA, 2004)
Hypermarkets and supermarkets began to emergeQin-1998.The retail sector in Bulgaria
has a vast array of different types of outlets.rigbeng from the very small basement shop to
enormous hypermarkets is represented. However ciedlpehypermarkets investing in the
country are causing the picture of the retail matkechange rapidly. Small-scale domestic
grocery players, such as the stores FantasticoiliBaand Oazis, still characterize the market,
but in 2005, the market share of big supermarkainshwas already 16 %, and it is expected
to increase even further in the future.

Figure 1 shows the (projected) evolution in the hanmof hypermarkets and their sales since
2004. We see a rapid increase in outlets in 20@6aamore gradual but continuing increase
for the following years. Figure 2 gives a similareoview of sales and the number of outlets
for the supermarket sector. Growth in this retagraent started earlier than for hypermarkets
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with a first rapid increase in outlets in 2003.u¥g 3 shows that the Bulgarian retail market is
dominated by convenience stores and small-scadé cettlets. However, according to Planet
Retail predictions, the importance of supermarkgtets will increase rapidly to gain a 35%

market share by 2011.

Figure 1. Number of outlets and sales* in hypermarkts, 2004-2011
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Figure 2. Number of outlets and sales* in supermants, 2002-2011
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Figure 3. Expected evolution in retail structures2002-2011
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In the past few years, Bulgaria has become atmadtir large international retail chains. The
past five years have seen a steady expansionaif seires chains such as Billa, Metro Cash
& Carry, Ramstore, Kaufland Stiftung & Co KG andTHCo. This has created a picture of
hypermarkets and supermarkets and other large-sstalé stores dominating the market and
slowly taking the place of small family-owned sh@sswell as independent consumer goods
companies and specialised food outlets such agdaketichers and cheese stores. Domestic
supermarket chains such as Fantastico and Pigcaddlcompeting successfully with foreign
chains and their number of stores is increasingdhapAt this moment, large supermarket
chains are very successful in the bigger cities,their sales are limited in the provinces.
However, tough competition in a market that is apphing saturation has led international
retail chains to expand to towns through coopematidth small stores. Table 8 gives an
overview of the main retail players in the Bulgarraarket.
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Table 8. Key Food Retailers

Formats Group name Store brands  Number of storest sdils
(EUR m)
FOOD 2004 2005 2003 2004
Hypermarkets Migros Turk KOC Group Ramstore 4 - 6.8 -
Dohle Hit 1 2 n/a -
Supermarkets Billa Bulgaria REWE Group  Billa 13 19-21 74.3 95.7
Boliari Piccadilly 4 6 22.7 25.6
Convenience CBA Bulgaria CBA 200 210 n/a -
stores VAN Holding Fantastico 24 27 26.5 -
Magazini Familia Plus Familia 15 21 n/a -
Boliari Mambo 4 - n/a n/a
Cash and carry METRO Metro 7 - 319.7 327
Source: PWC

The expansion of the large-scale retail sectotss eonfirmed by recent announcements in
the specialized press. For example, Mercator (Siayénas announced plans of entering the
Bulgarian market by 2010; Tengelmann has confirntedplans to open their first Plus
discounter in Bulgaria in 2008; Fantastico is e in two more new stores in 2007,
Carrefour is building its first outlet in Sofia aeapects to open in 2008; Piccadilly is selling
a majority stake in the company to the Serbiand@iltoup in order to attract fresh capital to
invest in the development of the chain; etc. (Ri&etail)

On the other hand, there are indications that Xpamsion of the large-scale retail segment is
being hampered at least in some cases. For exabpide (HIT hypermarkets) has halted its
expansion in Bulgaria for the time being becauséhefextraordinarily high prices for land
plots. Furthermore, Migros Turk has stopped itsragpens in Bulgaria by selling one if its
three hypermarkets and closing down the others.

The increased importance of hypermarkets and swgykets had a serious influence on sales,
Proof of this is an increase in the sales of Ane, ltne manufactured especially for the Metro
Cash & Carry hypermarket chain. Aro has been antbagbest performers, with more than
one percentage point value share growth in chee2003 and a near one percentage point
gain in 2004. Furthermore, the increase in theeshfpackaged cheese in total sales volumes
was also stimulated by hypermarket and supermadsethey put pressure on the big cheese
producers to switch from unpackaged to packagedeseshen a relatively short period.
(Euromonitor, 2006)

4.2. Market institutions and policies

A simplification of legislation and an investmenicéntive act have made investing in
Bulgaria a more profitable venture. Legislation e@ming retail outlets is also very liberal.
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There are no restrictions on pricing, except foarphaceuticals, and there are no restrictions
on opening hours or on the number of outlets aleetzan have.

4.3. Business conduct and skills

Some retailers have started to build Distributioanttes (DCs) that also handle fresh
products. This means that where dairy processorg welivering their products to each

individual retail outlet in the chain before, thase now delivering to one central warehouse.
Sometimes this is having an impact on the way petedare delivered as the retailer is setting
new requirements in terms of packaging and reggrttia volume in which the products have
to be delivered to the DC. However, most retailichidave not yet reached sufficient scope
to justify the building of a distribution centrerflyesh products.

Dairy processors either use their own (refrigerateainsport trucks to deliver products to
retail outlets (or to the DCs), or organise disttibn through traditional wholesalers. In one
case, the dairy processor has an exclusive contiifitia specialised wholesaler in charge of
their distribution network. Large retailers use r@-prder system, while small-retailers in
principle buy ‘ex-van’, i.e. there are no advanoaeos.

Since the Bulgarian retail sector is still verygin@ented, individual retailers do not yet hold

strong bargaining power in the dairy sector. Inegah) the major dairy processors have the
power to put demands and requirements in termgiahg, shelf space etc. on the retailers,

not the other way around. Some of the main dairycgssors are seen as being quite
aggressive in their policy towards the retail secto

The policies of the low-cost international retasl@re new to the Bulgarian market and some
of the interviewed dairy processors had stoppeglyung to these chains, the policies of
which included buying at cost price (leaving a newofit margin for the processor),
postponed payment, returned products etc.

As Bulgarian consumers have started to change #titindes towards food quality and EU

food legislation has become integrated in Bulgaldan the number of foreign higher quality

products is continuously rising. It is therefordiraated that high-quality products will be a

considerable competition parameter in the nearduflihe selection of products in Bulgarian

retail units is to a large extent based on intéonat brands. This also implies that there is a
market for imported products, which are relativekpensive compared to domestic products.
Another factor contributing to this development asing income levels, which are changing

consumption habits in the sense that Bulgarian woess have begun to prioritise high-

quality products.

4.4. Remaining transition challenges and how tdl@them

The retail sector is still very fragmented. Theseraom for additional investments, and a
further expansion of the large-scale retail sector be expected. Future developments in the
retail market are likely to follow development matts observed in other emerging markets:
(a) the rise of the large-scale retail sectoriifle)spread of large-scale retail outlets from large
cities into medium or small cities and then everalrtowns; (c) the multi-nationalization of
the sector; (d) its consolidation; (e) the transfation of product procurement systems.
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This change of supermarkets’ procurement system&easummarized as follows: (a) a shift
from local, decentralized procurement to centréiliwa (b) regionalization of procurement;
(c) a shift from the use of traditional wholesal@rspecialized/dedicated wholesalers; (d) the
establishment of joint ventures with multinatiof@gistics companies; (e) a shift from the use
of spot markets to the use of preferred supplistesys; (f) a shift from informal standards to
the establishment of private standards.

High real estate and land prices are identifiedaamain development inhibitor. As a
consequence, 99% of new supermarket developmefitbavin shopping malls, and not as
Greenfield investments, but rather through renovatAccording to one of the interviewees,
it is impossible for a retailer to compete withlreatate agencies for land, seeing as a retalil
outlet only has one floor, which is why the retisnmuch lower compared to the return on,
for example, an apartment building.

5. Recommendations

The analysis of the Bulgarian dairy sector has aktea number of transition challenges at
different levels in the supply chain. Below, recoemdations are made as to how a variety of
policy and regulatory, capacity building, publicdéor private investment measures may serve
to overcome them.

5.1. Primary production

At the primary production level, a low average aadraow milk yield and the high seasonality
of production are due to a poor genetic base amdequate feeding practices. It is
recommended to review existing regulation in tkeddfi specifically the functioning and role
of the Agency for Selection and Reproduction inAai Husbandry. Its monopoly position
should be broken down and the role of the privagetas in breeding practices and the
provision of high-quality genetic material increds€apacity building measures that improve
awareness of the importance of feeding practicdslam genetic base for animal performance
are advised, e.g. through training of veterinaryise providers and field extension officers.

Restrictions imposed by the quota system currehtlynper a rapid restructuring of the
primary production sector, since the freeing upudta by the declining number of small and
smallest farms is too slow to sustain growth inrtiedium- to large-scale dairy farm sector. A
review of the milk quota system at EU policy le\lith a view to its abolishment) is
therefore recommended.

Another challenge at the primary production levelthat of low raw milk quality. An
estimated 50% of total Bulgarian milk supply wik Imon-compliant with EU regulations on
food quality and safety by the end of 2009, andhgrortant share of this sub-standard milk is
produced on 1-3 cow farms headed by old farm opesain terms of suitable policy, an
extension of the grace period during which subddash milk can be used for domestic trade
and consumption only should be requested. Addilipra credible system of control needs to
be put in place to ensure the separation of prediestined for the local and for EU markets.
Options for upgrading milk quality at the smallestiry farms should be reviewed and the
creation of milk parlours with professional stafidamilk testing equipment by means of
public-private investment considered. Capacity dod measures to help overcome the
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challenge of low milk quality should devote spea@#tention to informing dairy farmers of
the implications of stringent EU milk quality in@ditors and educating them on the actions that
can be undertaken at farm level to change milkiragces. Ultimately, it is just as important
that adequate social policies be devised to cotinéeeffects that the end of the grace period
on January 1 2010 is likely to have on many rusalifies who rely on milk sales as a main or
complementary source of income, but who will betshut of the market and lose all or part
of their income because they are unable to deligrstandard milk.

Finally, access to investment finance from EU dtnai and other funds for credit-
constrained primary producers is presently limibgdthe pre-finance element of EU- and
other programmes. By means of adequate policy aodlig investments, national
governments could step in and bear at least pahntedburden of pre-financing EU projects.

5.2. Processing sector

Foreseeable limits on high-quality milk supplieg @& major threat for a large number of
small- to medium-scale dairy processors. Sincesthece of this problem lies in the primary
production sector, the same recommendations aggphbave. In addition, capacity building
measures should be undertaken at the processiel ilesluding efforts to raise awareness of
potentials for traditional dairy product productisom milk other than cow’s, such as sheep,
goat or buffalo. Important lessons about typicatraditional product development can also
be learned from other EU countries.

The clear divide between different types of procesgompanies and the implications this
has for future policymaking need to be recogniseul:the one hand, medium- to large-scale
dairy companies have access to high-quality milipsias, while on the other hand small- to
medium-scale processors operate at the lower-guaiitl of the market. Obviously, the

challenges faced by these two groups will be véifer@nt in the coming years. Thus, sector
policies should take into account the divide ankhawledge that policy choices beneficial to
one group of processors may hamper the developohdiné other group.

Another challenge at the processing level is thatsong prices for dairy products, seeing as
price increases could damage processors’ competipesition. Since many of the
developments that cause dairy product prices tee@ase are inevitable (such as higher raw
milk prices due to increased quality requirememtd higher feed prices), dairy processors
should focus their efforts on the improvement afydaupply chain efficiency. One of the key
elements in achieving this will be to upgrade thppty base, in other words, to consolidate at
the farm level. This can be done through growthnalividual farms, e.g. through investments
in numbers of cows etc.

Limited capacity in human capital and an inadequetgerstanding of food safety practices
can be countered by capacity building measuresnificaof veterinary services personnel,
HACCP training and auditing courses, as well asrmftion sessions on EU food safety
regulations with regular updates of changing peicare recommended. Finally, the problem
of widespread tax evasion, especially among smaliecessing companies, needs to be
addressed through the establishment of functioaimg credible tax control offices and an
indiscriminate implementation of tax law.
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Annex |. Structure is the Portuguese dairy farm setor.

INE reports that there are presently 41,181 dairyn in Portugal, accounting for 10% of all
farms. Milk production is concentrated regionallyith the "Entre Douro e Minho" (EDM)
and Beira Litoral (BL) regions making up 71% of &kms and 40% of national cow milk
output (Portugal has a milk quota that is aboutévas high as that of Bulgaria). The Azorean
islands, which represent a minor 2% of Portugatsltmainland area, account for 24% of
total milk collected in the country.

The sector has undergone major changes duringGlse Geographical dairy concentration
has increased in a few councils of the traditiaety districts of EDM and BL, and in the

"Higher Alentejo,” where some of the larger-sca@ylunits have settled. During this period,
the total number of producers dropped by 55% ardnthmber of dairy cows declined by
7.5%. EU programmes that led to the retiremenbaies 17,000 dairy producers during 1992
and 1993 played a decisive role in reshaping thosen spite of this reduction, the number
of small farm units with one or two dairy cows rengasignificant (see Table below).

However, modern, highly specialized units are alesoy important as shown in the Table
below, where it can be noted that the "over 100dhemtegory accounts for a higher
percentage of the total national dairy herd than'ith2 head."

Dairy cooperative policies have also brought abobénges in the sector. Forced by
heightened competition, the cooperatives have bksing milk collection centres at a rate of
4,000 per year. This controversial policy has beeportant for the cooperatives’ financial

consolidation, given the high costs of milk collagtand the low quality of that specific type

of product. Price penalties for low-quality milks g&nds to be the case with milk which is
produced on the small traditional farms, are arnotaetor contributing to the decline in the

number of smaller producers.

Portugal: Structure of the Dairy Sector

Cow Head/Farm| 12 3-4 59 10-14 15-19 20-29 30-39-4% 50-59 60-69 > 100

Share in Dairy| 10.7 8.8 10.6 8.6 7.0 13.0 94 6.4 4.2 10.7 11.8
Head Total (%)

Source: National Statistics Institute INE

Due to the still excessive weight of the small-fasomponent in total, the dairy sector will
continue to concentrate in the medium-term futdrkis trend is driven namely by the
aforementioned policy of cooperatives closing sroallection centres, the effects of new EU
rules, new farmer retirement programs, and marbetpetition.
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