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PREFACE
 

This slidebook summarises the findings of the diagnostic phase of a project 
addressing the efficiency of food distribution in Russia, funded by US AID for the 
Russian Federation GKI. 

This slidebook is incomplete without the accompanying oral commentary and 
therefore will be most meaningful to those who attended the presentation. 
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INTRODUCTION
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PROJECT OBJECTIVES
 

Identify bottlenecks in food distribution for 2 products in 
each of 2 regions 

DiagnosticDiagnose root causes of distribution failure phase 

Propose policy measures at regional and federal level 

Initiate pilot projects to address problems identified Implementation 
phase 
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THE PROJECT FOCUSES ON PERM AND NOVGOROD
 

14 Regions 

Kaluga 

Moscow 
Smolensk 3 Regions 

Vladimir 
_ 

2 Regions 

86 regions42 regions W 
Tver 

s 
Perm 
Novgorod 

Perm 
Novgorod 

Yaroslav 

Vladimir 

Kursk ________ 

Criterion 
Significant
small 
privatisation 

Some 
large 
privatisation 

Voronejh - Cooperative 
environment 

________ 

• Cooperative 
environment 

Amur a GKI/Fund a GKlI/fund 
relations relations 

Krasnodar e Contacts 0 Keeness 

Stavropol 
e Complementary 

character 
• Non overlap 
* Complementary 

Samara 
b Non overlap 

(other projects) 
character 

Definition/ 
Source 

;25%total ;5 Perm Moscow GKI 
discussions 

Interviews with 
GKI, Fund, 

Novgorod Administration 
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THE PROJECT FOCUSES ON BREAD, MILK AND VEGETABLE DISTRIBUTION
 

Selection Criteria 

Vital commodities 
Novgorod 

Distribution problematic 1 Bread 

* Price Milk
 

" Delivery
 

* Availability 

* Distribution losses 

Local keenness to address problems Perm 

" GKI jo. Milk 

" Fund Vegetables 

* Local authority 

The Boston Consulting Group t510114.ANVs,9. 8 



PROJECT TEAM STRUCTURE
 

Steering 
Committee 

SteeringProject 

Steering 
Committee 

Project Directors 
.indquist 
Heuskel 

Manager 

Reeves 

Logistics Advisor 

LStkeZ 

Nekipelova 

Region 1 
lpifia 

--I 
Milk Vegetables 

Region 2 
KhaykinE I 

Bread Milk 

Central Issue 

Kaufman 

Andrianova 

Logistics 

SysteconI 
Fouts 

Legal 

White & Case 

Vinader 

Golikov 

Singh Williams Lola 

Borovikh Tchernov Solodovnikov 

Local consultants I 
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A STEERING COMMITTEE WAS SET UP IN NOVGOROD
 

Steering Committee 
* Mr Trofimov Deputy head, Oblast Administration 
* Mr Bublik Head, GKI
 
" Mr Butylin Head, Fund
 
* Mr Zhuravski Responsible for transport 
* Mr Korsunov Deputy Mayor responsible for commercial development 

Met weekly to discuss 
* Interim results 
* Hypotheses 
* Possible pilot projects 
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A LOCAL STEERING COMMITTEE WAS SET UP IN PERM
 

Membership 

* Mr Malyshev 

* Mr Gorbunov 

* Mr Kuzjaev 

• Mr Lazarev 

* Mr Savanzev 

Met weekly to discuss 

" interim results 

* Hypotheses 

* Possible pilot projects 

Deputy mayor 

Head oblast GKI 

President, Perm Commodity Exchange 

Chairmen, International Relations Committee 
Chairman, Agricultural Ccmmittee 
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WORKPLAN: PROJECT PREPARATION
 

12/4 19/4 26/4 315 10/5 17/5 24/5 3115 7/6 14/6 21/6 28/6 517 12/7 19/7 

Activity Preparation Diagnosis and Po;cy Pilots and Policies 

Regional selection 
" Novgorod, Vladimir, Perm 

Interviews 
" GKI discussions (Boiko, 

Vassiliev) 
" Final selection 

Workplan 
* Finalise detailed workpf,'n 

Diagnostic questionnaire 
" Draft questionnaire 
" Refine questionnaire 
" Pilot interviews 

Central interviews 
* GKI, etc. 
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WORKPLAN: DIAGNOSIS AND POLICY 

12/4 19/4 26/4 3/5 10/5 17i5 24/5 31/5 7/6 14/6 21/6 28/6 57 12/7 1917 
Activity Preparation Dlagrosls and Policy 	 Pilots and Policies 

Regional survey/questionna!re 
" 	 Roll out Perm IIII 
• 	 Roll out Novgorod 

In-depth distribution interviews 
* 	 With Systecon mm 11ml1lllllllllll 

UK distribution interviews 

Audit/lessons from other projects 11111Imlil 
(Nlzhny Novgorod, Moscow) 

Lessons from Poland (seminar)* 

Central interviews 
" 	 Ministry of Agriculture IIIIlillilll 
" 	 Central distribution 

organisatlons
" 	 Anti-monopoly, GKI, etc 

Synthesis of results IIIIIl 

Pilot project preparation
* 	 Project definition II IIIIIIIIIi i1l 
" 	 Agreement of key decision- IIIIIII IIIII I
 

makers
 

Now scheduled for early July 
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AN EXTENSIVE INTERVIEW PROGRAMME WAS EXECUTED IN NOVGOROD
 

Questionnaire and in depth interviews 

* Consumers 

* Retailers 

* Milk factories 

* Bread factories 


" Farms 


* Transporters 

Institutional interviews 
* Anti-monopoly Committee 

* Price Committee 

* Agricultural Committee 

* GKI 

* Property Fund 

* Deputy Mayor 

Milk Bread 

206 235 

17 31 

4 

- 5 

5 

2 2 

* Statistics department 

* Association of private farmers "Selo" 

* Novgorod Khlebprodukt 

* Trade Committee 

The Boston Consulting Group 151o114.6. *g. 14 



AN EXTENSIVE INTERVIEW PROGRAMME WAS EXECUTED IN PERM
 

Milk Vegetables 
Questionnaire and in depth interviews 

* Consumers 99 135 
Retailers 33 30 

* Milk factories 2 
* Vegetable wholesalers - 12 
* Farms 10 10 
* Transporters 1 1 

Institutional interviews 

* GKI * Trade Committee 
* Property Fund 0 Commodity Exchange 
* Price and Antimoncpoly Committees * Deputy Mayor 
* Agricultural Committee 
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THE MOSCOW TEAM INTERVIEWED FOREIGN FOOD COMPANIES AND RELATED
 
CONSULTING PROJECTS FOR INSIGHTS INTO RUSSIAN DISTRIBUTION
 

Foreign companies operating in Russia 
• Coca Cola 
* Tetrapack/Alfa Laval 
* Parmalat 
• RJR/Nabisco 

US food companies and institutions 
* Rotelle Food Inc. 
* Pentari Food Brokers Inc. 
* United States Department of Agriculture 
* Nationa! Dairy Promotion and Research Board 
• National MilK Producers Federation 
* Philadelphia Vegetable Wholesale Market 

Relatied consulting projects in Russia 
* Andersen Consulting 
* World Bank 
* Bain-Link 
* Treuhand Ost Europa (BTP & Partner) 
* international Finance Corporation 
* Swedish-Russian Farm Project 
* Re Con/Euroconsult 

The Boston ConsultingGroup 1510114.82IEKog-.a 16 



BCG APPROACH
 

1Perm vegetables 

I e rm mik 

Novgorod milk 

Novgorod bread 

Policy 

Configuration Symptomsof Root causesof i l 
remedies
rmde 

of supply chaino supyc anfaliure distribution distribution
failure 

Pilot project 
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BREAD DISTRIBUTION IN NOVGOROD
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Configuration of chain 

Symptoms of failure 

Causes of failure 

Policies to address 

Pilot projects 

The Boston Consulting Group 1slol.. ,g., 19 



'% OF BREAD IS PRODUCED BY URBAN AND OBLPOIH0-fi:tsuT 
FACTORIES 

Flour from HT 
other reions g Podberyozkil Flourmill Kombikorm Flourmill OTO 

V 55T/dav  
QT0 

18Tdy/ 
(80%) 

X 
Q (20%) 0 

0 

S Flour Distribution I "RSOT/dayollerstie 

S Centers .. ... 2T/day 

(12),,T, Or.... 

factory, etc.) 

(3)Ia 	 Consumers 
HT 178T/day HTI 66T/day 

Obipotrebsoyuz General Food Store/Specialist Bread Stos Mobile bread 
retailersshpstrs
4)(1020) 74-@ 83-0 2- 306-

Con sumers" 

* 	 Oblpotrebsoyuz "own transp -rt" 
Population, cafeterias, schools, hospitals, etc. 
In process of prlvatlsatlon 
Includes "Rental Partnerships"

Source: Oblpotrebsoyuz, Novgorod Khlebprom, BCG Interviews The Boston Consulting Group 

1 	 UI1,. 

Hired transport 
Own transportw 	rnpr
 

Not Privatized 
Privatized 

Seasonal deliveries 

Yoead 
..
 

1 	 0 

20 



BREAD FACTORIES IN THE OBLAST ARE LOCAL MONOPOLISTS IN
 
THEIR OWN REGIONS
 

0., 6blhudov ,oi 

Bateky lemLyubytlno 

Malay 

* Municipal bread factory 

Kh arevot B A Oblpotrbsoyuzbread factoryLak 

Region served by Municipal factory 

-] Region served by Oblpotrbsoyuz 

Source: Oblact Statistics, BCG Interviews The Boston Consulting Group lSlI4.. ,,., 21 



MUNICIPAL BAKERIES ARE UPPER TO MID-SIZE
 
OBLPOTREBSOYUZ BAKERIES ARE MID TO SMALL-SIZE
 

90

so -j E jWhite bread70
 

70 - Black breadMunicipal 1993 60 B
 
Bakeries production so
 

(T/day) 40
 

30
 

20
 

Novgorod Borovlchl Staraya Okulovo Chudovo Parfino Malaya Kholm 
Russa Vishera 

80

70
 
60
 

)bipotrebsoyuzI 1993 50
 

Bakeries production 40
 
(T/day) 30
 

20
10 
 ...
 
0. o :,o 

0 cc 0 

Source: Oblpotrebsoyuz, Novgorodkhlebprom, BCG Interviews 
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BREAD PRODUCTION IN NOVGOROD OBLAST IS AN EXTREME EXAMPLE OF
 
INDUSTRIAL BAKING
 

Percent of Total Bread Production 
100 

80 

(%) 
60 

o A''' 
,,--

'.W 
Traditional 
(Craft bakeries) 

*t -l : EZ Supermarket 

40 , ,- -, Industrial 
- .(bread factory) 

20 -

I I - I -

France Germany Netherlands Great Britain Novgorod 

Source: BCG Analysis 
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MUNICIPAL BAKERIES ACCOUNT FOR 60% OF TOTAL BREAD PRODUCTION
 
Black bread dominates 

332-
Bread Production in Novgorod Oblast 

White - -. .... 

bread Municipal 

-

249 
Oblpotrebsoyuz 

Tonnes/day Black 
bread 

83 Municipal 

0-_ 

Source: Novgorodkhlebprom, Oblpotrebsoyuz 
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TOTAL BREAD PRODUCTION HAS DECREASED SINCE LAST YEAR
 
e Shift towards black bread by municipal bakeries
 

Municipal Bakeries Obipotrebsoyuz 
250 250 

200 200 

tonnes/ 150 tonnes 15 0 -
day day 

100- 100

50 50 

Black White Total Black White Total 

S1992 
1993 

Source: Oblast Statistics, BCG Analysis 
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Configuration of chain 

Symptoms of failure 

Causes of failure 

Policies to address 

Pilot projects 
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DISTRIBUTION SYSTEM IS NOT DELIVERING QUALITY AND CHOICE DESIRED BY
 
CONSUMERS
 

Both urban and rural consumers view high prices as primary cause for 

dis-satisfaction 

All consumers state that quality of product is second most unsatisfactory aspect 
• Most consumers believe that quality is at best "fair" 

Variety remains low 

Half of consumers regularly queue for at least ten minutes 

Rural retailers are particularly prone to poor delivery service 

The Boston ConsultingGroup 1S1O114.&.IEKsg., 27 



PRICE AND QUALITY ARE THE MAIN CONCERNS OF URBAN CONSUMERS
 

45 

40 

35 ,, .= 

30 

%255 
respondents 

20 

15 

" 
:. 

- oW 
One year ago 

10 

5 

0 

Price Quality Choice Distance 

F.8-_ 
Availability 

Samp;e size: 69 
Source: BCG Consumer Questionnaire and Analysis 
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PRICE AND QUALITY ARE ALSO THE MAIN CONCERNS OF RURAL CUSTOMERS
 
* Availability is a greater source of dis-satisfaction than in towns
 

45

40

%25 
respondents 

30. 

20-

15" 

10 / 

Now 

One year ago 

0 
Price Quality Availability Choice 

RN 

Distance 

Sample size: 143 

Source: BCG Consumer Questionnaire and Analysis 
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MOST CONSUMERS BELIEVE THAT QUALITY OF BREAD IS AT BEST FAIR 
Problems of quality and freshness are worse in rural areas 

Quality Freshness 

100 100-

80 
Poor 

80 
Seldom/ 
never 
fresh 

% 
Replies 

60 

4 0 

20 

-4 

N.---

Fair 

0Reasonable 

60

40 

2...sometimes 
20-

-

'~&~Always/ 

':; frequently/ 

f.-esh 

0 

Urban areas 

~/,O-stnding 

Rural areas 

0.Z.,___ 

Urban areas Rural areas 

Ssmple size: 212 
Source: Consumer Interviews The Boston Consulting Group lso I.e.Ws9sJg.a 30 



RURAL CONSUMERS PARTICULARLY BELIEVE QUALITY DETERIORATED
 

100 

How does quality compare to one year ago? 

80 

60 %%% Worse 

Replies 

40- M 

"" 
% 

.. 
Same 
Better 

20. ~ 
! 

j.j 
-

Urban areas Rural areas 

Sample ,,ze: 212 
Source: Consumer Interviews 
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MOST RETAILERS CARRY JUST TWO TYPES OF BREAD
 

100 

Number of bread types in retail shops 

Replies 

60 

40

% 
E> 

2-4 

20 

0 1t 
Today Last year 

Sample size: 32 retailers 

Source: Retail Interviews 
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CONSUMERS ARE AWARE OF THE LOW BREAD CHOICE
 

Has variety increased since last year? 14% 86%
 

Do you have the choice you would like? 4% 96%
 

Sample size: 212 
Source: Consumers Interview 

The Boston Consulting Group ISIOIM.6.3EKVs-, 33 



NEARLY 50% OF CONSUMERS OFTEN QUEUE FOR MORE THAN 10 MINUTES 
e But bread does not usually run out of stock until soon before closing time 

How often do you queue for more than 10 mins? What time do you usually run out of stock? 

100. 100_ 
Never 

80- Sedom 80

% 60 Sometimes % 60. 
Replies Replies 

40- 40

20 Frequently 20 

0- _____~1 iwaysffa ____ 0.________________ 

6 5 4 3 2 1 
Hours before closing time 

Sample size: Consumer 212, Retailer 40 
Source: Store Checks, BCG Questionnaire and Analysis 
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DELIVERIES TO RURAL AREAS ARE FEWER, SMALLER AND LESS RELIABLE
 

50 

Delivery frequency 
(Drops per Month) 

1200 

Average drop size 
(kg) 

100. 

Do you ever find 
transport unavailable? 

El NowNo 
40 1 year ago 1G0 - -4--,.. I year ago9/0/ 80

800- ; ' ' / / 

30 kg % 60
drops 600 *: *, replies 

20- 40 
400

10200. 20- Yes 
201 

-I .Yes 

Urban Rural Urban Rural Urban Rural 

Only 2% of deliveries 
affected however 

Sample size: 32 
Source: Retail Interviews, BCG Analysis 
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Configuration of chain 

Symptoms of failure 

Causes of failure I 

Policies to address 

Pilot projects 
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THE ROOT CAUSES OF DISTRIBUTION FAILURE ARE PRICEIMARGIN CONTROLS
 
AND THE MONOPOLISTIC STRUCTURE OF BREAD PRODUCTION
 

Price has not increased in real terms 
* 	 Consumers concerned about price because accustomed to low and stable 

bread prices 
* 	 Rural consumers are more sensitive to price because bread is a major 

animal feedstuff 

Quality, choice and availability are restricted by two key factors 
* 	 Margin and price controls 

- substitution of ingredients occurs to circumvent price controls 
- uneconomic to deliver to rural areas 

* 	 Monopolistic structure of production
 

- no incentive to improve quality and variety
 
- high barriers to entry
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RELATIVE TO INCOME, BREAD IS NOT MORE EXPENSIVE
 
THAN ONE YEAR AGO
 

10, 

Apr 1992 

4 Black bread 4.7 rblkg 

Index ~ 
4!1 White broad 8Wrblslkg

Avg Income/capita =1,875 rbls 
________ __ 

4-E Black bread 
E2 White bread 
. Ave Income/Capita 

2 

S- , . ,, , 

Source: Oblast Statistics, Price Controls Dept, BCG ',aiysls 

The Boston ConsultingGroup lS1O0'..EK.a- 38 
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2 YEARS OF HIGH INFLATION HAVE STRONGLY AFFECTED NOMINAL BREAD PRICES

1961-1990 PRICES WERE FIXED AT KOPEK LEVELS
 

e Explaining consumer dissatisfaction with price
 

100

go

80

70

60-
 Nominal price: White bread 
Rubleslkg 50

40

30

20

20 kopeks 10
0-- lpie lc ra 

N~ N . cm , CM C N d cm c N Nd Nd Nd M o V
 
1961-90 ! !0! 0! 0! 0!


N M Ln 4 r. C 0 ~- N C4 M~
 
a ~ ~ ~ ~ ' '-'-0a0'30 0 0
 

Source: Oblast Statistics, Price Controls Dept, BCG Analysis 
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TODAY BREAD ACCOUNTS FOR A SIMILAR PROPORTION OF HOUSEHOLD
 
INCOME TO LAST YEAR
 

15
 

Household 

income 

10- ____________ 

-

4 t j j 

; -: . 

5I 

1 year ago Now 

Source: BCG Consumer Survey, Bread Prices 1992 from Central Statistics Department 
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6000 

RURAL CONSUMERS ARE MORE SENSITIVE TO PRICE BECAUSE BREAD IS A
 
MAJOR ANIMAL FEED
 

Urban Rural 
6000

5000 4 
 5000
 

4000- Grams/
Grams/ 40000G0 400000 
6am%person/ person/ /65%/


week 3000-
 week 3000

2000-
 2000

8% 6%
1000 100 - - c 

0. 0 -~-

Total Total Total Livestock Total Livestock 

Now year ao ow One year ago] 

Black 

[ White 

Sample size: 212 

Source: Consumer Interviews 
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OVER THE LAST YEAR BLACK BREAD HAS TENDED TO BE CHEAPER THAN
 
FODDER
 

5O-


Fodder retail rc 

40 

30Grams/ Black bread retail price 
person/ 
week 

20

10 

0. I I JI 

Jul Aug sept Oct Nov Dec Jan Feb Mar Apr May 

1992 1993 

Since Feb 1993 the subsidy has been removed from grain to be milled for fodder 
* Black bread has been significantly cheaper than fodder since then 

Source: Novgorodkhlebprodukt Statistics Dept 
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BLACK BREAD IS CHEAPER THAN FODDER
Only the price of flour destined for bread production is subsidised by state 

E.g. April 1993 (per average Kg) 

BlackBlc 

Grain 

32 Rbl 

Flu 

"-I 

mill Flour 

24 Rbl 

Bread breadfacor 

- y332 Rbl 

- RbredRetailerI Humans 

Animals 

Grain
farmer Subsidy

20 Ph=1iJg 

32 Rbl 
Milln grain 

40 Rbl 
Kombi-
Korm 

Fodder 
38 Rbl 

Trade 
distributor 

Fodder
_4_Rl_ Animals 

Source: Novgorodkhlebprodukt Statistics Dept, BCG Analysis 
The Boston ConsultingGroup 1sI0V,4.6WEr/sq.a 43 



PRICE CONTROLS OPERATE AT EVERY STAGE OF THE BLACK BREAD
 
SUPPLY CHAIN 

* Regulation is strictly enforced regardless of enterprise ownarship 
LStatus at 10 i 	 Grain ,._ 7Wu Bread g Retail 

May 1993 farmer 	 factory store 

Maximum Determined by State Grain Free Towns: 39.4 (=31.5 RblI800g) Towns: 42.5 (=34 RblI800g)
selling price Fund 	 Rural: 36.3 (=29 Rbl/80Og) Rural: 42.5 
RblI/Kg-bread 

Subsidies None Difference between actual Pre-Feb 1993: difference None

received grain cost and 12 Rbl/kg between cost and 20 Rbl/kg


(post-Feb 93)
 

Maximum 	 None 15% 	 15% via price Limited by fixed cost pricemargin and fixed retail price 
Mechanism of Most of farm production Since Feb 1993 subsidy paid Periodic review of average Periodic review; set togetherregulation must be sold to State Grain to flour milier to hold price ot production costs in industry; with factory sellrig price

Fund as a term of state 	 bread flour a! 12 Rb/Kg selling price is calculated on 
production contract (in * 	 No subsidy is payable the basis of 15% margin;
practice -80%) 	 on flour used for selling price, not marg!n is

fodder regulated directly 

Efflcts Only small volume of grain Significant difference in System open to abuse by Small retailer margin makes
does not pass into state price between flour for bread manufacturers using selling bread unattractive
controlled milling and production and for fodder cheaper, lower quality raw 
distribution system materials to maintain Extra margin for rural 

Profitability 	 delivery Is not enough to 
compensate for extra costs 
involved in providing service 
of similar level to city 

Source: Interviews 
"he Boston Consulting Group . 44 



CREATIVE PRODUCTION TECHNIQUES ARE EMPLOYED TO MINIMISE
 
COSTS AND MAXIMISE PROFITABILITY GIVEN PRICE CEILING
 

• Example: A/O Novgorodkhleb 

40. 
J2e.7RblI 

30 

Rubles 20A 

0 - A 

10 

1. "Would be cost" 
of a loaf of 

bread today made 
accordin,,to iast 

year's recipe 

p 

2. Changes in flour 
mixture (increase 
lower grade flour 

content) 

II 

3.Reduce weight 
per loaf 
by 100g 

4. Cost per loaf 
of bread made 

today 
(800g) 

(900g) 

Source: .41O Novgorodkhleb, BCG Analysis 
The Boston Consulting Group 15101/4..93.,g.& 45 



______ _____ 

NEW 1991 STANDARDS ALLOWED FOR POORER FLOUR
 
* 
 Quality was downgraded again in 1993 with introduction of 'Podolskii" flour 

Standard Standard Standard 
1985 1991 1993 

34-
32.E1
 
208., 
 ,White bread and Pastry only

Quality* 26 . 

24
 
22
 
20
 
18
 

Upper grade
 

24 I,..26-~ 
Quality* 22 


High quality black bread
 
20
 

18 
161 

1st grade Podolskii

22 ___. ___L .... ower blck ,brea
Quality* 20 
 -+ ++,L I w rquality bl c b r a
 

18.
 
16
 

2nd grade 

"Glutinosity 
Source: Novgorodkhlebprodukt, Podberyozldl The Boston Consulting Group 

ISIOI1ASSQ.. 46 
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FLOUR YIELD FROM STATE FUND GRAIN ALSO DECLINED 
* Less flour obtained from 1000 kg of grain 

810-

FE] 19921 Podberyozkii factory 95-100% 
800- 1993 supplied by State Fund 

790
-f-.,14 • Imports of rich Western 

Kg of 
1000 kg 

780- jrain by fund have sharply 
declined 

of grain 770- 50% extra cost for grain 

760  i 
76P.. :of 1992 quality 

740 
January February March April 

Source: Podberyozkll Factory Management, BCG Interview 
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SELLING BREAD IN RURAL AREAS IS LESS ATTRACTIVE TO PRODUCERS AND
 
UNATTRACTIVE TO RETAILERS 

Example: 800g Black bread 

City Rural Area 

SF- ra1I 
Set retail 
price 34 Set retail 3 
Set selling 30. - "- Ap-"16" 

price to Set selling 30 
retailer price to 2.8% 

retailer 
20-
 20 20 20 Extra retail margin 1 

is unattractive to 
producer and does not 

compensate for 
10 -, higher transport costs 

00 
Production 
cost + VAT 

Producer's 
profit 

Retailers 
transport 

costs 

Retailers 
profit 

Production 
cost + VAT 

Producer's 
profit 

Retailers 
transport 

costs 

Retailer's 
loss 

Source: NO Novgorodkhleb, BCG Analysis 

The Boston Consulting Group Sl1o14.6.mEKsg.a 48 



THE STRUCTURE OF GRAIN AND FLOUR SUPPLY AND BREAD PRODUCTION IS
 
STRONGLY MONOPOLISTIC 

* Choice is therefore extremely limited 

Overseas 	 RF Virtual 100% state-owned monopoly
Canada Farmers bound on grain supply

USA bFarmers must sell grain to state 
Grain France by state contract as a term of the standardagricultural production contractsupply Grain .Hard currency Grain 	 • Pre-1991, higher quality grain 

State Fund of Grain Iwast 	 imported from the West forFhard 
currency
 

iholesaleand 10% 	 Alternative sources offlour are limited]
direct sources of Podberyozkii Mill Kombi-Korm Mill e85% of Oblast bread flour ..grain- ..... *,...... ..,. 	 requirements are satisfied by 

Flour 0 	 state-owned mills
milling 

V 
180% Fodder e 15% sourced from private

wholesalers outside Oblast[Othe milst 20% Regional 1 • Export of flour from Oblast 
outside Oblast ow distribution restricted 

~~~~~. 	 centres (x12) L monopolies..... .... .... .... .... ... .... ..... .... .... ..... .... ... ... . ... . o 	 ..0.. .... . . ............. . L o a m n p li s
 

Bread [ Flour 15% " One factory per major townproduction Iwholesalers 	 I
i outside Oblast .E .. 0 Legend
 

Oblast bread producers 	 Q Not private 

C Collective 
IS Privatised 

Source: Interviews 
The Boston Consulting Group 1510114.. s.. 499 



100 

BREAD PRODUCERS IN THE OBLAST HAVE CAPTIVE LOCAL MARKETS 
* Almost all bread retailers have only one supplier within 20 km 

Number of suppliers per retailer 	 Distance from supplier 
100 

80 80 	 "Transporting further 
than 20kn Is not feasible 
for bread factories" 

1,01 	 1- Head of Transport Co 
60- 60

replies replies
 

40. 
 40 

20-	 20 

One Two Three+ <10 10-20 20-25 25-50 >50 
Number of suppliers Distance (km) 

Regulatory system reinforces monopolist's position by allowing a 
maximum retail margin of 25% on white bread sold in factory owned 

stores c/f 15% otherwise 

Sample size: 32 
Source: Retail Interviews 

The Boston Consulting Group 	 ISl014.6.9v3EKjg.a 50 



INTERNATIONAL COMPARISON SUGGESTS THAT VARIETY OFFERED IS 
PROPORTIONAL TO NUMBER OF BAKERIES PER CAPITA 

Variety offered to consumers in Novgorod fits the trend 

200 

180- 0 Germany 

160 

140
 

Variety 120
 
(Number of
 

different 100
 
types of bread)
 

80 

60 . France* 

40 Netherlands 

•Great Britain20 
20- Novgorod Oblast 

0 1 

0 5 10 15 20 25 30 

, Competitive intensity 

(Thousands of persons served by average bakery) 

* French tread sector Isregulated 
Source: BCG Analysis 

The Boston Consulting Group 1s1oI.6.9YEJ5g- 1 



TANGIBLE BARRIERS TO ENTRY ARE DUE TO POOR AVAILABILITY OF CAPITAL
 

AND EQUIPMENT (1)
 

Barrier 

Capital access 

Premises access 

Example 

Lack of seed capital for new 
enterprises 

Little trade credit available 
Terms usually pre-pay or COD 

Lack of loans for expansionllong-term 
projects 

67% of organisations interviewed had 
been approached to sublet space 

* 	32% agreed 
* 	68% refused 

-	 "additional management 
complexity" and "lack of 
authority to make deal" given 
as principal reasons for 
rejection 

Effect 

Capital-intensive start-ups impossible 

Financing limited to internally 
generated funds 

* 	 High taxes limit available earnings 
(effective 80% corporate tax rate) 

New enterprises often sponsored by 
larger existing organisations

* 	French bread factory financed by 
Novgorod Meat Factory 

• 	 Flour mill opening new bakery 

Restricts start-up of new bakeries 

Source: BCG Interviews The Boston Consulting Group ISIO IA.6.93EK',g-, 52 



TANGIBLE BARRIERS TO ENTRY ARE DUE TO POOR AVAILABFLITY OF CAPITAL
 
AND EQUIPMENT (2)
 

Barrier Example I Effect 

Equipment Imported baking machinery expensive 
and subject to high duties (20%) 

Choice limited to domestic equipment 
. Scarcity of spare parts 

Military baking equipment available 
only with complex negotiation ("State 
Secret") 

Availability not guaranteed and price 
undefined 

* Scarcity of spare parts 

"Conversion" baking equipment must 
be sourced from many different 
locations 

High cost due to logistic complexity 

Lack of intermediaries Imperfect knowledge of available 
opportunities 

Source: BCG Interviews The Boston Consulting Group 1S101.e.9WEKg.. 53 



THERE ARE ALSO SUBSTANTIAL ADMINISTRATIVE BARRIERS
 

Barrier Example Effect 

Bureaucracy Lengthy and slow process of licensing 
and approvals 

Standards for equipment and 
recipes 

New entry is delayed or abandoned 
• Time and money cost unattractive 

"A powerful, well-connected mentor is 
advantageous" 

"We were closed down for three 
months until all forms and product 
definitions were filed with appropriate 
authorit'es" 

- New entrepreneurs 

Raw materials Monopolistic supply of flour and grain 

Minimum order quantities of 
ingredients are high 

* E.g. yeast 

Difficult for small bakeries to access 
raw materials in appropriate quantities 

The Boston ConsultingGroup l5 0lIA.6 Jsg-a 54 



CONSUMERS HAVE RESPONDED ENTHUSIASTICALLY TO THE OPENING OF A
 
NEW WHITE BREAD FACTORY IN NOVGOROD
 

1500. White bread consumption 140 Price premium 
New entry*

120 

100
1000 - Standardglweek/ - RbV 80 white

capita kg 
50060 

40

v--..20 

0 0
New entrant Other Town Al~r93 May93 
customers residents 

How do you rate the quality How often are you served 
100 of the product? with unfresh product? 

so Outstanding'Raoalso 
ZOe/10flm 

never
 
% 60- % 60- Never
 

replies 40
40 replies/ Fair 40.
/ / Always 

20 . 20. frequently
20 / ' . : 20sometimes-*, 

07 0 
New entry Standard New entry Standard 

bread bread 
"I'd rather pay a little more than have problems with availability and quality" 

Soldout ailyI -Consumer standing in line 
Sold out daIly

Source: Consumer Interviews, BCG Analysis The Boston Consulting Group I. 
lslo/,.6.9.'EKfsg-. 55 



Configuration of chain 

Symptoms of failure 

Causes of failure 

Plicies to address 

Pilot projects 

The Boston Consulting Group 15lO1,.6.KJ.g- 56 



IMPROVEMENT 

Symptom 

Poor quality 

Limited choice 

Availability poor 
in rural areas 

IN THE SUPPLY CHAIN COULD BE ACHIEVED BY SUBSTANTIAL
 

POLICY CHANGES
 

Cause 

Fixed selling prices 
* 	Producers sacrifice 

quality to maintain 
profitability 

Monopoly supplier of flour 
* 	Limited choice in supply

of flour-grade grain
* 	Deteriorating flour 

quality as a result of less 
imported grain 

Bread factories are local 
monopolists 

Extra rural retail margin is not 
sufficient to cover additional 
costs of transportation 

Necessary policy changes 

Review set prices more frequently 

Stricter quality standards 

Break-up state grain and flour monopoly 

Permit flour mills to export product outside 
Oblast 

Facilitate financing of new mini-bakeries 

Encourage competition between bread factories 
by relaxing price controls 

Stricter policing of abuse of monopoly power
including collusion 

Simplify administrative regulations and 
standards to encourage new entry 

Increase margin available to rural retailers 

Abolish retail margin controls 
Encourage new entrants, especially in rural 
areas, with tax and investment incentives 

The Boston Consulting Group l5l014.6..93/E KIsg. 57 



Configuration of chain 

Symptoms of failure 

Causes of failure 

Policies to address 

Pilot projects 

The Boston Consulting Group 1S014ASAMh.a 58 



PRIVATISATION HAS HAD LITTLE EFFECT ON BREAD PRODUCTION IN THE OBLAST
 
Production is still characterised by local monopoly
 

Part of the chain 

Grain supply 

Flour milling 

Bread production 
" Oblpotrebsoyuz 

(x33) 

" 	Municipal (x5) 

" Privatised 
(Former 
Municipal) (x3) 

Privatisation status 

Roskhlebprodukt is 100% 
state-owned (Formerly 
Ministry of Bread Production) 

100% state-owned (to be 
privatised in 2-3 months) 

Collective ownership 

Municipality ownership 

Novgorod 
Staraya Russa 

Borovichi 

100% workers 
51% workers 
49% Oblast 
51% workers 
49% Oblast 

Impact 

-	 Old structure and processes persist 
• 	 Grain still allocated to flour mills on same 

basis 

- Grain still supplied from same centra! 
source 
No increase in efficiency 

- lower output yield and poorer outputquality due to poorer input flour 

Not privatised 

Not privatised 

* 	Flour still sourced from same distribution 
system 

• 	Producers continue to be local 
monopolists with negligible sales in each 
other's regions 

* Selling prices still regulated 
- No increase in efficiency or quality 

Source: 9(G Interviews, Oblast Statistics The Boston Consulting Group 
151014.6.93EKt.g.. 59 



PRIVATISATION HAS HAD LITTLE EFFECT ON BREAD RETAILING IN THE OBLAST
 

Part of the chain 

Retailing 
" Oblpotrebsoyuz 

(xl020) 

* 	Municipal 

(x102)
 

* 	Privatised 
(Former 
Municipal) (x82) 

Privatisation status 

Collective ownership 

Municipality ownership 

Private 
* 	100% workers 
* 	51% workers 


49% Oblast 


Br,.ad must continue to be 
sold as a condition of 
privatisation of each store 

Impact 

Not privatised 

Not privatised 

- Profitability of bread retailing still 
controlled by regulation 

- No significant improvement in availability 
or quality 

* 	Long queuing times 
* 	Rural availability has not improved 

The Boston Consulting Group 15 Ot/4.633/E ,g-a 60 



PROJECT 1: PRIVATISATION AND RESTRUCTURING OF BREAD FACTORY 

Definition Privatise restructure and reorganise a bread factory 

Candidates Municipal bread factories (5) 

BCG role Privatisation, restructuring and strategy plan, project management and 
implementation assistance 

Variants 

Impact Quality, variety and efficiency. Limited impact without price control reforms. 

No change in monopolistic structure 

Risks Low risk 

Local acceptability Strong GKI support; support of local administration unknown 

Costs Capital expenditure not essential 

Timeframe 3 months 

Replicability Replicable - typical enterprises and problems 

The Boston ConsultingGroup 1l5011.6. EKsg., 61 



PROJECT 2: DEVELOPMENT OF SMALL SCALE BREAD PRODUCTION IN 
NOVGOROD
 

Definitibn 


Candidates 


BCG role 


Variants 


Impact 


Risks 


Local acceptability 


Costs 


Timeframe 

Replicability 

Development of mini bakeries in urban and rural areas 

Local entrepreneurs (meat factory, etc) and foreign investors 

Project organisation, business plan development, working with administration to 
create favourable conditions for entry, leverage BCG bread experience 

Private sector access to military field bakeries. Use of conversion bakeries 

New competitors, improve quality, availability, service and variety 

Existing contract too short for full implementation 

GKI: enthusiastic. Oblast: enthusiastic 

Up to $100,000 for equipment depending on type 

4 months depending on finance and equipment lead times 

Very replicable 

The Boston ConsultingGroup 1ll/4.6.93EK/sg a 62 



SMALL SCALE CRAFT BAKERIES WOULD HAVE BENEFICIAL EFFECTS ON ALL
 
STAGES OF THE BREAD SUPPLY CHAIN
 

supply Alternative sourcing => competition 

production Direct competition to existing monopolists 

craft bakeries Transportation No transport costs (onsite) 

Retailers Improved margins 

CConsumers Improved quality, variety, service and rural 
availability 

The Boston ConsultingGroup l51O114.6.E 9g-, 63 



A PRIVATE BREAD FACTORY WOULD HAVE TWO ALTERNATIVE CHOICES
 
OF FLOUR SUPPLY 

Subsidised flour Non-subsidised flour 

State Fund of Grain Unregulated Free Market Grain 

Podberyozkii Mill Mills throughout Russian Federation 

Regional Distribution Controls Local
Centres [..-......[ Administration Wholesalers and Commodity Exchanges 

" Registration with Administration is essential * 	 Free market price 
* 	 Quality of product driven by price of input grain * 	 Novgorod Oblast does not produce flour-grade 
* 	 Majority of producers in Oblast make regulated grain

black bread * Flour wholesalers outside Oblast only 
" Quality limited by black bread selling price * Imported flour varieties are available
 

constraint 
 - greater variety and quality 
" Variety of flour grades dictated by black bread 

recipes 

85% volume share of production 15% volume share of production 

Source- SCG Interviews 
The Boston ConsultingGroup 1511o/4.8.9XEVsg.a 64 



BREAD PRODUCERS NEED TO REGISTER WITH ADMINISTRATION TO OBTAIN 
SUBSIDISED FLOUR 

Time consuming but straightforward 

Company must be described as a bread producer in its 3 
statutory registration documents 3 days 

i Wait until next quarter 
Director and Chief Accountant must apply to 

Now administration every quarter to state quantity of flour 7 days 
needed for production in that quarter 

Approval within 7 days 

Administration orders Novgorodkhlebproduct to allocate 
and deliver approved quantity at subsidized price 

Current flour stocks in the Oblast are 2.5 months supply 
* Applications for registration are virtually guaranteed to be approved 
SOnly one application ever received from a new private business 

* "We would like to encourage new private factories to register" 

- Novgorodkhlebproduct Official 

Source: Z3CG Interviews, Novgorodkhlebprodukt 
The Boston Consulting G. oup 151o1/4.6XToEKsg.a 65 



PRICES OF NON-SUBSIDISED FLOUR ARE GENERALLY HIGHER FOR SMALLER 
ORDER QUANTITIES 

Eg Upper grade, May 1993 

Size of one IRail Wagon90I 

90 
 4 

80 -- -- --
Krestezkoe RDC Lubytino RDC 

70 1 

60
 
Ruble/ 

kg so Podberyozkii direct*Borovichi RDC*50 I Leningrad Wholesaler" 
° Novgorod RDC 

40 

bsidised price 
30 I 

0- I I III I II I I I 
10 20 30 40 50 60 70 80 90 100 110 120 

Order quantity/tonnes 

RDC = Regional Distribution Centre 
* Order quantity negotiable 
" Price on-truck Novgorod
Sourc.: BCG interviews, Analysis The Boston Consulting Group 1s1l/4.6.9VEK/,-8 66 



PROJECT 3: INSTALLATION OF PORTABLE/MOBILE MILITARY BAKERIES IN
 

Definition 


Candidates 


BCG role 


Variants 


Impact 


Risks 


Local acceptability 


Costs 


Timeframe 


Replicability 


RURAL AREAS
 

Use of surplus military field bakeries in rural areas to supply local population 

Local entrepreneurs and local military bases 

Project orgenisation, operations concept, scheme for access to military 
bakeries, working with Oblast to remove entry barriers 

Direct contact with supplier of military bakeries 

Availability in rural areas and new competition 

Equipment may prove difficult to access 

Acceptability to military establishment unknown 

Low 

3 months 

High, many such bakeries exist 

The Bocton ConsultingGroup I5 O1/,.G.9EQQ- 67 



0 

MILITARY BAKERIES CAN PROVIDE LOW VOLUME OUTPUT AT HIGH 
EFFICIENCY 

System consists of oven plus complete set of semi-automatic tools 
300 Kg weight: can be carried by six men Preparation 

* 	 Diesel fuelled 160kg 
- 10 litres for 16 hours operation ................................ 

Oven bakes 18x700g loaves in 40 minutes_ ir 
Baking

BBakin 
Preparation 

a80kg 
" Dough must be mixed and "aged" before baking I 
" Optimal operation would be 2 shifts and 6 ovens 

- all dough mixed and prepared (2 people for 8 hours 
Baking 

prepare 160kg dough) 
- baking and second batch of preparation/baking 500kg bread 

(3 people for 9 hours) 
- output approx. 500kg bread per day 

Bakery at Okulovo is owned by military 
* 	 Operated in co-operation with local businessman to serve military and nearby village 
* 	 "A number of army uits are experimenting with such things" 
* 	 Sale of such military equipment must be authorised by Defense Minister or Regional 

Commanders 
- information on manufacturer available from regional HQ's 

Anecdotal sources suggest that every military unit is equipped with this equipment 
- estimated number 36,000 total (BCG) 

Source: Interviews The Boston Consulting Group 15101/4.6.93/E fSJg. 68 



PROJECT 4: RESTRUCTURING SYSTEM OF PRICE CONTROLS AND SUBSIDIES
 

Definition 


Candidates 


BCG role 


Variants
 

Impact 


Risks 


Local acceptability 


Costs 


Timeframe 


Replicability 


Restructure the existing system of price controls and subsidies to remove 
structural impediments to development of the bread sector 

Oblast administration's price control commission 

Economic analysis, scenario evaluation, recommendations 

Remove distortions affecting quality and rural distribution, greater incentives 
for new investments and entries 

Federal and Oblast legal and political obstacles 

GKI neutral, Oblast administration keen 

Low 

2-3 months 

Low (specific local issues) 

The Boston ConsultingGroup 151O1o4.6.9VEK/sg.a 69 



PROJECT 5: 

Definition 


Candidates 


BCG role 


Variants
 

Impact 


Risks 


Local acceptability 


Costs 


Timeframe 


Replicability 


PRIVATISE AND RESTRUCTURE A TRANSPORT COMPANY 

Privatisation and restructuring of a local bread transportation company to 
improve rural distribution 

Local transport monopoly (PATO) 

Set privatisation and restructuring conditions, development of the
 
privatisation and restructuring mechanism
 

Improved deliveries to rural areas (overall, transport is not a critical issue
 
however)
 

Without price controls change, impact may be limited; opposition from
 
transport establishment?
 

Neutral
 

Low capital expenditure, but may need subsidies if price control regulations
 
are not changed
 

4-5 months
 

Low - Nizhnii Novgorod model not accepted by some Oblasts
 

The Boston Consulting Group l150114.6.9/EKJsg.. 70 



DEVELOPMENT OF SMALL SCALE BREAD PRODUCTION IS THE MOST
 
ATTRACTIVE PILOT PROJECT
 

[ Recommendation: Implement this project in next phase 

Bread factory
 
privatisationl
 

Project iiiHigh 

Feasibility Smallscale 
- production -

Low 

Transpor Co. Militar Price controls Jprivatisation and Ij Mltr 
restructuring J Bakeries ireengineering 

5 LowTPBject in gHigh 4 oCt 3 1GroupPr..ject 

Im p a c t I 

The Boston Consulting Group 15s101t/4..W/,Er..sg.a 71 

71 

http:15s101t/4..W/,Er..sg


MILK DISTRIBUTION IN NOVGOROD
 

The Boston Consulting Group l51ol'4..M.,EKg., 72
 



Symptoms of failure 

Causes of failure 

Policies to address 

Pilot projects 

The Boaston Consulting Group 1S10O4.8D Kdg-a 73 
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MOST OF THE MILK PROCESSED BY MILK FACTORIES STILL COMES FROM 
STATE/CO-OP FARMS* 

Supply chain configuration 

0.3- ( <0.9 -( <0.002 Piaie 
State/Co-op farms* FOT Rural residents Private farms 0 SaFarms 0 =2 O 08 13.2 ca. 1. 1aca. 18,700 ca. 11.4 0 650 ca. ca. 0.2 4) Co-op (Oblpotrebsoyuz) 

F3.8 + ca. 0.13 000's tonstday4.0 0.06 0.04 '0.1 FOT Farmer-owned trnsport 
Collection FOT ca. 11.1 .. . F transport 

point POT Processor-ownedTotal Input 14.9 FOTtrnpt transport 
Milk Novgorod milk factory Remaining ilk factories Cther HT Hired transport


factories 
 In Oblast milk 
HT 61% of processed 1 39% of processed product 

milk 0 milk s 

POT 1.2 N POT 0.8. 

HT 2. 1.8HTO0.8II HJl 
Retailers Fctory-owned stores Hospitals, schools, Rr ra s 

990% C 10% 0 4) ca. 800 

ConsumersUrban consumers Rural consumers 

Includes Joint stock companies, Ltd. partnerships, prlvatlzed co-operatives, two unprlvatized co-operatives and state farms 
Privatlzed or In process of being privatized 

Source: Novgorod Csntal Statistics Department, BCG Interviews, BCG Analysis 

The Boston Consulting Group 3s o4.6.9W3E/,,g.A 74 



DEFINITIONS OF TERMS
 

State/co-operative farms Remaining collective and state farms, and state and 
collective farms in process of reorganisation 

Privatised farms 
k Former collective and state farms that were 

reorganized into joint-stock companies, limited 
partnerships and co-operatives 

Private farmers II 
Individuals who do not belong to state/co-operative 
farms and obtain primary income from production
and sale of milk and other agricultural products 

Rural residents 
Individuals who own a cow, produce milk, but do 
not obtain their primary income from independent
production of milk and other agricultural products 

The Boston ConsultingGroup 1sloin4..5iyEjsg-, 75 



THE IMPORTANCE OF MILK PRODUCTION BY RURAL RESIDENTS INCREASED
 
* The increase came at the expense of state/co-op farms 

Milk Production by Source
 

100
 

80

-
60-l '; :. '
 Private farms 

,Rural residents 

40 StateCo-op farms 

20- V" 

1QTR 92 1 QTR 93 

Source: Central Statistical Department 

The Boston ConsultingGroup IsIoI K 76 



THERE HAS BEEN NO SIGNIFICANT IMPACT DUE TO PRIVATIZATION UP TO NOW
 

Part of the chain 

Farms 

Processors 

Retailers 

Privatization status 

State/Co-operative 
Privatised 147 
Pending privatisation 61 
Remaining state 2 
(military property) 

Private 
Associations of farmers 4 
Individual farmers ca. 650 

Privatised 	 6 
Pending privatisation 10 
Privately owned by 1 
outside investor 

Municipal 30-40 
Privatised 300 
Privately owned 20-25 

Impact 

° 	No improvements in efficiency/ 
management 

-	 Some cases of total disintegration 
• 	 Up to 15% of members left collective 

enterprises (varies significantly by farm) 
-	 Tensions between remaining and leaving 

members over property division 

• 	 In some cases success stories, in most 
cases small improvement 

* 	State monopoly became private 
monopoly 

* 	No improvement in efficiency/ 
management 

° 	 With privatisation, stores became more 
reluctant to sell milk due to low margins 
on the product 

Source: Oblast Agriculture Department, City Administration Trade Department 

The Boston Consulting Group 	 lsl0 I,.6 tKEg 77 



Configuration of chain 

Symptoms of failure 

Causos of failure 

Policies to address 

Pilot projects 
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FAILURE SYMPTOMS OF THE EXISTING DISTRIBUTION SYSTEM ARE MOST
 
NOTICEABLE AT THE CONSUMER LEVEL
 

rban consumers Dissatisfaction with availability of milk in stores 
* Dissatisfaction with high prices on milk 

* Sharply reduced consumption of milk 

Rural consumers Dissatisfaction with availability of milk in stores 
* Significant consumption of unpasteurised milk 

The Boston Consulting Group ls51/4.6.,&,tjSg 79 



AVAILABILITY AND PRICE OF MILK ARE OF GREATEST CONCERN TO Ii 
URBAN CONSUMERS 

"What do you find most unsatisfactory in buying milk?"
40
 

30. 

/ Today
(%)-'20 Year ago 

10 

I W 

Availability Price Selection* Quality Distance 

Sample size: 69 
"%fat content and packaging 
Source: BCG Interviews 

The Boston Consulting Group 1s1ot/4.6.9EKg., 80 



IN ALMOST 50% OF CASES URBAN CONSUMERS FIND IT DIFFICULT TO BUY MILK
 

80 

"How often is milk unavailable in store?" 
Never 

Seldom 

60 
% of 

respondents 

40 

20 

Sometimes 

Frequently 

~ .. ~.Always 

Urban consumers 

Sample size: 69 

Source: BCG Interviews 

The Boston Consulting Group 151ol.B.9.JEVJg., 81 



IN THE FIRST QUARTER OF 1993 RETAIL PRICES ON MILK
 
HAVE OUTPACED AVERAGE INCOME
 

6 
*r . . 

Index 
(1.0 =Sept 1992) 

4 

3

2

., 
.. 

I j Retail m ilk p rice 
Average income 

Sept Oct Nov Dec Jan Feb Mar Apr 

Source: Novgorod Central Statistics Department, BCG Analysis The Boston Consulting Group 
82 



URBAN CONSUMERS HAVE REDUCED THEIR MILK CONSUMPTION
 
BY ALMOST 20% SINCE LAST YEAR 

Urban Milk Consumption 
2.0 

. A -19% 

week 1.0 -, . -

1.5 

Apr 1992 Apr 1993 

Sample size: 69 
TeBso osligGopSource: BCG Interviews, BCG Analysis The Boston Consulting Group .. E , 838 



AVAILABILITY OF MILK IN SHOPS IS LIMITED iN RURAL AREAS
 

"What do yc i find most unsatisfactory about buying mi'k?"
100

80] 

Of 6 Today 

respondents Oneye 

40] 

201 

Availability in Price Poor Quality Distance 
shops selection 

Sample size: 113 
Source: BCG Interviews, BCG Analysis 

The Boston Consulting Group l51l1/4.6.qWEKsg., 84 



FOR 90% OF CONSUMERS MILK IS UNAVAILABLE IN STORES IN RURAL AREAS
 

"How often is milk unavailable in stores?" 
100 11, Never 

....... I I Seldom
 

PSometimes 

rFrequently 

40

40. 

Rural consumers 

Sample slie: 113 
Source: BCG Interviews 

The Boston Consulting Group ISIOI.6.S3'EKIg-, 85 



MORE THAN 90% OF CONSUMERS IN RURAL AREAS GET THEIR MILK
 
DIRECTLY FROM PRODUCERS 

* Milk bought from producers is unpasteurised 

60 Unpasteurised Milk Pasteurised Milk 

50 I 

402 

%of
respondents 30 MToday 

qf one Year ago 
20 

10 ''-: 

0.-
Have own From friend Directly General General 

cow in countryside from farm food store store 

Sample size: 113 
Source: BCG Interviews 

The Boston Consulting Group Iso14.6.SE.- 86 
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Configuration of chain 

Symptoms of failure 

Causes of failure I 

Policies to address 

Pilot projects 
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FAILURE SYMPTOMS ARE CAUSED BY A COMBINATION OF FACTORS
 
TRIGGERED BY EXTERNAL FORCES
 

External Forces 

Retailers 

The Boston Consulting Group sol,. ,., 88 



A NUMBER OF IMPORTANT PRODUCTION INPUTS BECAME SCARCER AND
 
MORE EXPENSIVE 
e Nov 92-April 93 

I External Forces 

* 	 Shortage of hay and silage 
due to the last year's
 
drought
 

* 	 250% increase in 
concentrate prices0 

a 	 1,500% increase in 
electricity prices 

* 	 300% inflationary 
increases in labour and Retailers 
other factors 

The Boston Consulting Group 	 I51OlI4.6."MgEKIsg- 89 



SHORTAGE OF HAY AND SILAGE LEAD TO FURTHER PRODUCTIVITY DECREASES
• Private farmers and rural residents coped much better with the problem 

700 (%ftotao60-o( Qi 
Productivity

DC 
number 6 
of cows 600 

550. 

500

450 

400 

Litres/Cow 350 
300 

+5% M1stQtr1993 

ist Qtr 1992 

250-200 -24% / 
200
150 

100 

o 

State/ Rural Private Total 
Co-operative 

farms 
residents farms (weighted 

average*) 

* % of total number of cows used as weights 
Source: Central Statistics Department, BCG Analysis The Boston Consulting Group 1o114.6 ,3Fg., 90 



CHANGES IN THOSE FACTORS ADVERSELY AFFECTED MILK PRODUCTION
 

Productivity dropped 

* Cost of production 
increased 

ForcesB TheExternalCun Go increase9 1. 

0% 

The Boston Consulting Group 1510114 6.-t..91 



NOVGOROD OBLAST MILK FARMS ARE NOT VERY PRODUCTIVE
 
BY INTERNATIONAL STANDARDS
 

10000. 
Productivity* 

8000 

(litre/cowlyear) 

6000 

4000

2000-

USA 
(Ca)** 

USA 
avg 

USA 
(Wi)*** 

NL FRG UK Sp Novgorod 
Oblast 

* 1989-92 Aug 
California 

**WlIconsin 
Source: BCG Analysis, NMPP, MMB-UK The Boston Consulting Group ISlOII4.6.SW"g.a 92 



LOWER PRODUCTIVITY TOGETHER WITH HIGHER FACTOR COSTS
 
MORE THAN TRIPLED PRODUCTION COST OF MILK
 

Example: State/Co-op farms
 

60. 

A Unit Cost 92-93
50 /
0 / /Othe +300% 

40 / 
Average / E 

production / Electricity +1,300% 
cost milk 30 /

(R/) / 

/ / Concentrate- +250% 

100 I, 7 

'Z:jLabou +300% 

Nov 1992 Apr 1993 

"Increase In costs of concentrate as a proportion of total Is due to Increase In concentrate prices combined with greater use of concentrate due 
to lack of other fodder 

Source: BCG Interviews and Analysis 
The Boston Consulting G:oup 1S*0,/.6.9,Qa 93 



HIGHER PRODUCTION COSTS WERE PASSED ON TO PROCESSORS IN HIGHER
 
PRICES*
 

4. 

3 

Farms' milk 
sale prc 

J 

/0- - -

Index of farms' 
cost 

Index 
(1.00 = Nov 92) 2 

0. 

Nov 92 Dec 92 Jan 93 
I 

Feb 93 Mar 93 Apr 93 
1 

Processors had to raise prices since farmers could barely cover their variable costs 
Source: BCG Interviews and Analysis 

The Boston Consulting Group lSlo1,.6J 3EKQ., 94 
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LACK OF COMPETITION IN PROCESSING DID NOT CONTAIN PRICE INCREASES
 

External Forces " 

0 ', Monopolistic and 
0 Jmonopsonistic structure 

a Underpinned by 
technology 

* No incentive to contain 
go price increases 

* No incentive to access 
cheaper alternative 
sources of milk 

Retailers 0 New entry is discouraged 
by subsidy structure 

The Boston Consulting Group 101I4.6.B EK/,g-a 95 



ALL MILK PROCESSORS ARE BOTH MONOPOLISTS AND MONOPSONISTS IN
 
THEIR RESPECTIVE REGIONS
 

Novgor IoKvy
y

Mata aViahera

*Mo henakoyePoI= %, .... ,,, orovlchl 

G ( ndoe ( %of total production in region 

Supply territory (80% of milk 
Im supply comes from within the area) 

Scale: 1cm = 15km Sales territory 

Source: Statistcs Department, Agriculture Department, BCG Interviewa 

The Boston Consulting Group 1510114.6.g. 96 



CURRENT MILK PROCESSING TECHNOLOGY RESTRICT3 TERRITORY SIZE AND
 
NECESSITATES JIT SALES
 

° Limited refrigeration and no UHT technology
 

H111Strge""- oligFarmTrnpr -ON aurl-°°"1 Trnpr Str 
to factory Soaezation storage to retailersStrg 

cooled od Insulated RergrtdNo UHT Non- ergatY
coolerod -N tankers -1P or non- tehooyRefrigerated -1- ergrtdNon

wtrrefrigerated tehooyrfgrtdrefrigerated 

Cumulative 
time after 12" 15 17-20 17.5-21 20-35 22-39 22-48 

milking (his) 

" Milk Isleft overnight after evening milking
Includes 1-2 hrs of average waiting time for unloading 

Source: BCG Interview &Ana.jsls 

The Boston Consulting Group 11Csa .K/tg-. 97 



PROCESSORS PASSED ON HIGHER COSTS TO RETAILERS
 
* No incentive for monopolistic processors to contain costs by
 

increasing efficiency
 

4-

Index 
(1.00 = Nov 1992) 

3 

2 

- o-Wholesale milk price 

F mFarms'milk sales 

Nov 92 
I 

Dec 92 
I 

Jan 93 
I 

Feb 93 
I 

Mar 93 
I 

Apr 93 

Source: BCG Interviews & Analysis 
The Boston Consulting Group 15I014../F.g-, 98 



PROCESSORS MADE NO ATTEMPTS TO ACCESS CHEAPER MILK PRODUCERS
 
iN ORDER TO CUT THEIR INPUT COSTS
 

60-

Production Costs 

60-

Estimated costs for Processor 
(including purchase price and 

transportation*) 

5-50 

Rubles! 
litre 

40-40 i 

30- 30

20- 20 .$~ 

0 

State/Co-
operative

farms 

Private 
farmers 

0 

From State/ 
Co-operative

farms 

From 
private

farmers* 

Based on using amall transport (<1t) to collect 10 churns and cover 100kn 
Including 15% margin for private farmers 

Source: BCG Interviews and Analysis The Boston Consulting Group lstoI..EK/sga 99 



TRANSPORTATION COSTS MAKE IT UNECONOMICAL FOR MOST SMALL
 
PRODUCERS TO DELIVER MILK TO M!LK PROCESSORS*
 

(Based on round trip of 50kmn)
 

15. 

10 

Transportation 
costs* 

Rb/I 

5 

40 iitres** 400 litres** 3,000 litres*** 
(1 churn) (10 churns) (1 tanker) 

* Labour and fuel coats 
Using 111 station wagon 
Using GAZ-53 tanker 

Source: BCG Interview and Analysis 

The Boston Consulting Group 1S1O/.*.WEKsg-, 100 



CURRENT SUBSIDY STRUCTURE DISCOURAGES FARMS FROM PROCESSING
 
THEMSELVES
 

Non-farm processing j Farm processing
 

Farms
 

58 R/h'1 53 RA 

Oblat buget o-1 Processing cost 

processorsiit" retailers 

Farms would not receive the subsidy should they try to process milk 
and deliver to retailers 

Source: BCG Interviews and Analysis 
The Boston Consulting Group lslolI4.6.3t,/.= 101 
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MILK RETAILING IS UNATTRACTIVE 

External Forces 

* Margins are controlled 

* Higher margins on other products 

The Boston ConsultingGroup 111,4..SJt KIq., 102 



THREE QUARTERS OF RETAILERS REPORT THAT SELLING MILK IS NOT
 
ATTRACTIVE
 

Retailers have smaller margins on milk than on other products 
* 	 9% margin on milk (maximum allowed 10%) 
* 	 25% margin on vodka 

* 	 10% margin on margarine (impoited) 

Selling milk implies additional costs of refrigeration 

* 	 Increased costs of refrigeration driven by higher electricity costs (1,500% 
increase since December 1992) 

* 	 Investment costs 

Milk has higher costs of storing due to low price/volume ratio 

Milk is highly perishable hence retailers are very "risk averse" in their ordering 

Source: BCG Interviews and Analysis 
Sample: 34 food retailers 

The Boston Consultng Group 	 - 103 



MORE THAN 50% OF RETAILERS WOULD STOP SELLING MILK IF THEY WERE
 
NOT LEGALLY OBLIGED
 

96% of retailers report that selling milk is less profitable than selling most other 
products 

53% of retailers report "Privatisation Condition" or "Other Legal Obligations" as the 
primary reason for selling milk 

Regulations do not specify minimum volume of milk 

"If I want I can sell one bottle of milk and one loaf of bread..." 

Novgorod Retailer 

Source: BCG Interview$ 
The Boston ConsultingGroup 1510114.91EK ,q. 104 



RETAILERS PASSED ON THE COST INCREASES TO CONSUMERS
 

4.5, 

4.0 
Retail milk price 

3.5-

Index 
(1.00 = Nov 1992) 

3.0 

2 
2.5 

2.0 

Wholesale milk price 

1.5 

1.0 

0.5 

0.0-

Nov 92 Dec 92 Jan 93 Feb 93 Mar 93 Apr 93 

Source: Statistical Department, BCG Interviews 

The Boston Consulting Group a51o114.62YEwA9-a 105 



CONSUMERS RESPONDED TO HIGHER PRICES BY REDUCING THEIR
 
CONSUMPTION
 

External Forces 

" 

* 

" 

Decrease in real 
income level 
Decrease in 
affordability of milk 
Decrease in 
consumption per 
capita 

40 

Retailers 

The Boston Consulting Group 151O114.62YEVg-, 106 



PRICES ON MILK GREW FASTER THAN FOOD PRICES IN GENERAL AND WELL
 
OUTPACED INCOME 

* Milk became more expensive relative to other products 

4.5 

4.0

3.5 gl 

3.0. 

Index 25._ 
(1.00= Nov 1992) 2.Reamikpc .>" 

_ _ __, 

EH] Retail milk price 

2.0 - Average income 

1.5 U Food retail price index 
__........_._ _ _ 

1.0

0.5 = i- * / 

Nov 92 Dec 92 Jan 93 Feb 93 Mar 93 Apr 93 

The Boston Consulting Group l0l.6.Kl 9 - 107 
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PURCHASING POWER WITH RESPECT TO MILK DECLINED BY 30%
 

300. 
Purchasing Power of Milk 

250 

200 -

Litres of milk 
(with monthly 

income) 
150 

% 
Y IW: 

-

1 

, 

100 

50

0-

I f. 

Nov 92 

l 

Dec 92 Jan 93 Feb 93 Mar 93 Apr 93 

Source: BCG Analysis 

The Boston Consulting Group 1s10114.6B3EK,g 108 



URBAN CONSUMERS HAVE REDUCED THEIR MILK
 
CONSUMPTION BY ALMOST 20% SINCE LAST YEAR
 

2.0 

A -19% 

Litres/capita/ 
week 

0.5
 

0.0 

Apr 92 Apr 93 

Sample size: 69 

Source: BCG Interviews & Analysis 

The Boston Consulting Group I51O1I4.e.s3EcUsg-, 109 



DROP IN DEMAND AND HIGHER PRODUCTION COSTS INDUCED FARMERS TO
 
RATIONALIZE PRODUCTION CAPACITY 

•Reduce 	herd by 
slaughtering the least 
productive cows 

External Forces> 

Retailers 

The Boston ConsultingGroup 	 1510114.6.= Klsg-. 110 



FARMERS HAVE NO INCENTIVE TO KEEP COWS THAT PRODUCE LESS THAN
 
4 LITRES OF MILK PER DAY
 

Revenue from one 
litre of milk*** 

Daily costs of 58ib 
feeding one cow* 

183 Rb 

Total variable costs Break even productivity 
~of one cow 

233 Rb 4 litres /day 

Daily labour costs 
per one cow** 

50 Rb 

* 	 Based on daily ration of 5kg of hay, 20kg of silage, 1.5kqj of concentrate at market prices of April 1993 
Based on minimum direct labour amounts needed to upkeep 500 cows and wages as of end of April 1993 
Includes 451 price of milk at the end of April plus 13 R/I subu dy 

Source: BCG Interviews and Analysis 

The Boston Consulting Group 	 1s1OII4.6.93)Kg., 1 



STATE/CO-OP FARMS' COWS HAD THE LOWEST PRODUCTIVITY 

Dairy Cow Productivity 
15 

10 

Litres/cow/day 

5 

3 

Y 

Rural 
residents 

Private 
farmers 

State/Co-operative 
farms 

Source: Statistics Department, BCG Interviews and Analysis 

The Boston Consulting Group 15l01/4.6.9YEYsg., 112 



STATE/O-OP FARMS ACCOUNTED FOR THE BIGGEST SHARE OF HERD
 
REDUCTION
 

100

80 

Thousands 
of cows 

601 

40- 1 

7 April 1 1993 

April 1 1992 

State/ 
Co-operative 

Rural 
residents 

Private 
farms 

Total 

Source: Central Statistics Department, BCG Analysis 

The Boston Consulting Group 1S101/4.6.9qK,g.- 113 



REDUCTION IN NUMBER OF COWS LEADS TO DROP IN PRODUCTION VOLUME
 

Milk Production 
35 

30 

25 

000's tons 
20 

per quarter 
15 -.-. 

- April 1 1993 

15 :_ April 1 1992 

10

5-

State/ Rural Private Total 
Co-op farms residents farmers production 

Source: Central Statistics Department, BCG Analysis 

The Boston Consulting Group ;s104.m/ti'Jg., 114 



Configuration of chain 

Symptoms of failure 

Causes of faalure 

Policies to address 

Pilot projects 
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POLICIES TO ADDRESS ROOT CAUSES AT FARM LEVEL
 

Problem Policy E 

Monopsony of existing 
processors 

rf\ 
1 

Facilitate financing for investments 
into milk processing (loan 
guarantees, favourable interest rate, 
etc.) 

i-
7 

Contributes to higher 
competition in processing 

Allow farms to receive subsidies if 
they process milk 

a 

e 

Creates stronger incentive 
for farms to invest in 
processing 
Increases competition in 
processing 

High level of 
unpasteurized milk 
consumption 

E 
"I 

Facilitate financing for shared 
collection facilities for small farmers 

E e Reduce flow of 
unpasteurised milk to cities 

High costs of milk due to 
excessive reliance on 
concentrate 

14 
Reallocate subsidised credits for 
concentrate purchasing to stimulate 
non-concentrate fodder production 

* Reduce costs of milk 

Insufficient funds 
available for investment 
and working capital 

I 
-l 

Pay interest on delayed subsidy 
payments 
Provide investment tax credit and 
other tax incentives for investing in 
production 

*- Increase in efficiency and 
productivity 

The Boston ConsultingGroup 15101/4.6.9YEK*s9-, 116 



FARMS ?!'BILITY TO UPGRADE THEIR TECHNOLOGY AND FACILITIES IS
 
iNHIBITED BY DELAY IN RECEIVING SUBSIDIES 

• Farms lose up to 50% of value of subsidy due to inflation 

Typical example 

April May June 

1-7th 5-20th 25th 15th 

Advance payment of Balance of monthly Subsidy for April 
30-50% of estimated payment for April sales 

April sales sales 

Used for advancing Used mainly for 
wages and salaries wages and salaries May be used fordue investment 

Source: BCG Interviews and Analysis 
The Boston Consulting Group 1slo14...P.0., 117 



POLICIES TO ADDRESS ROOT CAUSES AT PROCESSIN3 LEVEL
 

Prblem Pcoliy J et 

Monopsonistic and Introduce margin controls, * Reduction of costs of milk 
monopolistic position of preferably with incentives to reduce 14 and its price to consumers 
processors costs ("RPI-x") 

Facilitate financing for investments 
into UHT technology 14 

- Destroys monopoly by 
significantly increasing 
geographical market 

e Increases the quality of milk 

Encourage new entrants with tax, • Increase competition in milk 
subsidy and credit policies processing 

The Boston ConsultingGroup l 118 



POLICIES TO ADDRE3S ROOT CAUSES AT RE _dILER LEVEL
 

em Policy 

Poor profitability of milk 
for retailers 

j-\ 

14 
Remove margin controls for retailers --

7 
* Increases availability of milk 

in retail stores 

Educate retailers about use of milk 
as traffic driver to attract customers 

-
1l 

Increases retailers' interest in 
selling milk 

The Boston Consulting Group l5O11,.6.9.EWig.a 119 



Configuration of chain 

Symptoms of failure 

Causes of failure 

Policies to address 

Pilot projects 

The Boston Consulting Grap Isso/4.4Dgo M 12C 



POSSiBLE PILOT PROJECTS TO ADDRESS ROOT CAUSES
 

I Subsidy and margin 
controls 2 Privatize and 

restructure farm 

Exteral Frces" 

Ex a F e 

A 

j 3 Co-op organization tocollect milk 

4 Milk producer's 
marketing co-op 

0: 
0 5 Small scale 

processing 

6 Post-privatisation 
restructuring of a 
milk factory 

Retailers 

The Boston Consulting Group 1510114.6.QG3EKsg.a 121 



PROJECT 1: RESTRUCTURE SUBSIDY AND MARGIN CONTROLS
 

Definition 


Candidates 


BCG role 


Variants 


Impact 


Risks 


Local acceptability 


Costs 


Timeframe 


Replicability 


Restructure current subsidy system and margin controls to encourage 
competition, eliminate distortions, encourage technology investments 

Oblast Administration, Oblast GKI 

Develop a system of subsidy/margin controls. Advise on implementation 

Restructure allocation and terms of state credits to farms and processors 

High. Affects all farms, processors and retailers 

High. Federal and local legal and political obstacles 

Average. GKi - not privatisation. Administration - keen to receive advice 

Low 

2 months 

Average. Adjustments for local specifics and authorities' attitudes 

The Boston ConsultingGroup 1slo14.6.z3E.g., 122 



PROJECT 2: MILK: "PRIVATISE" AND RESTRUCTURE A STATE/COLLECTIVE
 
MILK FARM
 

Definition 	 Privatisation and reorganisation of a state/collective milk farm to increase its 

operational efficiency 

Candidates Unrestructured state/collective farms 

BCG role Develop privatisation mechanism, advise on reorganisation and strategy 

Variants Review current oblast subsidy policy to the farms. Local proLessing 

Impact High. Productivity, organisation improvement, cost efficiency, increased milk 
supply 

Risks Legal complexity of farm privatisation (land ownership laws, etc.) 

Local acceptability Very low. GKI is not responsible for this. Agricuural administration is 
reserved 

Costs Low. No obligatory capital expenditure. 
Local processing ($150-500k-10ton/day) 

Timeframe 4-5 months 

Replicability High. Typical issues and entities 

The Boston ConsultingGroup 	 15s1o1. .9YEIsg.a 123 



PROJECT 3: MILK: CO-OP ORGANISATION TO COLLECT, STORE AND
 
DISTRIBUTE MILK FROM SMALL PRIVATE FARMERS
 

Definition 


Candidates 


BCG role 


Variants 

Impact 

Risks 

Local acceptability 

Costs 


Timeframe 


Replicability 


Creation of co-op organisation to collect, store and transport milk 

Private farms (ca. 650) (eg. Smirnov Farm) 

Project organisation, development of co-op concept. Leveraging Western 
experience 

High. increase milk supply to cities, decrease transportation costs, decrease 
unpasteurised milk flow. No impact on competition in processing, however 

Private farmers may not be interested in producing milk at current price 
structures. Availability of capital 

High. Association of private farmers ("Selo") iskeen 
GKi is not responsible 
Administration? 

High capital investments required (>$200,000 for facility) 

2-3 months concept, organisation and implementation 

Good 

The Boston Consulting Group 1S101,4.6./EK 124,g-, 




PROJECT 4: MILK FARMS MARKETING CO-OPERATIVE (S)
 

Definition 


Candidates 


BCG role 


Variants 


Impact 


Risks 


Local acceptabilty 


Costs 


Timeframe 


Replicability 


Creation of marketing co-operative for milk farms 

Local milk farms and their associations 

Develop an ownership structure. Develop and implement a marketing and 
distribution strategy. Leverage Western experience 

Creation of a co-operative with combined functions of collecting, processing, 
distributing and marketing of milk 

Medium. Balance of monopsony of milk processor 

Impact on competition 

Low. Coilusion between farmers nd processors (vertical integration) 

High. GKI - is not responsible. Private farms' associations and state/co
operative farms - keen 

Lcw. if marketing only 

2-3 months 

High 

The Boston Consulting Group lslol4.&.as., 125 
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IN THE WEST REGIONAL MONOPOLY POWER OF PROCESSORS FOSTERED THE
 
FORMATION OF DAIRY CO-OPERATIVES
 

Farmers formed marketing co-operatives to balance power of processor 

Price is set by elected board based on supply and demand factors 
° Co-op collects payment from processors and pays farmers 

Co-ops often integrate forward into processing 
* Growing rapidly as transport and UHT allow for long distance supply chains 

rhe Boston Consulting Group sSlOI/4.6.VEKg-,q 126 



PROJECT 5: MILK - CREATION OF SMALL SCALE PROCESSING
 

Definition 

Candidates 

BCG role 

Variants 

Impact 

Risks 


Local acceptability 


Costs 


Timeframe 


Replicability 


Development of small scale processing, including financing and marketing 
strategy 

Large privatised farms 

Develop financing for equipment purchase, design optimal operations/ 
distributon, develop marketing strategy 

High impact on competition and efficiency. Decrease circulation of 
unpasteurised milk 

High. Availability of financing 

GKI - not responsible. Resistance from existing processors? 

High. Significant capital expenditures 
Minimum $150-500K for equipment processing 10t/day 

4-5 months 

Depends on capital availability 

The Boston Consulting Group 1S1o14.6.o3EJsg.a 127 



SMALL SCALE PROCESSING EQUIPMENT COULD BE SET UP AT FARMS TO
 
BOOST PRODUCTION AND QUALITY
 

Ad v a nt ages Lidvantages 

e Reduce monopsony power of e Demand technical and managerial 

processors skills 

* Reduce transportation costs e Opposition from local processors 

- Saving on storage costs - Minimum efficient scale 

-	 Reduce flow of unpasteurised milk * "Deep" processing uneconomic on 
small scale 

The Boston Consulting Group 	 151ol/4.6WEKsg-, 128 



PROJECT 6: MILK - PRIVATISATION AND RESTRUCTURING OF A MILK FACTORY
 

Definition 


Candidates 


BCG role 


Variants 


Impact 


Risks 


Local acceptability 


Costs 


Timeframe 


Replicability 


Privatisation and restructuring milk factory 

State milk processors 

Privatisation and restructuring. Implementation assistance 

Restructuring of a privatised factory (No':gorod Milk Plant) 

Increase of quality and efficiency 
No impact on competition 

Increases monopoly power of existing processors 

GKI - limited influence, since most factories are privatised 

Low 

3 months 

High 

The Boston Consulting Group . 129 



PROJECT 7: MILK - INTRODUCTION OF TECHNOLOGIES TO PRODUCE LONG
 
LIFE MILK
 

Definition 

Candidates 

BCG role 

Variants 

Impact 

Risks 


Local acceptability 


Costs 


Timeframe 

Repiicability 

Introduction of new technologies to produce long life milk 

Large milk factories 

Feasibility study, project organisation 

Milk factory reorganisation/restructuring 

High. Creates a strong competition in processing by increasing the territorial 
market size. Increases quality of milk 

High. Availability of financing 

Low. Due to the lack of available funds for capital investments 

Capital investments are very high. Packaging costs 22-23 RI, equipment 
costs > $2 m 

6 months 

Depends on availalility of capital and existence of high price market 
segments of sufficient size 

The Boston ConsultingGroup 15101I4.6.,rEK,,g-a 130 



UHT TECHNOLOGY WOULD WEAKEN MONOPOLISTIC PROCESSING
 
STRUCTURE 

Significant drawbacks however 

Atanges 	 iadvantages 

" Quality of milk (shelf life of 3-6 * Very capital intensive (min $2 mIlion) 
months) 

" Reinforces monopsony of 
* 	Breaks system of local monopolies in processors 

processing 
* 	High minimum production scale 

• 	Existing experience with UHT in (6,000 litres/hour) 
Moscow 

* 	Technically advanced process (need 
for technical assistance) 

* High price product unsuitable for 
main market? 

The Boston ConsultingGroup 	 - 131 



IMPACT - FEASIBILITY MATRIX OF PILOT PROJECTS
 

S4 * Pilot project with 
privatisation 

High 
o Pilot project without 

privatisation 

1 - Restructure margins 
& subsidies 

Feasibility 

2 0 6 
2 - Privatisation of farm 

3 - Co-op for storage/coilection 

03 4 -Marketing Co-op 

Low 

05 

_-__1 
7 

5 -Small scale processing 

6 - Restructuring of milk 
factory 

7 -UHT milk 

Low 
Impact I 

High 

The Boston Consulting Group sl50114h&K/sg.a 132 



MILK DISTRIBUTION IN PERM
 

The Boston Consulting Group l51lo1,.6.sg.b 133
 



Configuration ofhain 

Symptoms of failure 

Causes of failure 

Policies to address 

Pilot projects 
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A SIGNIFICANT PROPORTION OF MILK IS UNPASTEURISED 
* Perm District 

Individual Farms Milk Processors - Oblast (7)
 
cow Perm district Perm oblast Privatised
 

owners Privatised (2) 
 - Bolshaja Sosnova 
SBolshevik e Suksun 

Municipal (17) - Nitva 
Gamova TrudUnpasteused 

StateKrasava milkS 

201 T aCollectivureeedfRusla •Kueda Tonnesn e pere day 

Own transport Rented transport 

Pasteurised 14t MlkMlk 10-1t sour cream 

6tRented transport Derivates 20t yogurt
DD'Pogat N ,~ 4t cottage cheese 

Canteens General Specialised Ow hp aymlTrucksfoo sop mlkshps Own shops Baby milkfood shops milk shops (summer
Factories #886 #36 #5#4only) 

I City market i 

Rural consumers City consumers 

Source: BCG Interviews The Boston Consulting Group 1SO1I4.6.ME1S,-b 135 



INDIVIDUAL COW OWNERS ACCOUNT FOR A HIGHER PERCENTAGE OF TOTAL
 
PRODUCTION IN 1992
 

Production of Raw Milk in Perm Oblast 

900 

800" 

700 27% 

33% 
600- -
600 --- Individual cow owners 

000'stonneOoo'stonns 
milklyear 

5Collective 
400 farms 

and state 

Private and privatised 
300- farms 

200 

100 

0. 

1991 1992 

Source: Statistical Department The Boston ConsultingGroup ls10h4.emaE,-b 136 



FARMS GET HIGHER PRICES BY SELLING DIRECTLY TO CONSUMERS
 

Price and subsidy system Notes 

Oblast IAdditional subsidy of 6Rl if 
D fSubsidy ° Specialise in milk production Agricuturf 12.5 Rb/ 0 Farms a Breeding farmAicg lt r6(3.7 %fat)I 

Certificate 50 RbI 
of sale (3.7% fat) Prices fixed monthly by Price Committee 

-75 Rbi Profits regulated to _10% of total costs 

Permoloko (3.7% fat 

1 - 1 unpasteurised) 

68 Rb/I 73.5 Rb/I 82 Rb/I 
(2.5%) (3.2%) (3.7%) 

Margins regulated _15% on purchase price
Shops I and transport

I I I 

78 Rb/i 82 Rb/1 94 Rb/I 

Consumers 

Source: BCG Interviews The Boston Consulting Group 1S1014.6.93EKIsg-b 137 



BABY MILK IS FREE IN PERM CITY 

City Health Department 

Payment 

66 Rubles/litre 118 Rubles/litre 

Permoloko Permoloko 
main baby milk 

factory factory
 

3.2% Vitaminised 

Baby milk 
kitchens 

#4 

Consumers 

* Babies 0-2 years 
* Residents of district 
* Prescription from hospital 

Source: BCG Interviews 
The Boston Consulting Group l51OI4.6AEKIfS-b 138 
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Symptoms of failure 

Causes of failure 

Policies to address 

Pilot projects 
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SYMPTOMS OF FAILURE
 

Consumers consider milk to be too expensive 

Consumers consider that milk is frequently unavailable 

Milk consumption has decreased 

* Especially in towns 

There has been a significant increase in sales of unpasteurised milk 

* Potential public health threat 

The Boston Consulting Group 15s1/4.&.gWErJ:g-b 140 



PRICE 8S THE BIGGEST PROBLEM FOR CONSUMERS THiS YEAR 
•37% of consumers have reduced consumption due to higher prices

* Also significant concerns about availability and quality 

"What is most unsatisfactory about buying milk?" 
6o
 

50---

40

% Of 
answers 30 - Today 

20
1year ago 

10
NA/A 

0 
Price Availability Quality Poor Distance 

selection 

n wsThe 30 
 Boton Consulting Group 
.. sgb 141 



AVAILABILITY OF MILK IS A PROBLEM FOR CONSUMERS 

"How often is milk unavailable?" 
100. 

80

o 60 Always
%6o0-zf 
 Frequently 

answers m Sometimes40 a 
Seldom 

40-
 Never 

20-I 

0.Q 4 t ---------

City consumers Rural consumers 

Source: BCG Interviews 

The Boston Consulting Group ,ll0114..WEsg.b 142 



CONSUMPTION OF MILK HAS DECREASED ESPECIALLY IN THE CITY 
* This is due to high prices 

10. 

8 

City Consumption 

A -28% 
10. 

81 

Rural Consumption 

A = -7% 

Litrestweek/ 
family 

6 Litrestweekl 
family 

6 

44 
4-0.1 

1 Year ago This year 1 Year ago This year 

Source: BCG Interviews and Analysis 
The Boston Consulting Group 1510h14.r.QYr,,g-b 143 



THERE HAS BEEN AN INCREASE IN THE AMOUNT OF MILK SOLD DIRECTLY BY
 
FARMS TO RETAILERS AND CONSUMERS
 

140. 

120 

100- Amount sold by farms to Permoloko 

80. 
Tonnes of 
milk/day 

60_ 

40. 

Direct sales by farms* 

20

0 

1992 1993 

* Large farm In Perm District - excludes sales by Individual cow owners 
Source: BCG Interviews and Analysis 

The Boston Consulting Group 1SlOlId.6.3EC.b 144 



A LARGE AND INCREASING PROPORTION OF CONSUMERS IN RURAL AREAS
 
BUY MILK DIRECTLY FROM PRODUCERS
 

30 "Where do you buy milk?" 

20._, , / / 

This year 

/-t 1year ago 
answers N 

10 

510 :-::  .. . & .. . 

Stores Farms Own cow From friend 
in country side 

Source: BCG Interviews - Consumers In rural areas 

The Boston Consulting Group 1SIOII4.6.=EK/,-b 145 



URBAN CONSUMERS ARE CONCERNED ABOUT THE QUALITY OF MILK 
• Quality appears to be related to fat content which is higher for 

unpasteurised milk 

100 
"How do you rate the product?" 

80. 

60. 

% 60 Outstanding 
Answers - Reasonable 

40- Fair 

& Poor 

20 

0-
City Rural 

Source: BCG Interviews 
The Boston Consulting Group 1S1011.6.93EIg-b 146 
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FAILURE SYMPTOMS ARE CAUSED BY A COMBINATION OF FACTORS
 
TRIGGERED BY EXTERNAL FORCES 

External Forces 

Retailers 

The Boston Consulting Group 151O1/4.6.gEK/,g-b 148 



INCREASED INPUT PRICES RAISE MILK PRODUCTION COSTS
 

External ForcesIncreased0 
concentrate prices 

0 

The Boston Consulting Group 151o1/4.6.9MEg-b 149 



EXPENDITURE ON CONCENTRATE ACCOUNTS FOR AN IOCREASED
 
PROPORTION OF COSTS DUE TO STEEP PRICE INCREASES
 

Cost Structure Price of Concentrate 

100 Other 30. 

80 
Depreciation 
Fuel 25. 

-,-S.' 

(%) 60. 

40 

Labour 

Other fodder 

20. 

Rubles/ 

kg 15-V 

10-

Rg 

20-
Concentrate 5 8. 

1991 
-

1993 
0 

Jan 
1992 

Dec 
1992 

May 
1993 

Source: BCG Interviews 
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PRODUCTION OF MILK HAS DECLINED DUE TO DECREASES IN PRODUCTIVITY 
AND NUMBER OF COWS
 

External Forces 0 Decreased productivity 

° Deterioration in 
profitability 

* Reduction in number of 
03 cows (low performers) 
0* 

Decreased output 

* increased direct sales 
(unpasteurised) 

Retailers. 

The Boaton Consulting Group l511o,4.6.9 ,EQsq.b 151 



FARMS IN PERM OBLAST HAVE EXPERIENCED A REDUCTION IN THE NUMBER
 
OF COWS AND A REDUCTION IN PRODUCTIVITY
 

Number of Cows in Perm Oblast Productivity 

250 3. 

200 -

000'-s ISO-I :;' ; Yield/cowl % +::. ,; 
Cows ::+ + year -

1001 

50- ' 

1991 1992 1993 1991 1992 1993 

Source: Statistical Department 
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PRODUCTIVITY IS LOW BY INTERNATIONAL STANDARDS
 

8000 
Productivity 

7000 

6000 

5000 
Litres/cowl/_. 

year 4000 

. 

-

. 

Mvr 

: 

A-f 

. 

2000 . - . 

US Netherlands UK 

I.I 

Spain Perm 
Oblast 

Source: Statistical Department, NMPP, MMB-UK 
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MILK PRODUCTION IS NOW ONLY MARGINALLY PROFITABLE FOR FARMS
 

Eyample from Krasava farm 

st quarter 1993 cost
(000 Rb)__ _ _ _ 

Production = 641 tonnes of milk 

Total cost = Total revenue = 
36,279,000 Rbl
39,310,000 Rb 

Silage 1,487 4% Profit = 3,031,000 Rb 

Concentrate 12,191 34% 

Other fodder 7,026 20% 

Wages 9,051 25% Cost per litre = 56.6 Rb 

Transport 338 1% Revenue per litre 

Electricity/water 

Depreciation 

1,325 

837 

3% 

2% 

(includes subsidy 
of 12.5 Rb/l)= 61.3 Rb 

Other 3,643 10% 
Total 36,279 100% Profit per litre = 4.7 Rb 

8% of costs 

Source: Porm Intervlews 
The Boston Consulting Group 151o s4.6.WEKsg-b 154 



THERE HAS BEEN A DECREASE IN MILK PRODUCED BY FARMS 

Milk Production 
1500 

1000- I 

Tonnes/day ...	 Perm Oblast 

Perm District 

500

-T, 

1991 	 1992 1993 

Source: Statistical Department 
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SELLING DIRECTLY TO CONSUMERS IS MORE PROFITABLE FOR FARMS
 

Farm costof11ltre=56Rb 

F 7Selling price = 50 Rb,! elling price = 70-80 Rb/I 

Ie e n u e in c s u b s id ie s. [7eeu 7-0R/
62.5 Rb/I eeu 7-0R/ 

[ Margin=11% Margin=25-40% ] 
Permoloko [ Consumers ] 

Example from Savinsky farm 
Source: BCG Interviews 
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MONOPOLISTIC PROCESSORS HAVE NO INCENTIVES TO IMPROVE EFFICIENCY
 
AND CONTAIN COST INCREASES
 

External Forces 

0 
0monopsonistic 

0technology 

CO-2, 

Monopolistic and 
structure 

of processing 

Monopolistic structure 
underpinned by 

No incentives to containcost increases 

Reta Therso 

The Boston Consulting Group 15s0ol,.6.93rVgb 157 



MILK PROCESSORS ARE LOCAL MONOPOLISTS FOR FRESH MILK AND
 
MONOPSONISTS FOR RAW MILK
 

* More competition exists for milk derivatives however
 

G 
0 

Krasnoshersk 

Berezniki 

Kudlmkar D --- Milk derivative sales to Perm 

Milk processor's 
Sales per year in M Rubles 

0 K snoksq Q 

C) Ojans Kongur 

No Town in the Oblast has more than one milk processor 

Top 5 account for 70% of all milk production I
Source: BCG Interviews 

The Boston ConsultingGroup 1511O4.6.WEK/5-b 158 



PROCESSORS ENJOY A POSITION OF POWER IN PRICE NEGOTIATIONS WITH
 
FARMS
 

Permoprom Committee of Agriculture Association of farms 

• Association of 32 State Inspection 
processors (quality) 

0 P Tmoloko 

1 per month 

Agreement Committee 
* Dir. of Permoloko 
* Rep. of Agricultural 

Cmtte. 
* Rep. of Farms 

Source: Interviews 
The Boston Consulting Group 1I5tI/4.6YE.gb 159 
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MONOPOLISTIC STRUCTURE IS UNDERPINNED BY LACK OF REFRIGERATED
 
STORAGE AND TRANSPORT AND LONG-LIFE MILK TECHNOLOGY 
• These factors have also created a production driven JIT system 

MilkfromCooing rans ortPasteuri" Distri" 
Mi kfo m C o li g0r a sp r s at o n butio n toR e a l rco 5 k oti g retailersRea erbotlig I (1"40 km) I I 

Limited al No No 
onsmllwalled rfiefacilities Double Unrfri-refrige- edeonsalltnkr rated ratatetankers storage trucks rated 

farm - toragesto age 

Time IIIIII 
(hrs) 

12" 15 Is 21 24 26 

* For milk left overnight from evening milking
Source: BCG Interviews 

The Boston Consulting Group 1510114AM.6EKSg-b 160 
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TRANSPORT OF MILK IS DOMINATED BY ONE COMPANY WORKING IN CLOSE
 
CONNECTION WITH THE PROCESSOR
 

Farms 
Own transport Farms Oblast processors 

10% 100%Ownte transportoga 

90%v 

Rented transport Pogat
 
no. 1
 

Permoloko
 

Rented transport Pogat
 
no. 1
95% 5% 

Own transport 

Retailers Retailers 

The Boston Consulting Group 15103/,.6.QWEsq-b 161 



AVAILABILITY OF MILK IS UNDERMINED BY RETAIL MARGIN CONTROLS 

External Forces 

Retailers 

• 

• 

• 

Retail margin controls 

Milk less profitable than alternative 
products 

Availability problem exacerbated 
by lack of shops 

The Boston Consulting Group l51o14.6.9,sg-b 162 



SHOPS ARE LESS INTERESTED IN SELLING MILK DUE TO LOW PROFITABILITY
 

Example: "TOO Voshod" 

In the Ist year reduced average sales of milk from 2000 to 500 litres per day.
Introduced soft drinks, wine and chocolates which give higher margins 

1000 

Average milk sales 

80 

"Why did you introduce new 
products?" 

Litres/day 

800 

600 

400 

A 
% Answers 

of those with 
new products 

6 0 

40 

W 

200 1Z_ 
zxI20-

0 I 

1992 1993 
01 

Profitability Availability 

Source: BCG 1iterviews 

The Boston Consulting Group IS1OlA..WE.,,b 163 
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THERE IS A DANGER THAT RETAIL SHOPS WILL STOP SELLING MILK 
* Privatisation conditions have so far prevented this 

Margins are strictly regulated for milk in retail shops 
* 15% of buying price and transport
 
0 Compared to 33% for vodka
 

Milk retailing is high cost 
" Perishability => high transport cost and spoilage losses 
* 	 Investment in refrigeration facilities 

No evidence that shops have stopped selling milk completely, however 
* 	 Privatisation conditions require only continued sales not quantitative 

guarantees 

The Boston Consulting Group 1SlI4..9aEKg.b 164 



THERE ARE ONLY A SMALL NUMBER OF SHOPS IN PERM WHICH SELL MILK
 
Especially in rural areas 

.......... ............................ 

Kustchatki 
,/ 

(1 shop per 1,300 
inhabitants)

Perm 
30 km 

920 ;' 
I = number of shops 

selling milk 
'.. / 

"%°o / 

Milni Mully Berchet Kipyanova 

Kultaivo Kukushtan Platoshino 

Average in UK is 1 shop per 500 inhabitats 

Includes all stors selling milk 
Source: Intervlews 
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IN RURAL AREAS MOST MILK IS SOLD TO CONSUMERS DIRECTLY BECAUSE
 

* 
THERE ARE NO SHOPS 

Most of this milk is unpasteurised 

100
"Where do you buy milk?" 

80 

%of 
answer 

60 

40 7 

Town 

Rural 

Store Farm From 
someone 

who has a cow 

Own 
cow 

Employer 

Source: BCG Interviews Consumer 
The Boston Consulting Group l~O/..3E~gb 166 



CONSUMERS HAVE REDUCED CONSUMPTION AND SWITCHED TO
 
UNPASTEURISED MILK
 

External Forces 

" Lower affordability 
" Reduced M 

consumption overall 
" IncreasedC0 

consumption of 
cheaper 
unpasteurised milk 

Retailer s 
I--1 

The Boston consulting Group 151O1/,.6."Erlg-b 167 



THE PRICE OF MILK HAS INCREASED FASTER THAN WAGES 
* Consumers cannot afford to buy as much 

Average Milk Prices 
90. 

70
Rubles/litre 60.
 
(Perm City) 50
 

40.
 
30-

20 -!-:-
4;,

-'z 

Sept 92 Oct 92 Nov 92 Dec 92 Jan 93 Feb 93 Mar 93 Apr 93 

Purchasing Power of Milk 
5501
 
500
450
400 - '' 


Litres/month 30
 
(with all income) 250 1 

100 

0 '+-+++ + : t.+ I ..-"+'+.+..,....... .. 

Sept 92 Oct 92 Nov 92 Dec 92 Jan 93 Feb 93 Mar 93 

Source: Department of Statistics The Boston Consulting Group 
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CONSUMERS HAVE REDUCED THEIR CONSUMPTION OF MILK 
* Especially in the city 

10 

City Consumption 
10 

Rural Consumption 

8 
A -28% 

8-
A -7% 

Lirsw ed 
LitrestweekI 

family 

6 -

4 -

I -< 

. 
Litres/week/ 

family 

6-
6 

4- ~ 

.;
.J. 

2 - 2-..4 

This year 1 year ago This year 1 year ago 

Source: BCG Interviews 
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CONSUMERS CAN OBTAIN LOWER PRICES BY BUYING PASTEURISED MILK
 
FROM FARMS
 

Farms ] 
Pasteurisation 50 Rb/ 

75 Rb/1 

Permoloko 

80 Rb/I 

Retail shop Retai shop 

C75 Rb/I9 

Consumers 

R/ 

Example from Russia farm 

Source: BCG Interviews 
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Configuration of chain 

Symptoms of failure 

Causes of failure 

Policies to address] 

Pilot projects 
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POLICIES TO ADDRESS ROOT CAUSES AT FARM LEVEL 

Problem cyI 	 E 

Monopsony of existing L-\ 	 Facilitate financing for investments *9 Contributes to higher 
processors 7 	 into milk processing (loan W competition in processing 

guarantees, favourable interest rate, 
etc.) a Creates stronger incentive 

for farms to invest in 
Allow farms to receive subsidies if processing 
they process milk - Increases competition in 

processing 

High level of Facilitate financing for shared e Reduce flow of 
unpasteurized milk -4 collection facilities for small farmers 14 unpasteurised milk to cities 
consumption 

High costs of milk due to Reallocate subsidised credits for = Reduce costs of milk 
excessive reliance on concentrate purchasing to stimulate •4 
concentrate non-concentrate fodder production 

Insufficient funds Pay interest on delayed subsidy q4 - Increase in efficiency and 
available for investment "' payments productivityV 

and working capital 	 Provide investment tax credit and 
other tax incentives for investing in 
production 

The Boston ConsultingGroup 	 151o1/4.6.WEUsq-b 172 



CURRENTLY SUBSIDIES RE-INFORCE THE DOMINANCE OF THE MONOPOLY
 
PROCESSOR
 

Farms get subsidy No subsidy L Farms get subsidy 

12.5 Rb/! 12.5 Rb/I
Fam susd State Farm State Isubsidy FarmFarmI ar 

Certificate Psteursd
 
unpasteurised


III
 
Retailer/ Retailer/ 

cr institutions 

Subsidies create a disincentive for farms to use pasteurising facilities 

The Boston Consulting Group l51O1/4.6.9WErsg-b 173 



SUBSIDY STRUCTURE SHOULD BE RECONSIDERED
 

Most of the farm subsidies are only given for milk sold to Permoloko 
" don't use my own pasteurising facilities because I want to get the 18 
ruble subsidy for selling to Permoloko" 

Gamova Farm Director 

Some farms have recently obtained subsidies for milk sold through shops if they get 
a certificate of sale 

=>Not all farms seem to be aware of the mechanism 

* 	 Ensure equal access to subsidies for farms which use own processing facilities 
Ensure awareness of subsidies available for direct farm sales 

The Boston Consulting Group 1S10/4,.6.nrVs-b 174 



POLICIES TO ADDRESS ROOT CAUSES AT PROCESSING LEVEL
 

ProlemPcy Efc 

Mornopsonistic and Introduce margin controls, I--r Rleduction of costs of milk 
monopolistic position of preferably with incentives to reduce and its price to consumers 
processors costs ("RPI-x") 

Facilitate financing for investments 
into UHT technology "4 

9• Destroys monopoly by 
significantly increasing 
geographical market 

- InCreases the quality of milk 

Encourage new entrants with tax, , Increase compet!.tion in milk 
subsidy and credit policies processing 

Ensure that partially completed new 
plant is not controlled by Permoloko 

Co~lusion between 
processors 
("Permoprom" Association) 

Regulate and enforce collusive 
behaviour 

* Increase competition by 
removing price fixing and 
territory allocation 

The Boston ConsultingGroup 1s101/4.6.=9WE,g b 175 



PERMOLOKO AND POGAT N21 HAVE A MONOPOLY IN PROCESSING AND 
TRANSPORT OF MILK
 

Farms 
5 farms -__40% of production 

1 t:'ansport company 
(Pogat n°l) 

[ 90 retailers 

The Boston Consulting Group 1slo114.S.9WEr,g b 176 



POLICIES TO ADDRESS ROOT CAUSES AT RETAILER LEVEL.
 

Problem Poll Effect 

Poor profitability of milk 
for retailers 

r-\ 
1I 

Remove margin controls for retailers I-' 
1 

° Increases availability of milk 
In retail stores 

Educate retailers about u;se of milk 
as traffic driver to attract customers 

- Increases retailers' interest in 
sellin9 milk 

The Boston ConuRlrn Group SlolI4..JEK/-b "i77 



MARGIN CONTROLS FOR RETAILERS CREATE DISINCENTIVES TO SELL MILK
 

Retailer margins are strictly regulated for milk 

* This makes milk unattractive for retailers 

* Consumers have problem with rni!k availability in shops 

Retailer fragmentation reduces the risk of deregulating margins 

* Competition would ensure reasonable prices, at least in towns 

Ensure that shops have an incentive to sell milk by deregulating retail margin 

The Boston Consulting Group 1S1l0l..e.E'zg-b 178 



PRiVATISATION HAS SO FAR HAD LITTLE IMPACT ON DISTRIBUTION 

Privatisation of retailers has had little impact 
* 	 Margin controls make milk retailing unattractive 

* 	 The main problem of distribution lies at production/processing level 

Milk processors are tcchnologically indivisible
 
a Privatisation transforms state monopolies into private monopolies
 

Farms share of the privatisea processors has not incr-eased their bargaining power 
• 	 Individual farms. only have small equity stakes and therefore only limited 

bargaining power 

For privatisation to have an effect other issue3 have to be addressed in parallel 

• 	 Technology 

* 	 Price controls and subsidies 

• 	 Anti-monopoly measures 

* 	 New entrants 

The Boston Consulting Group 	 lSI0/4.F.3/Jr.b 179 



Configuration of chain 

Symptoms of failure 

Causes of failure 

Plicies to address 

Pilot-projects I 
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POSSIBLE PILOT PROJECTS TO ADDRESS ROOT CAUSES
 

1 Subsidy and margin 
controls 2 Privatize and 

restructure farm 

External Forcesmilk 
a F e 

A 

3 Co-op organization to 

4 Milk producer's 
markceting io-op 

0 o 
Z 

/ 5 Small scale 
processing 

6 Post-privatisation 
re.31ructuring of a 
milk factory 

Retaile s 

The Boaton Consulting Group 1S1O1i4.9aX-MSg-b 181 



PROJECT 1: 


Definition 


Candidates 


BCG role 


Variants 


lmpact 


Risks 


Local acceptability 


Costs 


Timefrqme 

Replicability 

MILK: RESTRUCTURE SUBSIDY AND MARGIN CONTROLS 

Restructure current subsidy system and margin controls to encourage
 
competition, elimin;ate distGrtions, encourage technology investments
 

Oblast Administration, Oblast GKI, City Adminisloation
 

Develop a system of subsidy/rnargin cGntrols. Advise on implementation
 

Restructure allocation and terms of state credits to farms and processors
 

High. Affects all farms, processors and retailers
 

High. Federal and local legal and political obstacles 

Average. GiKl - not privatisation. Administration - keen to receive advice, milk 
price should n3t increase 

Low 

2 months 

Average. Adjustments for local specifics and authorities' attitudes 
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PROJECT 2: M!LK: 


Definition 


Candidates 


BCG role 


Variants 


Impact 


Rvsks 

Local acceptability 

Costs 

Timeframe 

Replicability 

"PRIVATISE" AND RESTRUCTURE A STATE OR COLLECTIVE 
MILK( FARM, 

Privatisation and reorganisation of a state/coiective milk farm to increase its 

operation efficiency 

Unrestructured stpte/coilective farms, eq. Krasava, Lipovai Gora 

Develop privatisaiio. mechanis-ii advise on reorganisation and strategy 

Review current oblast subsidy policy to farms. Local processing 

High. Productivity, organisation improvement, cost efficiency, increased milk 
supply 

Legal complexity of farm privatisation (land ownership laws, etc.) 

GKI - preferred option 
Administration - neutral 

No obligatory capital expenditure. Local processing would cost $150-500K for 
1Ot/day facility 

4-5 months 

High. Typical issues and entities 

The Boston Consulting Group 1SO1114.9A9WEKJsg.b183 



POSSIBLE CANDIDATES FOR FARM PRIVATISATION
 

Krasava farm 

Sig state farm 

• 1,300 employees 

* 850 cows 

Permoloko Is biggest customer 

Very keen to process and bottle own milk 
Not enough financial resources 

Keen on getting advice and support on 
processing 

Lipovai Gora 

Medium size state farm 

• 350 employees 

It has links with Agricultural Institute 
* Some plans for privatisation 

Sell 40% of milk to Permoloko 

Plan to build processing facilities and 

buy a shop 
• They have no funds 

Source: BCG Interviews 
The Boston Consulting Group l~OI..~E Isgb 84 



PROJECT 3: MILK: CO-OP ORGANISATION TO COLLECT, STORE AND
 
DISTRIBUTE MILK FROM SMALL PRIVATE FARMERS
 

Definition 

Candidates 

BCG role 

Variants 

Impact 

Risks 

Local acceptability 


Costs 


Timetrame 


Replicability 


Creation of co-op organisation to collect, store and transport milk 

Private farms 

Project organisation, development of co-op concept. Leveraging Weste-n 
experience 

High. Increase milk supply to cities, decrease transportation costs, decrease 
unpasteurised milk flow. No impact on competition in processing, however 

Private farmers may not be interested in ptoducing milk at current price 
structures. Availability of capital 

Medium 

Capital investments required ($000's) 

2-3 months concept, organisation and implementation 

Good 

The Boston ConculfingGroup ls014.6./E.Ksg.b 185 



PROJECT 4: MILK: FARM MARKETING CO-OPERATIVE(S)
 

F Definition Creation of marketing co-operative for milk farms 

Candidates Local milk farms and their associations 

BCG role 	 Develop an ownership structure. Develop and implement a marketing and 
distributio.n strategy. Leverage Western experience 

Variants 	 Creation of a co-operaive with combined functionz of collecting, processing, 
distributing and marketing of milk 

Impact Medium. Balance of monopsony of milk processorImpact on competition 

Risks Collusion between farmers and processors (vertical integration)
 

Local acceptability High. GKI - is not responsible. Administration keen
 

Costs Low. Ifmarketing only
 

Timeframe 2-3 months
 

Replicability High.
 
I 
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EXPERIENCE IN THE WEST SHOWS THAT FARMER COOPERATIVES ARE AN
 
EFFECTIVE WAY OF BALANCING THE POWER OF PROCESSORS
 

The West Russia 

Cozop 
. .... ..
... .. ° .. ..°.......... ..........
 

FrmFermFar Fam F Farm Fam Farm 
Farrm 

..... .............
..... 

I Processori Processor 

Retailer taler 

Farmer co-operatives can also integrate forward into processing 

The Boston Consulting Group 1Sl01/4.6~..gb 187 



PROJECT 5: MILK: CREATION OF SMALL SCALE PROCESSING
 

Definition 


Candidates 


BCG rcle 


Variants
 

Impact 


Risks 


Local acceptability 


Costs 


Timeframe 


Replicability 

Development of small scale processing, 'ncluding financing and marketing 
strategy 

Large privatised farms. Ganova, Trud farms 

Develop financing for equipment purchase, design optimal oparations/
 
distribution, develop marketing strategy
 

High impact on competition and efficiency. Decrease circulation of
 
unpasteurised milk
 

High. Availability of financing, opposition from monopolists 

GKI - not responsible. Resistance from existing processors?
I Administration - opposes strongly 

High. Significant capital expenditures. $150-500K for 10t/day plant
 

4-5 months
 

Depends on capital availability
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POSSIBLE CANDIDATE 
* Gamova farm 

Big state farm 
o 720 employees 
* 1,500 cows
 
#.- 60% of turnover accounted by milk
 

Very efficiently run iarm 
* High productivity 
* Good facilities including 3 cooling tanks 

Recent acquisition of a plant for pasteurising and processing milk 
* Capacity of 2t per day - inc. butter and some milk 

SIt is not used due tC. the subsidy system 

The Boston Coanufling Group lS1o1I4-6Aesgb 189 



PROJECT 6: MILK: 


Definition 

Candidates 

BCG roie 

Variants 

Impact 

Risks 


Local acceptability 


Costs 


Timefvame 


Rplicab!lity 

PRIVATISATION AND RESTRUCTURING OF A MILK FACTORY 

Privatisation a.d restructuring of a milk factory 

State milk processors (6) Krasnokamsk plant 

Project Organisation. Privatisation and restructuring and strategy plans 
Implementation assistance 

Restructuring of a privatised plant - eg. Permoloko 

Increase of quality and efficiency 
No Impact on competition 

Increases monopoly power of existing processors 

GKI - neutral 
Administration - oppose? 

Low 

3 months 

High 
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PROJECT 7: MILK: INTRODUCTION OF TECHNOLOGIES TO PRODUCE UHT
 
LONG LIFE MILK
 

Definition 


Candidates 


BCG role 


Variants 


Impact 


Raks 

Local acceptability 


Costs 


Timeframe 


Replicability 


Introduction of new technologies to produce UHT long life milk 

Large milk factories 

Feasibility study, project organisation 

Milk factory rcorganisation/restructuring 

High. Creates strong competition in processing by increasing the territorial 
market size. Increases quality of milk 

High. Availability of financing 

Low. Due to the lack (.,f available funds for capital investments 

Capital investments are very high. Packaging costs 22-23 Rui, equipment 
costs > $2 m 

6 months 

Depends on availability of capital, existence of high price market segments of 
sufficient size 
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UHT MILK COULD BE A SOLUTION TO THE MILK DISTRIBUTION PROBLEMS
 

Benefits 	 Drawbacks 

Shelf life of 3-6 months 

" Encourage inter-regional 
compet!tion 

* Encourage retailers to stock more 

Improvement In quality 

* Possible Increase in consumption 

Precedent of UHT p~ant in Moscow 
" Direct foreign investment possible 

* 	 Local production cf machinery and 

packaging 

Very capital intensive 

* 	 Min $2 million 
• 	 Would increase the power of the 

processor concerned 

Packaging cost per litre 22-33 Rub 

* 	 Price increases might reduce 

consumption 

Minimum production 6,000 litres/hour 

* Only viable for big processor 

Highly technical process 

L Would need major assistance 

The cost and scale of using UHT processing make it an unlikely option 
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INTRODUCTION OF UHT MILK WOULD INCREASE COSTS OF PRODUCTION AND
 
THEREFORE PRICES TO CONSUMERS
 

Example from Spanish processor 

Pasteurised UHT
Cost of production milk milk 

Packagje materials 0.9 5.7 

Production 0.7 0.6 

Packaging 2.4 1.3 

Other 1.9 1.4 

Total 9.0 

[ 35% increase in production costs 

The Boston Consulting Group 1SlO114.6.2WErJsg-b 193 



IMPACT - FEASIBILITY MATRIX OF PILOT PROJECTS
 

4 [ Pilot project with 
privatisatior, 

High 
Hih0 Pilot project without 

privatisation 

Feasibility J 
1 - Resiructure margins 

& subsidies 

2 - Privatisation of farm 

2 @6 3 - Co-op for storagelcollection 

03 4 - Marketing Co-op 

Low 

05 
5 - Small scale processing 

6 - Restructuring of milk 
factory 

_ _1 7 - UHT milk 

Low Impzct High 
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DISTRIBUTION OF VEGETABLES IN PERM
 

The Boston Consulting Group lslOI,.e.!q b 195
 



Configuration of chain 

Symptoms of failure 

Causes of failure 

Polies to address 

Pilot projects 
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POTATO PRODUCTION COMES EQUALLY FROM PRIVATE AND MUNICIPALJ
 
COLLECTIVE FARMS
 

• 1992: Thousands of tonnes of potato shipments in Perm district only 
35 1 0.5 37 

Municipal/Collective Imports Privatised Private Peasant 
(non privatised) (other CIS states) farms >5000 farming 

Kracava 
Rossia 0.4 35 
GamovaVerkhnye auly 0.1
 

"" + 3 others 
 0.1' 

E 

C - - -- - ---- - Cooperative 

i Perm_ plod, Oyern-etra, Sverdlovskava, One dominant 
11 ir"ovskoya, Ordzhenikid + son~e smaller Coop Society 

4 1 Koop Zagot 

7Lr 18 (Aul umn) 28 (Not privatised) 2.3 
Schools 

0.5 Hospitals RetailersFactories (Largely privatised) City
Institutional canteens markets 
(Non Iorivatised) ..... . . 0 .5 

, 22 T,4 7  '2.3 

=' Consumers 

Note: Figures are approximate, based on various sources I Channels bypassing
Source: Government Statistics, BCG Interviews The Boston Consulting Group old structure IThe ostn Cnsutin ol stuctre S~ll.6.93I,,s.b 197Grup 



THE MAIN SOURCES OF CABBAGES AND CARROTS ARE MUNICIPAL AND
 
COLLECTIVE FARMS
 

o 1992: Thousands of tonnes of carrot and cabbage shipments in Perm district only 
42 

Municipal/Collective 
(none privatised) 9 

Kracava
 
Rossia 
Gamova Imports
Verkhnye Muly (other CIS states) 
+ 3 others 

Wholesalers (very few privatised) 

Selling to institutions I Selling to retailers 
< .Perm plo.;, Dyemyetra, Sverd|l:vskaya, 

1Kirovskoya, Ordzhenikid + some smaller5I 

Schools Retailers 
0.5 Hospitals (Largely privatised)

Factories 

Institutional canteens 

rl0 -40 

Consumers I 

Note: Figures are approximate, based on various sources Channels bypassingSource: Governmen! Statistics, BCG interviews t old structure i 
Tho Boston Consulting Group lslo104.6.9ErJsg.b 198 



POTATOES ARE THE MAIN VEGETABLE FARMED IN PERM DISTRICT
 

6

5 

Area* 

(000 Ha) 

43 

3 

2

0 
w 

Potatoes Cabbage Carrots 

*Total private and state (municipal and collective)
Source: Government Statistics The Boston Consulting Group slolI4.6.go~, . 199 
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VEGETABLE PRODUCTION HAS INCREASED SLIGHTLY OVERALL 
• Private farming accounts for an increasing proportionof the total 

Annual Vegetable Production in Perm District 

Municipal & 
100 collective production 

80 

000's tonnes 60
 
1993
 

Private production 4 forecast 
86
 

20 

1990 1991 1992 

Private = privatlsed + peasant production
Note: 1990, 1991 figures for municipal and production are estimates due to unavailability
Source: Government Statistics, BCG Estimate 

The Boston Consulting Group .- b1Sl014.6."WE 200 



THE NUMBER AND AREA OF PRIVATE* FARMS IS RISING
 

5000 
Number of Farms 

150 
Size of Farms 

4000 

# 3W0O -000's 
100 

Ha 

1000 

50 

0 i I I I I I 

JFMAMJJASONDJFMA 
1992 

I i 9I I I I 

1993 

I 

JFMAMJJASONDJFMA 
1992 1993 

* Private : privatised + peasant farms 
Source: Government Statistics The Boston Consulting Group 

15101/4.6AWEK9-b 201 



CHANNELS WHICH BYPASS WHOLESALERS REPRESENT A SIGNIFICANT
 
PART OF DISTRIBUTION
 

* 1992 situation
 

Channels of Vegetable Sales from Farms 
50 

40 

30

%of totalvegetab!e A66Crrt Carrots 

sales I Cabbage 
20 I Potatoes 

10 

W:iolesalers Retailers Canteens Cooperatives Markets, 
directly institutions, barter, 

workers' shops etc. 
directly 

Sourca: Government Statistics, BCG Analysl 

The Boston Consulting Group IstoI4...MEKsg.b 202 



THE AGRICULTURAL INFRASTRUCTURE HAS TO COPE WITH A HIGH
 
CONCENTRATION OF PRODUCTION AROUND AUTUMN
 

Plant Harvest begins Harvest complete 

Potatoes from warehouse storage New potatoes direct'y to Potaoesfro l 
Potatoes shop warehouse storage 

II I I I I I I I I I 
J F M A M J J A S 0 N D 

Plant Harvest begins Harvest complete 

i Cabages,from storage I mport cabbage Newcabbagesretrm farmto CaFa.s 
Cabbages I _ shop 

I I I I I I I 
J F M A M J J A S 0 N D 

Plant Harvest begins Harvest complete 

Croo Import carrots Directly to shop Carrots 
Carrots 

III I I I I I I I I 
J F M A M J J A S 0 N D 

Harvest (farm to shop) = From warehouse [ Imported 

Source: BCG Interviews 
The Boston Consulting Group 15I14.6.VKI~s9b 203 



CONFIGURATION 
e Summary 

Potatoes, cabbages and carrots are the main vegetables produced 

Total production is rising, with an increasing proportion of private production 

Channels which by-pass the wholesaler are increasing in importance 

Direct supply from farms is more active in Autumn 

The Boston Consulting Group 151O14..WEPg-b 204 



THE VEGETABLE DISTRIBJTION SYSTEM IN PERM SHOWS A NUMBER OF
 
DIFFERENCES FROM WESTERN COUNTRIES.
 

Perm 

Reliance on local production 

Stored produce predominates 

Intermediaries only important for 
potatoes from peasant farms 

No wholesale market 

Storage mainly by wholesalers 

Wholesab.rs essentially "storers" 

USA 

Reliance on inter-regional trade 

Fresh produce predominates 

Impc.tant role for food brokers 

Important role for wholesale markets 

Significant storage by farms and 

processos
 

Wholesalers - fast turnover, "distributors" 

The Boston Consulting Group lS10l4.BzIsgb 205 
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THERE ARE DIVERSE CHANNELS FOR FRESH PRODUCE DISTRIBUTION IN THE
 
WEST
 

* Food brokers facilitate many transactions
 

Farms 

Food 

Wholesaler/ 
distributor 

Central 
wholesalemarkets 

________pick-up 

Large 
institutional 

buyers 

Retailer 

Retailers 
Very 
large 

retailers 

Source: BCG Interviews InUSA 

The Boston Consulting Group 151I.SJ4/EKf, -b 206 



VEGETABLE BROKERS FACILITATE TRADE BETWEEN FARMS AND
 
WHOLESALERS 

* Broker works on behalf of both parties 

Bruker activities/role 

Organize contracts 1 

Farms Negotiate price Wholesaler 

Arrange transport
 

SServe as clearing house for paymentsW
 

Source: BCG Interviews In USA 

The Boston Consulting Group 1511/4.6EVJsg-b 207 



THE PHILADELPHIA TERMINAL MARKET IS A TYPICAL EXAMPLE OF A
 
WHOLESALE MARKET 

Many competing companies use one facility 

City government built large refrigerated warehouses 

Individual sttres are blocked off within warehouse 
0 Each store has loading platform and sales/storage areas 

Fresh produce association rents warehouse from city and controls individual store 
leases 

Holders of leases compose produce association 

* One lease equals one vote 

* Leases are tradeable 

Many wholesalers own more warehousing but utilize market as sales point 

Source: BCG Interviews In USA 
The Boston Consulting Group l51OII4.6".EVS-b 208 



Configuration of chain 

Symptoms of failure 

Causes of failure 

Policies to address 

Pilot projects 

The Boston Consulting Group t5I01/4.S.=EKIsg-b 209 



PRICE, QUALITY AND AVAILABILITY ARE ALL SIGNIFICANT PROBLEMS IN
 
VEGETABLE DISTRIBUTION
 

Price is the major consumer concern 
* Unavailability drives up prices, especially in spring 

Quality is low, especially for carrots and potatoes 

* Storage and handling deficiencies 

* Less a problem for city market products 

Vegetables are frequently unavailable 

Poor variety and long queues were also cited as problems by consumers 

The Boston ConsultingGroup 1s10114.6SAWEK/g.b 210 



PRICE IS THE MAIN CONCERN OF CONSUMERS
 

100 
Main problems with vegetable purchases 

90 

8o 

70

60- Price 

% of 
respondents 50 -I" 

Quality 
Choice 

40 Availability 

10

0 "7;77;7n/ 

This year Last year 

* Distance to shop was Insignificant In both casesSoirce: BCG Interviews, sample size 135 The Boston Consulting Group 15lotI4.EKfb 211 



CONSUMERS RECEIVE VEGETABLES OF INFERIOR QUALITY
* More of a problem for carrots and potatoes. 

How do you perceive Which vcgetables are of 
100 vegetable quality? 100 particularly poor quality? 

90] 90 
80 80 
70 70 

%of 
responder 

60 

50 
40-

M I 

60
%of 

respondents 50 
40

30 30

20-
10  : 20-~~10 

1001, , .V.Y 

Outstanding Reason-
able 

Fair Poor Potatoes Cabbages Carrots 

Source: BCG Consumer Interviews, Sample size 135 

The Boston Consulting Gr,p 150o4..M/Er,o-b 212 



CONSUMERS ARE FREQUENTLY SERVED WITH DAMAGED OR OLD VEGETABLES
 
e Quality in City markets is significantly better
 

How often are you served with a 
damaged product? 

How often are you served with 
an old (not fresh) product? 

100-
,,fway', Frequently 

100-
Z 

Always 
Frequently 

80. Sometimes 801 Sometimes 

%of 60- 60. Seldom 
respondents 

40 40 - ,T 

20-
. -. 

20 *1 

Never 

Never 0 -_ _ 

Consumers 
in g~ea 

Consumers in 
the City market 

Consumers 
in general 

Consumers in 
the City market 

Source: BCG Consumer Interviews, Sample Size 135, Interviews In City Market, Sampd S1e 30 

The Boston Consulting Group 1S1O4.sWOEKsb 213 



VEGETABLES ARE OFTEN UNAVAILABLE
 
e Some improvement on last year
 

Availability a problem? Compared to 1 year ago? 

100 100 
90 90 
80 80. 

70. 70 
%of 60- %of 60 

respondents 50. respondents 50 
30- 30 

20-2 

10
0 10 

0 
f 

,, 

:-%AooBetter No change Worse 

Source: BCG Consumer Interviews, Sample Size 135, Interviews In City Market, Sample Size 30 

The Boston Consulting Group l51014.a.Ysg-b 214 



IT IS ESPECIALLY DIFFICULT TO FIND CABBAGES AND CARROTS IN SPRING 

In which seasons are the following vegetabies unavailable? 

100 Potatoes 100 _ 
Cabbages 

_ _ _ _ __ 100 _ _ 
Carrots 

_ _ _ _ _ 

90 90 90 

80 80 80 

70 70 70 

60 60 60 
% of 

respondents 50 50 50 
40 40 4 40 

30 30 30 

20 20 20 

10 10 10 

Spr=n ;0 
Spring Summer Autumn Winter 

_ 

Spring Summer Autumn Winter 
011 

Spring Summer Autumn Winter 

Availability problems drive up prices in spring 

Source: BCG Consumer Interviews, Sample Size 135 

The Boston Consulting Group 1SlOlI4.agEK,.-b 215 



PRICES ARE PARTICULARLY HIGH IN SPRING 
Coinciding with availability problems 

150. 

R e 

Price per Kg of Vegetables 

C 

0 

505 

a p 

Pto 

SouceSource: Goermn Statatoes 

Th Boto CosligGop1I1469Ex-

Gv-rnm--tPotatoesc 
Th otnCo*l gGoupS01.6 )~-

1 

1 



Configuration of chain 

Symptoms of failure 

Causes of failure 

Policies to address 

Pilot projects 

The Boaton Consulting Group l5lOVa4.6=EKiCg-b 217 



THE FARMING AND WHOLESALING SECTORS ARE THE MAJOR COMPONENTS
 
OF VALUE-ADDED
 

60. 
Potato Prices May 1993 

50 

Value added 
(Potato prices 

Rubles/kg) 

40, 

30 CnueConsumer 
price 

10 

0 
Farmer* Wholesaler Retailer 

Farmerprices have been Inflated from their Autumn selling price 
Source: BCG Pricing The Boston ConsultingGroup 1sl0tI,.6.93EKsgb 218 



SYMPTOMS OF DISTRIBUTION FAILURE ARE DUE TO A COMBINATION OF
FACTORS AFFECTING MAINLY FARMERS AND WHOLESALERS 

Farmers > Wholesalers Retailers Consumers 

Symptoms 

Spyt omm H ig h p ricess 
* 	Poor quality 

* 	Poor 
availability 

The Boston ConsultingGroup 15lsl/4.6.WE.b 219 



THERE ARE HIGH LOSSES DURING STORAGE DUE TO INADEQUATE FACILITIES
 
AND FACILITY MANAGEMENT
 

Farmers Wholesalers Retailers Consumers 

and ventilated 

facilities 
"Poor utilisation of
 

existing facilities
 
"Poor management of
 

facilities
 

=>High storage losses 

The Boston Consulting Group 15lo1/4.6.m9WEJsg-b 220 



50% OF POTATO PRODUCTION IS LOST BEFORE IT REACHES THE CONSUMER
 
* Main component of loss is during storage
 

100 
Potatoes 

80 

% of 

origin-l
production 
volume 

60 
q.; 

i0-Da 

, 

- rTheft 

DiseaseDies 

g
Damaged 

1111111EMNot harvested 
.Spoilage 
. Preserved 

20 1 j_ 

Farm Transport to 
warehouse 

Warehouse Transport Shops Consumers* 

"Percentage discarded as unusable before consumption
Source: BCG Interviews The Boston Consulting Group 1SlolI4.6. Xq% -.b 221 



CABBAGES SHOW EVEN GREATER LOSSES THAN POTATOES
 

100-
90, 

Cabbages 

80

70 -

of 60 
original_ 

production 50 
volume 

30 -

; 

40 " 

Disease 
Theft 
Damaged 

El Damaged
ITNot harvested 
M Spoilage 

Preserved 

10 
0 A-

Farm Transport to 
warehouse 

Warehouse Transport Shops Consumers* 

°Percentage discarded as unusable before consumption 
Source: BCG !ntervlews 

The Boston Consulting Group 1 5l /4.G.5WErJsg-b 222 



CARROTS SHOW THE HIGHEST LOSSES 
* Delicate product requiring refrigeration 

Carrots 
100 _ _ 

%Of 
original 

60 
,Theft 

% Disease 

production E- Damaged 
volume.,40--ZIE O N Not harvested 

" %' . :', : Spoilage 

Preserved 

20 

I !I - ' 

0i- -13-
Farm Transport to Warehouse Transport Shops Consumers* 

warehouse 

* Percentage discarded as unusable before consumption
Source: BCG Interviews 

The Boston Consulting Group 5101/.6MEV sg-b 223 



THERE IS A LACK OF BOTH VENTILATED AND REFRIGERATED STORAGE 
Storage of state-produced vegetables in the entire Perm Oblast 

Storage Capacity100 

000's tonnes 

80 

G0 -

40-

ZI Actual storage 
capacity 

Cabbage/carrot 

storage requirement 
estimate* 

Potato storage 
requirement 
estimate" 

20 

Simple Ventilated Refrigerated 

"Assumes -80% production stored In ventilated warehousing, 100% Imports stored In refrigerated warehousing
"*Assumes -80% production stored, of which 30% needs refrigeration, 70% needs ventilation 
Source: Government Statistics, BCG Analysis and Estimates 

The Boston Consulting Group lS1O14.6.mEKds,-b 224 



--- -- 

REFRIGERATED WAREHOUSING IS ONLY REQUIRED FOR ONE
 
THIRD OF POTATO PRODUCTION OVER 3-4 MONTHS
 

20 

15.Temperature 
oc 

Maximum 
storage ; 
temp-for 
potatoes 

0-

-10

-15 

-20 

Ventilated storage. Refrigerated . Fresh->Retail 
,0 storage ,

,-1007 -I I
I Temperature 

I A 

I 

.
 

Ventilated
 
storage
II I100 
-Storageutilisation 

Storage 
50 utilisation

% 

-i3- -- 0%refrigeration 
- equirement 

J F M A M J J A S 0 N A 

0 Refriqeratlon 

Source: BCG Interviews and Analysis 

The Boston Consulting Group 1s1o1/4..YEJs.b 225 



UTILISATION OF EXISTING WAREHOUSING FACILITIES IS SUB-OPTIMAL
 

Off-peak storage utilisation is very low 
0. Commonly 10-20% 

Limited refrigerated warehousing is underutilised 
" Vegetables should be refrigerated in spring 
* Many refrigerated warehouses are currently empty
 
* 
 Others are used for general storage, e.g. furniture and canned goods 

Municipal wholesalers are reluctant to rent out warehousing space in spite of strong 
demand 

* 70% of revenues must be given to authorities 

The Boston Consulting Group 15I1l04.6.3&Mg-b 226 



UTILISATION EXCEEDS 50% FOR ONLY FOUR MONTHS DURING THE YEAR 
* Increased imports would improve utilisation and quality
" Alternative off-peak uses would also improve utilisation 

Potatoes Carrots Cabbages 
100 
 100 
 100
 

90 
 90 
 90

80 5080

70 
 70 
 70-

Stor age 60 .6 


0

capacity 

utisation so 50. so 
4o I I 
 40 
 4.0 1
 
30 I 
 36 J 30

20 20-
 20
 

I I I I 
 I I
 

>50/ utillsation >50% utilisation >50% utillsation 

Refrigeration needed
 
Source: BCG Interviews 

The Boston Consulting Group 1 8od0EK-b 227
 



SIGNIFICANT IMPROVEMENTS CAN BE MADE IN MANAGEMENT Cr
 
EXISTING FACILITIES 

Private vs state wholesalers 

100 

8OJ7 
Potatoes Cabbages Carrots 

% 
Damaged 
or spoiled 

60 

40Maximum 
' 

Minimum 

20 

A 

0. 
Private 

wholesaler 
State 

wholesaler 
Private State 

wholesaler wholesaler 
Private State 

wholesaler wholesaler 

Source: BCG Interviews 

The Boston Consulting Group 1So,,4.6.2YEr/s.b 228 



WAREHOUSING MANAGEMENT IS DEFICIENT IN SEVERAL WAYS
 

Aspect 

Temperature 
control 

Humidity control 

Moisture control 

Inspection of 
products 

Best practice 

Storage temperature regulated at 
0-4 0 C depsnding on vegetable 

Achieved by 
" Use of outside night air 
" 	Refrigerated storage 

Storage at over 90% 
* 	To prevent weight loss 

Keep products dry at all times 
* 	To prevent onset of spoilage and 

disease 

Achieved by using ventilation 
equipment 

Regular inspection of products during 
storage to ensure good condition 

• 	And minimise knock-on spoilage 

Observed practice 

Many warehouses have no temperature 
control 

- Trnperatures well over 10°C in 
spring 

Vegetables sometimes not refrigerated 
even when refrigeration available 

Limited attention paid to maintaining 
humidity 

Vegetables sometimes stored without 
drying 

Ventilation of varying efficiency 
* 	 Examples of good equipment
 

poorly used
 

Inspection is infrequent and ineffective 
o Vegetables in storage were often 

clearly in poor condition 

The Boston Consulting Group 	 lloIM4.6M1Er9g.b 229 



WESTERN PRACTICES SHOW TEMPERATURE CONTROL IS KEY IN KEEPING
 
VEGETABLES FRESH THROUGHOUT THE CHAIN
 

Immediate post harvest cooling of all vegetables at farm site increases 
storage life 25-150% 

Often farmers have central shared hydro-cooling site 

Long-term storage of vegetables at farms, requires refrigeration or 
controlled atmosphere 

Long-haul train and truck fresh vegetable transport is always refrigerated I 

Short-term holding facilities at wholesaler/distributors/wholesale markets 
are refrigerated 

The Boston ConsultingGroup slO1I4.6.wKwsg.b 230 



HIGH LOSSES AND MANAGERIAL FAILINGS HAVE LED TO LOSS OF CHANNEL
 
SHARE AND FINANCIAL DETERIORATION 

Wholesaler by-pass 

•High costs 

High prices 

• Poor quality 

* Poor marketing 

* Poor supply 
management 

* Financial deterioration 

The Boston Consulting Group s 231 



IF WAREHOUSE LOSSES WERE REDUCED, PRICES WOULD BE LOWER AND 
MARGINS AND QUALITY HIGHER

High losses contribute to poor financial situation of state wholesalers 

100 

80_ 

State wholesaler 

Margin 

Interest expense 

Private wholesaler 

Margin 

OtherLabour 
Labour 

Other 

40-
purchasa 

'costs 

20 ' 

Soot avonotii 

Source: BCG Interviews 

Costs incurred on 
goods eventually lost: 

12% of consumer 
price 

The Boston Consulting Group 1510114.EW.-b 232 



WHOLESALERS SHOW SIGNIFICANT WEAKNESSES IN SUPPLY MANAGEMENT
 
AND MARKETING
 

Suppliers mainly local and determined by historical links 
° Variety, availability and quality could be improved by diversifying supply 

base 

* Greater potential for inter-regional trade 

Customer base has shifted, especially for institutional wholesalers 
* Need to actively seek new retail customers 

Wholesalers need to diversify limited traditional role as passive "storers" 
* Add value through transport, trading, broking, specialisation, etc. 

The Boston ConsultingGroup 15s11/4.6.BWEVJsg.b 233 



WHOLESALERS ARE LOSING CUSTOMERS TO FARMS 

Production of the 7 major Sales of the 7 major
Perm district farms Perm district farms 

Fresh produce Wholesalers 
36% Wholesalers 

49% 

Consumers 1% 
Total q,,o Institutions12%production 
 Consumers 1%d97,000t 
 " "--nInstitutions
 

"- 11% 

50% stored Stored produce

total farm Retailers


warehousing 51% 
capacity Retailers 
48000t 39% 

1992/93 4 1991/92 

Source: BCG Interviews 

The Boston Consulting Group IS10114.6.B9K.9-b 234 



LOSSES DURING STORAGE ARE EXACERBATED BY POOR FARM PRACTICES
 

Farmers Wholesalers Retailer> Consumer 

clearing ThNo 
. No selection 
* No precooling 

The Boston Consulting Group 1lI.63Ksgb235 



1 

STORAGE PROBLEMS ARE EXACERBATED BY POOR TREATMENT OF 

VEGETABLES ON FARMS 

Farm Wholesaler 

Poor handling Storage of damagedDamgevegetables 
Damage__vegetables 

_Inadequate ventilated/ 
refrigerated facilities 

Lack of cleaning, Storage of dirty _ 

drying vegetables: moisture [
and poor air circulation 4 -. > I Low utilisation of Loss 

S g [ existing facilities 

Lack of pre-storage (damaged/spoiled) 

-selection vegetables Po trgjPoorstorage 
managementNo pr-cooling Increased early

spoilage 

Harvesting inefficiencyB3 

The Boston consulting Group 15101/4.6.M/ EVWs9b 236 



PRE-STORAGE TREATMENTS IN FARM CAUSES AND COMPOUNDS LOSSES
 

e Storage of bad vegetables propagates spoilage
 

Aspect 

Handling 

Cleaning and 
drying 

Pre-cooling 

Preselection of 
products 

Best practice 

Minimize pre-storage transport 
* Locate warehouse near the farm 

Limit drop heights and cushion impact 
surfaces 

• 	 Usage of conveyor belts 

Clean and dry vegetables before 
storage 

" To prevent moisture retention and 
ensure air circulation 

" Reducing spoilage in storage 

Cool vegetables immediately after 
harvesting 

* 	Increasing storage life 

Removal of damaged/rotten products 
before storage to limit propagation of 
spoilage 

The Boston ConsultingGroup 

Observed practice 

Warehouses located near city 

Drop heights several times higher than 
desirable 

Minimal care taken with vegetable 
handling

Immediately visible damage
destroys 9% of production 

No single instance of cleaning was 
observed 

e Although private farm produce 
had noticeably less dirt 

Products reach consumer in 
unattractive, dirty state 

* 5% of potato sales from farmer to
 
wholesaler is dirt
 

No precooling used 

No single instance of preselection was 
observed 

• 	 Only general inspection for
 
payment settlement
 

IStOl/4.6.93tEKg-b 237 



RAPID DEGRADATION IN THE EARLY STAGES OF STORAGE POINTS TO THE
IMPORTANCE OF PROPER HANDLING OF PRODUCT ON THE FARM
Wholesalers are dissatisfied with poor quality product from state farms 

Quality of supplies to one wholesaler from different farms 

October 1992 November 1992 
Non-standard 

rotten, dirty 20% Non-standard,Sf-rotten, dirty 34%
Sourced from 

state farm 
--

StantJard Standard
80% 66% 

Non-stanard* 6%_ 

- - - Non-standard* 
- - 20% 

Sourced from
private farm Standard Standard 

94% 80% 

*Including rotten, dirty
Source: BCG Interview 

The Boston Consulting Group 510/4.6.9,Mg.b 238 



PRIVATE FARMS GENERATE LOWER PRODUCTION AND DISTRIBUTION LOSSES
 

Aspect 

Labour costs 

Labour quality 

Storage 
efficiency 

Losses 

Municipal/collective farms 

Organisation of harvest labour on a 
bulk scale 

* 	From industrial enterprises 

(relatively high rates)
 

Employees have little incentive to take 
care with products 

e Little monitoring of product 
quality 

Vegetables stored in bulk 
• Without cleaning 

° Little inspection 

* 	Losses are higt 


- 25% in storage 

- 50% through chain 


Privatised/peasant farms 

Friends, relatives help in harvesting 
° Individuals such as students paid 

at low rates 

Small-scale production easier to 
monitor 

* 	 Owners of the land are more 
highly motivated to improve 
vegetable quality 

Vegetables stored in relatively small 
quantities 

* 	Often cleaned 
* 	Smaller loads easier to inspect 
-	 Losses are estimated as half 

those in state supply chain 

Source: BCG Interviews 
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Configuration of chain 

Symptoms of failure 

Causes of failure 

Policies to address 

Pilot projects 

The Boaton ConsultingGroup 1Slo1/4.6.OEWg-b 240 



POLICIES TO ADDRESS ROOT CAUSES AT FARM LEVEL
 

Pbem 

Poor handling/pre-
cooling/cleaning/"9 
selection 

N 
lcyEfeti 

Low interest loans, tax credits and 
grants for investments in equipment 

-\ ° Reduce losses at farms, 
transport and wholesalers 

Provide technical training 

Insufficient warehousing 
on farms 

r-x 
'9' 

Incentives for investments in 
warehousing 

* Less handling damage and 
amelioration of seasonality of 
infrastructural demand 

High working capital 
requirement reduces--I 
investment 

Favourable interest rate for wo;king 
capital loans 

E • Alleviate financial pressures, 
increase investment 

No incentive to produce 
high-quality vegetables 

Improve standards categorization 

independent inspection committee !j 
"-

* Raise quality 

• Increased certainty in 
contracts systems 

The Boston Consulting Group 151ol0.6.9WKfsg.b 241 



POLICIES TO ADDRESS ROOT CAUSES AT WHOLESALER LEVEL 

P ro b le m Aol y Effect 

Not enough refrigerated/ Preferential loans, tax credits, grants * Reducelosses 
ventilated facilities for storage facilities investment 

Low off-peak utilisation Lower levy on renting out e More wholesale competition
of facilities -4 warehouse space • Better use of existing 

• Currently 70% revenue facilities 

High working capital [4 Preferential credits for working *• Promote facilities upgrade
requirement reduces -- capital loans 
investment 

Excessive dependence Increase trade with other regions [ Improve availability and 
on stored products * Set up wholesale market freshness 

" Trade finance 
* Remove restrictions * Alleviate storage problems 

Wholesaler activities •Technical assistance with business e Development of diverse, 
limited to storage 14 development -4 competitive wholesale sector 

Insufficient competition Make land available for wholesaler - Increase competition
"4 market 14 

Subdivide municipal wholesalers 
where technically feasible 

The Boston Consulting Group lSll4.6.EV9,5g.b 242 



PRIVATISATION HAS BEEN LARGELY LIMITED TO RETAILERS SO FAR 
Although distribution problems are concentrated in wholesalers and farmers 

Sector Privatisation status 

Farms No privatisation of large municipal farms 

Almost all farm directors express negative views on pvva*isation 

Wholesalers Municipal laws still prevent >49% private ownership 

Many have applied for privatisation 
* Cool response from local authorities 

Small number of wholesalers rent premises from state 

However, limited experience of private operation has been encouraging 
" Reduced losses 
" Improved management 

Retailers 	 Largely privatised 

Increased competition 
* But some wholesalers have own shops 

Improved quality, availability vs 1 year ago 

Transport 	 Not privatised or split up
j Hostile to privatisation 

The Boston Consulting Group l510 /4.6.9WEg.b 243 



A COMBINATION OF AMBIVALENT LOCAL ADMINISTRATION ATTITUDE AND

HIGH DEBT LEVELS HAVE OBSTRUCTED WHOLESALER PRIVATISATION
 

Local administration response to privatisation requests has not been positive 
* 	 Particularly for wholesalers supplying institutions 
* 	 Many applications have been delayed/rejected 
* 	 Any privatisation is likely to require maintenance of product range and 

employment 

Some wholesalers quoted debt levels as a prohibitive factor regarding privatisation 
* One of the big 5 wholesalers has debts amounting to 40% of turnover 

Many wholesalers keen to privatise however 

14 Accelerate wholesaler privatisations / 

The Boston Consulting Group 1S01sO4.6.9EYEsg-b 244 



AN EFFECTIVE STANDARDS AND INSPECTION SYSTEM WOULD HELP IMPROVE
 
VEGETABLE QUALITY
 

Actual 	 Suggested Advantages 

Standards Standards system A more discriminating Grading system wili create 
system currently crude grading system different prices for 

* 	No distinction different vegetable 
between "standard" qualities
quality vegetables * Encouraging quality
Only standard, non- improvement 
standard, rotten 

Inspection 	 Wholesalers and farmers Independent Inspection Fairer quality assessment 
refer to Inspection Committee system 
Committee in case of 
disagreement on quality
 

" Inspection
 
Committee is part of
 
the Agricultural
 
Committee
 

" 	Sides with farmers 

Implement new standards and inspection system 
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THE SYSTEM FOR INSPECTION, PACKAGING AND GRADING IS WELL 
DEVELOPED AND STANDARDISED IN THE WEST 

Example: United States 
Potatoes 	 Carrots Cabbage 

Inspection IInspection C
Inspection ! 

Cleanness 	 Shape Smoothness
Smoothness Colour Colour
Firmness Firmness Compact leavesWrinkled /wilted Close-cut tops Firmness
Dark spots, green surfaces Cracks or growths Density
Cut surfaces Wilted outer leaves 
Packaging Packaging Packaging 

100 lb bags 	 50 lb master bags 75-80 lb crates50 lb bags/cartons 	 - Holds 1, 2 or 5 lb bags 50-55 lb cartons
5/10/20 lb film bags 	 25-50 lb jumbled/placed bags 50 lb mesh bags

24-30 lb bunched cartons 
23-27 lb cartons (24 bunches) 

Grading 	 Grading Grading 

US Extra No.1 US Extra No. 1 US No. 1 
US No.I US No. 1 US Commercial
US Commerciak 	 US No. 1 Jumbo UngradedUS Nc.2 	 US No. 2 * Known as "unclassified"
Ungraded 	 Ungraded 

Grades are based on
Grades are based on 	 Grades are based °
on 	 Size
" Size 	 • Size * Colour" Colour 	 e Colour - Damage level (see inspection)* 	 Damage level (see inspection) * Uniformity of shape

Damage level (see inspection)
 

I kg = 2.2 Ibs 
Source: Produce Marketing Association, Texas Fresh Produce Board, Idaho Potato Comm., BCG Interviews 
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Configuration of chain 

Symptoms of failure 

Causes of failure 

Policies to address 

Pilot projects 
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PILOT PROJECTS ADDRESSING DISTRIBUTION WEAKNESSES
 

3. Options and 4. Privatise and 
futures market restructure 

8. Inter-regional trade transporter 

Farmers Wholesalers Retailers Consumers 

1. Privatise and 7. Processing 2. Privatise and 
restructure facilities restructure
 
vegetable 
 vegetable

farm 
 wholesaler 

5. Warehouse 
leasing scheme 

6. Vegetable 
wholesale market 
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Definition 

Candidates 


BCG role 


Variants 


Impact 


Risks 


Local acceptability 


Costs 

Timeframe 

Replicability 

PROJECT 1 

Privatising and restructuring of a state vegetable farm 

Rossiya, Kracava, Gamova, Konezadov farms 

Business plan, privatisation plan, technical assistance especially with handling, 
selection, storage 

Splitting the farm 
Creation of a trade fair 

Improved productivity, distribution management 
Demonopolisation (creation of competition) 
Forward contract development 
Improved quality, price, availability of vegetables 

Legal complexity 

GKI: very interested 
City Administration: positive, depending on choice of farm and no sub-division 
Department of Agriculture: opposed 

Capital investment in storage and handling/selection equipment 

3 months planning/execution, 6 months to realise benefits 

High : addresses typical enterprises and problems 
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Definition 


Candidates 


BCG role 


Variants 


Impact 

R;zks 

Local acceptability 


Costs 


Timeframe 


Replicability 


PROJECT 2 

Privatising and restructuring of a large state wholesaler 

MKP "Permplodovoshiprom", "Ordzhenidzevckoye OPP", TKTOO "Pakt" 

Privatisation plan, business strategy plan, subdivision plan if necessary, technical 
assistance and overall project management 

Investment in refrigeration 

Improved price, quality and availability of vegetables 
Imprcved margins for wholesaler - due to reduced losses and effective marketing 
Increased competition 

Opposition by big state wholesalers 
Municipal control over assets 

GKI: very interested 
City Administration: very interested 

Optional capital investment in refrigeration/storage facility upgrade 

4 months; 10 months until realisaion (Spring 94) 

High: typical problems faced by municipally controlled warehouses nationwide 
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CANDIDATE 1 FOR WHOLESALER PRIVATISATION PROJECT
 

Company 


Director 


Products 


Vegetable volume 


Ownership 


Customer mix 


Main suppliers 


Warehousing facilities 


Storage losses 


Performance 


Views on privatisation 


MKP "Permplodovoshiprom" 

Kasimov, Alfred Baliylovich 

Carrots, cabbages, potatoes 

2,000t in 1992 

Privatisation papers in preparation 
e Employee buy out 

£0% of sales are to independent retailers within 20km 

Municipal from Kracava 
Co-op Zagot Promtorg potato cooperative 

4,500t capao-.y - 50% refrigerated 

Potatoes: 20%, cabbages: 35%, carrots: 35% 

Vegetables are not profitable for the company 

Envisage that privatisation will improve 
* Farm production quality 
* Warehouse storage efficiency 
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CANDIDATE 2 FOR WHOLESALER PRIVAiSATION PROJECT
 

Company 

Director 

Products 

Vegetable volume 

Ownership 

Customer mix 

Main suppliers 

Warehousing facilities 


Storage losses 


Performance 


Views on privatisatior 


Ordzhenikidzevskaya OPP 

Dranovsky, Stanislav Vladmirovich 

Potatoes, cabbages, carrots, flour, processed food, etc. 

1,000 tonnes 

Privatisation papers submitted 
e 100% employee ownership requested 
a Local administration wants to grant only 51% 

30% to retailers 
30% to factories, institutions, etc 
30% of sales is as an intermediary for barter 

Kracava farm 
3 collective farms in Southern Perm region 

1,700t; 300t refrigerated 

Carrots: 40%, cabbages and potatoes: 20% 

Expanding aggressively in non-vegetable areas 
e Flour, canned produce, pasta, etc 

Low capacity utilisation 

See privatisation as an opportunity to attract investment to improve facilities 
• Refrigerated trucks 
* Food processing
 
e Fefrigerated storage
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CANDIDATE 3 FOR WHOLESALER PRIVATISATION PROJECT
 

Company 


Director 


Products 


Vegetable volume 


Ownership 


Customer mix 


Main suppliers 


Warehousing facilities 


Storage losses 


Performance 


Views on privatisation 


TKTOO "Pakt"
 

Fominkova, Ludmila Vasilievna
 

Cabbages, potatoes, other vegetables
 

300 tonnes
 

State company to be privatised: 100% employee ownership
 

Mainly institutions and factories
 

Savitnsky state farm
 

600 tonnes (15% refrigerated)
 

Potatoes: over 20%, cabbages: up to 40%
 

Traditional institutional customers are now going direct to farms
 
Off-peak utilisation is particularly low 

Vague hope for "profit" on privatisetion 
- No firm idea of concrete changes 

May suspend trade in vegetables on privatisation
* If profitability does not improve 
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Definition 


BCG role 


Variants 


Impact 


Risks 


Local acceptability 


Costs 


Timeframe 


Replicability 


PROJECT 3 

Creation of market for vegetable options and futures 

Design, development and implementation of complex futures trading 
Promotion of scheme to major players 

Varying levels of complexity
" Meeting plnce for forward contract negotiation/introductions
" Futures trading 
* Options

Improvement/development of standardisation and inspection system
Extension of system on inter-regional level 

Increased competition 
Improved availability

* Less dependence on storage, focus on trade 
Improved quality 

Possibly too complex
Dependent on cooperation from large wholesalers 
Storage problems not addressed 
Failure of previous scheme on local commodity exchange 

GKI/City Administration: ambivalent due to earlier failure and lack of 
understanding 

Overhead of exchange
Publicity 

2 months, impact visible after 4 months 

Medium: lack of expertise for massive roll-out 
Contingent on strong local support 
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Definition 


Candidates 


BCG role 


Variants 


Impact 


Risks 


Local acceptability 


Costs 


Timeframe 


Replicability 


PROJECT 4 

Privatising and restructuring of a transport company 

Local transport monopoly 

Privatisation and subdivision (?) plan, project management, excess asset sales 

Integrated approach with wholesalers and farms 

Beneficial effect on transport efficiency, but transport not a critical factor in 
vegetables 

Does not address storage/warehousing problems
Nizhny Novgorod model not acr-oted by many Oblasts
Transport Ministry possibly in opposition 

GKI: keen 
City Administration? 
Transport company: opposition 

No obligatory capital expenditure 

3 months 

Moderately high: low capital need 
Possible resistance from Ministry of Transport or companies 
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Definition 

BCG role 

Variants 

Impact 

Risks 


Local acceptability 


Costs 


Timeframe 


Replicability 


PROJECT 5 

Implementation of a scheme for leasing out of state warehouse space
 

Project plan, project administration
 
Technical assistance to both warehouse and lessor
 

Combine with privatisation of wholesaler
 
Investment in refrigeration
 
Inver tment in facility separation and upgrade
 
Technical assistance/investment in selection and handling of vegetables
 

Create competition
 
Reduce losses via incentives of private ownership

Improve quality, availability and price of vegetables
 
Better utilisation of assets
 

Legal complexity of warehouse rental
 
Resistance from wholesalers
 

GKI: Fairly keen
 
City administration: opposition?
 

Investments in refrigeration/facility upgrade (optional)

Investments in storage, handling, selection, technology (optional)
 

3 months, 6 months for full impact
 

Moderate: investment needs; possible resistance from wholesalers
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Definition 

BCG role 

Variants 

Impact 


Risks 


Local acceptability 


Costs 


Timeframe 


Replicability 


PROJECT 6 

Creation of a vegetable wholesale market 

Concept development, project management and implementation 

Combine with leasing of space in existing facility 
Combine with privatising and splitting large wholesaler 
Coordinate plan with other regions for greater impact
Combine with standards/inspection development 

Increases competition 
Increases regional trading 
Develops new channels of distribution 

Dependent on cooperation by large wholesalers 
Does not address overall storage problem
Without technical assistance could be underutilised during local off-season 

GKI: very keen 
Local administration: keen 
Resistance from large wholesalers 

Investment in facility 

3 months, 6 months for full impact 

High: potentially applicable nationwide 
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Definition 

BCG role 

Variants 

Impact 

Risks 


Local acceptability 


Costs 


Timeframe 


Replicability 


PROJECT 7 

Improved food processing facilities 

Planning and management of strategic and technical assistance 

Combine with privatisation of farm/wholesalor 
Combine with improvement of storage facilities at wholesaler or farm 
Combine with improvement in handling/selection techniques at wholesaler 
or farm 

Cut demand for vegetable storage 
Create variety 
Ameliorate seasonality 

Availability of financing 
Possible strengthening of a monopoly 

GKI: project not related to privatisation 

City Administration: very keen 

Significant capital expenditure 

6 months 

Low: due to capital intensive nature of project 
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Definition 

BCG role 

Variants 

Impact 

Risks 

Local acceptability 

Costs 


Timeframe 


Replicability 


PROJECT 8 

Development of inter-regio;al trade to deal with seasonality problems 

Develop and implement trade project 
Coordinate agricultural experts on crop harvest/planting timing 

Develop along with central wholesale market 
Develop policies to encourage inter-regional trade 

Increase availability, quality and variety of vegetables 
Lower dependence on long term storage 
Develop trade links for other goods and services 

Dependent on political situation 
Results not evident in short term 
Highly complex 

GKI: project not related to privatisation 
City Administration: neutral 

No obligatory capital expenditure 

6 months 

Multi-regional project 
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PRIVATISATION AND RESTRUCTURING OF A VEGETABLE WHOLESALER IS THE 
MOST ATTRACTIVE PILOT PROJECT
 

[n Recommendation: implement this in 

Privatise and 
restructure a 
wholesaler (2) 

High 
space (5)-

SFeasibilit 

Creation of 

wholesalers 
market (6) 

LowPratsa 
Privatise and Privatise a 
restructure farm (1) 
transport company (4) 

Food 
processing
facilities (7) 0 Inter-regional 

trade (8) 
* With privatisation Low Impact High 

Q Without privatisation 
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TRANSPORTATION
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TRANSPORTATION WAS NOT IDENTIFIED AS A MAJOR BOTTLENECK IN FOOD 
DISTRIBUTION 

Only small proportion of farms, wholesalers, processors and retailers identified 
transport as a significant problem 

Excess capacity in trucking due to decline in shipments and new entrants 

Low barriers to entry, including ready availability of trunks 

In Novgorod, units of former monopoly now compete with each other 

Pilot project in transportation could be low;' impact for bread, milk and vegetables I 

Source: BCG Interviews and Analysis 
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FARMS AND RETAILERS DO NOT IDENTIFY TRANSPORT AS A MAJOR PROBLEM
 
* Eg. Perm
 

Only 16% of farms think transport is sometimes a problem 
* 90% of farms have their own vehicle fleet
 
a -O% of farms have their own transport support services
 
* 
 Up tG "5% of trucks were sold last year by farms to individuals due to loy 

utilisation 

Only 15% of retailers think transport is sometimes a problem 
* Only 10% of retailers have their own transport however 

Less than 2% of deliveries are affected by unavailability of transport 
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_____________________ 

TRANSPORT ONLY ACCOUNTS FOR A SMALL PROPORTION OF TOTAL COST
 
FOR FARMS, PROCESSORS AND RETAILERS 

• Eg. Perm 

Cost tructure - Farm Cost Structure - Processor Cost Structure - Retailer* 
(Permoloko) (Russia Shop)

Fodder 58% Materials 81% Goods 89% 
Wages 25% Expenses on plant Wages 5.5% 
Electricity/l-leatingiWater 3% and equipment 6% Transport 4% 
Depreciation 2c/ Wages 6% Electricity/Heating/Water 0.5% 
Transport 1% Fuel and electricity 4% Rent 0.5% 
Other 11% ITransport 2.5%1 Other 0.5% 

Other 0.5% 

Source: BCG Interviews 
Cost structure for all products - Including milk 
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TRUCKING COMPANIES HAVE EXCESS CAPACITY 
* Example: Novgorod 

Milk Bread 
ca 1,163 ca 1078 

(tonneslday) Unutilised (tonnes/day) Unutilised 
capacity capacity 

66% 62% 

ca 400 
ca 415 

1) Based on maximum dally capacity of ca 387 tankers (3t) used once a day. Dally actual utilisatlon Is based on maximum seasonal milk traffic In June-July 19922) Based on maximum dally capacity of ca 431 box-type tracks (2.5t) used once a day
Source: Statistical Dept, BCG Interviews and Analysis 
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A SHARP DECREASE IN SHIPMENT VOLUME INCREASED COMPETITION
 
AMONG TRANSPORT COMPANIES
 

* Eg. Novgorod 

Freight Turnover 
2500 

"They [other companies - former 

Tonnes 
x km 

per year 

2000-

1500 

1000 

-31% members of TPO] now coma to the 
city and try to steal my customers 
by undercutting prices" 

"... to hold on to our clients we even 
agree to accept payments in products.
Inow have 300 VCRs in the warehouse." 

500 
Hat least half of my trucks do not go
out of the garage ..." 

0 - 1 1 -
Director, Novgorod
FA TO 

1991 1992 

Source: Central Statistics Office, BCG Interviews 
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COMPETITION IS ESPECIALLY INTENSE IN NOVGOROD 
e Largest competitor has only 3% of fleet 

20. 
39 42compnies companies 4e 3companies 

15-


Number of companies
 
per 1bn ruble of 10

turnover*
 

5

0. Ip I 

Novgorod Moscow N Novgorod Perm 

1991 sales at 1991 prices 
Source: Central Statistics Department, BCG Analysis 
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LOW BARRIERS TO ENTRY CONTRIBUTED TO INCREASED COMPETITION 
Eg. Novgorod 

Divisible assets 
• Sale of individual trucks 

No legal barriers 

Subsidized petrol prices 

Low price of trucks 
* 10 times cheaper than 

passenger cars 

' new entrants in the last 
two years (private 

companies) 

Availability of trucks for sale 

Low labour costs and 
availability of drivers 

Source: BCG Interviews and Analysis 
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INDIVIDUAL UNITS OF THE NOVGOROD TRUCKING COMPANY (TPO) NOW
 
COMPETE WITH EACH OTHER
 

Novgorod Oblast Current Structure 

I TPO* (pending privatisation) 

-..........................................................
 
No control links 

. . .. ...... ..................... .........
 

Transport companies 
(privatised and pending privatisation) 

" TPO does not own shares of companies 

: TPO and transport companies are privatised separately 

TPO In planned to become a serviceftarketing company with transport companies free to become shareholders 

Source: BCG Interview and Anrlyels 
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PRICE FOR TRANSPORTATION SERVICES SIGNIFICANTLY LAGGED 
PRODUCER PR!CES 

Eg Novgorod 

4

3 Index of producer 

Index
 
(Nov 1992 - 1.00) 2n
 

~prices (Novgorod)Index of transportation 

1 

01 
i I

p p p 

Nov 1992 Dec 1993 Jan 1993 Feb 1993 M., 1993 Apr 1993 

Source: Statisticm Department 
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