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We are very glad to present this report on the
opportunities offered by the Russian market in the
Food and wine sector; it is the last of a series of six
monthly reports introducing the actual opportunities

in different industrial sectorsfor Italian companies.

The series of reports is produced by Inside Partners
in cooperation with its Russian partner “The Pro
Invest Group” on behalf of Sprint Toscang; it is
aimed at providing firms with effective and thorough
information on the opportunities for entering the
market and for possible partnerships or joint ventures

in each sector.

Each report has dealt with:

Furniture and complements,
Clothes;

Footwear;

Tourism;

Jewellery;

Food and wine.

© g k&~ w0 DB

Reports are distributed by Sprint Toscana through a
Newsletter.

For any request of explanation about the reports
contents do not hesitate to contact us by e-mail at the

following address:

russi a@inside-partners.com
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The breakdown of household spending in Russia is
dowly, but steadily, changing: the proportion
allocated to food fell from 53% in 1998 to 43% in
2003 according to “2004/2005 Globa Retail &
Consumer Study from Beijing to Budapest” by
PricewaterhouseCoopers. Food expenditure is being
replaced by increased spending on household
amenities, goods and services, medicine and medical
services, recreation, education and cultural services.
This shift reflects growth in disposable income and
the move towards a western lifestyle.
Nevertheless, Russian food & beverage market is
continuously growing, more in value than in volume.
As consumers gain affluence, their concern naturally
switches to the quality of food they consume; better-
educated and higher-income consumers make
informed choices about the health consequences of
what they eat and opt for a diet rich in fruit and
vegetables.
These changes in consumption patterns are having a
profound effect on the food processing industry and
on retailers. Following the developments, food
presentation — and thus packaging — is becoming a
major part of positioning and marketing.
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The “food and beverage’” is a very broad sector,
which consists of avast number of sub-sectors: meat
and meat products, fish and seafood, fruit,

vegetables, bakery, dressings and sauces, grocery,

dairy products, confectionary, baby food, non alcohol
beverages, beer, cocktails, wine, cognac, brandy,
vodka and other products. Moreover, each sub-sector
can be divided further into several segments differing
by price, sort and other characteristics.

The choice for the present report is to describe only a
few sub-sectors, which are of greater priority for
Italian audience. These will include wine, meat

products, pasta, sauces, cheese and confectionary.
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Russian preferences in consumption of alcoholic
beverages is moving towards the less strong drinks:
the share of vodka decreases while wine
consumption increases. In 2003 and 2004 the annual
growth rates of wine consumption have been
estimated at 9%, and rank first among other alcoholic
beverages.

Nevertheless, per capita wine consumption remains
relatively low and amounts only to 5.5 litres a year.
This indicator is nearly twice higher than that of 5-6
years ago (about 3 litres), but is rather small
compared to the 15-17 litres per capita in 1985. For
next few years experts predict a moderate growth of
wine consumption, which would unlikely exceed 6.5-
7 liters per capita (Nationa Union of Wine and
Spirits Producers and

Distributors).

B Cogec
O Wine

B Vodka
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In general, Russians drink wine during festive meals:
nearly 40% of wine is consumed to celebrate such
occasions. Meetings with friends are the second more
important consumption opportunity (27%), followed

by picnics and restaurants (about 15% each).

’ Friends
Holiday 7%
37%

home 16%
At 1% Rendezvous Redtaurat ?
(]

6% 13%

The size of disposal income greatly affects wine
consumption preferences. Unsurprisingly, the largest
share of sales belongs to the low-price (less than US$
4 per 0.7 1) and middle-price (US$ 4-7.5 per 0.7 I)
segments. Purchases in the high-price segment (more
than US$ 7.5 per 0.7 I) account only for 6% of the
market, though this segment is growing steadily
since 2000 (Business Analytica).

o high (> US$ 7.5 per 0.7 )

B middle (US$ 4-7.5 per 0.7 1)

O low (< US$4 per 0.7 )

The purchase process of wine usually includes five

steps:

¢ Selection of the preferred country of origin,
tightly connected to price segment. For the
vintage wine the common perception is that
Moldova is referred to cheap and middle
segment, Georgia to middle and high segment,
France and Italy to high and élite ones. Though,
each country is present in all price segments.

¢ Choice between red and white wine. Russian
consumers mainly buy red wine: accordingly to
Kachalov and Colleagues Agency (2002), the
red wine congtitutes about 80% of saes
volumes.

¢ Sugar content: the most frequently purchased is
semi sweet wine.

¢+ Choice of the sort of wine.

+  Finaly, choice of the manufacturer. At this stage
marketing characteristics of the product (brand,

bottle shape etc.) play amajor role.

Country of Type: Type: :
£> white/red sweet/dry Sort of wine Producer

) RRG

Unlike other Russian industries, domestic food
producers have an important competitive advantage.
The massive influx of low-quality food products in
the ‘90s made the majority of Russians less eager to
buy foreign products. 77% of the population believes
that Russian food brands are superior to foreign ones
(PricewaterhouseCoopers, 2003). However, imported
products are leaders in specific niches, usualy in

élite gourmet segments.
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The volume of Russian meat market is of about 8
million tons a year (US$ 16 billion in monetary
terms), with sausages accounting for US$ 5.5 billion
and ready-to-cook meat products (dumplings,
finished commodities, chilled meat products, etc.) for
US$ 1.5-2 billion (Russian Financial Control
Monitor, 2005). However, the balance is quickly
changing in favour of ready-to-cook food, partly
because of growing prices of meat: in the first half of
2005, the production of sausages grew by 3.8% and
that of ready-to-cook meals by 21% (Russian
Financial Control Monitor, 2005).

Experts explain the explosive growth of ready-to-
cook meat products by the shortage and high costs of
raw meat, while they have different additives, which
make their production profitable. Moreover, they
enjoy a steady demand because they are cheaper than
sausages or fresh and chilled meat, and also because
the speed of life has changed, dictating new
consumption rules: food must be quick and easy to
cook.

The ratio of sales between different price segmentsis
changing due to the increased share of expensive
meat products. Sausages of high price segment
account for nearly 20% of sausage market, and their
share grows annually by 2-3% (RBC, 2005). Total
Russian market of meat delicatessen is estimated at
0.7 million tons or US $1,5-2 billion, which is about
15% of meat market value, and the share is likely to
grow further in the future (RBC, 2005).
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Current consumption of pasta in Russia has dropped
to 5.5 kg per capita a year and is continuing to
decline. The reason is that for a long period pasta
type products were considered the meal for low
income people; now average income is growing so

the demand is decreasing. Pasta is losing its position

due to the pressure of substitute products, such as
potatoes and fast-cooked products (noodles, frozen
vegetables, soups and cereals).

Pasta consunption ('000 tons)
759 764 774
I I I i 701 670
1999 2000 2001 2002 2003 2004

Pasta consunmption (US$ million)
815 833

774
704 751 745 I l
1999 2000 2001 2002 2003 2004

In order to change the existing stereotype of pasta,
producers are enlarging the product range and are
developing premium market segment. Indeed, the
share of high quality pasta increases while sales of
cheap and low quality pasta products are decreasing.

6 DXFHV GUHVVLQJYV DQG
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With their income growth, Russian consumers have
become more selective in their taste preferences
resulting in an increase in their spending on spicery.
The sector grew by 5% in current value terms up to
US$ 2.2 billion in 2004.
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Sauces, dressings and condiments (‘000 tors)

888 929 959

2002 2003 2004

Sauces, dressings and condiments, USS$ million

2.206
1.919 2063
2002 2003 2004

The most popular products are tomato ketchup,
mayonnaise and mustard. Ready-made sauces and
dressings are relatively new products for Russians:
only 16% of customers used to purchase them during
2003, and the percentage is dightly higher than in
2002 (13%) (“New sauce”, TorgRus.com, 2004).

The main reason for such alow consumption level is
that Russian consumers are unfamiliar with the
majority of sauces and dressings: sophisticated and
new flavours enjoy growing popularity only among
more wealthy urban consumers, while traditional
mayonnaise and ketchup remain popular among the
lower income group.

Thus, sauces and dressings market is mainly in big
cities — Moscow and Saint-Petersburg account for
about one third of the market volume and about 50%
in monetary value (TorgRus.com, 2004). Forecasted
trend is of a more intensive consumption also in the

other regions.
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Russians' cheese consumption, 3-4 kg per capita a
year, is relatively low if compared to 20 kg in
France. Nevertheless, Russian cheese market is
considered very promising and demonstrates
dynamic growth. Current capacity of the market is
estimated in 450-500 thousand tons (Atlant
publishing house, 2005; Retail.Ru, 2003). Thereisa
stable demand for hard and processed cheese, with
growing demand for édite sorts. Market is
characterized by two trends. saturation for the
conventional sorts and development of the exotic

segment.

Mold type cheese 1timeanorthor less

Processed cheese 2-4timesanmonth

Hard cheese 1-2 times aweek

General perception of cheese consumption among
Russian citizens differs from European traditions:
cheese for them is not a single dish but rather a
component of sandwiches, salads, sauces and so on.
In Russia the most popular cheese is the hard type
unlike in West Europe where the soft and mould
types are preferred.

Russan ] 48%

Dutch | 34%

Poshehonsky ] 20%

Kostromskoy [T ] 23%

Garda [[]18%

Edarmer [T ] 15%
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Confectionery sales growth is dowing down
significantly and in 2004 it increased by just 3% in
volume terms. Per capita consumption has not
reached Western European levels yet, and the
consumer group is not broadening as fast as it wasin
the post-crisis period any more. Instead, today
consumers are expressing increasing preference for
the premium products that have spread in the market
since the end of 2003. As a result, confectionery
sector experienced quite a dynamic increase in value
terms in 2004, growing by almost 7%. Confectionery
sales were of nearly US$ 5.3 hillion in 2004
(Euromonitor, 2005).
Corfectionery consumption, “000 tons

975 1,008
877 928 ke I

777 819

1999 2000 2001 2002 2003 2004

Confectionery consumption, US $ million

4959 5298
4432 4638

4118  4.148 I I I

1999 2000 2001 2002 2003 2004

Chocolate confectionery remains the largest sub-
sector, and it is also the most dynamic. Chocolate
confectionery per capita consumption reached more
than 2.7 kg a year and accounts for more than two
thirds of total confectionery sales.

An impressive 61% of consumers still prefer tablets
to other types of chocolate confectionery.

Traditionally popular dark chocolate is being

gradually replaced by milk chocolate. According to
the trade press, 47% of consumers in St. Petersburg
prefer dark chocolate, 40% favour milk chocolate
and 11% white one. The maor milk chocolate
consumption group is aged between 16 and 19, while
the older generation still chooses dark chocolate.

In addition, porous chocolate is increasing in
popularity and nearly al major confectioners
launched mass production of it. In next years, new
product launches and premium products will mainly
define the growth.
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The number of different trade marks of wine on the
Russian market increases every year by 20-30%.
Even though the share of middle price segment is
nearly twice that of high segment, the assortment
within the latter remains permanently larger. The
market share of leading producers slightly decreases,
indicating the relatively low access barriers to the

market.
=

O high (> US$7.5 per 0.7 ) | 100] =2
B middle (US$4-7.5 per 0.71) 928
O low (<US$4 per 0.71)

S

Ee

‘
1990 2000 2001 2002
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Wine production in Russia has an ancient tradition
and is mainly concentrated in the Southern regions
(Dagestan, Krasnodar, Stavropol). The peak of
production was registered in 1984. After the 1985

anti-alcoholic  campaign,  production  volumes
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decreased greatly, with the loss of considerable part
of vineyards. Difficult economic situation of ‘90s did
not alow to restore the row material base for wine-
making to the present day. Nevertheless, unlike
strong beverages, wine market steadily progresses.
National production accounts for about 55% of
market supply, and is characterized by a 7% annual
growth rate.

391

2002 2003

OWire B Spaklingwine

2004
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Similarly to other industries focusing on the end
consumption, Russian alcoholic market is subject to
the strong pressure from imports. Wine imported
from Western Europe and America usually
corresponds to the élite segment and faces little
competition from Russian producers. Instead, main
competitors to Russian producers are countries of
former USSR (particular Moldova, Georgia and
Ukraine), and Bulgaria, which supply wine of wide
quality range but competitive in the terms of low
cost.

O Moldova
W Bugaia
O Georga

u [ty

B France
@ Spain

B Ukraine
B Germary
O Argentina
B Chile

O Other

56.5%

2.9% 1.4% 1 50R.1% 2.7% 3.5% 5%
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Some protection against imports is provided by
customs duty, currently equal to 20% of the product
value. However, customs policy does not prevent the
growth of acoholic imports, which account for tens

percent annually.

— ]2
9
6 299
250
172
2002 2003 2004
O Wire B Sparklingwine

In general, the culture of wine consumption is poorly
developed in the majority of Russian regions. The
most intensively promoted are mixing wines, which

are the most common mass market product.

) RRG
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In order to prevent expansion of cheap foreign meat,
which has beaten the domestic industry so far, the
Russian government has decided to preserve some
guotas on meat imports until 2009. At present quota
on chilled beef is of 430,000 tons, on pork of
467,400 tons and on poultry of 1.05 million tons.

Regarding the processed meat products, nearly 97%
of sausage market is supplied by domestic producers.
Imports and exports account for only 2.3% and less
than 1% of the market volume respectively. The two
largest companies, Mikoyanovsky plant and
Cherkizovsky meat processing plant, provide the
widest range of products in nearly every segment of
the processed meat market and control about 30% of

total country meat products supply (RBC, 2005).
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Market of pasta type products is characterized by
little growth and will likely proceed to stagnation.
More than 90% of the market is supplied by domestic
manufacturers, though imports show a higher growth
rate of 5.5% (Atlant publishing house, 2005).
Imports grow mainly because of increasing demand

among the population for expensive pasta.
831 858
o0 61 @
] I I I
1998 1999 2000 2001 2002 2003

Experts predict the development of the market due to

the growth of premium pasta segment (made from
hard types of wheat). Today this segment accounts
for only 30% of the market, about 80% of which is
controlled by domestic companies (“Macfa’,
“Altan,” “Vermani”, “1% Petersburg plant”); the rest
of the market is occupied by Italian companies (Pasta
Zara, Semolina, Federici).

6 DXFHV GUHVVLQJYV DQG

FRQGLP HQW

Russian products dominate in the segment of cold
sauces (mainly tomato based) controlling about 85%
of the market (“New sauce’, TorgRus.com, 2004),
while international companies have strong
positioning in hot sauces (57.5% of the segment) and
dressings (46.9%).
The segment of tomato Kketchup is rather
consolidated, with 5 main players accounting for
more than 80% of the market; they are Unilever

(brand Calve), Batimor (brands Baltimor,

11

Vostochnyi  Gurman, Krasnodarye), Nestele's
Ukrainian company Volynholding (brand Torchin
product), Mega-sauce (brands Krasnodarsky, Mega-
sauce) and Heinz-Petrosoyuz (Picador, Heinz, Hot

party, Moya semya).

& KHHVH

There are about 500 domestic producers of the hard
and fat cheese and 200 manufacturers of the
processed cheese. The mgjority of producers have
expanded their product lines in the last two years.
However, despite the considerable number of
different kinds of cheese offered on the market, there
are a few strong brands. The exception is the
processed cheese segment, where some foreign
brands like Hochland and President as well as
“Veselaya Burenka’

positioning .

Russian have a strong
Imports share is estimated at 30% of the cheese
market (140 thousand tons in 2003). Hard cheese
accounts for about 70% of the imports, processed
cheese for 14-15%. Among more than 40 importers
the leading countries are Ukraine, Byelorussia,
Finland, New Zesland and

Netherlands. While cheese from Ukraine and

Poland, Germany,

Byelorussia corresponds to the low and middle price
segment, products from Germany, Finland and
Netherlands target more wealthy consumers; élite
sorts of cheese are as usual imported from France
and Italy.

& RQIHFWR QH U\

Local manufacturers maintain strong positions and
dominate in boxed assortments and almost aone
control the seasonal chocolate sales. Foreign
investments into the sector help to intensify domestic
production. After 1998 financia crisis, leading
foreign companies (Nestle, Kraft Food) were forced

to organize local production in order to minimize
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costs. Today these companies are among the leaders
of the Russian confectionary snacks market.

The positioning on the market of local and foreign
differs

portfolios. While a multinational company like Mars

manufacturers mainly in companies
has no more than 10 brands on the market and nearly
al of them could be regarded as snacks, local
traditional

confectionary, and the name of the plant plays the

manufacturers ~ mainly produce
role of brand. For example, Krasny Oktyabr accounts
for as many as 100 brands. It is virtually impossible
to promote or advertise such a large number of
products with different brands.

The only benefit for the local companies are the
trustworthy image and high recognition levels gained
during their long presence on the market. The
Russian consumer is very loyal to the local chocolate
products and has developed specific preferences for
one or other type of confectionery, usualy a

manufacturer who operates locally. The uncommon

example of brand loyaty is Korkunov
(Odintsovskaya confectionary plant).
Chocolate Jm jelle, paste

38%

21%

Caramel
13%

o
Cookie, bisquit
10%

Wafer Boiled sweets
4% 5%

The share of domestic products is prevailing on the
market, though imported products continue to expand
their presence. During the 2002-2004 period imports
volume grew by 55% reaching US$ 419 million
(Krestyanskie Vedomosti, 2005).

12

Other Ukraine

Germary
%

16%

Ukraine remains the major exporter (41% of the
market); other main exporters are Poland (Ferrero
Polska Sp. z.0.0. and Zentis Polska companies) and
Germany (Alfred Ritter GmbH & Co.). Ukrainian
sweets remain highly competitive on the local market
due to the low wunit price and region-wide
distribution. According to a Russian-Ukrainian
agreement, imports of such products to Russia are
allowed without being subject to import tax.

Since 2003 many consumers started to switch
towards more expensive and premium products. The
increase

clearest in premium and high-price

chocolate products was in the major cities of Russia,
especialy
responded to the consumer demand and in 2002-2004
Leonidas, Godiva, Lindt, Fauchon, Hediard, Confael
(local exclusive hand-made chocolate producer), and
Odintsovskaya (brand A  Korkunov)

in Moscow. Manufacturers quickly

opened
chocolate boutiques in Moscow. The most notable
exclusive chocolate producer, Confael, was only
established in 2001, and in 2004 it aready owned
three boutiques, one in St Petersburg and two in
Moscow. Another line of exclusive boutiques that
will be selling hand-made chocolate was also opened
by U Palycha Group in Samara and Toliati under the
“Melodies of Paris’; hand-made
exclusive chocolate will be sold for as much as up to
US$ 60 per kilogram.

trade name
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The quality and safety for all food produced,
imported and sold in the Russian Federation are
controlled by a set of sanitary epidemiological rules
and regulations entitled “Hygienic Requirements for
the Safety and Nutrition of Foodstuffs’ (“SanPiN-
01").

There is aso a legidation regulating distribution of
alcoholic beverages in Russia. Fiscal restricting
measures include excise-duties on alcohol sales. The
highest excise-duty rate is set for strong drinks (146
Rubles or US$ 5 per liter of non-aqueous ethyl
spirit), the lowest is for wine (2.2 Rubles or US$ 0.8
per liter) and for beer (1.75 Rubles or US$ 0.6 per
liter). Non fiscal measures for alcohol consumption
cutting down have been introduced, for example
prohibition of selling alcohol to under-age persons,
restriction to the distribution and promotion of
alcohol in certain places and prohibition of alcohol

consumption in public places.
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Russian wine market is highly fragmented, with top
10 producers accounting for less than 30% of the
market. The leading producer of 2004 was “Moscow
Inter-republican Winery” (MMVZ). The leader of
2003, Istok company, dropped to the 13" place in
2004. Overall situation on the wine market greatly
changed in 2004: 6 main players of the previous year
left their top positions, and market shares were
redistributed. Such a trend could revea the
immaturity — of leaders

characterized by famous brands and loyal consumers

the market: Russian

have not been formed yet and market positions of the

main producers continue to change rapidly.

13

Hence, wine production in Russia is a quite risky

prospective business.

@ Moscow Inter-republican Winery (MMV Z)
B Stavropolec
% 0O Russkaya Loza
B Fanagoria
B Troniks
B Pskovpishcheprom
B Krayagroservice

21% 3.8 i i
24%25%  20% 279 3263 Detchisiey Winery
%

2.6% 0 Roro
B Wire trust 7
O Other

Unlike “still” wine segment, Russian sparkling wine
market is highly concentrated and is controlled by 12
main producers, which account for 95% of total
production volume. The leader of the segment is
Istok company; it is also one of the main players on
the strong al coholic beverages market.

O Istok
B Derbent Sparkling Winery
0O Sparkling Wines (Saint-Petersburg)
106%
10.3% B Cormet
B Moscow Shampagne Winery
B Risp
1% 5% B Nizhegorodsky Shampagne Winery
3% 65% 7
004 006
B Rostov Shampagne Winery
O Tsimlyanskie Wine
O Ekaterinburg Shampagne Winery
O Other

24%

Today in Russia the most common production model
is vertical integration, that is to say when the whole
cycle of manufacturing (from grape processing to
bottling) is managed within one enterprise. At the
same time some large producers are oriented at the
secondary wine-making (i.e. using outsourced wine
materials). In general such enterprises are located
close to the high consumption regions, for example
MMVZ.

Russian wineries manufacture their products both

from Russian and imported row materials. Materials
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are supplied from countries of former USSR
(Moldova) as well as from other wine regions (Latin

America, Europe).

) RRG

The financial meltdown of 1998 saw many importers
sgueezed out of the Russian market. The total value
of imports to Russia shrank by over 45% between
1997 and 1999, while the share of foreign brands on
the local food market halved through 1998-1999. The
1998 had a

disproportionately significant impact on foreign

ruble devaluation of aso

companies operating in Russia, as currency
devaluation was not matched by internal inflation,
making it impossible for these businesses to raise
prices sufficiently to maintain adequate return levels
for parent companies abroad. As a result, a number
of foreign operators exited the market, giving large
local food processing companies an opportunity to
gain greater market share. Those foreigners who
stayed, however, were rewarded handsomely by
becoming dominant players in some segments of the

sector.

Russian food manufacturers, especially large holding
companies, are able to compete with foreign players
because they have managed to modernize their
production capacities and to adopt modern
technologies to make the quality of their food
products comparable to that produced abroad. Given
that Russian food brands have a better image than
foreign  brands in the country, domestic
manufacturers often have the edge. This has led
several international food companies to create
Russian-looking brands.

Russian companies are leaders in several segments of
the food industry: Wimm-Bill-Dann in dairy
products; Cherkizovsky in meat products; Krasny
Oktyabr and Sladko are both strong players in the

14

confectionary sector, even though Mars and Nestlé

are leaders of the market.

The increased flow of capitals into the consumer
sector in the past decade has resulted in an
unprecedented transformation of the food processing
and food retail industry. According to a recent Ernst
& Young survey, foreign multinational companies
active in the Russian sector plan to invest US$ 85
million on average over the next three years, while
domestic companies plan to invest on average US$
30 million. This should bring a significant increase in
the range and quality of products on offer;

competition should aso intensify.

With the exception of a few dominant players (in the
beer or juice segments, for example) the food &
beverages industry still remains highly fragmented,
with many small and medium size companies often
present only in their own regional market. This is
explained by the sheer size of the country,
underdeveloped logistics and lack of access to
capital. These companies are therefore highly
vulnerable to increasing competition and easy prey
for emerging large retailers, putting further pressure
on the profit margins of food factories.

The smallest companies may find themselves
squeezed out for several reasons. First, consumers
remain highly price sensitive even though they gain a
far wider choice, demanding both a larger range of
products and better quality for their money. At the
same time, aggressive foreign competitors looking to
gain market shareslocally are often ready and able to
accept lower margins than Russian producers.
International companies also have the advantages of
highly skilled management and access to capital,
which give them the ability to rapidly establish
themselves by building superior production and
distribution systems, investing in aggressive
advertising campaigns and offering a wider range of

products.
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Russian companies face a tough task trying to defend
their market shares against well-known multinational
in al
segmentsis likely to attract more foreign competition

brands, particularly as market potential

in the near future.

In facing this competition, domestic companies need
to consolidate if they want to gain the scale needed to
invest and to obtain greater bargaining power. Larger
companies should also look at spreading their wings
to neighbouring countries, as Wimm-Bill-Dann has
done in Ukraine, Kazakhstan, Kyrgyzstan and
Uzbekistan.
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Russia is a vast country with under-developed
transport infrastructure. Thus, manufacturers have
significant problems with logistics and the
monitoring of their distribution, sales and marketing

programsin the regions.

Local producers Importers
10-30% 5-15%
Distributors
5-20%
Restaurants and catering Supermerkets, food stores Open markets

50-500% 10-30% 10-30%

On the other hand Russian food retail market has
experienced a tremendous growth and it is expected
to have a further strong mid-term growth potential.
The market is also undergoing a significant structural
transformation: from small grocery shops and Soviet-

type medium sized supermarkets, it has developed to
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the point that modern formats (supermarket chains,

modern  supermarkets, discounter chains and

hypermarkets) today occupy nearly 20%.

Groceries
44%

Street markets

Supermerkets
8%

PaJi!Iions& Hypermerkets Discourters
Kiosks 2% %
16%
Pavillions &
Hypermarkets Kiosks

12%

Street markets
15%

Discounters
21%

Groceries
Sml'rsr;'kets 5%
(]

Russia is a country where the mgority of the
population has a very low monthly income; even
though Russian consumers increasingly choose
according to quality of products and brands, they
remain highly price conscious, demanding greater
value for their money. Thus, discount stores seem the
logical choice for most everyday shopping.
Discounters are particularly suited in the regions,
where their simple format with a limited number of
SKUs (stock-keeping units) representing everyday
staples should attract shoppers in the middle and
lower income groups.

The long term forecast is that discounters will
account for 21% of the food retail, and that street
markets, which provide significant competition to
discounters, will be only 15% of the food retail
segment by 2010, as consumers also prefer to shop in

comfortable conditions.
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Discounter chains, such as Pyaterochka, are growing
and increasing their bargaining power with suppliers
so much that sometimes they can offer better prices
than street markets.

Within the modern formats, convenience stores are
expected to show the highest growth in number of
outlets and in revenue, especialy in urban centers.
Specialty convenience stores such as delicatessens
should be able to capitalize on the rising wealth of
shoppers looking for high quality, exclusive products
and personal service aswell as a convenient location.
The share of convenience shops in the segment’s
total revenue, however, is unlikely to exceed some
1.8%.

The low penetration of modern retail formats also
explains the high fragmentation of the Russian
market: only 5.5% of total food retail segment is
attributable to the turnover of the top five retailers
(Renaissance Capital, 2005).

$ GYHUWVLQJ

Russian legidlation for the control of the alcoholic
products distribution consists in the acts “About
Advertising” and “About national regulation of the
production and overturn of ethyl spirit, alcohol and
spirit-containing products’.

Advertising of the alcoholic drinks with alcoholic
content above 15% is restricted only to the places of
their production and sales. For less strong beverages
more than a half of the advertising place should be
assigned for the information about harm deriving
from acohol consumption.

These redtrictions complicate the competition
between producers for the market share, and for
promotion of the new brands. Under such conditions

the value of existing brands rises greatly.
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Russian food and beverage market is very promising.
Degpite the fact that domestic producers dominate in
nearly all food sectors, there is a strong demand for
foreign products in certain segments. The growth in
disposal income of the mgjority of Russiansresultsin
achange of their eating preferences towards the most
expensive and sophisticated products. Customers
become eager for new unfamiliar products of foreign
cuisines and want the original product, not a generic
one. Having that Italian cuisine become more and
more popular among Russian citizens (one Italian
restaurant every six in Moscow, and their number
doubled between 2001 and 2003), demand for typical
Italian food and beverages is likely to grow at the

same rate.

¢ Italy is a world famous producer of wine and
vermouths. Russians'’ consumption of these
beverages grows at a faster rate comparing to
other alcoholic drinks, so Italian alcoholic

products have a great potential in Russia.

¢ The most profitable segments remain high and
élite ones: it is therefore important to supply the
restaurants and specialized shops, even though
market is rather saturated.

¢ There is aso a strong demand in more price-
democratic segments. Local producers demand
low cost wine raw materials. Thus, Italian
wineries could cooperate with Russian producers
by supplying wine materials to be bottled in

Russia

¢ Concerning food, Italy has many characteristic
products such as certain sorts of cheese, meat
delicatessen, pasta, olive ail, fruits and desserts.

These categories face much competition from
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the Russian producers; customers should be as “Italian days’ or wine festivals could increase
better informed about new products to make the awareness about Italian food, beverages and
them mass consumed. Promotional events such culture on the whole.

17
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2 -9 ,vwn produces vodka, spirits, wine, sparkling wine, cognac and cocktails. The wide product range allows the
company to flexibly respond to changes in consumption trends without rebuilding the manufacturing facilities.
Today Istok is the largest Russian producer of sparkling wine and champagne. The turnover of the company was of
about US$ 70 million in 2003. Istok factory is located in Osetia (Southern region of Russia) where the labour cost is
lower than in Moscow region, where however the majority of population are Modems who are rather poor

consumers of alcohol.

2 -9 0 RVFRZ ,QWHU UHsXEaFDQ : LoHuv o o 9 = IS aleading Russian producer of wine and of other acoholic
beverages (vodka, cognac). Turnover is of about US$ 45 million. Sales mainly derive from wine (82%); followed
by vodka (12%) and cognac (6%). The key market of MMV Z is Moscow region, only 4% of the production volume
is marketed in other regions. MMV Z does not possess its own raw material base — 100% of wine materials and

cognac spirits are imported: the main suppliers are Moldavian wineries.

swvursrair WaS established in 1995 in Stavropol city. Stavropolec intensively develops the range of its products:
in 2001 the company launched the production of low alcohol cocktails, in 2002 of wine drinks, in 2004 of vodka.
Though, the major business is still wine manufacturing. The key market is Russian regions. Turnover of the
company is estimated at US$ 5 million.

) peosruio IS @ leading Russian wine producer. It also produces sparkling wine, vodka and balsam. Production
volume of the company exceeded 11 million liters in 2004. The company has its own raw material base, which
allows to control the quality of wine and production volume. Fanagoria has also a wide regional distribution chain.

The turnover of the company is estimated at US$ 15 million.

s woirrr  Was founded in 1996 as importer of Spanish wines. Today Vinicom is one of the leading Russian
distributors of acoholic products. The company is the exclusive distributor of a wide number of famous trade
marks form France, Italy (Luce Della Vite, Barone Ricasoli, Rocche dei Manzoni, Marches di Barcolo, Agricola
Querciabella, Volpe Pasini and others), Spain, Chile, SAR.

1 bwroDO: oW 7 HUP gpo 1 : 7 1S 0ne of the largest European companies specialized in transportation, storage
and processing of wine and wine materials. NWT imports wine materials from France, Spain, SAR, Argentina and
Chile and supplies nearly all Russian leading wine producers (Russkaya Loza, Detchinsky, Sparkling Wine,
Tsimlyanskie Wine and many others).

% HYHUDJ HV DQG 7 upclos WAS established in 2002 as the distribution unit of the Bacardi-Martini group. Today the
company controls sales in Russia, Byelorussia, Armenia, Mongolia and some other countries of former USSR.
Product line includes about 200 brands of dlite drinks (Martini, Bacardi, Bombay Sapphire, Dewar's, Otard). The

turnover of the company was of about US$ 145 million in 2003. Moscow region accounts for nearly 50% of the

18
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sales, 70% of which are made by Martini and Bacardi brands. Advertising expenditure of the company exceeds US$
9 million.

srvpsurte sruwiS aleading Russian distributor of élite wine. During the prolonged time period the company has
successfully distributed more than 30 world famous brands form France, Spain, Italy, Germany, Portugal and
Lebanon.

o rs r . p sruw Was founded in 1998 as a distributor company oriented at the wholesale marketing of wine,
champagne and cognac. The company operates in al price segments, from ordinary to collection wine. The main
business of the company is wine distribution (the company has two trademarks: “Lyubimoe Vino” and “F.Wine");

other treated products are vodka, cognac, brandy, tequila, vermouth, liqueur.

s urp pwo\ o w IS the largest Russian retail chain of wine supermarkets. Established in 1998 in Moscow, it now
operatesin 10 Russian regions. The chain has grown rapidly. Today it combines more than 102 trade places, has its

own distribution center and a center for staff training. Assortment range includes about 3,000 products.

s\ owiurrk no has developed from a small wholesaler, established by two co-foundersin St. Petersburg in 1998, into
the Russian largest food retail network. Operating in the soft discounter format and expanding from St. Petersburg
to Moscow in 2001, the company has demonstrated outstanding growth rates: its 2002-2004 revenue growth rate
was of 50%. In 2002, having reached 135 stores, the company launched two very important components of its
future growth and profitability: a franchise network and private labels. On 1% September 2005 Pyaterochka had 616
stores in its network, 289 of which were company-owned stores in Moscow and St. Petersburg (+23% from 1%
January 2005), and 327 were franchise stores in 15 Russian regions, Ukraine and Kazakhstan (+58% from 1%
January 2005). In 2004 turnover of Pyaterochka was of US$ 1.33 billion.

s xrkoo ISachain of discounter hypermarkets. On the Russian market the chain is present from 2002. Today there
are 4 hypermarkets with floor space of more than 14,000 m? each. The company has planned to open seven new
hypermarkets in the nearest future. 2004 turnover of Auchan in Russiais estimated at US$ 620 million.

sHYHow & rRoworowliS One of the largest Russian food retailers with a leading market share in Moscow. At the end
of 2004 the company operated 77 stores and in 2003 it had a 2.2% share of the total Moscow food retail market,
which reached US$ 15.6 billion. The company operates in the three main segments of the market (luxury,
supermarket and convenience). It is estimated that in 2003 the company operated 10.2% of the total modern selling
space in Moscow and achieved a 12% market share in the modern food retail turnover segment (hypermarkets,
supermarkets, discounters and convenience stores). Seventh Continent has excellent brand recognition and loyalty

and is competitive in terms of price versusits main rivals.
o wriborYvNy P HDow saow IS the largest Russian meat processing enterprise. The company produces and

distributes a wide range of sausages, meat delicatessen, semi-finished and frozen products. Current production of

the plant is of about 550 tons per day. The turnover of the company is estimated at US$ 700 million.
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& KHUNL RYVNL P HDWS URFHVVLGQS s @owliSOne Of the largest Russian manufacturer of meat products. It isavertically
integrated holding with whole-cycle production (land-manufacturing-distribution). The company is able to supply
50% of the raw materials for its meat processing plants itself. The holding incorporates five slaughter plants and
more than 20 distribution units. A well-developed network of specialist outlets in Moscow and in the rest of the
country as well as the high-quality of products helped create the trustworthy image of the company. The consumer
is highly familiar with the company name and often prefers to purchase its products. The sales volume in 2004 was

of 59.8 thousand tons; turnover was of about US$ 170 million.

o orip krastos Was founded in 1999. It incorporates a number of food industry enterprises manufacturing pasta,
bakery products, confectionary, dairy and other products. Today Macfa is a leader of the Russian pasta market: it
accounts for nearly 18% of the total Russian pasta type products market and for 50% of premium pasta products
(made from hard wheat) market. Macfa products are distributed in al regions of Russia, and are exported to the

countries of former USSR, to Germany and Mongolia.

s ouws Froinrwroruy  Members of United confectioners holding are 15 Russian enterprises, specialized in
confectionary production. Among them there are the largest Russian chocolate manufacturers. Rot Front, Red
October and Babaevsky. Number of employees exceeds 17 thousands. The turnover of the holding in 2004 was of
about US$ 670 million with a sale growth rate of 14.5% over 2003. United confectioners holding was established in
2003 with the assistance of the Moscow city authorities, to whom belongs the 25% share of the holding. The
strategic plan of the holding is to consolidate activity of the Russian producers against foreign competitors.
However, after consolidation the holding began to alienate some enterprises to third parties, and now Moscow

authorities want to declare invalid the consolidation treaty.
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Tel +7 (495) 411 8181
Fax +7 (495) 411 8180

Novinsky b-r., 31, Moscow, Russia

WWW.Mmmvz.ru
mmvz@mmvz.ru

Tel +7 (495) 443 7625
+7 (495) 447 3780
Fax +7 (495) 443 7844

Ryabinovayastr., 53, Moscow,
Russia, 121471

Tel/Fax +7 (8652) 947021 Zavodskaya str., 6, Stavropoal,
+7 (8652) 284655 Russia, 355000
fanagoria@fanagoriaru Tel/Fax +7 (86148) 38747 Mirastr., 49, pos.Sennoy, Temryukskiy r-n.,
g 0 +7 (86148) 38755 Krasnodarsky reg. , Russia, 353540

office@vinicom.ru Tel/Fax + 7 (495) 1057517 Obrucheva, 34/63, Moscow, Russia, 117342
iksanov@sovagroimport.ru Te
%r:q‘;rr‘;’rﬂ Tel/Fax +7 (495) 234 9729 Simferopolsky b-r, 17, k.1, Moscow,

. +7 (495) 317 3600 Russig, 117452
www.aromatnymir.ru Tel/Fax +7 (495) 917 1160

loginova@aroma.ru

+7 (495) 925 7990

Pokrovka str., 29, bld.1, Moscow, Russia

reception@auchan.ru

Tel +7 (495) 721 2099
Fax +7 (495) 721 1753

3 Yamskogo polyastr., 18,
Moscow, Russia

kachestvo@tdl.spb.ru

Tel: +7 (812) 7231087,
723 1069, 331 2481
Fax: +7 (812) 327 8481

Predportovaya str., 8, Saint-Petersbug,
Russia, 196240

info@7cont.ru

Tel +7 (495) 935 8080
+7 (495) 933 4363
Fax: +7 (495) 933 4364

Mikluho-Maklayastr., 18, k.2,
Moscow, 117437

Tel: +7 (495) 755 9785
Fax +7 (495) 755 9787

Kosmodamianskaya nab., 52/4, Moscow,
Russia, 115054

WWW.nwt.ru
info@nwt.ru

Tel/Fax +7 (495) 611 4139,
611 2955, 611 2306

Vucheticha, 32, Moscow, Russia, 27206

www.mikoyan.ru
mmk@mmkom.ru

Tel +7 (495) 277 059
+7 (495) 270 9906
Fax +7 (495) 277 0056

Taayhinastr., 41, bld.14, Moscow,
Russia, 109316

www.cherkizovsky.ru

Tel D25+7 (495) 788 3232
Fax +7 (495) 788 3233

Permskaya str., 5, Moscow, Russia, 107143

priemnaya@makfa.ru

Tel +7 (351) 247 0900

pos. Melcombinat #2, Chelyabinsk,
Russia,454091.

asu@redoct.msk.ru
www.redoct.msk.ru

Tel +7 (495) 230 7307
+7 (495) 296 3618
Fax +7 (495) 230-08-66

Beresnevskaya nab., 6, Moscow,
Russia, 119072

WWW.suar.ru
info@suar.ru

Tel +7 (495) 446 3705
Fax +7 (495) 448 8278

44, Ryabinovaya, 121471 Moscow,
Russian Federation
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_ovieH 3 puwoHuy IS an independent vtrategic advisor

focused on helping Small & Medium Enterprises

during the process of growth, development and

internationalization, and on assisting those investors

that decide to financially contribute to the process.

Inside Partners assists clients in the following

activities:

e Market analysis

e Research of potential financial or strategic
partners

e Target identification

e Entry strategy definition

e Assistance in setting up greenfield investments

»  Transaction Services- M&A

« Assistanceto |PO.

Inside Partners is a partnership of professionals
coming from some of the most important
international firms of business consulting and
corporate finance. All professionals of Inside
Partners hold a Master in Business Administration
from a primary internationa business school
(INSEAD, Wharton, London Business School).

Inside Partners has developed a network of foreign
local independent advisors, being able to organize

multinational teams for international assignments.

www.inside-partners.com

3ur ,ovHvw+ Urxs IS a reputed Russian consulting

and advisory firm, founded in 1994 and specializing

in strategic management consulting and research,

business transactions and IT development. It is a

partnership owned by its consultants that provides

independence of any financial, industrial, political or
foreign groups.

It includes such businesses as:

«  swowiiro — Russia's first specialised strategic
consulting company.

x 3ur ,ovevw — the only Russian investment
company implementing strategic transactions
through business design innovations and
corporate restructurings, including our top
practice of corporate finance.

x  (1sHuwe vwr v — leading Russian IT company
specializing in off-the-shelf and customizable
information and analytical solutions for business
development and company value creation.

X QVWVWKWH IRU $ SSOHG % XVIQHVV  VWXHV —
strategic research company.

The experienced team of Russian and foreign

professionals bring expertise, excellent connections

and a first class reputation to assist companies in
exploiting growth opportunities in the rapidly
developing Russian market. The consulting and
research team is made by 50 experienced
professionals coming from international consulting
firms and graduated from famous international
business schools (Stanford, Kellogg, INSEAD, LSE)

and leading Russian schools.

www.strategy.ru
WWW.Pro-invest.ru

Www.expert-systems.com

2 PRO-INVEST GROUP
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