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’7 o EXECUTIVE SUMMARY ‘ o  INSIDE THIS ISSUE

THIS REPORT 3
Russia is one of the wo-foodddiddishmaj or/ mar kets for agri
and seafood product s; it i sfootl he woRlsd@AsofePeNd lzargest ag
importer among emerging markets, and fifth overall (counting the GROWTH
European Union as a single market). Its consumer market is now
the eleventh largest in the world and is forecasted to become the SECTOR OVERVIEW 4
fifth largest by 2020 (Euromonitor, 2008). Although growth slowed
in 2009, Russia is still expected to outperform globally. Suppliers, MARKET AND SECTOR 5-6
investors and retailers are investing because they believe this CHALLENGES
market has long-term potential in almost every category
(Datamonitor, 2008). CONSUMER AND MARKET 6-9
TRENDS AND DEVELOPMENTS
Russiads domestic agricultural i ndygesthbe OppoRTGES NOt g-1kept up
growing domestic demand for agri-food products; the transition to
a market economy remains incomplete. Russia will remain a net GUrLEE 14
importer of agri-food products for some time to come.
Russian imports of agri-food, fish and seafood products are TRADE PoLICY AND ACCESS 14
expected to continue to grow over the next few years, but possibly ISSUES
at a lower rate than the last five years. The combination of rising ADDITIONAL INFORMATION 15
incomes, rising per capita consumption of food in general,
including meats, fish and seafood products, and demand for KEY RESOURCES 16
greater variety and quality is generating opportunities for
Canadian suppliers. Opportunities are spread widely across all ~
segments of the industry.
The outlook for Russian imports, however, is complicated by the I I \
current global recession. Since the recession began in the middle
of 2008, Russian consumers have cut back on spending, often Russi ads i mfpodprodectsoff ag
shifting from premium to economy brands. However, it is expected from Canada, including fish and
that spending patterns will return to pre-recession levels once the seafood, almost doubled from 2006 to
downturn ends. It is also expected that Russian agri-food and fish 2008, reaching $550 million.
and seafood imports, and the Russian economy as a whole, will <

begin growing again once the economic crisis has passed. \ g

Source: Planet Retail
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@  THIS REPORT

This report outlines trends that are expected to continue in the Russian agri-food and fish and
seafood market over the next 3-5 years, including:

Overall growth;

Continued growth in demand for both greater variety and enhanced quality;

Consumption patterns converging with Westernized patterns;

Strong growth in the food service sector in general and in medium-priced restaurants in particular;
Continuing expansion of retailers and food service in cities beyond Moscow and St. Petersburg;

Continuing challenges for retailers, food processors and food service operators in sourcing agri-food
products.
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The information accumulated for the purpose of this study points to opportunities for:
9 large scale suppliers
9 small and medium sized suppliers
9 niche market operators

The following six areas are thought to be the best prospects:
Meats

Fish and seafood products

Alcoholic Beverages

Ingredients

Packaged Food

Animals and animal genetics

o RUSSIA: ASTORY OF GROWTH

Over the past five years Russian imports of agri-food
products have increased from US $11 billion in 2003 to US
$32 billion in 2008, an increase of 187%. Russia is now the
wor |l dés s ec onfdod importey ansohg emegging
markets, and fifth overall (counting the European Union as a
single market).
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Firstly, Russiads Gross Dome[2 2 = 7 %
per year during this period, while the average disposable ; v Y J £

income increased by 80%. Moreover, according to
Euromonitor, 48% of Russians are now considered middle
class (annual disposable income between US$10,000 and
US$ 25,000), growing from just eight million people in 2000
to 55 million in 2006. The Russian consumer market is now
the eleventh largest in the world and is forecasted to become  sgyrce: Planet Retail
the fifth largest by 2020. (Euromonitor, 2008)

Having shifted from an oil-dependant economy to a consumer-driven one in recent years, Russia has become one of
the worl dbébs most dynamic markets for a range of consumer (gf¢
hard by the economic downturn, Russia still has the potenti

Russiabds i mpressive growth has i ffopdandfishrand séafoqu expacters i ons f or C
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o SECTOR OVERVIEW |

Russia has been a net importer of food for much of its history. In spite of its great size, Russia has

relatively little area suitable for agriculture because of its arid climate and inconsistent rainfall.

Northern areas concentrate mainly on livestock, and the southern parts of the country, as well as western Siberia,
produce mostly grain. Reform of the agriculture sector has been slow and there is still much to be done. In 2008,
Russia had a trade deficit in agri-food products of nearly US $25.3 billion.

Russia's main agricultural region extends nearly 5,000 kilometres from the Central District, which borders Ukraine and
Belarus, to the western part of Siberia. In 2005, for example, out of the roughly 133 million hectares (Mha) of arable
land, 47 Mha of grains and oilseeds were harvested. The remainder is largely pasture and meadows for livestock
grazing. Agriculture accounts for about 7% of Russia's Gross Domestic Product (GDP), considerably less than the
industrial sector which contributes 40%. The major field crops grown in Russia, in order of production, are wheat,
barley, sunflower, oats, rye, and corn.

Russian agricultural producers may be divided into three categories:

1) Former collective (state-owned) farmsd these have been divided into approximately 25,000 units.
Approximately half of these are reportedly bankrupt with many of them unlikely to turn into profit-making
enterprises. About one quarter or more are profitable. In other words, profitability is fairly concentrated.
Nevertheless, this group is responsible for the biggest portion of agricultural output in Russia, possibly as
much as 80%. Russian businesses are making significant investments in many of the large enterprises in this
category.

2) Small private plotsd these are made up of approximately 16 million owners of plots of about .43 hectares
each. While these holdings are small, it has been reported that they account for a sizable portion of
agricultural output in Russia.

3) Private farmsd these represent about a quarter of a million farmers. The average farm size in this group is
approximately 70 hectares. Collectively, they account for approximately 5% of agricultural production in

Russia.
Russian imports include a high proportion of high-val ue consumer goods; |l ast year 61%
food products were in the consumer-oriented category, such as pork, pet food and poultry. Russian imports are also
very diverse; | ast yearo6s imports included 16 broad catego

each, and 30 categories that were over US $100 million each.

Il n 2008, Ru s s i a 6 dood poogucts, im peocentage teonfs, wareg: r i

I Meat (23%) i Prepared vegetable, fruits and nuts (5%)

9 Edible fruits and nuts (14%) 9 Dairy products, birds eggs and honey (5%)
i Beverages (8%) 9 Sugar and sugar confectionary (4%).

i Edible vegetables (6%)

The foll owing count r i-feosl suppéersén 2008 (sarketesiBases aredrpbrackets): i

Brazil (13%)

The United States (7%)
Germany (6%)

Ukraine (6%)

Netherlands (5%)
Argentina (4%)
France (4%)
China (4%).
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In 2008, Ru s s i a-fosd priodugisofiorh €ananld, induding ifish and seafood, reached US $550 million,

al most doubl e its imports in 200 6foodepodsitayRussia re im higher padue,t i on o
consumer-oriented products, amounting to 52% of total agri-food exports to Russia in 2008. In the same year, Russia

ranked fourth as a destination for Canadian exports of consumer-oriented products, ranking higher than China or any

European Union (EU) country.
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o MARKET AND SECTOR CHALLENGES

Since the ear | yoodlsé€c®OmRussia hak reenaygng through a transition from a planned economy to
a market-based one. This transition continues today. The three major components of the Russian agri-food sectori
primary agriculture, food processing and food retailingi have fared very differently during the transition. The primary
sector has achieved modest progress, the processing sector has made substantial progress and the retail sector has
undergone dramatic change.

Agriculture

While observers differ in their as s ess me n-based syftemRthesesis an ag
general agreement that progress has fallen short of expectations. According to the World Bank, by 2005, Russia had

only implemented about two thirds of necessary reform policies. Progress that depends on increased efficiency at the

farm level is generally described as either modest or disappointing. While reports frequently point to inefficiency in

Russian agriculture, with considerable evidence to support that conclusion, such observations of inefficiency should

not mask the fact that some enterprises are operating profitably. Profitable agri-food enterprises include a portion of

former state farms and a portion of private farms. Factors favoring progress include a substantial land base, a sizeable

number of highly-educated and trained agricultural specialists and professionals, growing consumer demand and an

influx of investment, both private and public. In addition, analysts such as William Liefert of the United States
Department of Agriculture (USDA) note that Russiads trade
generally been consistent with comparative advantage in recent years, implying that progress has been made towards
amarketbased system. Liefert also indicates that Russiabds com
field crops such as grains and sunflower seeds, not with meat production.

While many reports focus on farm enterprise performance or on policy achievements, it must be borne in mind that
Russian agriculture faces natural limitations as well, such as limited arable land and unreliable climatic conditions.

The Russian Government recently approved a US$41 billion program for the development of agriculture for the period
of2008-2012. The broad objective of t heuffipeneygnrfoednSpectic dbjectivesncr e a s
are sustainable rural development, increased rural employment, improved rural living standards, improved
competitiveness of Russian agriculture and natural resource conservation. Russian officials expect agricultural

production to increase by 20% between 2007 and 2012 as a result of the program. Meat production is one of the

targeted areas.

The objectives of the program are understandable and the level of resources allocated to it, backed by a political
commitment, will undoubtedly generate changes in the Russian agri-food sector. It is very likely that domestic output
of agricultural products will increase over the next few years. However, the nature and extent of the resulting changes
are difficult to foresee, particul ar | -food produds. Ipio glaasible that | char
Russia would follow the same pattern as most agricultural producing countries by focussing on goods that can be
produced competitively within the country and importing others. In fact, most of the main agricultural producing
countries engage in two way trade in agri-food products. As the above discussion implies, Russia is likely to have a
comparative advantage in some products and a comparative disadvantage in others. Consequently, Russia is likely to
be an agri-food importer, as well as an exporter, well into the future. This view is reflected in a recent USDA

assessment , ARussiabds Growing Agricul tural |l mports, o May, .

Food Processing

In contrast with the primary sector, the food processing industry has been experiencing considerable growth, with
some reports indicating growth rates of 15-20% annually in recent years. Some observers have estimated the number
of food processing plants in Russia at 8,000 to 10,000. Many have upgraded their technology and equipment over the
past five or six years. Demands from the retail sector for high quality products, combined with competitive pressures
emanating from foreign multinationals operating in the country, is pushing the sector forward. According to observers,
domestic sources of raw resources and specialized ingredients for meat, bakery, confectionary, juice, and dairy
processing have not kept pace with the expansion of the sector and are unlikely to do so for the foreseeable future.
Many Russian food processors are now focussing on international quality standards and seeking quality ingredients. A
combination of domestic and foreign investment has produced a fairly dynamic sector, providing a market for inputs
and ingredients.
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Food Retailing

By 2020, Russia is expected to take over from France as the largest food and grocery market in
Europe. Analysts have recently made the following observations about this market:
9 value is increasing faster than volume
I consumers are becoming more demanding in terms of variety and quality
I more and more competition will be based on upgrading quality, improving packaging and launching new
products.

The growth in demand for higher quality food, in greater variety, is driven primarily by rising disposable incomes. The
rise in disposable incomes is, in turn, being fuelled by strong economic growth, spread over a number of sectors. In
addition to the overall growth in demand for food products, the variety of products in demand is also striking.

The growth of modern marketing formats has been gradually displacing traditional retail operations, similar to what has
already occurred in Western Europe and North America. The
and, by the end of 2005, there were already approximately 2,600. Hypermarkets were introduced in 1997. Only

recently have they shown rapid growth. There has also been growth in convenience stores and discount
supermarkets.

The modernization of the food retail industry in Russia and the influx of foreign supermarket chains have led to the
gradual modernization of supply chains. In many cases, Russian supermarket businesses are making efforts to
develop increased transparency and efficiency in their supply chains. This creates conventional, open, legitimate
business environments and displaces a legacy and stigma of corruption previously associated with supplying the
Russian market. Furthermore, the aggressive expansion plans of Russian-owned and international supermarket chains
gives real opportunities for their suppliers to access larger networks, as more and more stores spring up in Russian
cities.

The supply channels to food retailers in Russia are extremely competitive. In recent years, supermarkets have caused

a rationalization of the supply chain and eliminated many intermediaries and smaller distributors and suppliers.
However, unli ke many devel oped market s, Russian supermar ket
favour fewer, trusted, long-t er m suppl i ers. I'n most instances a fipanel sys
pitch to supermarket buyers for their business. This structure is geared to obtaining the lowest price for products and

creates a trading environment where suppliers must prove themselves week in, week out.

In the long term, supermarkets will stimulate demand for:

fifconvenienced products

new / innovative products

low cost / value / budget products

premium / healthy products (currently limited by consumer product knowledge)
international brands (currently limited to a few product groups e.g. drinks / confectionery)
own brand products (currently limited to a few lines in larger supermarket groups).

o CONSUMER AND MARKET TRENDS AND DEVELOPMENTS

Overall growth is expected to be a dominant trend for agri-food in the Russian marketplace. Despite the current effects
of the economic downturn, consumer spending habits in Russia are likely to maintain healthy growth, due to increased
awareness of the quality and variety of goods availabl e, an

= =4 -8 -8 -89

Growing disposable incomes in all segments of the Russian population fuelled consumer demand in virtually all
consumer markets pre-recession. Annual disposable incomes grew by 74% between 2002 and 2007, reaching US
$4,972 per capita (Euromonitor, 2008).

Regardless of the effects of the financial crisis, this noticeable increase has had a strong impact on the lifestyles of
consumers at all income levels, positively affecting buying and consumption patterns for Canadian suppliers.

To follow are the specific trends and developments to watch in the Russian market for the future.
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Quality and Variety

Consumer spending on food grew by 70% between 2002 and 2007, reaching US $1,250 per capita in

2007 (Euromonitor, 2008). As many Russian households spend over one third of their budget on food and non-
alcoholic drinks, expenditures in this industry remain the most important in consumer spending. Rising income levels
and greater variety in the marketplace have sensitized middle-class and affluent Russians to the quality of the food they
buy, thus increasing demand for both greater variety and enhanced quality.

As more and more Russians travel around the world for both business and leisure, they are increasingly exposed to
international trends and ethnic foods. As a result, traditional buying and eating habits are changing to accommodate
greater curiosity and spending power. Middle-income consumers are increasingly buying premium branded goods such
as value-added foods, meats, fresh foods, fish and seafood, as well as premium alcoholic beverages.

Euromonitor market studies indicate that Russian consumers prefer international brands due to their perceived superior
quality. Advertising increasingly plays an important role in the grocery choices of consumers, as the variety available in
each category of goods has grown considerably. This increase in demand has caused brand competition to become
more intense, thus amplifying the need for companies who wish to compete in the Russian market to invest in
packaging formats and labelling designs that are appealing to Russian consumers. Consistent quality and advertising
among international competitors has convinced Russian consumers that it is worth paying a premium for a well-known
brand.

Health -Conscious and Convenience Foods

As a result of changing eating habits due to an increased awareness of the health risks associated with the high fat and
salt content of traditional Russian foods, healthy foods are becoming increasingly popular, particularly among younger
consumers.

As more people become wealthy and health-conscious, the market for diet, organic and fresh foods will grow rapidly,
commanding premium prices, specialty stores and dedicated supermarket sections.

At the same time, the acceleration of lifestyles has led to a desire to reduce the time spent cooking and has resulted in
greater use of processed and pre-cooked foods, as well as snack foods. Some Russian consumers have shown a
preference for fast food and convenience foods such as ready meals.

The following tables outline the growth in consumer expenditures on food in recent years within the Russian market:

Russian Consumer Expenditure on Food

Rb billion 1995 2000 2002 2004 2006 2007
Bread and cereals 706.6 679.5 678.9 749.0 734.8 764.3
Meat 1,137.5 1,099 1,195.3 1,209.9 1,351 1,428.5
Fish and seafood 189.6 209.7 229.5 242 273.0 289.3
Milk, cheese and eggs 767.0 637.6 621.6 656.8 680.0 709.3
Oils and fats 129.3 125.8 124.3 103.7 85 88.6
Fruit 241.3 201.3 219.9 253.5 271.6 286.6
Vegetables 301.6 285.2 306 311.1 332.2 350.7
Sugar and confectionery 517.0 495.0 334.7 311.1 268.7 264.6
Other food 126.8 75.8 84 79.1 108.8 107.2
TOTAL 4,116.7 3,809 3,794.2 3,916 4,105.1 4,289

Sources: National statistical offices, OECD, Eurostat, Euromonitor International. Note: Constant value at 2007 prices.
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