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Preface

Although at different stages of development, the countries of the Western
Balkans—Albania, Bosnia and Herzegovina, the former Yugoslav Republic
of Macedonia, Montenegro, and Serbia—face similar challenges in trans-
forming and modernizing their agri-food sectors to become competitive
in regional and EU markets. Their rural sectors have lagged behind the
rest of the economy in growth and poverty reduction, their agri-food sec-
tor is undercapitalized and highly fragmented, and their agro-processing
capacities are limited. Agricultural trade deficits are widening, climate
change is posing increasing risks to farm incomes, and low-cost imports
and changing consumer preferences are further eroding competitiveness.
Added to this scenario are the challenges and opportunities of adopt-
ing the EU acquis communautaire, which relates mostly to agriculture:
preparing the agri-food sector, including public institutions, to meet EU
standards such as those in food safety, and exploiting comparative advan-
tages in agriculture, particularly in the light of the unfolding food and
financial crises.

The new EU member states in Central and Eastern Europe faced simi-
lar issues, but there are important differences with the Western Balkans.
Although governments in the region are unified in pursuing a modern
agri-food sector aligned with the EU, they disagree on the most effective

Xi



xii  The Changing Face of Rural Space

strategy and policy priorities to achieve this goal. Advice and guidance
are based mostly on lessons from Central and Eastern Europe and the
expectation that the Common Agricultural Policy (CAP) will remain the
same—rather than the more appropriate expectation that its basic struc-
ture will change in the next decade.

In recent years the World Bank’s Environmentally and Socially Sus-
tainable Development Department (ECSSD) has published reports
covering almost all the Western Balkan countries, collaborating with the
Food and Agriculture Organization (FAO) and the European Commis-
sion Directorate General for Agriculture and Rural Development. These
reports identify the constraints to agricultural competitiveness, examine
public expenditures in agriculture, diagnose key policy challenges, and
suggest strategic goals, priorities, and policies for moving forward. This
report expands on previous findings to provide an overarching analysis
of the challenges facing the region’s agricultural policy makers and the
strategies for transforming and modernizing the agri-food sector that will
result in economic growth and a healthy rural sector.

This report comes at a critical time for the region. Government pol-
icy and assistance in agriculture have traditionally been accorded little
importance, as the weak public institutions and human resource capac-
ity in agriculture show. While the Western Balkan countries are seeing
healthy growth overall, agriculture and rural areas are falling behind,
trade deficits are expanding, climate change is putting pressure on agri-
cultural resources, and many young rural workers are being pushed to
urban areas. The need to meet EU standards in agriculture while address-
ing the food and financial crises are powerful external forces for improv-
ing agricultural policy. Agriculture and rural development as sources of
growth, employment, and food security now need to be taken seriously.

Countries are rightly focused on relieving constraints to improve agri-
cultural competitiveness, but this will not be enough to address wide-
spread rural poverty. Households in remote areas, excluded from value
chains, may not benefit from agricultural growth. Governments need to
think carefully about policies to address these groups, which will other-
wise fall further behind.

Another issue is aligning agricultural policies with the CAP to facili-
tate later accession to the EU. Such forward thinking is necessary—but
will be useful only if based on accurate and well-informed predictions of
what the policy will look like at accession. Addressing compliance with
EU food safety standards before accession is also necessary, but overregu-
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lation and top-heavy institutions poorly suited to the region’s governance
conditions should be avoided. And climate change will have a significant
impact on agriculture, with an understanding of its effects and potential
mitigation and adaptation strategies being increasingly important.

This report brings together lessons from previous studies, supple-
mented by new analysis. It frames the challenges facing the rural and
agri-food sector in the Western Balkans to illustrate the directions for
policies, now and in the future. Part I looks at the characteristics of the
rural and agri-food sector today—its potential and its obstacles. Part II
looks at the future of the agri-food sector and rural space. Value chains
will change with more competitive imports, with larger retailers influ-
encing value chains, and with farmers and processors needing to respond
to these trends by producing goods that meet quality and safety stan-
dards consistently and reliably. These changes will drive the moderniza-
tion of agriculture, leading to an agri-food sector with fewer and more
productive farms. Beyond the agri-food sector, effective rural develop-
ment programs will be needed to ensure that agriculture’s modernization
is balanced and equitable. Local authorities and rural communities will
have to be involved in developing and implementing territorial strategies
for leveraging the nonfarm potential of rural areas. Food safety standards
will become more important as countries strive to meet private and pub-
lic standards, and climate change will introduce uncertainty and compel
farmers to adapt.

Part III provides a roadmap to help governments create a strong and
healthy rural and agri-food sector able to respond to these challenges. It
looks first at the strategy that should drive public spending in agriculture
and the composition of that spending. It then looks at how governments
can best provide public services to agriculture, in extension (advisory)
services, agricultural information services, and agricultural education and
research.

The report’s aim is to enable governments and donors to have a com-
mon vision of the goals and directions of their policies and programs.
It identifies future threats and challenges to the sector—and provides
a framework of outcomes and objectives to inform future government
policies and donor assistance to the sector. The report and the studies
it draws on were drafted in close consultation with governments in the
region in order to reflect the concerns and views of its chief audience. It
is thus hoped that the report will inform the design and implementation
of policies to transform rural areas and avoid pitfalls along the way.
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Overview

The natural resource endowments, labor resources, favorable climate, and
proximity to the EU market give every reason to suggest that the coun-
tries of the Western Balkans—Albania, Bosnia and Herzegovina, the for-
mer Yugoslav Republic of Macedonia (f'YR Macedonia), Montenegro, and
Serbia—have potential as agricultural producers and regional exporters.
And in the context of the unfolding food and financial crises, agricul-
ture is becoming more valuable in relation to other economic sectors.
Farmers stand to benefit if they receive appropriate market signals and
if local value chains are efficient enough to compete in regional markets.
But since transition there have been inefficiencies and breakdowns in
the value chains and significant obstacles to higher productivity in the
agri-food sector. Problems in the agri-food sector and general economic
and political upheaval have frequently had negative effects on the rural
economy. As a result, with diminishing opportunities and falling incomes,
agriculture has tended to become an economic activity of last resort,
providing critical income to those without other job opportunities. The
many small and subsistence or semisubsistence farms in the region are
testament to this pattern.

Now, as economic reforms yield higher returns across the region,
economic growth is increasing, particularly in the services sector, and
incomes are rising. But this improving trend is much less pronounced
in rural areas, where growth rates lag behind and poverty rates are fall-
ing much more slowly than in the cities. Nonincome indicators of pov-
erty, such as education and access to infrastructure, are also higher in
rural areas. With limited economic opportunities, weak public services,
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2 The Changing Face of Rural Space

and few jobs, many of the younger and entrepreneurial rural people are
migrating to cities or overseas, thus discouraging investment and leading
to continued low incomes and poor productivity in the rural areas.

These demographic shifts are a predictable consequence of economic
change and transformation. But they also demonstrate the lack of oppor-
tunity in rural areas. Although farming is a large employer—58 percent
of Albania’s labor force in 2005, for example—it is not the most dynamic
sector. The majority of farms operate at subsistence or semisubsistence,
while commercial farms often find themselves pitted against insurmount-
able obstacles to expansion—Ilittle available credit or land, expensive
inputs, degraded infrastructure, and poor access to high-value markets.
The commercialization of agriculture is often further hindered by the
income support received from remittances by older populations in rural
areas. Unless these areas become more dynamic, the region risks seeing
potentially profitable farmers lose out to imports and smallholder farm-
ers remain poor. By acting as a social buffer, agriculture is effectively held
back from fulfilling its potential as a fully dynamic economic sector.

To address the problems facing agriculture, governments have long
been assisting the sector with interventions to address specific obsta-
cles—for example, input subsidies, subsidies for particular subsectors,
and a slowly increasing focus on rural development. The emphasis on
subsidies differs little from governments elsewhere—notably the EU and
the United States. Indeed, recent increases in production subsidies and
market support in parts of the Western Balkans suggest that subsidies are
being ramped up to improve negotiating positions for joining the EU, to
benefit from the Common Agricultural Policy (CAP), and to facilitate
the shift to EU-style policies. A frequent perception is that maximizing
production now will maximize CAP payments in the future, and that the
best way to do so is through higher subsidies, as did recent EU entrants
Romania and Bulgaria.

But this focus on production subsidies, while politically expedient and
representing a rational response to the somewhat perverse incentives of
EU accession, may ultimately damage the sector by letting governments,
rather than markets, decide on the best subsectors to focus on. Govern-
ments worldwide rarely excel in picking winners and may instead cause
growth in sectors that then struggle when facing strong market competi-
tion. Increasing production subsidies is also counterproductive in preparing
for the CAP, which is gradually turning away from them. By the time the
Western Balkan countries join the CAP, direct subsidies and market support
will most likely account for a significantly smaller share of its payments.
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Most important, production subsidies and market support may hold back
the modernization and diversification of the agri-food sector by encourag-
ing all farmers—whether commercially oriented or not—to remain in the
sector and produce uncompetitive products. The low productivity of small-
scale farmers will be extended at the cost of fostering alternative opportu-
nities for them outside agriculture—and at the cost of a more competitive
agri-food sector that uses land more productively. Other challenges will
make the external environment even tougher for farmers: high energy
prices, increasing trade liberalization, growing emphasis on food safety, and
escalating climate change. Unless governments equip the agri-food sector to
meet these challenges, its competitiveness will deteriorate further.

High food prices are good if farmers receive clear price signals, free of
market distortions and replete with market information. As long as fuel
prices are high, food prices will likely remain high, demanding efficient
logistics and value chains. The potential comparative advantage of West-
ern Balkan countries in high-value fresh fruits and vegetables will then
become even more compelling. The fastest and least distortionary way
to generate a medium-term supply response in agriculture and to reduce
food imports is investment support along the lines of EU programs. The
approach requires information systems such as a market information sys-
tem and a farm registry, transparent payment systems, and a means to
evaluate program outcomes.

To become economically dynamic, the rural sector needs more and
better expenditures on public goods and services and a policy environ-
ment conducive to productivity-enhancing farm and nonfarm invest-
ments in rural areas:

e Better roads and irrigation infrastructure, as well as education and
health to improve physical and human capital in rural areas.

¢ An improved business environment and government institutions that
entice private sector investments rather than deter them.

e Agricultural advisory services, education, and research to find innova-
tive solutions to the challenges of today and the future and to dissemi-
nate them to farmers.

¢ Encouragements for farmers and producers to make the investments
to deal with the challenges.

e Social protection for the vulnerable.

Put another way, rural development policies and support programs, includ-
ing matching investment grants, are more effective and less distortionary
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in supporting the agri-food and rural sector than are production subsidies
and market support.

Key to any policy framework is striking the right balance between
equity and efficiency, often portrayed as two opposing goals requiring a
tradeoff. But this need not be so. Here, efficiency means making the agri-
food sector more competitive, rather than maintaining the status quo
with a predominance of semisubsistence farmers. Equity means ensuring
that subsistence and semisubsistence farmers can find better opportuni-
ties for income or social protection. This points to a paradox in the needed
shift: to make agriculture more productive and competitive, much of the
labor in agriculture needs to move to other sectors. This report advocates
a strategic framework that avoids the usual tradeoff between equity and
efficiency, by pursuing a policy of helping commercially oriented farmers
become more competitive, and helping subsistence and semisubsistence
farmers find alternative income opportunities and leave the agri-food
sector. Broad-based rural development will thus be a key avenue for agri-
cultural development.

Agriculture Is Changing

Agriculture is important in the Western Balkans and will remain so. The
question is in what form. Since transition, agriculture has contributed to
the economy and supported incomes in poor rural areas. As pre-transition
value chains disintegrated and rural areas fell behind because of infra-
structure neglect, a contracting economy, and reduced public expen-
ditures, more rural inhabitants turned to small-scale, semi-subsistence
farming for income, and commercial agriculture suffered. Now, as coun-
tries move toward EU membership, the agri-food sector must shift from
income support to a dynamic source of economic growth.

Critical to understanding the agri-food sector’s needs is recogniz-
ing how it is evolving. Under socialism, agricultural value chains were
dominated by large, vertically integrated agrokombinats, which were
output- rather than profit-driven. Structures included provision of
inputs through production, processing, and retailing. After the breakup
of the former Yugoslavia these integrated value chains fell into disar-
ray. Many rural residents previously not directly involved in agricul-
ture became smallholders because they had no other source of income.
The result was complex and highly fragmented production systems
dominated by small, unorganized producers with unsophisticated pro-
duction structures and quality control systems. Many small farmers
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operated outside organized value chains, lacked adequate access to
inputs and markets, and had difficulty taking advantage of economies
of scale. The processing sector, a potentially critical part of the value
chain, was likewise underdeveloped, operating without adequate links
to a good retail network and farmers who could supply consistent and
reliable products.

This situation is changing. The sector is restructuring, and more coor-
dinated value chains are being developed. High-quality, low-cost agricul-
tural imports are increasing, favored by consumers with rising incomes
and changing preferences. Integrated value chains able to respond to
market demand are now needed for farmers in the Western Balkans to
stay competitive. Without value chains as efficient as those of foreign
competitors, costs will be too high and products will be squeezed out
of the market. Producers, processors, and retailers will need to coordi-
nate more efficiently to minimize transaction costs. This means improv-
ing logistics, organization, and links within the value chain. Meanwhile,
aligning with EU standards requires better food safety and quality stan-
dards, while more investment and consolidation in the retail sector is
pressuring producers to provide more consistent and reliable supplies of
safe, high-quality products.

The changes needed to improve value chains are already being made
across the region, driven in large part by the retail and processing sectors,
but they need to happen more consistently to avoid leaving out com-
mercially oriented producers. The upshot of these developments will be
a radically transformed agri-food and rural sector: farms and agro-pro-
cessors will consolidate, leading to fewer large operations; agricultural
productivity will increase; and the number of people making their living
in agriculture and living in rural areas will decrease. The critical ques-
tions in this shifting dynamic are how producers can successfully adapt to
this environment and integrate into modern agri-food value chains, how
transformed agri-food and rural sectors will look, and how successfully
rural economies will absorb surplus agricultural labor.

Fostering Rural Development

A more competitive agri-food sector needs a rural economy that can
absorb surplus agricultural labor into alternative economic opportunities.
Agriculture is not enough for rural areas to thrive. Smallholders that lack
sufficient resources (land, capital, and labor) to succeed in agriculture
need alternative income opportunities to avoid poverty.
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Governments can stimulate nonfarm income opportunities by pro-
moting diversified and knowledge-based rural economies. This requires
investments in rural infrastructure to develop physical capital; improved
education and health services to build human capital; land consolidation;
and an enabling local business environment that encourages nonagricul-
tural growth through an attractive tax regime, better access to finance,
efficient business registration, adequate legislation and regulation (such
as protection of quality labels and geographical indications), and facilita-
tion of business partnerships and professional associations.

Beyond the prerequisites for economic growth—a coherent mac-
roeconomic framework, including an open trade and investment cli-
mate, a low tax burden, and flexible labor markets—broad-based rural
development has been difficult to achieve across EU member states.
Important factors determining success include a territorial develop-
ment approach that empowers regional and local authorities, rural
communities, and the private sector to jointly define and leverage their
economic potential. This approach helps to adequately identify local
potential and needs and ensures that local actors take full ownership
of activities. Actively involving regional and local authorities and rural
communities has been key to the effectiveness of EU rural develop-
ment interventions. Such an approach will require changes in adminis-
trative culture and institutions in the Western Balkans, establishment of
appropriate legal and regulatory frameworks that enable regional and
local authorities to actively participate, and support to strengthen their
administrative capacities. Programs like the EU Leader+ program have
been successful vehicles for promoting rural development using such
a territorial approach and could be introduced in the Western Balkans
under the EU Instrument for Pre-Accession Assistance for Rural Devel-
opment (IPARD) program.

Key lessons for successful rural development from other countries
using this model include the need for sufficient scale; the need to decen-
tralize administrative functions in combination with fiscal responsibility
to endow local players with financial autonomy; the need for sufficient
administrative and managerial capacity to prepare and implement com-
plex territorial development plans; the need for organizations that can
represent the interests of producers and other rural interests; the need
for measures to prevent elite capture of benefits; and the need for proper
monitoring and evaluation mechanisms. The best examples to look at for
rural development in the Western Balkans are countries in Europe with
similar geographic and climatic conditions.
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Keeping Up on Food Safety

Governments need to be more aware of the growing importance of food
safety for agri-food competitiveness as well as for public health and for
compliance with the EU food safety acquis communautaire. To build
sound and effective food control systems, the Western Balkan countries
need a better regulatory framework, effective enforcement and imple-
mentation, and stronger control structures. The prevailing inspection,
monitoring, and surveillance systems also need to be aligned with inter-
national standards, such as the Codex Alimentarius, to make them easy
to inspect and a useful framework for producers to follow. The insti-
tutional framework needs to provide for coordination at the national
level instead of fragmenting and distributing competencies across dif-
ferent ministries. Clear roles and mandates—for example, separate risk
management and risk assessment and nonduplicated inspections—are
needed for all involved. Better inspection services and laboratories are
another requirement. National strategies for food safety control, devel-
oped in collaboration with all stakeholders, would help governments
design effective systems.

The key messages for improving food safety are that countries should
take a gradual approach that accounts for national needs and capacities
and prioritizes activities accordingly; avoid overregulation and an oner-
ous food control infrastructure through a pragmatic approach to com-
pliance for small producers and processors; adopt necessary legislation
and enforce it; provide financial and capacity-building support for private
investments to bring the private sector up to minimum requirements;
adopt a regional approach to effectively allocate food safety control
resources (that is, use regional initiatives and collaboration for economies
of scale); and build consensus among stakeholders.

Adapting to Climate Change

Climate change is the third key challenge facing the agri-food sector in
the future. Predicted 3.5-4.5°C increases in the mean average tempera-
ture in the Western Balkans, up to 20 percent decreases in precipitation,
and more floods and droughts will have significant impacts on the agri-
food sector. These impacts may include lower yields, soil degradation,
and more pests and diseases—all bringing potentially significant eco-
nomic losses. Farmers’ and governments’ capacity to manage increasing
uncertainty will determine how well they can adapt to climate change. A
key part of adaptation will be the promotion of new farming practices—
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for example, different crop varieties, soil management techniques, and
more efficient use of pesticides and fertilizers. It also entails investment
in improved water use and management, enhanced veterinary and phy-
tosanitary capacities, better weather services, and tailored agricultural
research programs. An important corollary to these risk mitigation efforts
is effective risk management through index-based crop and livestock
insurance. Starting early and integrating these efforts into agriculture and
rural development strategies will be key.

The Future of Rural Space:
How Governments Can Adapt and Prepare

All assistance to the agri-food sector requires the right interventions
in both substance and overall government approach. To expedite the
modernization of the agri-food sector and foster rural development—
while still preparing the sector for the increasingly challenging environ-
ment posed by modern value chains, food safety standards and climate
change—government policies and expenditures need to provide the
appropriate incentives for farmers and rural entrepreneurs. They must
also be managed in the framework of alignment with EU policies, which
necessitates significant changes in public sector support to agriculture.
Larger agriculture budget means higher stakes for agricultural spending,
making the lessons from this report all the more important.

Current agricultural support must be modified to promote these causes.
Subsidies are currently too high and too often linked to the production of
specific products and commodities. Increased emphasis is needed on rural
development support and improving public agricultural services such as
extension and advisory services, agricultural education and research, and
agricultural information. Management of public expenditures is also a
key concern: budgeting, coordination between sectors (for example, agri-
culture and education), institutions, and monitoring and evaluation. All
interventions should be rooted in a correct understanding of the govern-
ment’s role: to facilitate the private sector and provide an appropriate
framework of incentives.

Perhaps the most important point is the need to align budgets not
with the current CAP, but with the CAP of the future—when the West-
ern Balkan countries will most likely join the EU. This means decoupling
subsidies from production and adopting the principle of the single farm
payment; it means conditioning payments on compliance with envi-
ronmental, food safety, and animal health and welfare standards (cross-
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compliance); and it means shifting production subsidies and market
support toward rural development. Governments should also use EU-
type institutions for their national funds so that these institutions are
ready when they accede to the EU. These institutions and systems—such
as the Integrated Administration and Control System (IACS) and the
Farm Accountancy Data Network (FADN)—are the basis for better pol-
icy planning and more transparency.



Strategic Framework for Public Policy Actions

Key Public Policy Actions

Policy Area Long-term Objective Short-term Medium-term
1. Value Chain  Create an enabling Support formation of private partnerships and associations.  Foster institutions for dispute resolution and
Integration environment for a Gradually develop and enforce higher food safety and contract enforcement.
private sector-led quality standards. Invest in improved logistics infrastructure.
development of Support farmer and processor training on good Promote the development of rural credit
modern value chains. agricultural and hygiene practices for quality markets.
enhancement and food safety. Implement EU IPARD rural development
Pilot EU IPARD-type competitive grants programs to programs.
support the upgrading of the agri-food sector.
2. Rural Promote an equitable Establish the legal and institutional framework for a Invest in high-quality rural infrastructure
Development  modernization of territorial and community-driven approach to rural (roads, markets, electricity, irrigation) and social

the agri-food sector
through nonfarm,
knowledge-based
growth in rural areas.

development.

Strengthen the administrative capacity of regional and
local authorities to prepare territorial development plans.
Pilot LEADER+ -type programs.

Improve the business environment by reducing

effective tax rates, simplifying business registration, and
establishing a legal framework for protecting quality
labels/geographic indications, and facilitating private
partnerships and associations.

services.

Invest in education and research systems and
tailor them to the needs of diversified and
knowledge-based rural economies.

Support land consolidation by promoting
functioning land and rural property markets.
Promote the development of rural credit
markets.

Implement LEADER+ programs.

ol



Policy Area

Long-term Objective

Key Public Policy Actions

Short-term

Medium-term

3. Food Safety

Develop an effective,
EU-compliant food
safety system to
ensure agri-food sector
competitiveness and
protect public health.

Develop a lean, EU-compatible regulatory and
institutional framework for food safety.

Shift to risk-based food safety control systems and exploit
regional control capacities.

Broaden the scope of extension and advisory services to
support the introduction of higher food safety standards
by the agri-food sector.

Pilot EU IPARD-type competitive grants programs to
support the upgrading of the agri-food sector.

Scale up food safety system toward full
compliance with EU requirements.
Implement EU IPARD rural development
programs.

4. Climate
Change
Adaptation

Build government and
farmer capacity to cope
with the uncertainties
associated with climate
change.

Broaden the scope of research and extension and
advisory services to support the introduction of new
practices and technologies by farmers.

Align national research programs with the structure

and priorities of EU Research Framework Programs and
participate in collaborative, climate change-related
research projects.

Build effective animal and plant health control systems
and improved meteorological services.

Mainstream climate change adaptation measures in agri-
food and rural development strategies as well as national,
regional and local economic development plans.

Pilot EU IPARD-type competitive grants programs to

support the introduction of new technologies by farmers.

Invest in efficient water use and management
systems.

Foster the development of index-based crop
and livestock insurance markets.

Promote the development of rural credit
markets.

Implement EU IPARD rural development
programs.

(continues on next page)



Strategic Framework for Public Policy Actions (continued)

Key Public Policy Actions

Policy Area Long-term Objective Short-term Medium-term
5. Public Align agriculture Shift agriculture budget allocations to EU IPARD- Implement EU IPARD rural development
Expenditures  institutions, support compatible rural development measures. programs.
programs, and Pilot EU IPARD-type rural development programs. Complete the alignment of agriculture
mformanon systems Execute national agricultural support programs through ~ institutions, support programs, and information
with the future CAP EU IPARD compatible institutions and information systems with the CAP.
systems.
6. Public Assist the agri-food Develop market-oriented extension and advisory services — Foster an environment for private extension
Services sector in improving by introducing a multifaceted approach to delivering delivery to emerge.

competitiveness and
enable the rural sector
to drive diversified
and knowledge-based
development in rural
areas.

agricultural extension services.

Build EU-compatible information systems to inform
agriculture policy.

Foster increased regional and international collaboration
and partnerships among education establishments.
Strengthen links between research institutions, education
establishments, extension and advisory services, and
farmers.

Complete the alignment of agriculture
information systems with EU requirements.
Invest in the reform of the agriculture
education system in line with the EU's Bologna
process and tailor agricultural education and
the research system to the new needs of small-
and medium-sized farmers in the context

of modern value chains, high food safety
standards, and climate change.

Develop regional research centers of
excellence and put in place proper structures
to encourage private investments in research.

4}



PART I

Rural Areas in the
Western Balkans Today

Part I provides an overview of the current status of the rural and agri-
food sector in the Western Balkans to show the region’s potential for
agriculture and how the sector measures up to that potential. Agriculture
can be part of the solution to limited growth in rural areas, but it must be
given the opportunity to live up to this potential by putting endowments
and institutions to work.

The rural sector in the Western Balkans bears many similarities to
rural space in Southern Europe about 30 years ago: many small farms
producing at semisubsistence levels and a high percentage of the labor
force working in agriculture—disproportionate to agriculture’s contribu-
tion to GDP. This points to the need for a shift toward a more commer-
cial agri-food sector.

Paradoxically, moving people out of the agri-food sector is key. As
noncommercial farmers find more profitable income-generating oppor-
tunities outside the agri-food sector, agricultural resources will be freed
for commercial farmers to expand. The government must focus public
resources for agriculture where they are most useful and design rural
development policies that assist those leaving the agri-food sector.






CHAPTER 1

Progress, Problems,
and Possibilities

The rural sector in the Western Balkans, dominated by agriculture, resem-
bles the rural sector in Southern Europe 30 years ago: many small, highly
fragmented, low-productivity farms. Few income-generating opportuni-
ties outside farming mean that most rural inhabitants depend on agri-
culture. Lacking effective social safety nets and lagging behind urban
households in income, these inhabitants often end up poor in the absence
of any remittance flows.

However, agriculture holds potential for the region, thanks to its rel-
atively inexpensive labor and land, favorable climate, and proximity to
the EU. But the sector must modernize. In the last decades of the twen-
tieth century, agriculture in Southern Europe shifted from smallholders
engaged in semisubsistence production to a consolidated and hence more
competitive sector. In parallel, increasing opportunities were developed
for rural inhabitants to make a living outside agriculture. Such a modern-
ization is needed in the Western Balkans. More commercial farms need
to scale up and become more productive and competitive, while smaller,
less-productive semisubsistence households find a more promising future
outside the agri-food sector. As these less-productive farmers leave, the
sector as a whole will become more competitive. An intrinsic part of this
change is more land consolidation and greater labor productivity.

15
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The Changing Face of Rural Space

Key Messages

Agriculture has potential if key weaknesses can be overcome, thanks
to relatively inexpensive land and labor, favorable climate, and prox-
imity to the EU.

Weaknesses include small and fragmented farms, fragmented value
chains, poor logistics, inadequate rural infrastructure, insufficient skills,
and a discouraging business environment.

The sector needs to shift from small subsistence or semisubsistence
producers on highly fragmented holdings to commercial farms.
Modernization depends on opportunities for rural areas outside the
agri-food sector.

Strategic alignment with EU standards and policies will increase agri-
cultural trade and enable EU accession.

The Status of the Rural Sector

Despite impressive gains since the early 1990s and incomes now hovering

at

pretransition levels, progress in rural areas of the Western Balkans has

lagged. One of the biggest differences between rural space in the Western
Balkans and Southern Europe is that a higher percentage of economically
active people are employed in agriculture in the Western Balkans (about
20 percent) than in Southern Europe (about 10 percent; figure 1.1). This

Figure 1.1. Agriculture Absorbs a Significant Segment of the Economically Active
Population
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indicates an insufficient shift from agriculture to higher-wage activities
and a deficit of alternative employment opportunities.

In addition, a larger share of the population lives in rural areas in the
Western Balkans (about 46 percent) than in Southern Europe (about 35
percent; figure 1.2). More striking: agriculture contributes much less to
the economy in Southern Europe (less than 4 percent of GDP) than in
the Western Balkans (anywhere from 9 to 20 percent of GDP; figure 1.3).

Figure 1.2. A Larger Share of the Population Lives in Rural Areas in the Western Balkans
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Figure 1.3. Agriculture Remains an Important Sector in the Economy
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Note: Value added in agriculture measures the output of the agriculture sector less the value of intermediate
inputs and does not control for the effect of subsidies.
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The rural sector in today’s Western Balkans thus resembles rural space in
Southern Europe 30 years ago.

Poverty is largely a rural phenomenon in the Western Balkans. Pov-
erty rates in rural areas are higher than in urban areas in all countries
(table 1.1), and more than half of poor people live in rural areas. Rural
inhabitants are older, have less education, and live in larger households
with more dependents than do urban inhabitants. High poverty in rural
areas stems from slow growth in the agri-food and non-agri-food sectors
and rapid growth in higher-wage sectors in urban areas, including services
and construction. Education is also an important determinant of poverty.
Skill levels are higher in urban than in rural areas, widening the rural-
urban income gap.

Lower living standards in rural areas today are partly a legacy of cen-
tral planning under socialism. Before transition, farm systems were ori-
ented toward production rather than profit and operated under highly
distortive incentives.! Agricultural land in Albania was wholly state-
owned, while the former Yugoslavia split agricultural land between small
private farms and large state-run farms (agrokombinats). Transition was
expected to boost productivity by allocating resources more efficiently
among private farms. But the agri-food sector has had difficulty adapting
to increases in trade liberalization and input prices, initial reductions in
agricultural subsidies, and the breakup of the vertically integrated state-

Table 1.1.Poverty Is Largely a Rural Phenomenon

Poverty rate at Secondary
PPP $4.30 per Average enrollment rate
day (percent) household size (percent ages 15-17)
Country Urban  Rural Urban  Rural Urban Rural
Albania 2002 53 65 4 5 68 27
2005 42 62 4 5 78 49
Bosnia and 2001 11 10 3 4 91 85
Herzegovina 004 7 7 2 2 95 90
Macedonia, fYR 2002 21 29 4 5 91 78
Montenegro 2005 61 65 4 4 95 90
2006 63 72 4 3 94 88
Serbia 2005 17 28 3 3 94 88
2006 8 19 3 4 95 89

Source: Authors'estimates based on World Bank ECAPOV Database 2008.
Note: Enroliment rate is based on reported student status. PPP is purchasing power parity.
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run farms, which produced the fragmented sector seen today. Moreover,
the political and economic upheavals of the 1990s disrupted rural com-
munities and agricultural production systems and had a damaging impact
on key rural infrastructure such as roads and irrigation.

Agricultural productivity is low for several reasons. The impressive
economic growth since transition has not translated into higher agricul-
tural yields and labor productivity. Take tomatoes, a crop in which the
Western Balkans has a comparative advantage, thanks to warm climate
and low labor costs. Yields per hectare have grown steadily in Southern
Europe but remained virtually stagnant in the Western Balkans (figure
1.4). In 1961 yields in the Western Balkans were 60 percent of those
in Southern Europe; by 2006 they were only 30 percent. The trend is
similar for various other agricultural products (annex 1, figure A1). This
is partly because the agri-food sector has the same characteristics as most
other sectors in transition economies: ongoing privatization, particularly
of agricultural land (Albania); underdeveloped markets, especially for
credit and land; an incomplete and weak legal and institutional envi-
ronment; limited research and innovation; and a high number of semi-
subsistence farmers. All these factors contribute to the underinvestment
in production technology and ultimately lower yields compared with
Southern Europe.

Agricultural labor productivity is also lower than in Southern Europe,
due mostly to the high number of people employed in agriculture (fig-
ure 1.5). Agriculture value added per worker in the Western Balkans

Figure 1.4.The Difference in Tomato Yields Is Growing
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Figure 1.5.Labor Productivity in Agriculture Is Low
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today is similar to that in Southern Europe in 1980 (about $5,000 in
constant 2000 dollars). Labor productivity in Southern Europe has risen
thanks to declining agricultural labor input over the last three decades,
as agricultural workers left the sector for off-farm opportunities. In addi-
tion, the rate of change is strikingly higher in Southern Europe than in
the Western Balkans, where the rural population depends on agriculture
and where agriculture acts as an unemployment buffer in the absence
of alternative opportunities. To substantially improve agricultural labor
productivity, and hence enable higher agricultural wages, the size of the
labor force in agriculture must shrink, and opportunities in alternative
sectors must grow.

Farms in the Western Balkans are generally small and fragmented. Aver-
age farm size in the Western Balkans today is smaller than in Southern
Europe in 1970 (figure 1.6). The contrast between average farm size in
the Western Balkans and Western Europe in 2005 is striking: 3.7 hectares
compared with 27 hectares.” Albania’s average farm size is 1.1 hectares,
distributed across an average of 3.9 parcels and with an average parcel
size of 0.28 hectares.> While large farms are not necessarily more effi-
cient, small farms have more difficulty exploiting economies of scale and
investing in modern production methods. Some regions and subsectors
are exceptions to the fragmented and small-scale production structure. In
Serbia, for example, almost 95 percent of agricultural land is farmed by
small-scale individual units in the center of the country, but only 63 per-
cent of agricultural land is farmed by small-scale farms in Vojvodina.*
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Figure 1.6.Farms in the Western Balkans Today Are Smaller than in Southern Europe in 1970
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The population of the Western Balkans is declining (exceptin Albania),
and rural areas are seeing higher percentages of older people, as young
people migrate to urban areas. In Serbia, 7.5 percent of villages have an
average age of over 60, and 4 percent have no inhabitants under age 20.”
The working-age population in the Balkans (including Bulgaria, Croa-
tia, and Romania) is declining, with projections for the workforce to fall
from 26 million in 2005 to 24 million in 2025 and to 18 million in 2050.°
In Montenegro and Serbia the proportion of young farmers (under age
20), as well as those in the most productive age bracket (ages 20-49) is
decreasing.” In Bosnia and Herzegovina many people who have returned
to rural areas are very young or elderly, leaving the most economically
active segment of the population underrepresented in farming.® This is
the group that would normally have the capacity and creditworthiness to
develop viable commercial farming enterprises.

Despite These Problems, Agriculture Has Potential

The agri-food sector has potential in the Western Balkans. Almost all
countries in the region have seen annual GDP growth above 5 percent
over the last decade. Higher incomes mean changing consumer prefer-
ences. Consumers are reallocating their food budget toward higher value
foods such as fruits, vegetables, and animal products. Moreover, high
food prices mean that markets for agricultural products are increasingly
valuable. For high-value products for domestic and wealthy Western
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European markets, the Western Balkans has potential comparative advan-
tages due to favorable prices for land and labor,” good climate, and a stra-

tegic location.

Notwithstanding distortions in the land market in both the Western
Balkans and Southern Europe, land and labor remain key cost determi-
nants for agricultural products. For the most part they are less expen-
sive in the Western Balkans (table 1.2). Systematic data on the price
of agricultural land are limited. However, anecdotal evidence suggests
that agricultural land in the Western Balkans is less expensive than land
with a similar climate and growing season in Southern Europe but more

Table 1.2.Land and Labor Are Less Expensive in the Western Balkans

Cost of agricultural land, Gross labor costs, 2005
Country 2005 (euros per hectare) (euros per month)
Western Balkans
Albania 7,000 161
Bosnia and Herzegovina 2,500 420
Macedonia, fYR 2,775 343
Serbia and Montenegro® 5,000 316
Eastern Europe
Bulgaria 1,207 161
Croatia 3,600 841
Hungary 1,500 638
Poland 1,700° 586
Southern Europe
Greece 8,765 1,984¢
Italy 14,266 2,904°
Portugal — 1,557¢
Spain 16,489 2,135°

Source: Agricultural land data: For Albania, Sallaku and Shehu 2005; For Bosnia and Herzegovina: World Bank
staff estimates; For fYR Macedonia, FAO 2008; For Serbia and Montenegro, The Financial Times 2008; For Bulgaria,
SEE News 2008; For Croatia, Lukas 2005; For Hungary, Popp and Stauder 2003; For Poland, Central European
Land Knowledge Center 2005; For Greece, Italy, and Spain, Eurostat 2008. Labor costs: For Western Balkans and

Eastern Europe, World Bank 2007b; For Southern Europe, Eurostat 2008.

— is not available.

a. Data are for Vojvodina only.
b. Data are for 2004.

c. Data are for 2003.

d. Data are for 2001.

e. Data are for 2002.
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expensive than land with a temperate climate in Hungary and Poland.
Differences may be due in part to underdeveloped land markets and
fragmentation in the Western Balkans. Data on average gross monthly
labor costs for industry and services suggest that labor costs in the West-
ern Balkans are about 15 percent of those in Southern Europe and 50
percent of those in Bulgaria, Croatia, Hungary, and Poland. Agricultural
wages tend to be lower than average wages, partly because of the large
amount of informal and household labor going into primary production.
It must be emphasized, however, that lower labor costs alone are not a
sufficient condition for success in the agri-food sector: labor must be of
sufficient quality for the sector to be competitive. In addition, despite
the perceived low opportunity cost of unskilled agricultural labor, some
labor-intensive types of agricultural production experience labor short-
ages during the peak farming season, as many seasonal workers find (sum-
mer) agricultural jobs in EU member states.

Climate conditions in much of the Western Balkans offer natu-
ral advantages in bringing agricultural products to the market earlier
and longer. The region is warm and has a longer growing season than
the rest of Europe. Analysis of daily minimum temperature data over
1993-2007 reveals more frostfree days (daily minimum temperature
above 0°C) than in the Eastern Balkans and parts of Southern Europe
(table 1.3). Similarly, the first planting date falls early in the southern
part of the Western Balkans, similar to that in Portugal and Spain.'°
This is especially important for lucrative early season vegetable and fruit
production.!

Geographic location in the heart of Europe also suggests advantages
in shipping costs to high-value markets such as Amsterdam, London, and
Paris. In addition to satisfying growing demand in domestic and regional
markets, the Western Balkans may also have export opportunities to
wealthy Western European markets. The cost of shipping a container of
processed food from the Western Balkans to Paris is about $5,000; more
than from Portugal and Spain, but significantly less than from Bucharest,
Sofia, and Zagreb.'?

These endowments might give the Western Balkans a comparative
advantage in products that are labor-intensive and that can exploit the
long growing season. Such products include early and late season fruit
and vegetables. In general, except in the plains of Vojvodina in Serbia, the
mountainous landscapes in much of the region do not lend themselves
well to cereal production. The region is also suited to take advantage of
consumer trends toward organic produce and niche products (due to
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Table 1.3.Climate and Location Can Be Important Agricultural Advantages

Climatological station Number of First planting  Shipping cost to
and country frost-free days’ date” Paris® (2008 $)
Tirana, Albania 339 February 9 $5,457
Sarajevo, Bosnia and Herzegovina 269 April 12 —
Skopje, fYR Macedonia 281 April 8 $4,603
Belgrade, Serbia 307 March 28 $5,632
Athens, Greece 363 January 18 $7,403
Lisbon, Portugal 365 All year $3,372
Madrid, Spain 341 March 3 $3,472
Rome, Italy 352 March 8 —
Sofia, Bulgaria 252 April 10 $8,256
Bucharest, Romania 252 April 16 $8,020
Budapest, Hungary 270 April 12 $8,115
Ljubljana, Slovenia 257 April 14 $7,675
Zagreb, Croatia 276 April 10 $7,982

Source: Ramasamy 2008; shipping costs are World Bank staff estimates.

Note: The first planting date is estimated by an algorithm by Snyder, Paulo de Melo-Abreu, and Matulich (2005),
based on the assumption that planting is less risky after the first date with 50 percent or less probability of
having a frost event (screen daily minimum temperature of less than 0°C). The listed station in each country was
selected based on the availability of complete and continuous data on minimum temperature.

— is not available.
a. Average for 1993-2007.

b. Cost to ship a 40-foot container of class | goods.

availability of labor) or possibly food with a relatively low “carbon foot-
print” due to proximity to EU markets (box 1.1)."

The Main Obstacles to a Healthy Agricultural Sector

Despite the Western Balkans’ agricultural potential, the region is a net
food importer (table 1.4), and agricultural exports constitute only a small
portion of total exports. Imports are not limited to cereals and include
high-value products such as fruits, fruit juices, vegetables, and meat. In
2003 exports of high-value agri-food products were only about a third of
imports of these products from the EU.'* The position has worsened in
recent years, particularly in Bosnia and Herzegovina and fYR Macedonia,
with exports of some agricultural products falling and imports gener-
ally rising. The exception is Serbia, which exports substantial amounts of
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Box 1.1

The Western Balkans Are Well Placed to Respond
to Increasing Demand for “Environmentally
Sustainable” Products

Shifting consumer trends in Western Europe over the past decade strikingly
illustrate the opportunities available to Western Balkans producers if the agri-
food sector could respond to demand. Organic produce, whose market has
expanded significantly, uses few inputs and abundance of labor, suggesting
that the Western Balkans could do well in this market. Another trend is demand
for environmentally friendly products, such as animals that have not been inten-
sively reared or foods with a low “carbon footprint!This is frequently measured
by the distance food has traveled. The Western Balkans could again take advan-
tage of its proximity to high-value EU markets to capture more of this market.
Another possibility is to take greater advantage of the marketing potential from
designating products under the EU’s product of designated origin rules.

Table 1.4.Despite Potential Advantages, Western Balkan Countries Import Most
of their Food, 2003-05

Agricultural
Net cereal  Agricultural Agricultural  exports as a share
imports imports exports of total exports
Country (S millions) ~ ($ millions) (S millions) (percent)
Albania 104 351 41 10
Bosnia and Herzegovina 119 816 114 7
Macedonia, fYR 43 377 216 13
Serbia and Montenegro® -100 767 814 20

Source: World Bank 2007f.

a. Although Montenegro declared independence from Serbia and Montenegro on June 3, 2006, disaggregated
data for each country are not available.

cereals, especially from the flat and fertile plains of Vojvodina. Serbia is
also a net exporter of vegetables to the EU.

Though the region has the land, labor, location, and climate needed
for a vibrant agri-food sector that supplies domestic and European
markets with high-value products, obstacles remain. These include
underdeveloped rural land markets, inadequate coordination in the
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value chain, poor logistics and infrastructure, insufficient skills, and a
cumbersome business environment—all of which undermine agri-food
productivity growth and incentives for producers and processors to
innovate.

Poorly defined property rights and weak institutions that encourage
informal transactions continue to limit development of rural land mar-
kets, which in turn limits land consolidation. Land is less likely to be
allocated to the most efficient use, and farmers who are willing to scale
up commercial operations may be unable to access land. Formal legisla-
tion is in place to support an active land market in most Western Balkan
countries, but implementation is problematic. Property rights remain
poorly defined for several reasons. While there has been a long tradition
of private land ownership, the countries of the former Yugoslavia have
struggled with privatizing collective farms.!> In Albania more than 90
percent of farms claim to own their land, but the share of households
with formal land rights varies and diminishes with smaller land size. With
privately held land, after owners die their heirs may not take the prop-
erty because of institutional requirements or inheritance disputes. In the
former Yugoslavia land may have been sold or subdivided without reg-
istering the transaction or property records may have been destroyed.!®
Land markets also affect credit markets because agricultural producers
normally use land as collateral for loans.

Fragmentation across the value chain raises production costs and
reduces competitiveness. Transition has affected both primary produc-
ers and agro-processors and retailers and splintered the value chain from
primary producers to retailers. Prior to the breakup of the former Yugo-
slavia, investments in the sunflower-seed-crushing industry were made
based on a centrally planned system of production in Croatia and crush-
ing in Serbia.!” The result today is excess production capacity in Croatia
and excess crushing capacity in Serbia. Such problems are compounded
by overemployment in formerly socially owned enterprises that are being
privatized.

The processing sector that has emerged from the transition is extremely
fragmented. One Serbian company, the Danube Food Group, processes
47 percent of all milk in Serbia, but the rest is processed by some 219
dairies, 200 of which are unlikely to be commercially viable in the long
run.'® Bosnia and Herzegovina had only 18 large-scale flour and feed
mills in 1995; today it has 78, an increase driven mainly by the estab-
lishment of small private mills after the war.!” By contrast, the tobacco
and beer industries have recovered and grown. Mineral water production
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and juice factories, though newly established, have grown substantially.
And after initial difficulties, the dairy sector has mostly recovered and
accounts for significant investments.

The current business environment is too expensive and time consum-
ing and discourages investment. In an average Western Balkan city it takes
27 days, 10 procedures, and 21 percent of per capita income to start a
new business.?’ This performance is 114 out of 178 representative cit-
ies worldwide. There is, however, significant variation across the Western
Balkans due to differing municipal and national regulations for registra-
tion, inspection by authorities, fees, and registration with the health fund,
tax authority, and social security.

One result is low foreign investment in the region. Starting from
roughly similar levels in the early 1990s, investment in new EU member
states has risen considerably while lagging in the Western Balkans.?' And
more than 80 percent of investment that did go to the Balkans region
went to Bulgaria, Croatia, and Romania. Improving the business environ-
ment thus remains an important priority, including at the local level in
the context of rural development programs (see chapter 3).

With modern value chains and global markets, logistics—includ-
ing efficient customs, good transport and information technology, and
timely shipments—are needed to realize potential comparative advan-
tages in the agri-food sector. Logistics mean that goods are delivered
predictably, efficiently, and cost-effectively. They also increase compe-
tition among traders, processors, and retailers, ultimately enabling pri-
mary producers to take a larger share of retail prices. Countries in the
Western Balkans face several disadvantages (table 1.5). They are in the
bottom half of the world in overall performance of logistics infrastruc-
ture, with missed opportunities for supplying both domestic and inter-
national markets.??

Upgrading infrastructure is critical for both the agri-food and non-
agri-food sectors, which need access to high-quality infrastructure to
efficiently link to domestic and foreign markets and remain competi-
tive. This includes reliable water, electricity, telephony, and transporta-
tion, all of which are insufficient due in part to lack of operations and
maintenance. Despite relatively high public investment, many Western
Balkan countries still face infrastructure constraints in scope and qual-
ity. For example, fixed-line and mobile phone penetration is among the
lowest in the region, and mobile and long distance rates are extremely
high. Internet access is growing rapidly but remains minimal, and the
reliability of telecommunication services is low. Energy supply is a top
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Table 1.5.The Western Balkans Are Not Connected to Compete

2007 Logistics performance index*

Country Rank (out of 150 countries) Score

Western Balkans

Albania 139 2.08
Bosnia and Herzegovina 88 246
Macedonia, fYR 90 243
Serbia and Montenegro® 115 2.28
Eastern Europe

Bulgaria 55 287
Croatia 63 2.71
Hungary 35 3.15
Poland 40 3.04
Southern Europe

Greece 29 3.36
Italy 22 3.58
Portugal 28 338
Spain 26 352

Source: World Bank, 2007f.

a.The logistics performance index is built on information from a web-based questionnaire completed by more
than 800 logistics professionals worldwide. The index uses seven areas of performance as indicators: efficiency
of the clearance process by customs and other border agencies, quality of transport and information technol-
ogy infrastructure for logistics, ease and affordability of arranging international shipments, competence of the
local logistics industry, ability to track and trace international shipments, domestic logistics costs, and timeliness
of shipments in reaching destination.

b. Although Montenegro declared independence from Serbia and Montenegro on June 3, 2006, disaggregated
data for each country are not available.

constraint for doing business, especially for small and medium-size enter-
prises. In Kosovo unreliable energy supply has led to annual losses of
about 5 percent of sales.”> Again, public investment could make an enor-
mous difference.

Government and the Rural Sector

Government support to the rural sector has come a long way, from
command-and-control policies under socialism to support for transi-
tion, often assisted by the donor community. Government policies have
included changing the structure of the sector, with privatization altering



Progress, Problems, and Possibilities 29

land ownership and use. Assistance long focused on boosting agricultural
productivity, but today it is increasingly framed by the broader economic
and political context of EU pre-accession. This section looks at how the
intersection between the agri-food sector and government has evolved
and how assistance to agriculture fits into the region’s EU aspirations.

From Emergency Relief to Promoting Commercial Agriculture
Governments in the Western Balkans have been addressing the prob-
lems in the agri-food sector since the beginning of transition. The first
phase of interventions (1991-2000) responded to the immediate politi-
cal and economic crises by providing emergency relief and key produc-
tion resources for farmers. Governments funded imports of agricultural
inputs, provided access to credit, rehabilitated key rural infrastructure,
and helped establish the institutional framework for a market-based
economy. Structural adjustment programs supported the transition from
a central-planning to a market-based production system, including priva-
tization of state-owned farms.

The second phase (2001-06) addressed key constraints to a commer-
cial agri-food sector. Investment and technical support programs pro-
moted efficient markets for land and inputs such as fertilizer and seed,
irrigation and rural infrastructure, agricultural services, integrated value
chains, and improved farm technologies, management, and marketing
skills. These programs aimed to boost productivity and competitiveness
through market-oriented institutional reforms and capacity-building, as
well as investment support and technical assistance to farmers, proces-
sors, and farmer organizations.

Moving toward the EU

The Western Balkans region is now looking toward the EU to transform
the agri-food sector. Public programs to alleviate emergency needs and
help resume positive agricultural growth after the political and economic
crises of the 1990s are finished. Having signed Stabilization and Associa-
tion Agreements (SAAs) paving the way for EU accession, governments
are formulating new strategies for the public sector in agriculture and
rural development, and are adopting principles for public spending that
are largely consistent with the CAP and harmonization with the acquis
communautaire (see table A.1 and A.2 in annex 1). The CAP increasingly
emphasizes spending on rural development (so-called Pillar 2 spending),
suggesting that support in the Western Balkans will shift increasingly
from direct subsidies and market support to rural development, though
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specific measures, delivery methods, institutional settings, and coordina-
tion mechanisms have yet to be fully defined.

After aligning with EU pre-accession requirements to help realize
their goal of joining the EU, countries will need to make the best use of
available EU financing to consolidate and modernize their agri-food and
rural sector in order to thrive in a demanding and competitive market.
Critical actions include reducing farm fragmentation to improve primary
production, boosting labor productivity by creating opportunities out-
side agriculture, maximizing comparative advantages by investing in food
quality and safety, and adapting to climate change.
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Annex 1.Supplemental Figures and Tables

Figure A1.Yield Differences Are Growing for Various Agricultural Products
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Source: FAOSTAT 2008.

Note: The precipitous fall in fruit yields is likely due to a combination of factors associated with the collapse of
the former Yugoslavia, including changes in recordkeeping and the breakup of collective farms.



32 The Changing Face of Rural Space

Table A1.Agriculture and Rural Development Strategies in the Western Balkans

Rural development
Country Agriculture strategy documents strategy documents
Albania Ministry of Agriculture, Food and Consumer  Ministry of Agriculture, Food
Protection and Consumer Protection
Sector Strategy of Agriculture and Food (SSAF)  Inter-sectoral Rural
May 2007 Draft Development Strategy of
Albania, ISRDSA 2007-2013
March 2007 Draft
Bosnia and State Level State Level

Herzegovina

Macedonia,
fYR

Ministry of Foreign Trade and Economic
Relations, Sector for Agriculture, Food,
Forestry, and Rural Development
Agricultural Sector Development Strategy
December 2004 Draft

Federation of Bosnia and Herzegovina
(FBiH)

Ministry of Agriculture, Water Management
and Forestry of the Federation of Bosnia
and Herzegovina

Mid Term Strategy for Development of the
Agriculture Sector in FBiH (2006-2010)
Adopted in 2006

Republika Srpska

Ministry of Agriculture, Forestry and Water
Management of the Republika Srpska
Strategy for Agricultural Development of the
Republic of Srpska by 2015

Adopted in 2006

District of Brcko

Department of Agriculture, Forestry and
Water Management, District of Brcko
Development Strategy for Agriculture
Drafted but not yet adopted (expected for
February/March 2008)

Ministry of Agriculture, Forestry, and Water
Economy

National Agricultural and Rural Development
Strategy (NARDS) For The Period 2007-2013
Draft February 2007

Ministry of Foreign Trade
and Economic Relations,
Sector for Agriculture,

Food, Forestry, and Rural
Development

BiH Strategic Plan for
Harmonization of Agriculture,
Food, and Rural Development
(2008-2010)

September 2007 Draft,
working document

Combined with agricultural
strategy
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Rural development
Country Agriculture strategy documents strategy documents

Montenegro  Ministry of Agriculture, Forestry and Water ~ Combined with agricultural
Management strategy
Montenegro’s Agriculture and Rural
Development Strategy 2007-2013
Adopted in 2006

Serbia Ministry of Agriculture, Forestry and Water ~ National Rural Development
Management Program for 2008-2013
Agricultural Strategy Republic of Serbia (March 2008 Draft, adoption
Adopted in 2005. pending)

Source: Agriculture and rural development strategies of Albania, Bosnia and Herzegovina, fYR Macedonia,
Montenegro, and Serbia.



Table A2.West Balkan Agriculture and Rural Development Strategy Objectives and EU Common Agriculture Policy

Pillar 1 Pillar 2
Agricultural and market support Rural development
Axis 1 Axis 2 Axis 3

competitiveness environment diversification
Country Direct payments Market support Axis 4 LEADER
Albania Strategic goal. |dentifies strategic Strategic goal 3. Strategic goal 1. Platform for rural

sectors for support. Strategic goal 5. innovation.

Bosnia and 4th priority axis. 3rd priority axis. Strategic goal a. Strategic goal e Strategic goal ¢

Herzegovina

Macedonia, fYR

Montenegro

Serbia

“Improve farm incomes”is part
of policy objective statement.
Support policy will shift to

decoupled payments.

To be gradually strengthened as
instruments (p. 101). Envisaged
to be the only instrument used

in the future (p. 110).

3rd strategic goal (p. 13).

Anticipates support to
a number of specific
products (pp. 70-71).

Not anticipated.

3rd strategic goal
(p. 13).

Part of policy
objective statement
(p. 62).

Objective 4 (p. 98).
Part of rural
development policy
to be strengthened
(p.101).

1st strategic goal
(p. 13).

(p. 153). 5th priority
axis (p. 154).
Part of policy

objective statement
(p. 62).

Objective 1 (p. 98).
Part of rural
development policy
to be strengthened
(p.101).

5th strategic goal
(p. 13).

(p. 153). 6th priority
axis (p. 154).
Part of policy

objective statement
(p. 62).

Objective 3 (p. 98).
Part of rural
development policy
to be strengthened
(p.101).

4th strategic goal
(p. 3).

Source: Agriculture and rural development strategies of Albania, Bosnia and Herzegovina, fYR Macedonia, Montenegro, and Serbia.
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. Marosan and others 2007.
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. Overall employment levels for the Western Balkans are low, and unemploy-

ment levels are high, suggesting labor supply is not a constraint.
Snyder and others 2005.

These data are for capital cities, which are not always located in the prime
agricultural areas, and generally underestimate the first planting date and the
length of growing season. The first planting date is estimated solely by daily
minimum temperature and in the regions with strong influence of the Medi-
terranean Sea; the growing season is more often limited by low summer pre-
cipitation than by temperature.

Very small amounts of produce enter Europe from North Africa.
Garside and others 2008.

Eurostat 2005. Includes live animals, animal products, vegetables, and food-
stuffs including beverages, spirits, and tobacco.

Rabinowicz and others 2006; World Bank 2006a, 2006b.

In Albania customary, informal, and nontransparent relationships dominate
and will cease only when the state land administration functions transparent-
ly and efficiently. The supply of land for sale is also low, possibly because land
provides a social safety net for many, which suggests efforts should focus on
improving the rental market. Bosnia and Herzegovina’s formal land sales and
rental sector is inefficient, charges high fees and taxes, and lacks transparency,
encouraging informal transactions and illegal developments. In fYR Macedo-
nia, many land transactions are not registered, and cadastre and other records
are incomplete and out-of-date, leading to uncertainty and a lack of trust in
the property markets. In Serbia, transactions are usually based on unregistered
contracts and paid in-kind rather than with cash. Farmers demonstrate little
understanding of land market price formation (World Bank 2006b).

FAO 2001.
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Government of Serbia 2008a.
CEEC AGRI POLICY 2006a.

Baourakis and others 2006; World Bank 2006c. There is considerable hetero-
geneity in recent values, with Montenegro and Serbia receiving much more
investment than Albania, Bosnia and Herzegovina, and fYR Macedonia.

This is another critical area, also addressed in chapter 3, where subnational
initiatives could improve competitiveness.

This does not include the cost of purchasing and operating backup genera-
tors. World Bank 2003a.



PART Il

Rural Areas in the Future

After part I's review of the characteristics of today’s rural and agri-food
sectors, part II turns to how the agri-food sector will look in the future
and what challenges it will face.

Chapter 2 examines the development of and challenges associated
with value chains. Transforming value chains will be the most formative
factor in shaping agriculture. As consumer incomes grow and demand
increases, retailers will respond by sourcing products from consistent,
high-quality, and reliable suppliers. Facing stiffer competition from low-
cost and high-quality imports, local producers will have to improve
their competitiveness to maintain market share. One way to do so is
to improve value-chain coordination with better links between farmers,
processors, and retailers (vertical integration) and among farmers (hori-
zontal integration). Consolidation in the sector will also lead to fewer,
more productive, farms and processors.

To ensure that modernization is balanced and equitable, smallholder
farmers who leave the agri-food sector must have sufficiently rewarding
nonfarm alternatives. Diversified and knowledge-based rural economies,
closely integrated with regional urban networks, could help achieve this.
Chapter 3 looks at the policy challenges and investment priorities associ-
ated with promoting a dynamic rural space in the Western Balkans that
goes beyond the agri-food sector.
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Another major challenge will be increasing the focus on food safety
standards in response to consumer preferences, public health threats, and
EU standards. Chapter 4 looks at the policy challenges associated with
these food safety needs.

The final major challenge for the agri-food sector will be climate
change, leading to warmer temperatures, less precipitation, and greater
frequency of droughts and floods in the Western Balkans. Chapter 5
focuses on the sector’s need to manage and mitigate the impact of cli-
mate change.



CHAPTER 2

The Future of Agriculture

Consumer preferences in the Western Balkans are shifting toward higher qual-
ity and safer food products. This pressures retail suppliers to respond, which
in turn pressures primary producers. Increasing competition from imports
will force farmers and agro-processors to adapt or leave the market.

Value chains in the Western Balkans used to be dominated by large, ver-
tically integrated agrokombinats that were output- rather than profit-driven.
Integrated value chains that respond to market demand are now gradually
emerging. To adapt to changing consumer preferences, farmers, processors,
and retailers need to consolidate and integrate vertically and horizontally
to improve quality standards, reduce costs, and boost competitiveness. This
will transform agri-food production and ultimately rural areas.

This chapter looks at the changes in the agri-food sector, the factors
driving these changes, and the future of the sector. It reviews lessons
learned from the impact of these trends on small farmers in EU member
states and how producers adapted.

Key Messages

® Modern agri-food value chains now developing in the Western Balkans
are transforming the agri-food and rural sectors and will result in more
competitive, consolidated farms and processors.

e The development of value chains is driven primarily by consumer
demand. International and local food retailers who can source both
domestically and internationally and seek reliable high-quality prod-
ucts (safe, consistent, and delivered on time) are imposing higher food

39
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quality and safety requirements under the general framework of EU
rules and regulations designed to protect consumers.

® Modern agri-food value chains are led by downstream segments: food
retailers and agro-processors. The development of these chains is
dependent on the private sector; governments should not intervene,
just create an enabling environment.

How Demand and Competition Are Driving Change

Value chains are forms of industrial organization that, when properly
developed, can greatly improve the effectiveness with which farmers are
able to access markets, their productivity, and the efficiency of markets
themselves.! Value-chain development enables farmers to participate in
assured, higher-value markets, with positive effects on the prices they
receive. Value-chain development can also have a positive effect on rural
employment, by increasing on farm high-value production and by bring-
ing processing, where feasible, closer to the farm gate. Farmers can partic-
ipate in value chains through such means as contract farming or partial or
total ownership of value-chain functions such as transportation, storage,
processing, and other marketing functions. The final form of a value chain
depends on the product, available technology, and entrepreneurship and
on whether a new value chain needs to be created or an existing chain
can be realigned.

Several factors are redefining agri-food value chains and modernizing
the agri-food sector in the Western Balkans. Changing consumer demand
is one of the major drivers, a response to higher incomes and a greater
preference for safe, high-quality food. This has important consequences for
all levels of the food chain: farms, processors, and retailers. As consumers
increasingly demand safe food, retailers demand that their suppliers pro-
duce under hygienic conditions, support traceability (the ability to trace
the history of a food product), and require products to be delivered at the
right time and in sufficient quantity and quality (a parameter that includes
safety). Trade liberalization means that high-quality, low-price products can
be sourced inexpensively from the EU and elsewhere. This pressures local
producers to increase quality to compete in the market, driving restructur-
ing of the sector and encouraging value-chain coordination.

Changing Consumer Preferences Are Driving the Market
Affluent consumers in Western Europe are increasingly emphasizing
convenience and health and environmental implications of their food
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products rather than simply price. As incomes rise, time spent prepar-
ing food decreases and one-stop shopping, processing, and in-store food
preparation become more important. Wealthier and better educated
consumers search for healthier food options, and concern about food
quality and safety increases. Some 42 percent of EU consumers believe
that they are at risk of a negative health effect from their food.> While
the CAP used to focus on food security and farmer livelihoods, EU citi-
zens now believe that its primary aim should be to ensure healthy and
safe food.> Consumer concerns extend to the environmental impacts of
food production, fueling preferences for animal welfare, organic foods,
environmentally friendly farming practices, and foods with a low “carbon
footprint.”* Farmers, processors, and retailers that respond to these con-
cerns can expand their market share.

Comparable trends in the Western Balkans are limited to specific pop-
ulation segments in main cities where incomes have risen significantly.
But as economies develop and incomes increase for more households,
consumer behavior and food markets will see trends similar to those in
Western Europe. Retailers are preemptively responding by introduc-
ing private standards that are more stringent than public standards (see
below). Not responding to changing consumer demands will exclude
local producers, who are in a unique position to take advantage of both
high-value export markets and low-cost domestic markets, from a lucra-
tive, rapidly growing quality segment.

Markets Are Liberalizing

While consumer preferences are changing, economies in the Western Bal-
kans are opening up, exposing their markets to competition from high-
quality, low-cost imports. The EU is the region’s biggest trading partner,
trading €79 billion with South Eastern Europe in 2005, up 53 percent
from 2001. Trade agreements between the countries of the Western Bal-
kans and the EU provide access to high-value EU markets for agricultural
and food products. But these agreements also open the Western Balkans to
more food imports from the EU, raising the pressure on farmers and pro-
cessors to become more competitive.® Tellingly, although the increase in
food exports to the EU was experienced by all countries in the region, the
largest increases were recorded by Romania (67 percent) and Bulgaria (52
percent), aided by their improved standards during the EU pre-accession
process.® Producers who cannot compete will be excluded from more
lucrative, quality-oriented market segments and limited to traditional mar-
ket outlets that are highly sensitive to regional economic fluctuations.
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Compliance with EU Food Quality and Safety Standards

Is Also Important

Although increasingly driven by consumer preferences and the retail sec-
tor, thus far food safety in the Western Balkans has been driven more by
stringent food quality and safety standards in line with EU regulations.
For example, EU Regulation 852/2004 involves implementing hazard
analysis and critical control point (HACCP) principles for each operator
in the food chain. For primary production, this means practicing good
hygiene. In the dairy sector, this means maintaining the cold chain for
food that cannot be stored at ambient temperatures; complying with
microbiological criteria and temperature control requirements; conduct-
ing sampling and analysis; keeping records; optimizing layout, design, and
construction of food premises; and monitoring foodstuffs transport. EU
Regulation 853/2004 outlines specific hygiene rules for food of animal
origin—for example, covering raw milk requirements for primary pro-
ducers—and packaging and labeling requirements. Noncompliance with
these regulations will act as a trade barrier to the EU market.

Investment in the Retail Sector Is Increasing

The food retail sector in Central and Eastern Europe, particularly in
the Czech Republic, Hungary and Poland, has seen consolidation, rise
of the large-scale retail sector, and entry of multinational corporations.”’
Although the sector is still developing in the Western Balkans, invest-
ment, consolidation, sales, and cross-border transactions have all been
increasing (figure 2.1). Retail markets in the Western Balkans are domi-
nated today by local retail groups that have started a consolidation wave.®
Mergers and acquisitions are growing, and the retail market is expected
to become increasingly concentrated.”

The dominance of regional players in the Western Balkans contrasts with
Central and Eastern Europe, which has seen investment from the main
Western European retailers. This is due in part to historically strong local
agricultural groups in the Western Balkans and to Western European retail-
ers’ focus on the higher income markets of Central and Eastern Europe.!°
The relatively lower income markets of the Western Balkans are expected
to continue to be dominated by regional players for some time.'!

What Changes Are Occurring in Food Value Chains?

Modern retailing is fundamentally changing the technical infrastructure
and entrepreneurial behavior in the agri-food systems of the Western
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Figure 2.1.The Modern Food Retail Sector Is Growing Rapidly
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Note: The modern retail sector or “modern grocery distribution”includes hypermarkets, superstores,
supermarkets, discount stores, convenience stores, drugstores, and cash-and-carry. It excludes independent
specialist outlets such as butchers, bakers, and open markets. Grocery products include food and nonfood items
when sold by mixed retail formats.

Balkans, with their currently complex and highly fragmented production
systems and small-scale, unorganized producers with less sophisticated
production structures and quality control systems.

Although value chain integration is driven by consumer demand, the
actual process of integration is led by downstream segments—that is,
food retailers and agro-processors. Local producers will have to comply
with more requirements on product quality, consistency, and traceability
from large food retailers. These requirements are often more stringent
than and different from local standards in domestic markets. By not com-
plying, local producers risk being excluded from this growing market
segment.

To boost competitiveness, businesses have two strategies: cost leader-
ship (low price) and differentiation through increased value added (high
quality). Both strategies require better vertical coordination and logistics
in the food chain. To reduce costs, businesses need to cut the costs of
transactions as a product moves through the chain. To improve quality,
they must coordinate product handling at different stages. This section
looks at how retailers are responding to opportunities created by chang-
ing demand and how their responses are transforming the rest of the
value chain.
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Restructuring and Private Standards Are Driving Changes

in the Food Chain

Stringent retailer demands on quality, consistency, and traceability mean
that agri-food businesses must better coordinate production and logistics.
The two most influential developments are the restructuring of retailer
procurement practices and the increase in private standards on quality,
volume, and consistency. Restructuring involves more retailer-proces-
sor and retailer-producer coordination and tends to have two stages.'?
First, retailers shift to centralized—and then cross-border—procure-
ment, which favors high volume, coordinated deliveries from suppliers.
Second, retailers develop a preference for specialized (in one or a few
product categories) and dedicated (to supplying to the supermarket sec-
tor) wholesalers. They also use international logistics firms to coordinate
logistics through the chain. Suppliers that can provide the desired prod-
uct consistently and in sufficient volume become preferred suppliers;
suppliers that cannot may find it harder to penetrate the modern retail
channel. Retailers set their own standards for food quality and safety that
can be stricter than public standards. Producers who do not meet private
standards will not have access to retailers’ markets, even though they
may meet public standards (box 2.1).

Box 2.1

Producers That Stay Ahead of the Curve Have a
Competitive Advantage

Producers that make early investments in food safety and preempt consumer
preferences for safe products can seize the advantage from their competitors,
even if the standards that they achieve go above and beyond what is required
by public and retailer standards. One U.S. meat processing plant used innovative
technology to produce safer meat for hamburgers. Although the final product
costs up to 25 percent more than that produced by competitors, the firm has
an important market share, with its meat found in 75 percent of hamburgers
sold in the United States. Restaurants and retailers are willing to pay the differ-
ence as a result of several past food scares associated with hamburgers. The
firm’s sterile production methods are also more efficient, permitting its plant to

operate nonstop.
Source: Washington Post 2008b.
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Croatia’s fresh fruit and vegetable value chain illustrates the impact of
retail sector developments on primary producers and the value chain.'® In
the second half of the 1990s, Croatian retail chains bought most of their
fresh fruits and vegetables from informal truck markets. The first step of
restructuring the value chain was to procure more fruits and vegetables
from dedicated wholesalers, who then started outgrower schemes to
ensure quality and consistent supply and increased their imports of fresh
fruit and vegetables. Retailers eventually moved away from wholesalers
and established their own outgrower schemes, managed through holding
companies, and selected preferred suppliers from outside the outgrower
schemes. With the retailer directly connected to the outgrower, the value
chain is more efficient, and traceability is enhanced.

Value Chains are Adapting

The effects of more rigorous food quality standards on the value chain,
whether from private or public standards, can be seen in a number of cases.
Case studies illustrate how value chains are integrating and consolidat-
ing—for example through better information flows, changing product col-
lection practices, or innovative contract arrangements between value chain
segments. They also demonstrate how downstream segments of the value
chain—retailers and processors—are leading coordination. These case studies
are not intended to be seen as models for value chain development—rather
they illustrate the factors and practices driving value chain development.

Montenegro’s dairy sector

Montenegro’s dairy sector is typical of the fragmented value chains
discussed in chapter 1.'* Production is centered on small family farms
with a small herd (two to three cows) and low annual milk productivity
(2,000 kilograms per cow). Less than 15 percent of milk is delivered to
the dairy processing sector, which is also very fragmented; most dairy
processors collect milk directly from farms, even from small farms that
produce very small quantities and do not have cooling tanks. Collection
stations are much less common than in Bulgaria and Romania, making
collection time-consuming and limiting how far dairy processors can be
located from farms. Vertical integration between dairy farms and proces-
sors is also limited.

The challenges facing the Montenegrin dairy sector mimic those faced
by Poland’s dairy processors, which prior to EU accession had to stop
accepting lower quality milk from suppliers to comply with the acquis.'
Ensuring quality requires investing in a cooling tank for milk to maintain
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the cold chain, but small dairy farmers often cannot afford their own
cooling tank. One solution lies in horizontal integration (links between
farmers)—for example, joint use of a cooling tank by a number of small
farmers. Dairy processors in Poland provided cooling tanks to the collec-
tion stations where they bought milk, which improved the quality of the
milk collected.'®

The Western Balkans has had some success in upgrading milk quality.
Most milk meeting EU standards (extra and first class milk) comes from
Croatia, where 50 percent met EU standards in 2005, up from 31 per-
cent in 2003. Other countries are lagging behind; in Serbia, for example,
only about 10 percent of milk meets EU standards. The main obstacle, as
in Poland, is very small dairy farms, which raise collection costs and make
it harder to improve milk quality.

To better compete, Montenegrin dairy processors must be able to col-
lect more high-quality milk. Restructuring at the farm level and improv-
ing vertical and horizontal coordination are two methods. As in Poland,
several processors are investing at the farm level to increase herd size and
improve equipment. Some efforts are aimed at larger farms, others at all
farms. Some dairy processors supply feed to their farmers at below mar-
ket cost, while others provide such benefits as free delivery or discounts
for large feed orders to larger farms. One processor has helped farm-
ers buy more productive cow breeds from the Netherlands; the farmers
repay the credit over five years through deductions in their milk pay-
ments. This arrangement addresses two agricultural credit constraints:
bank loans are often difficult for small dairy farms to obtain and come
with higher interest rates. Investments are not always dairy-specific: one
dairy processor offers credit lines to its suppliers to buy household appli-
ances, while another provides farmers with cards for credit in retail out-
lets stocking the dairy’s products (the dairy acts as a guarantor).

This example illustrates the efforts pursued by Montenegrin dairy
processors to strengthen the production capacity of their milk suppliers
and, to some extent, to encourage farm consolidation by favoring larger
farms. It also highlights the financial costs borne by dairy processors, lim-
iting their profitability. To limit the financial impact on dairy processors,
the public sector could do more to strengthen rural credit and extension
systems, focusing on farms with a commercial future. As in other regions
of the world, cost-sharing through public grants—for example, through
a competitive public grant scheme modeled after the EU IPARD pro-
gram—could be used to cofinance investments in milk quality (such as
cooling tanks and milk parlors).
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fYR Macedonia’s wine sector

Some 25,000 Macedonian farms are involved in viticulture and wine pro-
duction, mainly small vine growers with an average of 1.1-1.3 hectares
spread over several plots.!” They typically sell grapes to fYR Macedonia’s
49 small and medium-size wineries that process about 65 percent of all
wine grapes, making the rest into domestically produced wine and brandy
for their own consumption. Vertical integration used to be common
among smaller wineries, many of which have their own vineyards. Larger
wineries depended largely on independent growers, paid by weight of
grapes rather than by quality. Much of the Macedonian wine production
was sold in bulk at low cost to Germany. More recently producers have
attempted to move up the value chain by selling higher value products.
The U.S. Agency for International Development (USAID)’s Macedonia
Competitiveness Activity project supported the wine industry by focus-
ing on quality and marketing improvements to boost sales of high-end
specialty wines in Europe. The largest wine company, Tikves, has sig-
nificantly modernized production and restructured its product portfolio
toward high premium-branded wines.

A crucial part of the project was to increase cooperation between
growers and wineries to improve grape quality. In 2004 a model pur-
chasing contract based on quality standards was developed and discussed
with wineries and growers. One winery achieved modest success in 2004
with quality-based contracts with growers and signed more than 1,700 in
2005. Other wineries have followed suit—an important first step toward
long-term cooperation between growers and wineries and improving
wine quality. The project also promoted marketing departments in win-
eries, supported wineries’ marketing in the EU, and produced studies of
the Dutch, German, and U.K. export markets.

Attempts by the Macedonian wine sector to evolve toward higher
quality, high-value-added markets, driven by foreign and local consumer
preferences, shows that contract farming can sometimes improve verti-
cal coordination along the value chain, in particular to introduce higher
quality standards. The public sector can facilitate development of quality
standards (that can be used as references in contracts), arbitration, and
contract enforcement.

Serbia’s sugar sector

Sugar beet is grown mostly in Serbia’s northern Vojvodina province.'®
The area under sugar beet has increased rapidly from just over 40,000
hectares in 2000/01 to about 70,000 hectares in 2006/07. Serbia’s sugar
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beet processing facilities are fully owned by international companies, and
the sector is highly vertically coordinated, with annual contracts negoti-
ated between growers and processors specifying issues such as pricing,
quality, and payment arrangements and production. The processors pro-
vide prefinancing for inputs and collection and transport to processing
plants and decide on the harvesting schedule, payment schedule, and
barter terms.

Several models have been developed to facilitate producer access to
expensive machinery such as tractors. In some cases the processor acts as
a bank guarantee for the producer, thus securing more favorable credit
conditions. Alternatively, the processor provides machinery to the farmer,
who must pay for it over five years, either with cash or in-kind, or the
processor leases a machine to a producer. In other cases several producers
join together and buy the machine with their own funds, independent of
the processor—a scenario becoming more common with more affordable
secondhand machinery now available following sugar regime reform in
the EU.

In this value chain, consolidation has already taken place at the indus-
try level. As a result, vertical coordination is more structured, and financ-
ing schemes supporting investment at the farm level are more developed.
However, this case also illustrates how value chain integration can have
both negative and positive dimensions. Recent history has shown that
Serbian sugar beet producers gained by organizing themselves—for
example, through professional organizations—to defend their interests.
Until recently, relations between the industry and its suppliers were char-
acterized by poor prices and payment terms. The public sector can pro-
mote—through legislation and taxation—professional organizations in
the agri-food sector to facilitate coordination between various players.

Future Trends for the Agri-food Sector

Becoming more competitive will require substantial change in the agri-
food sector, including fewer and larger farms, fewer people living and
working in rural areas, and a smaller role for agriculture in the economy.
This section discusses what will happen to the sector, based on current
trends and examples from countries that have gone through a similar
shift.

The farm sector in the Western Balkans is expected to gradually
consolidate, as it did in new EU member states with similar produc-
tion structures. In Poland developments in dairy processing have been



The Future of Agriculture 49

gradually transforming the farm sector.!” The number of medium-size
farms has dropped, with some expanding and others (mainly older farm
households) shifting from commercially oriented to subsistence farm-
ing. Similarly, the share of larger farms (five or more cows) in Bulgaria’s
dairy sector has been increasing, while the number of smallest farms is
falling.?° The Hungarian dairy sector has also seen similar trends. In 2005
only 16,061 dairy farms remained, half the number in 2000.?! Some 572
commercial dairy farms now have 70 percent of all dairy cows.??

The Western Balkan countries have already seen similar developments.
In Serbia the number of milk suppliers declined from 165 in 2000 to
63 in 2006. The milk supply stayed constant over that period, but milk
delivered to dairies increased from 553 million liters to 740 million liters.
This consolidation is enforced by a number of private and public poli-
cies. Serbia’s Imlek dairy buys milk exclusively from producers with a
minimum volume of daily milk supply (20 liters), and Croatia’s Vindija
dairy offers price incentives for larger quantities of milk. On the policy
side in Croatia, price premiums are available only to farms with at least
five cows, while in Serbia four cows are needed to qualify for subsidized
equipment purchases. These policies favor efficiency, but appropriate
policies for smaller farms are still needed to ensure equity.

In agro-processing, as with primary production, complete privatiza-
tion of agrokombinats and processing companies, as well as a gradual
trend toward consolidation, are expected. In most sectors the smallest
processing units will find it hard to operate with increasing competition
from larger processing plants with foreign direct investment and from
increased imports. Moreover, as policies align with EU food quality and
safety standards, smaller processing units might find it difficult to comply
with the rules and will be excluded from the market.

Eventually, producers who do not upgrade their skills and technology
will be unable to compete and will be forced to abandon commercial
production. But the decision to do so will also be a function of income
opportunities in other sectors—highlighting the importance of providing
farm households with education assets to take advantage of these oppor-
tunities. Until other sectors of the economy develop, a dual agri-food sec-
tor is likely to continue. A few better-equipped, commercially oriented
producers and processors will adapt to the new framework (driven by
market incentives and access to capital), and others will continue with
(semi-)subsistence and informal markets. Governments will have to
account for this socioeconomic parameter to avoid further impoverish-
ing rural areas.
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As value chain coordination gathers pace, productivity (yields) and
quality improvements will substantially boost competitiveness. But agri-
culture’s contribution to total GDP in the Western Balkans will decrease
from today’s 10-23 percent, a trend already under way as other sectors of
the economy grow, to stabilize at Southern European levels of 5 percent
or less in the long term.

As chapter 1 notes, the Western Balkan countries have 20-60 per-
cent of their workforce employed in agriculture. This rate reflects con-
siderable underemployment because of few opportunities outside the
agri-food sector. As off-farm opportunities increase the percentage of the
workforce in agriculture will decrease, probably ending up closer to the
Southern European average of less than 15 percent.

The rural population accounts for about 45 percent of the total popula-
tion in the Western Balkans, compared with 35 percent in Southern Europe.
Demographic change is an important part of farm consolidation because it
affects rural land use and ownership. It also brings to the fore rural space
maintenance, which is becoming an important rationale for the CAP.

The rural and agri-food sector in the Western Balkans will likely move
in the same direction as those in Central and Eastern Europe and South-
ern Europe. But how fast change occurs depends on the public policies
in Western Balkan countries. Several factors can inhibit primary sector
consolidation, including investment and access to credit, access to pub-
lic services and quality infrastructure, and—most important—incentives
for farmers and processors to make productivity-enhancing investments.
For example, price-support measures in Bosnia and Herzegovina may
increase land prices and hinder farm consolidation. Inheritance laws and
lack of tax incentives for agricultural production may also restrict con-
solidation. Chapter 3 discusses how to create adequate nonfarm income
opportunities through effective rural development programs, and chap-
ter 6 discusses strategies to promote modernization.

Notes

1. “Value chains” are frequently referred to as “supply chains.” The term “value
chain” encompasses not only the physical delivery and logistics of getting
the product from production to consumption, but also the value that can be
created by actors at each step in the chain and how all the actors within the
chain can become more efficient.

2. The main worries include pesticide residues in fresh fruits and vegetables and
cereals (71 percent of respondents); unhygienic conditions in food handling



The Future of Agriculture 51

outside the home in food processing plants, restaurants, and the like (69 per-
cent); residues such as antibiotics and hormones in meat (68 percent); new
viruses such as avian influenza (66 percent); and contamination by bacteria
such as salmonella or listeria. There are differences in the relative importance
of these perceived risks across member states, but clearly food hygiene and
safety are a priority for EU consumers (European Commission 2006d).

. There is a difference here between new EU member states, where consumers

emphasize enhancing rural areas, stabilizing agricultural markets, and protect-
ing family-type farms, and older EU member states, where they emphasize
environmental protection, animal welfare, and sustainability of production
(European Commission 2007a).

. Garside and others 2008.

5. In November 2001 the Western Balkan countries received preferential export

status with the EU, exempting their products—including agricultural prod-
ucts except wine and some types of fish and baby beef—from EU import
tariffs. Albania, Bosnia and Herzegovina, Bulgaria, Croatia, fYR Macedonia,
Moldova, Romania, and Serbia and Montenegro established several bilateral
free trade agreements under the framework of the Stability Pact for South
Eastern Europe. Liberalization will occur gradually, and each country has ex-
cluded sensitive products from the agreement. The Central European Free
Trade Agreement (CEFTA), comprising Bosnia and Herzegovina, Croatia, fYR
Macedonia, Moldova, Montenegro, Serbia, and the United Nations Mission in
Kosovo (on behalf of Kosovo), came into effect in 2007. It aims to establish
a free trade area between the member states by December 31, 2010, and
replaces the 32 bilateral free trade agreements in the region. Finally, Bosnia
and Herzegovina, Montenegro, and Serbia are joining the World Trade Orga-
nization (WTO). A likely result will be a reduction in the relatively high tariff
equivalents in force in these countries (an average of 22 percent in Serbia).

. Agra Europe 2006.

7. Dries and others 2004.

10.

. Serbian Delta Holding and Croatian Agrokor, both retail conglomerates in

their home countries, have started expanding into regional markets. Agrokor
has opened new supermarkets in Serbia and in 2007 acquired a locally owned
retailer in Bosnia and Herzegovina. In 2007 Delta acquired local retailers in
Bulgaria and Bosnia and Herzegovina, and Slovenian retailer Mercator ac-
quired Rodic, the second largest retailer in Serbia.

. Delta had 63 percent of Serbia’s retail market share in 2006, and Croatia’s

Konzum had 30 percent (PlanetRetail 2006).

Dries and others 2004 classify countries as first, second, and third wave based
on the speed of modernization, consolidation, multinationalization, and the
like in the retail sector. The Czech Republic and Hungary are considered
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. FAO 2007a.
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first-wave countries, having received Western European foreign investment in
the local retail sector as early as the second half of the 1990s (some local retail
chains had emerged after privatization of the state-owned system, but very
few were able to stand their ground against the major foreign retailers). Croa-
tia is considered a second-wave country, where investment lagged a few years.
Serbia and other Western Balkan countries are considered third- (or fourth-)
wave countries, with major foreign investors only marginally interested (but
expected to start investing in the future). The longer it takes foreign retailers
to enter the market, the longer local and regional retailers have to grow and
secure market share. The existence of these strong local agricultural groups
in the region has likely helped this regional growth (since they have the base
and the means to make investments in their operations and expansion).

The local players that dominated the retail market are involved in a range of
vertically and horizontally coordinated businesses, with retail just a limited
part of their activities, making them unique in the European retail scene. For
example, in addition to a retail division, Delta M Group is involved in agri-
cultural production and wholesaling and importing, which have all benefited
and complemented the retail chain by supplying the stores with fresh and
manufactured products. Agrokor, in addition to retail, owns food and bever-
age production facilities (PlanetRetail 2006).

Dries and others 2004 found that food value chains in Central and Eastern
Europe are restructured in this way thanks to modernization of the food
retail sector.

Reardon and others 2003.

FAO 2007c. The study included interviews with government institutes, farm
associations and dairy processors.

Dries and Swinnen 2004.
Dries and Swinnen 2004.

FAO 2004.

The Polish dairy sector was highly fragmented, with 89 percent of dairy farms
having less than five cows in 2001 (Dries and Swinnen 2004).

Dries and Noev 2006.
CEEC AGRI POLICY 2006b.
CEEC AGRI POLICY 2006b.



CHAPTER 3

Beyond Agriculture:
Meeting the Rural
Development Challenge

As explained in chapter 1, the countries of the Western Balkans must
increase the competitiveness of the agri-food sector while finding alter-
native economic activities for surplus agricultural labor. But the rural
and agri-food sectors are not yet ready for such balanced development.
Viable full- or part-time alternative income opportunities are needed
to prevent future generations of smallholder farmers who lack physical
assets and education from being trapped in poverty because they cannot
find alternative employment. Alternative income opportunities are also
needed to prevent increases in inequality in rural areas as modernization
of the agri-food sector sees land, machinery, and processing facilities con-
centrated among larger commercial farmers.

Part of the solution is to encourage nonfarm development in rural
space. Governments that focus on more than the agri-food sector will help
ensure equitable development of rural areas. This chapter highlights how
diversified and knowledge-based rural economies can promote socioeco-
nomic cohesion in the context of EU integration. It underlines the roles
for national and local governments, rural communities, and the private
sector in fostering comprehensive rural development, and highlights key
policy interventions—many of which can be undertaken locally—to pro-
mote nonagricultural growth in rural areas.
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Key Messages

¢ Diversified and knowledge-based rural economies that are closely
integrated with regional urban networks are the best vehicle for self-
sustained growth and employment opportunities in rural areas.

® A territorial approach to rural development and the empowerment of
regional and local authorities, rural communities, and the private sector
can help governments maximize the impact of public investments.

¢ Investment in quality rural infrastructure, adequate human capital,
an enabling business environment, and land consolidation is key for
diversified and knowledge-based rural economies.

The Rural Development Challenge

The agri-food sector must undergo major modernization to realize its full
potential and maintain commercial viability in increasingly open and demand-
ing markets. Farming will become less a less important part of the economy
in rural areas, but will still provide important environmental, cultural, and
social services of tremendous economic value, such as agri-tourism (box 3.1).

Box 3.1

Success in Rural Development—Diversifying Away
from Agriculture

Northeastern Italy’s Veneto region is a good example of EU producers diversifying
away from pure agriculture. Rural households in the region have brought agri-
tourism into farming operations while emphasizing high-value foods. The region
includes approximately 15,000 individual farms, with an average farm size of only
4.5 hectares. Producers were forced to generate large per hectare returns to sup-
port one or more family members without off-farm employment. Unlike the tra-
ditional system of transporting agricultural products to off-farm markets, agri-
tourism brings customers to the farm. Veneto farmers who include agri-tourism in
their farming operations have discovered that tourists are prepared to spend large
amounts of money on vacations in rural areas. In addition to meals consumed
onsite, tourists purchase locally produced wines, prepared meats, cheeses, jellies
and jams, honey, baked goods, and crafts. In most cases agricultural production
remains the farm’s primary activity and agri-tourism is a secondary activity that adds
value and marketing opportunities to the farm's crops and livestock production.



Veneto farmers must obtain a license to participate in agri-tourism. Farm opera-
tors must have two years of farming experience (which is also necessary to receive
government funding), complete 100 hours of training, and pass an oral exam. The
training includes courses on law, farm management, financial accounting, hygiene
and sanitation, transporting and processing food products, and hospitality and can
be adapted to address specialty products such as wine, cheese, or fresh produce.

Of the 15,000 farms in the region, about 260 are operating as agriturismos,
or registered farms where guests can take a farm holiday. Farmers provide one
of three levels of guest services: self-service snacks and light meals, full-service
meals, or farm holidays that include meals, sleeping accommodations, and
recreational opportunities. Farms can also sell products to be consumed later.
Because of a short growing season and less diverse production potential, high-
altitude farms have lower requirements for on-farm and regional production.
Many farmers provide full-service meals only on weekends because weekends
are the most popular days for tourism. The farmer receives an immediate supply
of cash, and the family can then devote weekdays to other farming activities.
Recreational activities for farm holidays include hiking, horseback riding, explor-
ing historical landmarks, wine-tasting classes, stomping grapes, and evening
musical events. Statistics compiled by regional agri-tourism consortiums indi-
cate that farm families generally host guests fewer than 160 days a year, in part
to meet the labor demands for the rest of the farming operation.

A limiting factor in Veneto agri-tourism is the cost of remodeling buildings
to accommodate guests. For example, one Veneto family converted a dairy barn
into a building that houses the farm's cheese-making facility and sales area, a
restaurant, and guest rooms. The dairy operation was moved to a nearby facility.
Although the Italian government provides grants for these projects, demand
greatly exceeds funding. Annual income from agri-tourism ranges from €50,000
to €270,000 (in addition to other farm-related income), so some farmers are able
to recover their initial investment relatively quickly.

Over the past five years, agri-tourism in Italy has increased by 25 percent, thanks
mostly to more farms offering overnight accommodations. As noted, farmers are
encouraged to promote traditional culture, social customs, and foods. The empha-
sis on traditional foods is enormously attractive in Italy, where, as in the Western
Balkans, eating and sharing meals have historically played an important social role.
At the same time, linking agri-tourism to local production appeals to modern con-
sumers interested in alternative and sustainable tourism options, more information
about the origin of the foods they consume, environmental responsibility and ani-
mal welfare, and health and nutrition. Producers in Veneto appear to be responding
to this demand by slowly moving away from conventional agricultural production.

Source: Clemens 2004.
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As agri-food assets shift from semisubsistence smallholder farmers to
commercial operators, rural households’ dependence on the agri-food
sector will fall. The associated increase in scale, productivity, and com-
petitiveness of the agri-food sector is a necessary but not a sufficient
condition for equitable development of rural space. To ensure equitable
development, governments must encourage nonagricultural growth and
employment for farmers that can not scale up operations or find employ-
ment on commercial farms. Encouraging balanced growth in rural areas
can mitigate socioeconomic problems such as lagging regions and slums.

Promoting Diversified and Knowledge-Based Rural Economies

Diversified and knowledge-based rural economies—with the agri-food
sector integrated into the broader rural economy, which is in turn closely
linked to regional urban networks—are the best way to create a self-
sustaining rural space in the Western Balkans. This includes the multi-
functional role of the agri-food sector, supporting other sectors such as
tourism, and presumes that rural areas offer important environmental,
cultural, and social services that benefit societies as a whole, including
maintenance of landscapes and provision of an attractive living envi-
ronment for professionals in regional urban centers. It is the basis for
agri-environmental and income diversification activities in current EU
support programs for rural development under Pillar 2 of the CAP and
the EU IPARD program.

Diversified and knowledge-based rural economies in the Western
Balkans depend on several interrelated factors. At the macro level they
demand coherent and progrowth macroeconomic policies, including an
open trade and investment climate, a low tax burden, and flexible labor
markets. At the regional and local levels they depend on key production
factors such as quality rural infrastructure and a well-educated, adapt-
able, and entrepreneurial labor force that can satisfy the rural develop-
ment agenda. Furthermore, they demand a local business environment
conducive to entrepreneurship, investment, and innovation.

Meeting these demands requires more than just increased budgetary
resources for investment in rural development (see chapter 6). It requires
adequate design and targeting of a broad range of public policies and
investments. This section highlights how a territorial approach to rural
development that includes empowering regional and local authorities,
rural communities, and the private sector to define and leverage their
economic potential can help governments of the Western Balkans meet
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the rural development challenge. In addition, it explains the role of qual-
ity rural infrastructure and human capital, an enabling business environ-
ment, and land consolidation in promoting a vibrant rural space.

Shifting to a Territorial Development Approach

Promoting broad-based and self-sustaining development requires shift-
ing from the current sector-based policies to a territorial approach. This
approach integrates rural and urban activities in a territorial dimension,
covering a regional economy with both agricultural and nonagricultural
activities. The territorial boundaries do not necessarily correspond with
existing administrative boundaries and can include several municipalities
and one or more small or medium-size cities. Including several munici-
palities creates economies of scale. Small or medium-size cities can be
growth poles for rural areas, generating important economic spillovers
through markets, basic public and business services, knowledge, and tech-
nologies. Recent EU regional development plans have focused on growth
poles as well as links between growth poles and surrounding areas.’

A territorial approach to rural development requires an institutional
framework that allows proper identification, evaluation, and implemen-
tation of a comprehensive set of public policies and investments. For
example, policymakers need to make informed decisions on difficult
tradeoffs such as focusing investment on infrastructure, education and
health programs, or the business environment as the most efficient and
effective way to promote balanced and self-sustaining development. In
this context, participation of regional and local authorities, rural com-
munities, and the private sector is critical.

Empowering Regional and Local Authorities, Rural Communities,
and the Private Sector

Actively involving regional and local authorities, rural communities, and
the private sector has been key to the effectiveness of several EU rural
development interventions.” By mobilizing regional and local actors in
territorial development strategies and plans, governments can ensure that
public investment is in tune with local potential and needs and that these
actors take full ownership of them. This bottom-up approach is rela-
tively new to the Western Balkans and will require a substantial change in
administrative culture, given the region’s history of central planning and
top-down governance. In addition, legal and regulatory frameworks need
to be adjusted so that regional and local authorities, rural communities,
and the private sector can actively participate in the strategic planning
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and implementation of public investment. The administrative capacity of
these actors must also be strengthened.

The Leader+ program, a horizontal rural development support mea-
sure for EU member states under Pillar 2 of the CAP and for EU can-
didate countries under the IPARD program, has successfully introduced
a territorial approach to rural development in eligible countries. It has
established public-private partnerships in rural areas—so-called Local
Action Groups (LAGs)—to prepare integrated development strategies
for territorial areas that do not necessarily correspond to existing admin-
istrative boundaries and occasionally cross national boundaries. The strat-
egies are based on a common vision for long-term economic potential
among public authorities, private actors, and community groups repre-
sented in the LAG. They often present innovations for valorizing local
environmental, cultural, and social resources as key ingredients for a self-
sustaining development dynamic.

The territorial development strategies form the basis for concrete proj-
ect proposals submitted by the LAGs for EU cofinancing under available
rural development measures under Pillar 2 of the CAP or the EU IPARD
program. Atimplementation, the LAGs are responsible for managing funds.
Although only a small share of EU rural development funds are allocated
to the Leader+ program, it has had a disproportionately positive impact
on improving living standards in rural areas. In addition, EU member
states have developed their own similar programs with national funding.?
And civil society networks such as the Partnership for Rural Europe have
emerged to promote exchanges and partnerships in rural development in
EU and accession countries.* To avoid repeating costly mistakes and to
maximize the impact of territorial and community-driven approaches to
rural development, lessons from other countries should be considered.

Learning from Peers

A territorial and community-driven approach to rural development is a
continuous learning process. There is no universal model for successfully
developing diversified and knowledge-based rural economies. But several
key lessons can shape the process (box 3.2).

Adequate national rural development strategies and support programs
require proper monitoring and evaluation mechanisms that take into
account the important lessons from other countries’ experiences with
this approach. In particular, countries with comparable geographic and
climatic conditions, and at a similar level of economic development as
the countries of the Western Balkans, could provide useful guidance.
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Box 3.2

Lessons from Territorial and Community-Driven
Approaches to Rural Development

Territorial investments must reach a sufficient scale to generate spillover
effects that unleash local, self-sustaining growth.
Decentralized administrative functions must be accompanied by fiscal
decentralization to keep regional and local decision-making from being
overly dependent on central government allocations.
Regional and local governments must have sufficient administrative and
managerial capacity to prepare and implement complex territorial develop-
ment plans.
Bringing together rural and urban areas into territorial development requires
that mutual benefits be clearly identified and advertised.
Producers and civil society organizations must be promoted to ensure that
different rural interests can be properly represented.
Deep local inequalities may lead to the capture of benefits by local elites
that reproduce social inequalities.

Source: De Janvry and Sadoulet 2007.

For example, while Ireland is often cited as one of the most successful
examples of rural development in Europe over the last decade, it has
geographic and climatic conditions that are much different from those
in the Western Balkans. A better example may be regions in Italy such as
Tuscany or Umbria, which have similar landscapes and climate.

Investing in Rural Infrastructure

As highlighted in chapter 1, good logistics are key for growth and competi-
tiveness in the agri-food sector. They depend on high-quality infrastructure—
such as roads, water, electricity, and information and telecommunication
services—which lowers production and distribution costs and connects
commercial farmers to suppliers and consumers in domestic and regional
markets. At the same time high-quality infrastructure stimulates nonagri-
cultural business development and improves rural households’ living stan-
dards by increasing access to amenities and social services, including health
and education. Quality rural infrastructure thus forms the basis for rural
income diversification and can limit rural-urban migration flows.
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Although investment in infrastructure is essential for reducing the
peripheral status of rural areas, it is not enough on its own to sustain off-
farm growth and employment. Only when based on local demand and
combined with other services such as education and a better business
environment can improved infrastructure services promote long-term
sustainable growth and competitiveness.” This is because investment in
infrastructure typically has decreasing marginal returns. Its impact on
growth is often limited, with a short-term spurt in growth and employ-
ment that fades shortly after completion.® Infrastructure services must
thus be combined with knowledge and innovation by mobilizing human
capital and creating an enabling business environment.

Building Adequate Human Capital

Knowledge and good health promote labor productivity and reduce inequal-
ity. As noted in chapter 1, rural households in the Western Balkan countries
have consistently higher poverty rates and lower education outcomes than
do urban households. Investment in human capital is needed to close the
poverty gap and enable rural households to escape the poverty trap. Rural
households with more education tend to generate a larger share of income
off the farm.” A healthy, well-educated, and adaptable rural labor force may
find self-employment outside the agri-food sector and attract investment
in higher-skilled nonfarm jobs less vulnerable to low-wage competition. In
addition, with the relevant education and skills, residents of rural areas—in
particular rural youth—stand a better chance of participating in urban labor
markets, which typically provide higher wages.

Plenty of scope remains for improving education systems in the West-
ern Balkan countries (table 3.1). The number of primary and secondary
schools and qualified teachers in rural areas is often insufficient, schools
are characterized by unsuitable curricula and lack of adequate learning
tools, and dropout rates are often high. Given the long gestation for edu-
cation investments to bear fruit, access to and quality of all levels of edu-
cation—from primary to tertiary—must be expanded immediately. And
curricula must be aligned with the skills required to contribute to rural
development and successfully participate in urban labor markets. The rate
of return on investment is estimated at 19 percent for primary education,
13 percent for secondary education, and 11 percent for tertiary education,
although rates are slightly lower in non-OECD countries of Europe.®

Particular focus should go to secondary and tertiary education, which
does not provide sufficient graduates with the skills for entrepreneur-
ship and effective knowledge absorption and innovation. Public spending
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Table 3.1.Global Competitiveness Index Rankings, 2007-08

Higher education  Technological

Overall and training readiness Innovation
Country ranking ranking ranking ranking
Albania 109 103 74 131
Bosnia and Herzegovina 106 98 110 121
Macedonia, fYR 94 75 90 92
Serbia 91 82 57 78
Montenegro 82 79 48 104
Western Balkans average 96 87 76 105
Greece 65 39 58 63
[taly 46 36 27 47
Portugal 40 34 31 33
Slovenia 39 24 29 30
Spain 29 31 28 39

Source: World Economic Forum 2008.

Note: Lower ranking indicates more competitiveness. Rankings are out of 131 countries.

should be restructured to performance-based funding systems for edu-
cational institutions to provide incentives for enhancing competitiveness
and providing opportunities. Public subsidies for fees could be targeted
to students from poor households and linked to student loan systems.”
Chapter 7 further discusses the needs of agricultural education, including
at the tertiary level, in the Western Balkan countries.

Vocational training programs are also important. They should be tai-
lored more to the needs of a rural economy based on income diversifi-
cation, knowledge, and innovation. New skills needed include business
management, marketing, environmental and natural resource manage-
ment, and other topics that allow more rural residents to join the off-
farm labor market and to establish businesses and services in rural areas.

Conditional cash transfer programs are another promising approach to
improving human capital. As part of rural development support to non-
commercial farm households, transfers could be linked to participation in
educational programs, including vocational training programs. This could
be an effective way to increase knowledge and skills in rural areas and
to provide opportunities for the rural poor to educate their children.
Programs of this type have been common in Latin America (Progresa in
Mexico, Bolsa Escola in Brazil), with positive results.!’
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Research and development systems must also be improved to serve the
rural development agenda. In the short run emphasis should be on adapting
existing knowledge rather than on innovation. This requires stronger links
between universities and enterprises in rural areas, which can help com-
panies introduce new ideas and technologies. Focusing on applied research
will also ultimately improve basic research. An efficient way for govern-
ments to do this is to work with the private sector to identify the strategic
areas for investment in basic research, since private sector firms are better
placed to identify commercial opportunities. Coordinated investment and
shared resources (people, equipment, and ideas) between countries and
institutions would increase economies of scale. Chapter 7 further discusses
the role of agricultural research and development systems.

Creating an Enabling Business Environment
An attractive tax regime, the ability to start and expand nonfarm enter-
prises, to seek strategic business alliances, and to exploit synergies in line
with current and future market demands are key components for sustained
nonfarm growth and employment in rural areas. The Western Balkan
countries face several constraints to a business environment conducive to
diversified and knowledge-based development in rural areas. They include
relatively high effective tax rates, limited access to finance, inefficient
business registration systems, and inadequate legislation and regulation
for protecting quality labels and geographic indications, and facilitating
the formation of business partnerships and professional associations.
Taxation. An attractive tax regime is central for establishing incentives
to start and expand businesses in rural areas and to create jobs. Corporate
tax rates in the Western Balkans have dropped significantly in recent years.
Albania, Bosnia and Herzegovina, and fYR Macedonia reduced their rates
to 10 percent in 2007/08.'! Personal income tax levels, which have a sig-
nificant impact on small family businesses, are generally low as well. Mace-
donia (fYR) and Serbia recently introduced a flat rate (14 percent and 10
percent, respectively).'? But the impact of these relatively low levels of
corporate and personal income taxes is largely offset by a series of other
taxes and fees, in particular social security contributions and high com-
pliance costs.'® In addition, value-added tax reimbursement time often
exceeds the established deadline, and tax reconciliation is cumbersome.'*
Governments in the Western Balkans could address these constraints by
reviewing tax compliance costs for small businesses, introducing mecha-
nisms for identifying and tracking value-added tax reimbursements sys-
tematically, and allowing greater flexibility in tax reconciliation.'®
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Access to Finance. High interest rates are a frequently cited constraint
to growth in rural areas in the Western Balkans. Although better access
to finance through subsidized credit lines is often proposed as a solution,
it does not address the underlying reasons for high interest rates. Rates
can be high either because there is not enough liquidity in the credit
market or because costs (risks) of investments are very high. In general,
credit liquidity in the Western Balkans is not a problem. Local (and for-
eign) banks have enough resources to lend to worthy creditors, but they
consider the risk of investing in rural areas high for a multitude of rea-
sons—and thus charge higher interest rates. Remote rural areas make
loans expensive to monitor, and land—a potentially important source
of collateral—is not readily traded or properly valued. A more sustain-
able strategy to address these underlying issues could include improving
land market administration, offering banks incentives to open branches
in rural areas, and training loan officers how to properly evaluate loan
applications from rural areas.

Business Registration. One of the simplest ways for local governments
to contribute to broad-based rural development is to simplify procedures
for setting up a business, thus enabling local entrepreneurs to take advan-
tage of new business opportunities. As already indicated in chapter 1,
despite significant variation across the Western Balkans, it takes 27 days,
10 procedures, and 21 percent of per capita income to start a new business
in an average Western Balkan city. A city with this performance would
rank 114 when compared with the 178 representative cities worldwide
and roughly match the overall performance of Kenya.'®

Several relatively inexpensive measures could improve the overall
business registration process. For example, governments could eliminate
operating or utilization permits and instead adopt a self-compliance prin-
ciple. They could abolish minimum capital requirements and introduce
one-stop shops (recently introduced in Albania and fYR Macedonia) for
business startups, make registration electronic, standardize incorporation
documents, publish application instructions, and eliminate antiquated
requirements such as company seals or stamps. In addition, governments
could authorize local offices of business registries to perform all the func-
tions that can be carried out in the capital.!’

Protection of Quality Labels and Geographic Indications. For rural areas
to realize their full economic potential, they must make the most out
of all their assets. The Western Balkan countries are endowed not only
with high-value environmental and cultural assets such as scenic land-
scapes, national parks, and historical towns, but also with the quality



64 The Changing Face of Rural Space

and reputation of agricultural products specific to certain areas (includ-
ing wine, cheese, ham, and spirits). Rural areas in the Western Balkans
could benefit substantially from a legal and regulatory framework that
effectively protects quality labels and labels of origin based on geo-
graphic indication. When combined with rural development programs
associated with recognition and promotion of these labels—for exam-
ple, through the development of agri-tourism—governments could help
rural residents capture more of the value of their amenities.

Realizing this potential requires better agri-food product standards
and certification systems and capacity building for producers and proces-
sors. It also requires stricter enforcement of food safety and other public
standards—that is, less tolerance for informal value chains—to improve
the chances of producers and processors that opt for higher standards
(see also chapter 4). At the legal and institutional level, implementing
labels of origin and quality requires a framework for recognizing the
specifications. For geographic indications, specifications—including the
delimitation of area—are proposed by the private sector’s promoters of
the origin-based product and must be recognized by public authorities
that will protect them under intellectual property rights. In addition, cer-
tification is necessary to ensure that products conform to specifications.
Traceability and control procedures also have to be included.'®

Business Partnerships and Professional Associations. As chapter 2 high-
lights, one driver of a competitive agri-food sector is modern value chains,
which maximize efficiency of production. Their development is equally
important for non-agri-food sectors. In this context, business partner-
ships and professional associations are crucial for allowing greater verti-
cal and horizontal economies of scale in the value chain. They are also
a precondition for a stronger and more effective representation of farm
and nonfarm interests in different segments of value chains and in any
policy dialogue with governments.

Horizontal and vertical value chain integration and the formation of
interest groups can work only with private initiative, but governments
can support the process by establishing a legal and fiscal framework that
favors business partnerships and professional organizations and encour-
ages various actors in value chains.

Supporting Land Consolidation

Land consolidation and rural development go hand in hand. As noted
in chapter 1, one of the biggest obstacles to a modernized agri-food sec-
tor and a vibrant rural space in the Western Balkans is the dominance
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of many small and fragmented semisubsistence farms. Development of
commercially viable farms by consolidating available agricultural land
resources is critical for the sector’s future. The pace of consolidation
will depend largely on nonfarm income opportunities for smallholder
farmers whose agricultural assets are absorbed by commercial farms.
Governments in the Western Balkans can further facilitate the process
by promoting well-functioning land and rural property markets and by
improving land-use planning. These efforts should also include develop-
ing capacity for implementing current and future EU support programs
for agriculture and rural development.

To promote well-functioning land and rural property markets, includ-
ing leasing markets, governments in the Western Balkans will have to
ensure up-to-date land registration and nationwide cadastral systems.
The countries of the former Yugoslavia have implemented projects to
restore, modernize, and update land registration and cadastre systems,
and Albania has created a completely new land registration system, but
these efforts are incomplete.'® Land and rural property markets by them-
selves are not enough to promote consolidation of agricultural land. To
be effective, voluntary or compulsory land consolidation programs are
also needed. Land banks could help by making public lands available and
by buying and selling privately owned agricultural land (box 3.3).

Box 3.3
Slovenia’s Land Reserve Fund: How a Land Bank Works

Slovenia’s Land Reserve Fund promotes land consolidation through sale and
lease. Itis made up of state land not yet restituted to its previous owners. In areas
where land ownership patterns are complex, small units remain state property
until a buyer comes forward. Where restitution has resulted in fragmentation of
a larger land unit, the fund purchases the small piece from the new owner if the
new owner desires. The fund then adds the land to its own stock, thus preserv-
ing a larger continuous unit. The fund also buys odd-shaped parcels, parcels
difficult to access, and even land adjacent to an existing farm, at the request
of the farmer, for lease back to that farmer. Agricultural land still owned by the
state and unused land are thus the foundation of the fund. Farmers wishing to
consolidate their land holdings contribute and withdraw land from the fund.

Source: Dimitrova 2004.
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Rural property taxation, including taxes on agricultural land, is another
policy tool to stimulate land and rural property markets and is also under-
used as a source of revenue in Western Balkan countries compared with
EU members, especially for local governments. Rural property taxation
serves principally to raise revenue for governments to deliver public ser-
vices, but it can also persuade owners to sell unutilized land. The rural
property tax systems in the Western Balkans, however, are not based on
the market value of land*® and are poorly enforced. In fYR Macedonia,
for example, agricultural land is exempt from taxation if used for agricul-
tural production,®! but in reality this becomes a general waiver for tax on
agricultural land. Combined with very low lease payment collection for
state-owned land, this brings the cost of using state-owned agricultural
land close to zero. Such tax breaks and low payment collection remove
an important incentive for productive use of land and impede the private
market.?? At the same time, they are a missed opportunity to generate
resources that support investment in rural development.

Public sector support schemes to farmers could also be used to encour-
age land consolidation (box 3.4). For example, investment programs such
as the EU IPARD program could be made available only to farms larger
than one hectare, thus encouraging consolidation of smaller plots to
secure public investment financing. Such programs often have a ceiling as

Box 3.4

Promoting Land Consolidation through Agricultural
Support Schemes in Croatia

Croatia provides an example of how an agricultural support system can be
designed to encourage land consolidation. In 2003 two categories of farms
were distinguished—commercial farms and noncommercial farms (semisub-
sistence and subsistence farms)—and support to the sector was divided into
four types—direct payments, investment support, income support, and rural
development schemes. Commercial farms are eligible for direct payments,
investment support, and rural development schemes; noncommercial farms
are eligible for income support and rural development schemes. The income
support scheme is socially driven and not linked to production. Once a fam-
ily farm applies for the income support, it declares itself noncommercial and
becomes ineligible for schemes targeting commercial farms.
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well, to avoid supporting very large commercial farms. Naturally, smaller
farms must also be given access to public resources, but these need not
be tied to farm size. Other compatible measures could be introduced to
encourage transfer of land to more dynamic farmers, including support
for early retirement and support to young farmers.

Governments in the Western Balkans could also improve the manage-
ment of state-owned land to promote land consolidation, allowing it to be
sold or leased in a way that improves rural land ownership structures. In
Bosnia and Herzegovina, fYR Macedonia, and Serbia, some 10-20 percent
of agricultural land is either still in state ownership or owned by former
collective farms. Much of this land is not farmed or is used inefficiently, and
the rights of former users are murky. Bosnia and Herzegovina, for example,
still lacks a state-level restitution law. A clear policy must be articulated and
ownership rights established. If the land is not privatized, it should be man-
aged transparently and fairly.* Once land rights are clarified, the land could
be part of a land fund used for consolidation efforts (see also box 3.3). This
is beginning to occur in Lithuania, for example, where the Provisional Law
on Acquisition of Agricultural Land foresees support for acquiring agricul-
tural land to carry out land consolidation, create rational land tenure, and
stimulate the development of land and rural property markets.?*

In addition to well-functioning land and rural property markets,
improvements to land-use planning in the Western Balkans are equally
critical to support commercial farms and nonfarm activities in rural areas.
However, land-use planning and rural spatial planning (territorial plan-
ning, regional planning, community area development planning) have
been largely neglected. Illegal land development is a problem throughout
the region, and land-use legislation tends to be over-regulatory, with little
provision for local participation. Legislation in Bosnia and Herzegovina
heavily regulates agricultural land use, while municipal land-use planning
is carried out according to master plans prepared at the entity or canton
level.” In Montenegro, preserving agricultural land and improving the
structure and use of fertile lowlands are urgent problems.?® Serbia still
lacks a comprehensive spatial and land-use plan,?” and fYR Macedonia’s
Ministry of Agriculture, Forestry, and Water Economy is setting up a
Land Directorate responsible for establishing and maintaining a register
of land parcels and databases for state land and current users and lessees.
As part of Western Balkan countries’ preparation for EU accession, land-
use planning will become more important, necessitating more efficient
and usable regulations and rural spatial planning, and more effective
monitoring and enforcement to ensure compliance.
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The Western Balkan countries should maximize available EU pre-
accession assistance to build capacity in all aspects of land administration
and land-use planning, including land registration and cadastre, land-
use regulation, property valuation and taxation, conveyancing, and land
consolidation. In addition, they should develop information systems to
manage current and future EU assistance programs for agriculture and
rural development, including the TACS and Land Parcel Identification
System (LPIS). The latter draws on information in the land registration
and cadastre systems to manage payments to farmers under Pillar 1 (mar-
ket support and direct payments) of the CAP. The information systems
required to access and manage EU assistance for agriculture and rural
development are discussed further in chapters 6 and 7. While the EU is
unlikely to support entire national land consolidation programs, it may
be able to cofinance some activities, such as planning and establishing
land agencies, training staff, establishing information systems, and formu-
lating regulatory frameworks.
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Possibilities include certification by an independent body recognized in the
export market; self-monitoring by a local group of stakeholders (producers,
local authorities, traders, and the like); monitoring by national authorities of
all mentions, avoiding possible conflicts of interest; participatory guarantee
systems based on the principle of social control and trust of producers (estab-
lished particularly with regard to organic farming); and a full-fledged inde-
pendent certification system, with certification bodies accredited by national
authorities.

For example, in 2006 the World Bank started a land registration project to
develop a secure and efficient real estate registration system in Bosnia and
Herzegovina.

Land valuation is moving from an obsolete system based on soil quality (cur-
rently the practice in all Western Balkan countries except fYR Macedonia)
and land area to a market-based approach. However, slow land markets and
few land valuation professionals mean that property valuation has not pro-
gressed much.

2003 Tax Code amendments.
Brown and Hepworth 2002.

In Estonia, Lithuania, and Poland the state continues to own much agricul-
tural land, and its land leasing activities undercut the entire private lease
market (Gerber and Giovarelli 2005).

Daugaliene 2004.
Without such plans, municipalities are entitled to take their own decisions,

although in Republika Srpska they have to be approved by the Ministry of
Agriculture, Forestry, and Water Management.

The 1992 Law on Agricultural Land regulates the protection, utilization, im-
provement, and reform of agricultural land as a natural resource of general
interest (Government of the Republic of Montenegro 1992).

Marosan and Vasovic 2005.






CHAPTER 4

The Increasing Importance
of Food Safety

Investment in safe food is critical for agri-food sector competitiveness.
As chapter 2 shows, value chains are transforming in response to chang-
ing consumer preferences, increasing demand that foods meet minimum
safety and quality requirements, and the availability of high-quality, low-
cost imports. With trade liberalization and higher foreign investment
in retail come new international competition, rapidly evolving value
chains, and increased importance of food quality and safety. In addition
to improving public health protection, effective food safety systems are
needed to keep the agri-food sector competitive in domestic and exter-
nal markets. Taking advantage of expanding trade opportunities requires
governments of Western Balkan countries to improve food safety, veteri-
nary and phytosanitary standards, and management systems, and to inte-
grate control measures across food chains. At the same time the private
sector needs to invest substantially in food safety control systems and
infrastructure to meet EU requirements for food safety.

Reforming and modernizing food control systems involve updating
and modernizing laws and regulations, institutional frameworks, trade
regimes, and enterprise ownership. All the countries of the Western Bal-
kans are engaged in wide-ranging reforms to bring national food safety
systems into compliance with the EU food safety acquis communautaire.
Despite significant progress, however, key constraints remain with respect
to legislative and regulatory reform, institutional capacity, infrastructure,
and control and enforcement, and remnants of the socialist system still

71



72 The Changing Face of Rural Space

have a profound effect on the region’s food control infrastructure. This
chapter considers the implications of effective food safety systems in the
Western Balkan countries and outlines a strategic approach to the adop-
tion of the EU food safety acquis.

Key Messages

o Effective food safety systems are a precondition for both a competi-
tive agri-food sector and better protection of public health.

¢ Building EU-compliant food safety systems requires a gradual and dif-
ferentiated approach. Priorities should be based on a careful assess-
ment of national needs to develop a system that can evolve with EU
requirements.

® Food safety legislation must be enforced to reduce foodborne diseases
and create incentives for agri-food businesses to upgrade food safety
control systems to EU standards. National programs should be devel-
oped that combine both financial and technical assistance for these
businesses.

e Over-regulation and institutions that create significant budgetary pres-
sure and undermine the private sector’s competitive advantage must
be avoided in favor of effective communication and coordination
among relevant institutions and a clear division of responsibilities.

e Advantages of cross-border institutional streamlining and regional
approaches to effective allocation of food-safety control resources
should be exploited.

Effective Food Safety Systems Will Be More Important

Food safety and quality will become increasingly important for maintain-
ing agri-food competitiveness and for improving public health conditions
in the Western Balkans. This section looks at the reasons why.

Protecting Public Health

Effective national food safety systems are essential for the health and safety
of domestic consumers. Foodborne diseases caused by microbiological
contamination—salmonella, listeria, campylobacter, and e. coli—remain a
major public health problem in the Western Balkans due to poor hygiene
in production, processing, storage, distribution, retailing, and catering.
Control measures and good practices are also required to prevent chemi-
cal hazards in foods. Structural changes must be set out in appropriate
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legislation, and better hygiene practices at food-handling establishments
enforced by responsible inspection services. Public education and training
are also needed. In Albania 55 of 61 retail market sites had permits from
local authorities, but only 14 met basic hygiene and sanitary conditions;'
some district permits are issued without adequate tests. Fraud in food
production and trade is another concern, especially mislabeling of alco-
holic beverages, soft drinks, milk and dairy products, and oils. Particularly
prevalent in imported products through falsification of expiry dates, this
has potentially costly consequences for public health.

Animal diseases spreading to consumers of animal products are also a
risk to public health in the Western Balkans (box 4.1). Interventions are
needed to control on-farm diseases and to ensure appropriate controls
and treatment in slaughterhouses and processing facilities.

Maintaining Competitiveness
Food scares, including outbreaks of foodborne diseases, can cause sub-
stantial commercial losses for the agri-food sector (box 4.2).

Taking advantage of new trade opportunities will require agri-food
producers to improve the quality and safety of their products to com-
ply with stringent EU requirements. As chapter 2 discusses, international
food safety and hygiene requirements could be a trade barrier for domes-
tic producers and exporters in Western Balkan countries. The trade defi-
cits shown in chapter 1 suggest that this may already be the case. Western
Balkan countries struggle to comply with international food safety regu-
lations and requirements under the WTO Agreement on the Application
of Sanitary and Phytosanitary Measures. Although WTO membership has
opened new opportunities for trade in agri-food products, weaknesses in
national food control systems seriously limit this potential. Private sec-
tor challenges to comply with food safety and hygiene requirements are
another obstacle; they also undermine competitiveness in domestic mar-
kets, where consumers are emphasizing food safety and quality.

Complying with the EU Food Safety Acquis

Food safety is important for EU accession. The European Commission
has said that “in the area of food safety the candidates need to ensure
coherent transposition, implementation and controls throughout the
whole food chain.”” The challenge is to bring food safety and quality
standards in candidate and potential candidate countries up to current
EU levels and to not tolerate any weakening in food control standards
within an enlarged internal market (box 4.3).
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Box 4.1
Brucellosis Is a Public Health Threat in the Western Balkans

Brucellosis, particularly prevalent in Albania, illustrates the importance of tack-
ling animal diseases. Albania has a high incidence of brucellosis among humans,
which is transmitted either through contact with animal tissue or through drink-
ing contaminated milk or eating contaminated milk products (see figure). Infec-
tion caused mostly by B. melitensis in ruminants reached its highest levels between
1960 and 1965, then declined after control measures were introduced. In 1989
Albania was free of cattle brucellosis and had low prevalence (0.002 percent) in
small ruminants. But after the political and economic changes of the 1990s the
infection rate in animals grew, peaking in 2002, due to uncontrolled movement of
animals, failure to observe sanitary and quarantine rules, poor technical education
for farmers, and a limited budget for an eradication strategy.' A new strategy for
brucellosis control was introduced in 2003 and is yielding positive results? Nev-
ertheless, recorded infection rates reach 10 percent in several regions, and the
number of people affected is increasing, particularly in rural areas.

Brucellosis Is Increasing in the Western Balkans
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1. Ministry of Health of Albania 2006.

2.The strategy involves vaccinating lambs and young goats (ages 3-6 months) in infective zones,
extensively screening pregnant ewes using skin and serological testing, vaccinating female ewes

15 days after giving birth, eliminating positive heads within 15 days of their identification, and
identification of vaccinated animals.
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Box 4.2
Food Scares Can Devastate Agri-Food Business

The June 2008 outbreak of salmonellain the United States was originally linked to
fresh tomatoes from Mexico, devastating Mexico's $900 million tomato industry,
which sends 80 percent of its tomato exports to the United States. In the weeks
following the outbreak exports stopped, and the price of a box of tomatoes
dropped from $15 in the United States to $5 in Mexico, which became flooded
with unexported tomatoes. But no link had been proven between the salmo-
nella outbreak and Mexican tomatoes. The outbreak has since been attributed
to jalapeno peppers, but the damage to the tomato industry has already been
done.

Source: Washington Post 2008a.

Box 4.3

EU Food Safety Acquis and Enlargement:
Maintaining the Integrity of the EU Food Supply

Food safety is a major challenge during the EU pre-accession process. Countries
need to ensure coherent transposition, implementation, and controls through-
out the food chain to ensure food safety. A high level of food safety across the
EU is crucial for the internal market to function and for consumer confidence to
be preserved.

The EU food safety acquis' covers numerous legislative acts that are often
broad in scope and demanding in terms of transposition, implementation,
and enforcement. It is therefore crucial that the acquis be fully transposed
into national legislation and that administrative structures and procedures be
strengthened and reformed before accession.

In addition to the efforts to comply with present EU requirements, countries
need to take into account that the EU food safety acquis is fast-moving and
often-changing. Western Balkan countries should thus focus on developing a
food control system that can evolve, with a view to attaining EU standards in
order to integrate existing structures and resources in an efficient organization.

1. Regulations of the acquis concerning the quality and safety of foods are found mainly in
negotiation chapters 1 (Free Movement of Goods) and 7 (Agriculture).
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While the Western Balkan countries are at different points in the EU
pre-accession process, all are aware of the trade opportunities and bene-
fits of compliance with the EU food safety acquis. They are thus involved
in a wide range of reforms to modernize and reform food control system:s.
Assisted by international donors, particularly the EU, the Western Balkan
countries are planning to ensure that the acquis is fully transposed into
national legislation and administrative structures and that strong proce-
dures exist before accession.

Progress in Adopting the EU Food Safety Acquis

In modernizing food control systems, the Western Balkan countries need
to take into account basic principles accepted globally and within the EU
to build sound and effective food control systems. These include enforc-
ing food laws for consumers; managing hazards along the entire food
chain; reducing risk through good agricultural practices, good hygiene
practices, and introduction of the HACCP system; establishing emer-
gency procedures (such as product recall); developing science-based food
control strategies and standards; facilitating stakeholders’ cooperation
and active participation; and self-control by the industry. More specific
EU food safety standards include rules on hygiene and control, food addi-
tives, animal identification and registration, and animal feed.

Establishing an EU-Compliant Regulatory Framework

for Food Safety

All countries have recently approved or are in the process of approving
new food laws that incorporate the basic principles of the EU General
Food Law. Adopting and implementing secondary legislation is also an
important step toward alignment with the EU acquis. In addition to
basic laws on food, most Western Balkan countries have introduced
new veterinary laws and regulations—Serbia, for example, is develop-
ing new laws on veterinary matters, animal feedstuffs and animal wel-
fare—demonstrating that a solid foundation is being established. But
problems still exist in implementation and enforcement (see below).
To this end, efforts on secondary legislation include rulebooks on such
topics as food safety monitoring, additives in foodstuffs, and official
controls. Work needs to continue, however, since it takes time to iden-
tify and eliminate gaps, overlaps, and inconsistencies. Some aspects of
the former Yugoslav system are being applied in parallel with new har-
monized procedures.
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Substantial effort is needed to bring control structures in line with EU
requirements. The EU acquis includes specific rules for enforcement and
compliance assessment that Western Balkan countries are taking steps
to meet. These include annual control plans outlining inspection targets
for veterinary drug residues and pesticide residues. The plans for veteri-
nary drug residues are routinely followed in fYR Macedonia and Serbia,
while national pesticide residue monitoring plans are ready for adoption.
Other countries are aware of the need to comply. In 2004 Bosnia and
Herzegovina introduced legislation on a residue-monitoring plan for ani-
mal products according to EU rules. fYR Macedonia has taken the most
significant steps to comply with the hygiene package, while Bosnia and
Herzegovina has started to develop secondary legislation.

The prevailing inspection, monitoring, and surveillance system under
the gosudarstvennyy standart (GOST)—a mixture of technical pre-
scriptions, quality parameters, agricultural health standards, and safety
standards inherited from the Soviet Union—must be redesigned in a
progressive manner by the Western Balkan countries. Most of the health
and safety standards are implicit and not based on transparent scien-
tific criteria. Food safety requirements are often less strict than those in
the Codex Alimentarius (see below) and other international standards.
GOST standards are an obstacle to market access because they are not
recognized in market economies, and they reduce export competitive-
ness because they give producers little flexibility to follow market trends
and consumer taste (that is, quality specifications are subject to regula-
tory control) and involve extensive inspections throughout production
and trade channels.

Western Balkan countries should also support the work of the Codex
Alimentarius Commission.* The significance of Codex standards has been
heightened since the introduction of the WTO Agreement on the Appli-
cation of Sanitary and Phytosanitary Measures, which encourages WTO
members to base their national food safety measures on Codex standards.
Efforts have been made to promote Codex standards as part of the EU
harmonization process. When preparing EU legislation, EU institutions
typically consult Codex work, including scientific advice from the joint
FAO/WHO expert bodies. This trend is expected to continue because in
2002 the EU agreed to take into account international standards when
developing and adapting food laws. In addition, the EU became the first
member organization of the Codex Alimentarius Commission in 2003.°
Effective EU contribution to Codex standards requires active participa-
tion of EU member states and countries in the greater European region.
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All countries in the Western Balkans are members of the Codex Alimen-
tarius Commission, with Bosnia and Herzegovina becoming the newest
member in 2007.

Establishing an EU-Compliant Institutional Framework

for Food Safety

The Western Balkan countries should aim for an integrated approach to
food control, with overall coordination at the national level and institu-
tional arrangements that maximize regional (cross-border) collaboration
and communication. The current fragmentation and distribution of offi-
cial food control competences among different ministries has resulted
in a disjointed approach, inefficient use of limited physical and human
resources, and lack of coordination and communication. The traditional
division of labor between the agricultural and health sectors has proven
to be inefficient for dealing with food safety outbreaks when close com-
munication among enforcement agencies is required.

A preventive approach to food safety, with the government taking
advisory, oversight, and enforcement roles, requires food control systems
with clear responsibilities and mandates. Governments need to devise
mechanisms and organizational arrangements that clearly separate risk
management and risk assessment, and avoid duplication of inspections,
ensure integration of control plans and laboratory activities, and achieve
best use of limited resources. Different models to enhance national coor-
dination appear in Western Balkan countries. Given the region’s capac-
ity constraints, a lighter institutional framework should be established
to be scaled up as necessary in line with the EU accession process, since
an onerous food control infrastructure will place budgetary pressure on
governments and undermine the private sector’s competitive advantage.
Nevertheless, the infrastructure should be sufficiently adequate and
effective to ensure public health protection and facilitate emerging agri-
food businesses.

Part of EU pre-accession is the preparation of an effective National
Strategy for Food Safety Control to enable governments to develop an
integrated, coherent, effective, and dynamic food control system, and to
set priorities for better protecting consumers and promoting national
economic development. The strategy defines objectives and means to
improve the institutional framework for food control as well as the essen-
tial individual components. Given the numerous opportunities for donor
aid, including a range of EU pre-accession and partnership programs such
as the Instrument for Pre-accession Assistance (IPA) and the Technical
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Assistance Information Exchange Unit (TAIEX), it would also guide
donor projects and ensure that the donor support aligns with existing
national priorities.

Ensuring Adequate Institutional Capacity

Inspection Services. Better enforcement of existing legislation on inspection
is essential. Most emphasis has so far been on harmonization with the EU
acquis—to the detriment of adequate implementation and compliance.
But the benefits of these new laws will not materialize without effective
and consistent implementation and enforcement. Inconsistent enforce-
ment of Albania’s Law on Veterinary Service and Inspectorate, for exam-
ple, allows illegal practices to continue and discourages private investment
in a sustainable network of modern, better equipped slaughterhouses. The
rise of brucellosis incidents in humans indicates a serious lack of meat
and dairy controls (see box 4.1).° Infected animals are supposed to be
eliminated, but lack of strict controls means that there is little information
on how this happens. While enforcement of animal health laws requires
additional funds to strengthen municipal veterinary services, revenue is
also generated by issuing veterinary certificates.” Moreover, the competi-
tiveness of producers who comply with the laws is increased because the
superior quality of their products becomes more apparent.

Inspection procedures will have to shift from the current regulation-
focused approach to an enforced self-regulatory approach. An enforced
self-regulatory approach relies on risk-based inspections of the produc-
tion processes at agri-food processing facilities (applying HACCP prin-
ciples) rather than sampling and end-product laboratory testing. This
ensures that resources are focused on the food products and businesses
that pose the greatest public health risk. Enforcement agencies must
develop annual control plans, with guidelines and general rules for inspec-
tions at the central and regional levels. Compliance with these plans is
critical, and requested information must be adequately provided (such
as elements for monitoring plans of veterinary residues, medicines, use of
hormones, details of methods of analysis, and the like). As the implemen-
tation of HACCP systems becomes mandatory, inspection services will
become more important. They will be responsible not only for assuring
implementation but also for providing implementation guidelines and
control of certification.

Stronger border inspection posts are also needed with improved ani-
mal and plant quarantine facilities and practices in line with interna-
tional WTO Sanitary and Phytosanitary Agreement obligations and EU
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requirements. Widespread problems in Western Balkan countries include
administrative red tape, corrupt practices, a multitude of border con-
trols by different agencies and a lack of cooperation between authori-
ties on both sides of common borders. In fYR Macedonia, however, the
Ministries of Health, Agriculture, and Environment worked together to
develop a system for integrated border management through a Com-
munity Assistance for Reconstruction Development and Stabilization
(CARDS) project.®

More trust between the official inspection services and the private
sector can help build public-private partnerships for developing and
implementing food safety standards. Inspection services will have to pro-
vide advice and support to help the private sector comply in the most
efficient manner, especially small and medium-size enterprises that lack
expertise and resources. This requires a fundamental shift from a culture
of policing in response to noncompliance or acute food safety problems
toward one of educating and facilitating. One recent positive example is
fYR Macedonia’s sector-specific hygiene guides developed by food busi-
ness associations and approved by the government.

Laboratories. The current state-run laboratory networks in the Western
Balkans generally cannot support a modernized agri-food sector. There
are no overall laboratory strategies for testing food safety, so organiza-
tions and laboratories compete for resources without any overarching
organization and coordination. All the Western Balkan countries must
work together to rationalize the existing laboratory structure, provide
adequate public funding for laboratory checks to lower the cost of com-
pliance for producers, and eliminate possible collusion through proper
regulatory enforcement. Strengthening the laboratory structure in this
manner also requires risk-based sampling and analysis plans (target-
ing high-risk foods and hazards) and food safety decisions based on the
results of that analysis. Closer interaction between official food inspec-
tion activities and laboratory analysis support is necessary to this end.

Current laboratory testing capacity for food safety is inadequate.
Laboratories use outdated equipment and methods, and staff are often
unskilled and need retraining in modern analytical methods. In addition,
budgets are insufficient, and collation and reporting of results to risk
managers is limited. This leads to suboptimal use of results for risk pre-
vention. In some cases, laboratories cannot use sophisticated equipment
provided by international projects because of irregular electricity sup-
ply, lack of after-sales service, or lack of technical support for calibration
and reference testing. In addition to these basic weaknesses within indi-
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vidual laboratories, there are problems of unclear and overlapping roles
and responsibilities, and a general lack of cooperation and information
exchange. The likelihood of most laboratories obtaining international
accreditation thus appears remote.

Given the small size and limited resources of the Western Balkan
countries, governments should take advantage of regional capacity where
they lack analytical capacity. Unless a laboratory provides a service across
the Western Balkans, the costs and infrastructure requirements to estab-
lish specific analysis facilities for certain parameters (such as dioxin) may
be overwhelming. Collaboration through regional centers of excellence
specializing in efficient and effective testing of selected parameters may
be a more cost-efficient solution.

Implications for the Private Sector

Bringing agri-food businesses up to EU standards will be a major challenge
for the private sector, requiring substantial investments. As discussed in
chapter 2, many producers and processors are unlikely to meet the EU
requirements for the infrastructure and organization of agri-food value
chains. The competitiveness of Western Balkans agri-food businesses is fur-
ther undermined by insufficient supply, high raw material prices, and low-
quality locally processed products. Poor capacity utilization among large
agri-food businesses coupled with low production volumes among small
agri-food businesses have resulted in outdated or limited technologies, lack
of investment, and high unit production costs. These problems are exacer-
bated by a lack of knowledge of government requirements and standards;
inability to apply good hygiene and manufacturing practices and quality
assurance schemes (including the HACCP system); poor marketing infor-
mation; inadequate packaging and labeling; and continuing mistrust of the
potential benefit of more formalized collaboration in businesses.
Governments in Western Balkan countries can negotiate special provi-
sions with the EU that allow low-capacity firms to continue producing
for the domestic market without fully complying with EU requirements.
Experience from the new EU member states shows that only large agri-
food companies could make the necessary upgrades, even with EU assis-
tance programs providing financial support.® Some 1,000 food processing
plants in new EU member states were granted a three-year transition
period starting May 1, 2004. These businesses accounted for only 8 per-
cent of food processing establishments in these countries. Many com-
panies whose production accounted for only a small fraction of overall
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output had to close, either because they were too small or because their
processing facilities were too outdated. High-risk sectors such as meat
production and processing in new EU member states faced substantial
problems complying with EU hygiene and veterinary requirements (box
4.4).1f special provisions are negotiated for small and medium-size enter-
prises to continue supplying the domestic market, they should reflect a
stepwise approach and be based on a proper risk assessment.

Governments in the Western Balkans should develop national pro-
grams combining both technical and financial assistance to gradually
improve agri-food businesses, including competitive grants (in the con-
text of the EU IPARD program; see chapter 6). This will raise final prod-
uct quality and safety and boost competitiveness. Programs could use
competitive grants (in the context of the EU IPARD program; see chap-
ter 6). A sensible application of the HACCP system, including a sound
foundation of good hygiene, should be adopted in a stepwise approach.
It may be appropriate for good hygiene practices to be implemented
first in some sectors. Experience has shown the need for a coherent and
consistent government strategy to avoid sending confusing messages to
agri-food businesses. This requires similar approaches by different inspec-
tion services and is especially important for smaller businesses, which do
not have the financial resources to contract private consultants and thus
rely more on government guidance and support. Without this guidance
and support, uptake of good hygiene practices and HACCP may be dis-
jointed. In this context the shortage of local expertise to assist agri-food
businesses in implementing EU food safety requirements needs to be
addressed; certification for ISO and HACCP standards is currently per-
formed only by accredited foreign companies.

Implications for Public Policies and Investments

Governments in the Western Balkans should adopt a gradual and differ-
entiated approach to developing EU-compliant food safety systems, care-
fully sequencing and prioritizing their efforts based on specific national
needs and a careful assessment of associated costs, benefits, trade oppor-
tunities, and public health risks. After this needs assessment, national
food safety control strategies should be prepared as a guide for future
public policies and investments. A clear strategy on alignment with EU
requirements boosts the possibility of success and enables the effective
and sustainable implementation of international donor assistance, which
may otherwise be devalued by subsequent changes in a nonconsolidated



Box 4.4

New EU Member States Offer Some Lessons
for Western Balkan Countries

When Poland acceded to the EU in May 2004, only 19 percent of Polish meat
businesses fully complied with EU hygiene and veterinary standards and were
thus licensed to export to other EU markets. These firms were high-capacity
enterprises, accounting for 65 percent of Poland’s total meat production (see fig-
ure). Some 71 percent of Polish meat firms did not meet EU standards. With their
low production capacity, they fall under the EU special provision for small-scale
enterprises. Some 47 percent of Polish meat firms complied with simplified EU
standards and were thus authorized to sell on the Polish national market only. The
remaining 24 percent had the largest shortcomings in meeting EU standards. A
special law was enacted just before accession allowing very low-capacity enter-
prises (producing less than 4 tons per week) to maintain production, selling their
goods on the very local market (that is, directly to end consumers). Western Bal-
kan countries could adopt a similar approach for their meat sectors, negotiating
special provisions that allow low-capacity firms to continue producing for the
domestic market, even without fully complying with EU requirements.

State of Compliance in Polish Meat Production and Processing

100%

High
19% capacity
firms
Polish national
market, EU-24
and third
countries
Polish national
market and
third countries
Polish national
Low market
capacity
firms Direct sale at
0% local market
Number of firms Output (t) in Poland

@ Compliant with EU Standards

o Compliant with simplified EU Standards
O Transitional period until 2007

m Non-compliant with EU Standards

Source: Rau and van Tongeren 2006.

Note: Refers to slaughterhouses and processing enterprises of pork, beef, and veal, and poultry meat
complying with Directive 64/433/EEC and 77/99/EEC.
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system. The strategies would outline plans for transposing and imple-
menting the EU food safety acquis, the institutional restructuring needed
to establish an integrated approach to food control with overall coordina-
tion at the national level, and effective arrangements for regional (cross-
border) collaboration and communication.

In preparing their strategies, governments should take into account
that the EU acquis is a moving target. As a result, food safety systems will
have to be able to evolve with changing EU requirements. In addition,
they should provide for a gradual transposition and implementation of
the EU acquis based on a broad consensus among stakeholders regarding
market opportunities and major public health and commercial risks. Har-
monization and enforcement of food legislation will be enhanced with
the active participation of all parts of agri-food value chains. Govern-
ments must also stress the sound foundation of good hygiene practices,
clearly state the primary food safety responsibilities of agri-food busi-
nesses, and underline the government’s supportive role in helping the
sector through adjustment.

Alignment with the EU acquis will require reorganizing and streamlin-
ing the existing institutional framework into an efficient organization for
integrated food safety control, with overall coordination at the national
level and clearly defined responsibilities for all involved agencies. Given
current capacity constraints in Western Balkan countries, a lighter institu-
tional framework is needed in the short run, to be scaled up during the EU
pre-accession process. While the ultimate system will depend largely on
current institutional arrangements in the food control system, food safety
systems and measures will have to operate within a risk-analysis frame-
work. This facilitates prioritization of risks to public health and the overall
economy through assessments of real risks and enhances the best use of
limited resources to control important food safety issues. Most Western
Balkan countries have limited risk assessment functions, so stronger techni-
cal and human capacity will be needed in their veterinary, phytosanitary,
and sanitary services. In addition, effectively enforcing food safety legis-
lation will require more capacity in inspection services, in particular in
relation to the transition to a risk-based inspection program, and ability
to assess the application of good hygiene practices and the HACCP sys-
tem by food businesses, and implementation of effective controls at bor-
der inspection posts. Testing facilities will also require major upgrades and
modernization as well as a new focus suited to their new tasks. This effort
will include a major consolidation of infrastructure and functions, which
may be politically difficult.
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Strong political awareness and commitment will be critical for suc-
cessfully completing the alignment process. In particular, budgetary allo-
cations for food safety control functions will need to be specified in the
budgets of all government agencies involved in food safety control and be
further broken down into official control (inspection and laboratory test-
ing), reference laboratories, monitoring programs, risk assessment studies,
border inspections, and the like. All actors should prepare annual plans
and reports on their activities. And governments in the Western Balkans
should pursue regional approaches to food safety—by assessing the use-
fulness and strength to be gained through regional initiatives, such as
interlaboratory testing, regional training initiatives, cross-border issues,
and harmonized food standards as a basis for interregional food trade.
Such regional institutional streamlining is key to ensuring an effective
allocation of food safety control resources and raising overall food safety
and control of animal diseases.

Well targeted assistance will also be needed for the agri-food sector to
adjust to increasingly demanding food safety standards. This assistance
should come primarily in the form of competitive grants in the broader
framework of rural development programs under the EU IPARD pro-
gram (see also chapter 6). These programs should be accompanied by
comprehensive training program for the private sector—for example in
HACCEP systems. In addition, academic institutions have to be built up
to provide an educated workforce and research facilities that promote
private food business innovation. Governments should adopt a pragmatic
approach to compliance with EU food safety standards among small pro-
cessors, which will find it difficult to make the necessary investments to
meet the standards—for example, by negotiating special provisions for
low-capacity firms to allow them to continue producing for the domestic
market, even without fully complying with EU requirements (see box
4.4). As agri-food businesses expand and new businesses are established,
however, new businesses should be held to a higher standard and forced
to meet the EU minimum requirements.

Notes

1. UNECE 2002.
2. European Commission 2000.

3. The Hygiene Package includes the following EU Regulations/Directives: Reg-
ulation 852/2004 on the hygiene of foodstuffs (corrigendum published in
Official Journal L 226) - general requirements primary production, technical
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requirements, HACCP, registrations/approval of food businesses, national
guides to good practice; Regulation 853/2004 laying down specific hygiene
rules (corrigendum published in Official Journal L. 226) - specific hygiene
rules for food of animal origin (approval of establishments, health and identi-
fication marking, imports, food chain information); Regulation 854/2004 lay-
ing down specific rules for the organization of official controls on products of
animal origin intended for human consumption (corrigendum published in
Official Journal L 226) - detailed rules for the organization of official controls
on products of animal origin (methods to verify compliance with Hygiene 1
& 2 and animal byproducts regulation 1774/2002); Directive 2002/99/EC
laying down health rules governing the production, processing, distribution
and importation of products of animal origin - veterinary certification, com-
pliance with EU rules; and Directive 2004/41/EC repealing 17 existing Di-
rectives (corrigendum published in Official Journal L 195).

4. The Codex Alimentarius Commission was created in 1963 by the FAO and
the World Health Organization (WHO) to develop food standards, guide-
lines, and related texts such as codes of practice under the Joint FAO/WHO
Food Standards Programme. The program aims to protect consumer health,
ensure fair trade practices in food trade, and promote coordination of all food
standards work undertaken by international governmental and nongovern-
mental organizations.

5. The EU exercises its voting rights on an alternate basis with the member
states according to their respective areas of competence.

6. This requires close cooperation among municipal veterinary services, road
police, and border guards.

7. UNDP 2005 estimates a 6.7 million ALL revenue for the state veterinary
service.

8. The Community Assistance for Reconstruction Development and Stabiliza-
tion (CARDS) program was replaced by the IPA in 2007. Over 2000-06 the
program had a budget of €4.65 billion to help the countries of the Western
Balkans (Albania, Bosnia and Herzegovina, Croatia, fYR Macedonia, and Ser-
bia and Montenegro) participate in the stabilization and association process
and achieve close regional cooperation. Assistance was given to reconstruc-
tion and stabilization in the region; support for democracy, the rule of law,
human rights, and minorities; economic development and market-economy-
orientated reforms; and developing closer relations between the recipient
countries and the EU.

9. For example, the EU’s Special Accession Program for Agriculture and Rural
Development (SAPARD) program assisted the agri-food sector in the new
member states in adjusting to EU standards. The program focused in particu-
lar on improving the production/processing of agri-food products.



CHAPTER 5

Climate Change
and Its Consequences

Investing early in climate change adaptations may produce large divi-
dends for the agri-food sector. Scientists now agree that climate change is
happening and that its impact is likely to intensify this century. Accord-
ing to the Intergovernmental Panel on Climate Change (IPCC), average
annual temperature in Europe increased 0.9°C from 1901 to 2005—and
will continue to rise.! The latest climate models project that the Western
Balkans will become more subject to higher temperatures, reduced and
more variable precipitation, and more frequent extreme climatic events,
such as floods, droughts, and heat waves.

Climate change will create major challenges for agriculture. Heat
stress and soil erosion will destabilize crop yields, and greater exposure
to vector-borne pests and diseases will increase crop failure and livestock
losses. These elements will also disrupt the region’s biodiversity, ecosys-
tems, and water and land resources. To succeed in agriculture and address
the challenges brought about by this change, producers and governments
must adapt.

Although the impact of climate change on agriculture remains uncer-
tain, Western Balkan countries must start devising comprehensive adap-
tation strategies at all levels of government. Countries should integrate
these strategies into cross-sectoral national, regional, and local economic
development plans to build farmer and government capacity to cope
with the uncertainties of climate change. These plans would focus on
measures to address vulnerability to climate change. Current weaknesses
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include unsustainable farming practices, poor public and private agricul-
tural services and research, limited irrigation infrastructure and water
use efficiency, and underdeveloped rural credit and insurance markets.
By exploiting EU pre-accession guidance and assistance, Western Balkan
countries can mitigate climate change damage to their agri-food sectors.

Key Messages

e Climate change will raise temperatures, reduce rainfall, and cause
more frequent droughts, floods, and heat waves. For agriculture this
means degraded soil, more pests and diseases, and lower yields, bring-
ing changes to current production systems.

e Exact impacts of climate change remain uncertain; thus, adaptation
should focus on building farmer and government capacity to manage
uncertainty.

¢ Starting early will pay dividends later. Investing now in adaptation will
limit economic losses from reduced and more variable farm income
and food security.

e Better public services for agriculture are essential to building farmer
capacity to adapt.

¢ Climate change adaptation should inform agri-food and rural develop-
ment strategies and support programs, and be integrated in national,
regional, and local economic development plans.

Climate Change Projections for the Western Balkans

Based on current global and regional climate projections, the Western Bal-
kans will become warmer and dryer, with more extreme weather (droughts
and floods). The IPCC'’s global climate projections use general circulation
models, driven by emission scenarios based on population growth, eco-
nomic growth, technological advances, and other factors.? Each scenario
is associated with a different level of global carbon dioxide emissions and
thus has a different effect on projected temperature increases. The EU has
produced regional climate models for Europe.® What do these models tell
us about climate change in the Western Balkans?

Rising Temperatures

The emission scenarios and climate models project large variations in cli-
mate conditions, but all show temperatures increasing substantially. The
IPCC’s projections of global mean annual temperature increases range
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from 1.1°C to 6.4°C at the end of the 21st century*—and the EU proj-
ects increases from 2.7°C to 3.9°C across Europe, with a median case
projection of 3.1°C.> In the Western Balkans, mean annual temperatures
are expected to increase 3.5-4.5°C in the median case scenario, with the
highest increases in Albania, fYR Macedonia, the southern parts of Bos-
nia and Herzegovina, Serbia, and Montenegro (map 5.1). Temperature
increases would be higher in summer than in winter.®

Less Precipitation

In the median case scenario, annual mean precipitation is expected to
fall 5-20 percent along the Adriatic coast and the southeastern tip of the
Western Balkans, including Albania and fYR Macedonia, with the great-
est decrease during the summer (map 5.2). The region’s northwestern tip
will see a slight increase in precipitation (around 5 percent).

More Floods, Droughts, and Heat Waves

The Western Balkan countries are also expected to experience more
extreme weather. Warmer temperatures and less precipitation will
increase the frequency and length of heat waves and droughts. And even
in areas with a lower mean precipitation, the intensity of precipitation
will increase—bringing a higher risk of floods.” Recent extreme weather
bears testimony to this trend: the Danube River flooded in Serbia in
August 2002, while heat waves engulfed the region in the summers of
2003 and 2007. Economic losses caused by major droughts were esti-
mated at $408 million in Bosnia and Herzegovina in 2003 (where they
were most frequent), $25 million Albania in 1989-91, and $10 million
in fYR Macedonia in 1993.%

How Will Climate Change Affect the Agri-food Sector?

The medium- and long-term impact of climate change on agriculture
remains uncertain. For example, though regional climate models for
Europe are improving, they are inaccurate when applied to the present,
projecting dryer and warmer climate conditions than currently prevail.”
In addition, agro-economic models (such as crop yield models) do not
account for new biotechnologies, long-term agricultural land use pat-
terns, or policy and institutional responses—all of which may mitigate
vulnerability to climate change. Higher temperatures, reduced precipi-
tation, and more frequent and intense extreme weather would have a
profound impact on agricultural production in the Western Balkans.'®
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Map 5.1. Future Temperature Increases in the Western Balkans
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Map 5.2. Rainfall Will Decline in the Western Balkans
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Lower Yields

Except in Bosnia and Herzegovina and northwestern Serbia, the EU
expects crop yields to decline up to 10 percent in the median case pro-
jection and up to 30 percent in the upper case (map 5.3).

Because plants need carbon dioxide, some studies suggest that certain
crop yields might improve with rising carbon dioxide concentrations,
through carbon fertilization."! But recent field experiments indicate
that crop moisture deficits and nitrogen deficiencies could reduce plant
responses to higher carbon dioxide concentrations.'?

Land Degradation

Researchers expect that agricultural production in the Western Balkans
will be hindered by land degradation from soil erosion. For example,
high-intensity rainfall may cause a loss of organic soil matter as well as
more flooding. Droughts may dry topsoil and weaken soil structure.

More Pests and Diseases

The region is expected to see more crop failures and livestock losses from
greater exposure to indigenous and nonindigenous vector-borne pests
and diseases, such as the bluetongue virus, African horse sickness, Afri-
can swine fever, West Nile fever, Rift Valley fever, and Crimean-Congo
hemorrhagic fever. The bluetongue virus killed an estimated 1.5-2 mil-
lion sheep in Europe between 1998 and 2005—the longest and largest
outbreak on record.!®> Warmer winter temperatures allow for higher pest
survival rates, more pest reproduction cycles per growing season, and
wider spreads of nonindigenous pest species (which are currently limited
by colder temperatures).

Altered Agricultural Production Systems

Climate change will affect various agriculture production systems
in the Western Balkans differently (table 5.1). Vegetable production
systems, for instance, will become more dependent on irrigation and
greenhouses to cope with reduced summer precipitation and greater
heat stress. Meanwhile, fruit production systems in rainfed agricultural
areas may need to adopt more drought-resilient species (olives, figs,
and citrus trees). Although many vineyards are irrigated and thus less
vulnerable to changes in precipitation, plant pests and diseases will
require more integrated pest management. And as fodder from pas-
tures declines, livestock production systems will need more supplemen-

tal feed (table 5.2).
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Table 5.1.Climate Change Impact on Vegetable, Fruit, and Field Crop Production Systems in the Western Balkans

Agricultural
production system

Irrigated

Rainfed

Short term

Medium to long term

Shortterm Medium to long term

Horticulture
Solanacae
(tomatoes,
peppers, potatoes)
Cucurbitacae
(cucumbers,
zuchinis)

Spinacea (spinach)
Beets (chards)
Leguminous
(beans, peas)
Allium (onions,
garlic)

Brassica oleracea
(cabbage,
broccoli)

Grown throughout the
Western Balkans for
regional consumption
but increasingly also

for Western European
markets, these crops

are often planted in
greenhouses and
transplanted to fields in
March for harvest in June.
Most of these crops are
in two rotations, with
solanacae or leguminous
in summer and fall and
the more hardy and fast-
growing varieties in spring.

Planting of these crops will likely
increase on small and intensive
farms in most Western Balkan
countries. But demand for water
due to higher temperatures will
increase, and summer horticultural
crops without irrigation will become
impossible. Cabbages, onions, and
leafy vegetables will become an early
spring crop, and greenhouses will
have to reduce evapotranspiration
and prevent sunburn of crops. Mild
winters and need for irrigation will
require better pest management,
including insects, but also mold and
various blights, which thrive under
greenhouse conditions.

With increased heat and
less summer rain, rainfed
commercial horticulture will

Onions, cabbages,

beans, and maize are
found on rainfed land

in some areas. With
warmer temperatures
and reduced rainfall, such
farming will become
riskier, and farmers will
have to replace these
crops with hardier fodder
crops, such as alfalfa,
clover, and grains.

likely become unsustainable.
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Agricultural
production system

Irrigated

Rainfed

Short term

Medium to long term

Short term

Medium to long term

Arboriculture
Maloideae (apples,
pears, quince)
Stone fruits
(plums, peach
apricot, cherries)

Viniculture
Zilavka, Vranac,
and Blatina

Field crops
Potato

Wheat

Oilseeds
(sunflower,
rapeseed, canola)
Peanuts

Soya bean

Corn and maize

Most commercial orchards
in the region receive
supplemental irrigation

at fruit formation. They

are generally relatively
intensively held.

Many vineyards in the
Western Balkans receive
supplemental irrigation
at the time of grape
formation. This is common
for table grapes as well as
wine-making grapes.
The main irrigated field
crops are maize and
potatoes, but some
peanuts, oil seeds, and
soybeans are currently
grown.

This pattern of orchards will likely
remain. More heat-resistant varieties
will likely be adopted, especially for
apples and cherries. With milder
winters, more pests will require

better integrated pest management.

Grape farming will become more
dependent on irrigation, but wine
production volumes will not be
affected significantly. Disease will
likely grow as winters become
milder, requiring more integrated
pest management year round.

With higher demand and increasing
cost for water, irrigated fields will

be sown with higher-value crops,
including new crops rarely found

in the region, such as soybeans,
peanuts, and various oilseeds that
thrive under warm climates.

Most household orchards
are not irrigated and
have varying yields from
year to year. Some areas
already grow a few citrus
fruit and fig trees. Except
in southern Albania and
Montenegro, olives are

rarely found in the region.

Small household
vineyards are largely
rainfed, though often
supplemented at
grape formation with
household water.

Rainfed crops are
typically wheat and other
grain crops as well as
fodder. Due to the small
holdings, production

of fodder is largely
inadequate with livestock
left grazing on land that
cannot be cultivated.

More drought-resilient species
and late-maturing crops will
likely be adopted. Olives,

figs, and citrus trees—widely
present in Albania and
Montenegro—could become
common in the rest of the
Western Balkans.

Water demand by vineyards
will increase due to higher
evapotranspiration—without
supplemental water, grape
farming might become
impossible in some areas.

Rainfed crops will become
riskier, especially grain crops.
Cultivation on hillsides will
become more precarious,
and maintaining constant
vegetative cover will become
more important to contain
erosion.

(continues on next page)
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Table 5.1.Climate Change Impact on Vegetable, Fruit, and Field Crop Production Systems in the Western Balkans (continued)

Agricultural Irrigated Rainfed

production system Short term Medium to long term Short term Medium to long term
Fodder The main irrigated fodder  As conditions become drier, Pasture is the largest Pasture management will

Grass currently produced is irrigated fodder will become area dedicated to fodder ~ become increasingly important
Alfalfa alfalfa. Wheat can be seen  important for supporting in the Western Balkans. to maintain the vegetative cover
Barley in some places. Corn commercial production of cattle Pastures are largely of mountain ranges and hillsides.

Oats is produced mostly for

Clover human consumption.
There is very little silage
production, especially in
the southwestern part of
the Western Balkans.

and small ruminants. To maximize
irrigated lands, winter grains and

clover could be harvested in silage
and fields rotated to a higher-value

crop for the summer.

unmanaged, with very
little fertilization, seeding,
Or grazing rotations.
While some areas are
overgrazed, others are
underused.

More drought in the summer
and heavier rains in the winter are
likely to generate higher erosion
and soil loss. Increased fodder
production in irrigated areas will
be necessary to compensate the
shortfalls of pastures.

Source: Authors’ compilation based on Cline 2007; World Bank 2005; World Bank 2008b; World Bank 2008i; Steinfeld and Maki-Hokkonen 1995; Kellems 2002; Critchley and Siegert 1991.
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Table 5.2. Climate Change Impact on Livestock Production Systems in the Western Balkans

Livestock

production system Short-term Medium- to long-term

Poultry Large-scale commercial poultry production in the Western  Although not necessarily driven by climate change, production
Balkans is relatively uncommon. Most poultry is still free- will increasingly be concentrated indoors, where feeding habits,
range household poultry, fed mostly with food scrapsand  inspections, and zoonotic conditions can be better controlled.
produce from the farm. This is recognized as a key factor in
the region’s high risk of avian flu and other zoonoses.

Pigs Pork production methods vary across the Western As with poultry, pork production is likely to become more

Sheep and goats

Dairy cows and
beef cattle

Balkans. While Serbia has significant commercial
installations, pork production in the rest of the region is
mostly at household farms and fed from farm produce
and scraps. As with poultry, dispersed ownership
increases the risk of zoonoses.

Sheep and goats are held mostly in pastoral. While
organized communal grazing is available, many small
ruminants, especially in households, are left grazing
around the house without much supervision. Animals
are not managed intensively, and thus reproduction and
growth rates are relatively low.

Dairy cows and beef cattle are held in small numbers
by many rural households, largely for household
consumption. Large numbers of dairy cows are held to
the natural calving cycles in spring, and seasonal milk
production varies greatly. Beef cattle are similarly held
on marginal land around the farm, with poor grazing
rotations and much wasted fodder early in the year and
insufficient fodder in the later parts of summer.

concentrated to remain profitable. Consolidation will also be partially
driven by requirements of inspection and zoonotic control. The
likelihood of disease, such as African swine pest (currently observed in
Azerbaijan), to become prevalent is significant.

The longer dry season will require more intensive management of
small ruminants, with increased supplemental feeding in the later part
of the summer. Supplemental feed would most likely come from silage
or hay harvested from rainfed areas in the spring or from winter crops
harvested from irrigated areas.

As with other animals, dairy cows and beef cattle will be increasingly
held in a more concentrated manner for economic and management
reasons. The increased concentration will also allow for the production
of more manure and slurry, which will be increasingly important to
manage organic matter and soil fertility of rainfed lands. The importance
of adequate grazing rotations, early hay-making, or silage production,
with proper rations of supplemental feed, will increase as the fodder
from pastures reduces. Closer care and management to improve cattle
productivity will be necessary for the commercial livestock holder.

Source: Authors' compilation based on Cline 2007; World Bank 2005; World Bank 2008b; Steinfeld and Maki-Hokkonen 1995; Kellems 2002; Critchley and Siegert 1991.
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Adapting to Climate Change

Even if global action on climate change substantially reduces greenhouse
gas emissions, the impacts of climate change will likely only intensify
during this century. Facing various constraints—limited irrigation infra-
structure, small land size, low productivity, high input costs, weak rural
infrastructure, and underdeveloped rural credit markets—the Western
Balkans agri-food sector appears less resilient to climatic change than
other regions of Europe. Limited investment in research and develop-
ment, animal and plant health control, and extension services further
constrains agriculture’s resilience. Unless investment in adaptation
increases, reduced and more variable farm income and food security will
likely magnify economic losses.

As a first step, Western Balkan countries should start developing—in
close cooperation with all relevant stakeholders—comprehensive adapta-
tion strategies for the agri-food sector at all levels of government. These
strategies would include a careful evaluation of local risks, vulnerabilities,
and adaptation measures. They would have to be integrated in agricul-
ture and rural development support programs and cross-sectoral national,
regional, and local economic development plans. Considering that the
impact of climate change will not be unidirectional (for example, areas
becoming warmer and dryer may still experience extreme precipitation
and floods), adaptation strategies should be designed primarily to build
farmer and government capacity to manage a range of climate risks.'*

Adapting Farming Practices
Farmers can implement low-cost, low-risk adaptations to protect them-
selves from climate change: planting different crop varieties, substituting
or relocating crops, changing planting dates, diversifying crops grown, and
altering farming practices to reduce soil erosion. Soil management mea-
sures to maintain soil organic carbon—such as decreasing tillage inten-
sity or no tillage practices—sustain soil quality by preventing erosion,
and also reduce greenhouse gas emissions and contribute to sequestering
carbon dioxide from the atmosphere. And by using fertilizers and pesti-
cides more efficiently, farmers can maintain water quality by protecting
supplies from excessive nitrate inflow. Technology investments needed
to improve agricultural productivity will overall help address climate
change technology demands as well.'

To help farmers introduce these new practices and technologies, gov-
ernments would need to broaden the scope of extension services and
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research programs. Existing knowledge on best-practice approaches can
be leveraged for crop variety selection and diversification, among other
topics.'® Governments would need to promote research and innovation
in crop and livestock production technologies while ensuring knowledge
and technology transfer to farmers. Close collaboration between univer-
sity and agri-food stakeholders would be critical to ensure that research
is tailored to sectoral and farmer needs and that farmers adopt new tech-
nologies (see chapter 7).

The governments of the Western Balkans should also start aligning their
national agricultural research programs with the structure and priorities
areas set out in EU Research Framework Programs and seize upon the
opportunities to actively participate in current and future collaborative
research projects. The impact of climate change on agricultural produc-
tion systems increasingly guides EU agriculture research and innovation
programs. The EU Seventh Research Framework Program (2007-13)
allocated €1.9 billion for research on food, agriculture, and biotechnol-
ogy. Science, university, agri-food, and other stakeholders in the EU as
well as other countries are collaborating on research projects within this
framework program. In its 2007/08 work program the EU launched sev-
eral collaborative research projects on climate change (table 5.3).

Improving Veterinary and Phytosanitary Capacities

Governments can build capacity in animal and plant health control
to mitigate the risk of exposure to indigenous and nonindigenous vec-
torborne pests and diseases. Efficiency of veterinary and phytosanitary
inspection services can be boosted with more risk-based inspections. This
requires aligning the legislative and regulatory framework on inspections
with EU requirements and increasing staffing for directorates and inspec-
torates (see chapter 4). It also requires investing in information systems,
animal identification and registration systems, specialized training in
disease awareness, risk assessment, and contingency planning, as well as
upgrading reference laboratories for key animal diseases and plant pests.

Strengthening Meteorological Prediction Capacities and Services

Governments can modernize national meteorological services in support
of the agri-food sector. For example, remote satellite sensing can monitor
water use, soil moisture, and crop production without agrohydrological
ground data.!” Seasonal weather forecasts remain in development, but
more accurate routine forecasts (say, over one to seven days) would assist
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Table 5.3. Examples of Climate Change-related EU Research under the 2007/08

Work Program

Project

Description

Annual food crops
with improved
tolerance to multiple
abiotic stresses

Improving animal
health and product
quality and
performance of
organic and low-input
livestock systems
through integration
of breeding

and innovative
management
techniques

Emerging
vectorborne
diseases—especially
West Nile fever, Rift
Valley fever, and
Crimean-Congo
hemorrhagic fever

This project will support climate-proof food crops that better

use agricultural areas affected by erratic rainfall, drought, and
other stress in the Mediterranean region. The long-term aim is to
stabilize yield capacity in cultivars adapted to combinations of
abiotic stresses. The work will integrate research on agricultural
systems and husbandry practices (including biofertilizers and
plant breeding). It will also address socioeconomic aspects

to ensure field applicability and sustainability in different
pedoclimatic conditions encountered around the Mediterranean.

Different breeding concepts will be analyzed for achieving specific
breeding aims (health condition, tolerance to stress, product quality)
for organic and low-input rearing of livestock. To produce high-
quality and differentiated food products, farm-level indicators will be
developed and tested in different breeding programs, integrating
management and feeding practices in different macroclimatic
regions. The project should reduce the gap between the genetic
potential of livestock and their sites and environments. The work
may address production systems for cattle, pig, small ruminant, and
poultry, also desirable for tourism, rural development, and landscape
management. For organic and low-input livestock production,
regionally adapted breeding strategies will be compatible with
sustainable production, high product quality, and organic principles.

West Nile fever, Rift Valley fever, and Crimean-Congo
hemorrhagic fever, all arthropod-borne diseases in domestic and
wild animals, can also affect humans. West Nile fever outbreaks
have already occurred in Europe, and Rift Valley fever and
Crimean-Congo hemorrhagic fever are in neighboring countries.
This project will create in the EU a network of laboratories

and scientists with expertise in these diseases, contributing to
the community animal health policy and improving the EU’s
response to outbreaks of disease.

Source: European Commission 2008.

in timing fertilizing and pest and disease control, enable timely sowing,
plowing, irrigation, and harvesting, and limit frost damage. Timely and
accurate forecasting that supports better emergency warning systems and
preparation, flood zoning and insurance, and water management under
drought circumstances might mitigate the economic losses caused by
extreme weather. By sharing data, the countries of the Western Balkans
could reduce the required investments.
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Improving Water Use and Management

Farmers can also optimize irrigation techniques and systems. Govern-
ments could increase investments in the rehabilitation and construc-
tion of efficient irrigation and drainage schemes and promote rainwater
recycling systems and water-saving technologies, such as drip irrigation,
to improve water access and availability. Remote satellite sensing data
could enforce cost recovery of public investment. Governments can also
increase the sustainability of these systems and improve water use effi-
ciency by appropriately pricing water to recover the costs of coping with
climate change and by promoting public awareness. Governments would
have to ensure sound water management—nationally and regionally—to
address scarcity and competing demands.

Managing Risk through Index-based Crop and Livestock Insurance
Governments can foster index-based crop and livestock insurance mar-
kets and develop rural credit markets to mitigate climate shocks. Both
actions would be mutually reinforcing: agricultural insurance would
lower the cost of borrowing while increasing borrower willingness to
bear the risk of collateralized loans. Access to credit would reduce farmer
vulnerability to climate change by supporting investment in new tech-
nologies, limiting distress sales, and diversifying income sources. Index-
based insurance, in turn, would mitigate the impact of climate shocks on
farm incomes and government budgets. It would also reduce risk associ-
ated with adopting more sustainable agricultural technologies, especially
for land management.

Index-based insurance is not widely used in the EU because of subsi-
dized crop insurance based on individual loss adjustments.'® Such crop
insurance schemes have often proven to be fiscally expensive, to cover
only the large, commercial farms, and have failed to eliminate the need
for disaster assistance. Several approaches are being explored to adapt
index-based insurance to diverse conditions (box 5.1), but because all
are still in pilot stages, no definitive conclusions can be drawn.!” The
indicator of choice depends on the coverage and availability of historical
data on climate, crop yields, and livestock mortality. A high correlation
between the indicator and farmer losses would lower the basis risk.

Index-based insurance has many advantages. Objectively measured, it
is the same for all farmers. It minimizes adverse selection, avoids drawing
up and monitoring individual contracts, and reduces administrative costs.
This would make insurance affordable to more farmers. Index-based
insurance would also be reinsurable in international markets, diversifying
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Box 5.1
Index-based Livestock Insurance in Mongolia

Since 2005 Mongolia has piloted index-based livestock insurance to share risks
among herders, insurance companies, and the government. The project com-
bines self-insurance, market-based insurance, and social insurance. Herders
retain small losses that do not affect the viability of their business (self-insur-
ance), while larger losses are transferred to the private insurance industry (mar-
ket insurance through a base insurance product). The government bears the
final layer of catastrophic losses (social insurance through a disaster-response
product).

Herders pay a market premium rate for the base insurance product, which
pays out to individual herders when the livestock mortality rate in a local region
exceeds a certain threshold. Because excess mortality reflects dry, windy sum-
mers and cold, high-snowfall winters, the insurance index is linked not to a
weather event but to historical data on livestock mortality. Insurance payments
are thus based on local mortality rather than an individual’s livestock losses,
reducing moral hazards, adverse selection, and costs.

The key is having good data to develop the livestock mortality index and
determining specific mortality rates that trigger indemnity payments. Mongolia
has a 33-year time series on adult animal mortality for all regions and for the four
major species (cattle and yak, horse, sheep, and goat).

Source: World Bank 2005.

a country’s weather risk across geographical areas. Governments in the
Western Balkans could foster index-based insurance by establishing a
favorable legal and regulatory framework, facilitating collaborative
arrangements with other countries in the region to create a critical mass
of subscribers, improving information sources, and raising awareness
among farmers of different insurance opportunities.

Integration with Public Strategies and Support