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CHANGING PATTERNS OF LIVESTOCK, MEAT, AND DAIRY MARKETING

IN POST-COMMUNIST KAZAKHSTAN

Saulesh Esenova and W.D. Dobsén

Executive Summary

Introduction

This Discussion Paper identifies for the Almaty region of Kazakhsgemin characteristics

of the markets for livestock, meat, milk and dairy products, namely:

—Elements of the economic and business environment that have shaped marketing
channels for these products.

—The nature and condition of marketing channels for the products.

—Key constraints to efficient marketing performance for these products.

—Policy and technological interventions that would improve the performance of firms
marketing livestock, meat, milk, and dairy products.

Porter's five competitive forces that determine industry profitability wseel toframe the
study.

The Economic and Business Environment in Kazakhstan

Kazakhstanbecame arindependent republic i1991 whenthe former SovietUnion
collapsed. As irmany countrieghat were once part othe SovietUnion, adjustment
problems have caused economic growth to become unstable and decline.

Kazakhstan's Gros9omesticProduct (GDP) at purchasing powearity for 1997 was
down 41% from the 1991 figure. Agriculture's contribution to GDP at market feit¢s
8.8% in 1998, its lowest contribution since 1991.

Overall Kazakhstan'sanking sector is still so smdhat it plays little role in providing
credit to the reabconomy. Shortages ofedit at acceptablerms havdimited the ability
of meat and milk processors in the Almaty region to expand.

Livestock numbers in Kazakhstaleclinedsharply from 1991 to 1999—79% for sheep
and 69% for hogs.

The Nature of Marketing Channels for Livestock and Meat in Kazakhstan, 1999

There are approximately a dozen mid-sized and small sausaggqimeatsing plants
located in or near the city of Almaty. There are more th@d (mostlytiny) additional
sausage plants in Almaty.

Becker and Company is a largeocessothat holds adominant position irthe important
boiled sausagenarket segment in thé@lmaty region. Becker sells6.5 to 7.0 tons of
sausageglaily through 28 companghops inthe Almaty areaand markets additional
sausage through retail stores.

Two mid-sized plants include Balap&arms(cannedpork producer) and\ccept Agro's

Talgar SlaughteHouse (integrated beef feeder amutocessor). Both have significant
growth potential if constraintdimiting their operations can bevercome. BalapanFarms

faces credit constraints alatceptAgro fearsthat it will be difficult for the firm to obtain
adequate numbers of feeder bulls.

* Saulesh Esenova, a native of Kazakhstan's Almaty region, is a researcher for the Global Livestock
CRSP and Ph.D. student at McGill University in Canada. W.D. Dobson is ProfessgriotilAiral
& Applied Economics, Co-Director of the Babcock Institute, and Director of the Renk Agribusiness
Institute at the University of Wisconsin-Madison.
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» With the exception of Becker, and possiBlglapanFarms andAcceptAgro, much of the
remainder of the livestock amdeatmarketing angrocessing sector ithe Almatyregion
of Kazakhstan fits Porter's description of a fragmented industry.

* Becker and Company and @ocessorassociated with Ramstor supermarkéisve
integrated backward intbog production to safeguard supplies pafrk. The Ramstor
affiliate feared that few hogs would be left in Kazakhstan by 2002 or 2003.

* While integrationbackward into production andheatimports by marketing firms are
orthodox adjustments of the type predicted by Porter, these adjustmentsrrther reduce
livestock numbers in Kazakhstan.

« Small livestock farmersupplying the Almaty region possesslittle bargaining power
relative todealer-wholesalers angtocessors. |If trends iEurope and NorthAmerica
spread tathe Almatyregion, expect the bargainingower of supermarkets timcrease
relative to others in the marketing chain.

The Nature of Marketing Channels for Milk and Dairy Products in Kazakhstan,
1999

* In 1999, eight dairyprocessing plants operating in or néa city of Almatyprocessed a
total of about 200 tons of milk per day.

» Dairy farming in the Almaty region does not appear to be in a downward spiral. Moreover,
milk processing in the region is not fragmented to the same extent as meat processing.

* Food Master is the dominant dairy procesding in the Almaty region. The firm claims
to have about 0% marketshare forthe mainproductsthat it markets in theAlmaty
region. The firm processes about 40 tons of milk daily in the Almaty and Yessyk plants.

* Food Master faces strong competition from foreign selleiseo€reamand hard cheese in
Almaty supermarkets. The foreign dairy produsserAlmaty via Russian, Kyrgyz, and
Kazakh wholesale companies.

» FoodMasterhasliterally changed thetructure ofmilk markets in theAlmaty region by
establishing 28nilk collection stations forsmaller milk producers inthe region. These
collectionstations and price incentives provided Bgod Master have encouraged small
producers to stay in business and have helped the processor obtain adequate milk supplies.

SMAK Company Ltd. produces iageamand fluid milk products. The firm hascapacity
to produce 30 to 40 tons afilk per day but in 1998btained only about 1tons ofmilk
per day from farmers.

» Agro Productsbegan operations processitygo tons ofmilk per day but in 1999 had
substantially largeoperationsThe firm sells fluid milk products,cream cheesdesserts,
andice cream. Most othe firm's fluid milk productsaresold through ahain ofkiosks
and lesser amounts through retail stores.

* Both SMAK and Agro Products find it expensive to obtain needed imported dairy product
packaging material, in part because of the devaluatiddaabkhstan'ssurrency inApril
1999 and the 20% tariff on imported fluid milk packaging materials.

* Foreign firms and new entrants from elsewhere in Kazakimsggnhave incentives to sell
increased amounts of ice cream and hard cheese in the relatively prosperous Almaty market.

Constraints to Efficient Marketing Performance

* The large decline in livestoakumbers in Kazakhstan from 1991 1899, which created
excess processing capacity and promises to further limit available livestock supplies.

» Credit shortages formarketing andprocessing firms afcceptable interestates and
repayment terms.

2 Babcock Institute Discussion Paper No. 2000-1
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 Government and bureaucratic practices affecting (a) veterimmpgections, (b) tax
incentivesfor expansion of livestock, meat, milk, addiry production angrocessing,
and (c) tariffs.

* Weak consumer demand for value added meat and dairy products.

» Shortages of personnel with sophisticated managemsarketing and quality control
experience relating to meat and dairy products.

* Lack of producer and processaxperience with conditionthat have emerged in the
livestock, meat, milk and dairy product marketdha Almatyregion duringthe transition
from socialist to market-based systems.

Policy and Technological Adjustments to Improve Marketing Performance

* Weakness in demanfdr meatand dairy products is a deep-seated proliesnh will be
remedied in part by economic policies that promgitewth, stability,and a favorable
business environment.

* The government can help to provide a favordhlsinessenvironment thatvould make it
attractive for foreign firms to enter into joint ventures withatand dairy processing firms
in the Almaty region and supply equity capital.

* Processorsind dealer-wholesalers can establish integreaéite-and hog-raising systems
where farmers share more fully in the profits from livestock enterprises.

» The government can provide additional market informat@nsmall livestockproducers
that would be distributed mainly by radio anewspapers.The market information could
be supplemented with a system of grades and standards.

* Regulatory abuses—especially those associated with veterinary inspections—could be
reduced.

Babcock Institute Discussion Paper No. 2000-1 3
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CHANGING PATTERNS OF LIVESTOCK, MEAT AND DAIRY MARKETING
IN POST-COMMUNIST KAZAKHSTAN

Saulesh Esenova and W. D. Dobson

Introduction

This Discussion Paper describie results ofmarketing research conducted in Kazakhstan
during 1999 to identify:

* Elements of the economic and business environment in Kazakhstan that have shaped
marketing channels for livestock, meat, milk, and dairy products in Kazakhstan.

* The nature and condition of marketing channels for livestock, meat, milk, and dairy
products in Kazakhstan.

» Key constraints to efficient marketing performance for livestock, meat, milk and dairy
products in Kazakhstan.

» Policy and technological interventions that would improve the performance of firms
marketing livestock, meat, milk and dairy products in Kazakhstan.

The paper is based on interviews conducted by the authibres Aimatyregion of Kazakhstan
in the third quarter of 1999 and published information. Business people interviewed were asked to
describe their purchasing and marketing practices, production/sales rates, safety and quality control
practices, marketing challenges, and plansdéelopment of theifirms (seethe Appendixfor a
list of persons interviewed).

The Almaty province (excluding the city of Almaty) and cityAlaty had populations of 963
thousand and.172 million, respectively, together accountify about13% ofthe 16.7 million
total population of Kazakhstan in 1995 p. 12]. The region—especially the city of Almaty—is
one of the most important markets for agricultural products in the country. Findinidye Admaty
region may have applications in other regions of the country.

I. The Economic and Business Environment in Kazakhstan

Michael Porter of the Harvard Business School hatemonstrated that thessence of
formulating competitive strategy is relating a firmit® environmen{4, p. 3]. Accordingly, to
understand howKazakh firms have shapdtie nature of marketing channdtsr live animals,
meat, milk, anddairy products, it is useful tdriefly summarize the nature of the economic
environment that emerged in Kazakhstan during the 1990s.

The Macroeconomic Environment in Kazakhstan

Kazakhstan became an independent republic in 88#hthe former SovietUnion collapsed.
As in many countrieghat were once part othe SovietUnion, there have been adjustment
problemsthat havecaused economigrowth to decline. In1997, Kazakhstan had &ross
DomesticProduct (GDP at purchasing powaarity) of U.S.$42.8 billion, and U.S.$2,734 per
person [1, p. 39]. The aggregate GDP figure at purchasing power parity for 1997 was down 41%
from the comparable figure for 1991.

According to the Economist Intelligentnit, real growth ofthe Kazakh economy contracted
by about 2.5% in 1998 and was expected to contract ar@®fdr in 1999 [1, p. 7]. In part, the
larger than expected decline in real GDP in Kazakhstan resulted fronothigrain harvest in 30
years. Other forces causing the economy to contract waeeliae in demandbr Kazakh exports
to former Soviet markets—Russia in particular—as well as falling domestic demand caused by the
tight money policy of the Nationddank of Kazakhstan.Agricultural production contracted by

4 Babcock Institute Discussion Paper No. 2000-1
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18.9% during 1998. Consequently, agricultureentribution toGDP atmarket pricesfell to
8.8%, its lowest contribution since independence in 1991 [1, p. 20].

Kazakhstan, which used the Soviet Ruble and theeRussianRuble in the earlyears of the
Republic, begamising itsown currency—the tenge—i1993. The tengewvas devalued by about
30% on April 5, 1999 [1, p. 6]. This pthie exchange rate in tiieurth quarter 0ofL999 atabout
132 tenge to the U.S. dollar. Among other things, this devaluation substantially incheasest
of imported packaging material for milk processors in the Almaty region.

Consumer inflation, which averag@éd@6% asrecently as1995, wasexpected to bérought
down toabout18% atthe end 0fl999 andwas expected tcslow further toabout 7% in2000
[1, pp. 8 and 24].

According to the Economist Intelligendgnit, "Overall the banking sector is still
so small that it plays little role in the provision of credit to the real economy [1,
p. 18]." (emphasis supplied). This conclusion wesached in part becaud€azakhstan's
commercial banks have a small deposit base—only 84.8 billion tenge (4.5% of GDh&)eatl of
1998, making any significant withdrawal déinds crippling [1, p. 18]. Inall European Union
countries, bank deposigse equivalent to more th&®% of GDP [2, p. 27]. In parthe small
deposit base reflecthe absence of deposit insurance comparablsyhemsavailable inNorth
Americaand Europe,and depressedconomicconditions. Asnoted later, shortages of regular
commercial credit have limited the ability of meat and milk processors to expand.

The overall development oKazakhstan'sagricultural sector is hampered by ralated
development, which the Economist's Intelligence Unit described as follows:

One major stumbling-block facing agricultural improvement is the absencgeragfer
freehold rights for landwhich has hamered the emergence of a functioning lamarket.
Current legislation severely curtails private land ownership: only Kazakh citizens can own
land, while other land is only open to private ownership if producssets or dwellings are
situated onit, meaning that land cannot serve as collateral foloans [2, p. 24]. (Emphasis
supplied).

While the problems besettindKazakhstan'sagricultural sectorspring from a number of
sourcesthe creditproblems affecting farmers aragjribusinesseappear to be among the most
serious.

Meat and Milk Production and Processing in Pre-1991 Kazakhstan

The Soviet system, which prevailed in Kazakhstan prior to the dissolution of the Soioet,
was characterized by many large and complex agricultendéérprises. Animals were raised on
large farms—sovhozegstate farms) and kolhozdsollective farms)—which were required to
supply live animals, carcasses, and milk to large processing plants.

For example, under socialism, the large Almaty meat processing plant was tlverontgrcial
meat processing plant in the city of Almaty. This plant closed in 1997 and inig&&ttempting
to restartoperations. Portions dhe meatproduced bythe largeprocessing plants wereanned
and/or processeitto sausageswhile much of the remainineatwas frozen and stored at the
plants or refrigeratostations. Frozemeats were distributed tbe military, supermarketspther
retail stores, restaurants and other outlets.

The dairy industry of Kazakhstan ithe Soviet eraalso had large dairyjarms andmilk
processing plants. For example, prior to 1985 i processing plants ithe Almaty region
processed 400 to 500 tons of milk daily. These plargdarger by a factor of 10 than the largest
milk processing plants in the region today. Only a few large socialist-type dairy farmn@0@ito
1000 cows each currently survive in the Almaty region.

The planning, resource allocation, procurement, and distribution systehes nmeatand dairy
industries of pre-1991 Kazakhstan bore little resemblance to those of a free market system.

Babcock Institute Discussion Paper No. 2000-1 5
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The Decline of the Livestock Herd in Kazakhstan

The phase-out of the Soviet type farms and processing facilities, the shrinkbgeainomy,
and economicecessionghat caused farmers tbhquidate livestock to obtain needédnds have
caused a largdecline in theKazakh livestock herdTable 1). The decline insheep and hog
numbers was especially pronounced during 1991 to 1999.

Table 1. Changes in Livestock Numbers in Kazakhstan, 1991-1999

Species Number of Livestock (million head) % Change
1991 1999 1991-99

Sheep 34.0 7.0 -79%

Cattle 9.6 4.2 -56

Horses 1.5 1.0 -33

Camels 0.14 0.099 -29

Pigs 3.2 0.98 -69

* Source: Kazak Research Institute of Feed and Pastures, 1999.

II. The Nature of Marketing Channels for Livestock and Meat in Kazakhstan,
1999

The marketing channels for Kazakhstan's livestockraedtproductsare intransition. Thus,
this study provides only a "snapshot"tbé channelshat existed in999. Howeverthis picture
identifies evolutionary tendencies in the markets andgests howpolicy and technological
interventions might influence the evolution in desirable ways.

Porter'sfive competitiveforcesthat determinendustry profitability (Figure 1)are useful for
summarizing the forces and developments that shaped the livestock and meat marketintpatystem
existed in the Almaty region of Kazakhstan in 1999 [3, p. 5].

Porter describes the influence of the five competitive forces as follows:

The collective strength of these five competitive forces determines the ability of firms in
an industry to earn, on average, rates of return on investment in excess of the cost of capital.
The strength of the five forces varies from industry to industry, and can changenakisimy
evolves....Thestrength of each of the five competitive forces iduaction of industry
structure, or theunderlying economic and technicaharacteristics of an industry....Firms,
through theirstrategies, camfluence the five forces. If a firm can shape structure, it can
fundamentally change an industry's attractiveness for better or for worse [3, pp. 4-7].

As noted later, a few firms ithe livestock ananeatand dairy industries of Kazakhsthave
changed industry structures to improve their competitive positions.

Industry Competitors (Rivalry Among Existing Firms)

Industry competitors and the rivalry and interactions ambngs in the livestock andneat
industry in the Almaty region of Kazakhstan are described ubmgnarketing chaishown in the
following diagram to frame the discussion.

FARMER—DEALER—WHOLESALER—PROCESSING PLANT—FOODSTORE

Processing Plants

Processing plantare key players in thehain, representinthe marketfor the products of
farmers, dealers, and wholesalers. Tiypvate inways that modify the nature of the marketing
chain and industry structure.

6 Babcock Institute Discussion Paper No. 2000-1
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Figure 1. The Five Competitive Forces That Determine Industry Profitability

Potentia
Entrants

Threat of
New Entrants

Industry
Bargaining Power Competitors Bargaining Power

_ of Suppliers of Buyers
Suppliers > € Buyers

Rivalry Among
Existing Firms

Threat of
Substitute Products
or Services

Substitutes

* Source: Porter [3, p.5].

Becker and Company. This firm is the market leader in an important niche ateapoiled
sausage market segment. While ¢cbenpany's share dhe boiledsausagenarket is noknown,
Beckerdoes hold alominant position in this importamarketsegment. Becker sell6.5 to 7.0
tons of sausagedaily through 28 companghops inthe Almaty area, andmarkets additional
boiled sausage product througétail stores owned by othersSee ProfileNo.1 for abrief
description of Becker's history and operations.

Profile No. 1. Becker & Company’s Meat Processing and Sausage Operations
in the Almaty Region of Kazakhstan

BACKGROUND. Becker is a German firthat specializes in sellingonsultingservices,
engineeringservices, industrial equipment, and proteicasings. The firm came to
Kazakhstan in 1990 seeking businepportunities; they selectedeatprocessing under a
joint venture arrangement as a major investment.

* PLANT CONSTRUCTIONAND OPERATION. Becker began construction ofrreeat
processinglant in Almaty in 1991 thatwent online in 1996. In July 1999the Almaty
plant producedl83 tons of sausage in 26 working day$he plant employs about 70
people in sausage production. In addition to the sausage processing operation, the firm has
a brewery and restaurant.

* MARKETING PRACTICES. The firm markets thesausages produced, whitiave a
short five-day shelf lifemainly through 28 companghopslocated in differenparts of
Almaty. Sausages not sold throughe shops in two daysre destroyed. Asmall
proportion ofthe company’s sausages isarketedthrough supermarkets and ottretail
stores. About 100 employees market the company's meat products.

» MEAT PURCHASING SYSTEM. Becker is the largedbuyer of meat in theAlmaty
region, purchasingboutfour tons of pork, four tons of beednd1.5 tons othorsemeat
each day. All meat purchased is chilled. The purchasesatefrom 10 wholesale firms
that havesupplied Becker wittmeatsince1997. Becker contends¢hat the stablesupply
relationship that the firnenjoys with wholesale suppliers refle¢k® firm's practice of

Babcock Institute Discussion Paper No. 2000-1 7
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paying the wholesalers promptly, which allows the wholesalers to pay their clients (farmers
and meatdealers) promptlycreating clientswho are pleased to dbusiness with the
wholesalers. Becker claims that because it igelggon'slargest purchaser of meat, it can
practice paying "the lowest pric#isat will allow the firm to obtain the excellent quality of
meat that it requires."

« CHALLENGES. Mr. Ivan Kravchenko, the Managing Director of Becker, said, "The only
challenge we face is the local bureaucracy. We are not tryilagge¢cadvantage of tHecal
system of taxation, sanitary and veteringegulations. Wearefully follow all standards
and legislation adopted by tis¢éate. The only thingthat we need is that the bureaucracy
does not create requirements which interrupt the smooth running of our business."

» FUTURE DEVELOPMENTS. Becker plans to expand meat-processing operations in
Almaty, increasing production of a variety of sausages to 12 tordagerThe firm plans
to occupy the nichdéor salami sausages in KazakhstanThe firm began to vertically
integrate into pig raising 1998 and plans to expand production upl@000 hogs in
2000. This is being done out of concern for the adequacy of supply of farmer-raised pigs.

Among those interviewed, twather meat-processing firms the Almatyregion appear to
have significant growth potential if constraints limiting their operations can be overcome.

Balapan Farms. This processospecializes in the production of cannmadatand produces
small quantities of sausage. The firm imports pork from a number of countries includihgsthe
China, Uzbekistanthe Netherlands, and BelgiumBalapanFarms has an efficiengutomated
processing systemadequatesupplies of porkand guaranteed markets (contractsupply the
military) or dependable marketer a large part of its cannetheatsales. While the operation
would appear to representinimumrisk to a creditorthe firmwas finding itdifficult to expand
operations because of shortages of credit at acceptable interest rates and repayment terms.

Accept Agro: Talgar Slaughter House. AcceptAgro entered the livestock anueat
businessvia purchase of a slaughterhouse frtva state. The firm purchases abo®000 bulls
each yeaffrom Northern Kazakhstan weighing abd&80 kilos and feedshem to aslaughter
weight of 500 kilos. Accept Agro adds grain by-products from its alcohol production operations to
forage used to fatten bulls in an integrated cattle feeding and slaughter opefaioficm has the
capacity to slaughter about 25 animals per eight-hour day in its slaptrierwhich isequipped
with power-surge resistant Italian equipment. Bull beef producetiéfirm is instrongdemand
from outlets supplied by firm. The outlets include cantinas and Ramstor, an Almaty supermarket.

The chief constraint facing the firm is an insufficisnfpply of youndgeeder bulls tdatten in
the integrated production-slaughtgseration. The firm also complained of problems getting
credit at acceptable interest rates and repayment terms.

With the exception oBecker, and possiblfdalapanFarms andAccept Agro, much of the
remainder of the livestock andeatmarketing andprocessing sector ithe Almaty region of
Kazakhstan fitsPorter'sdescription of a fragmenteshdustry. Porter describes feagmented
industry as an industry in which fiom has asignificant markeshare and no firngan strongly
influence the future structure and nature of ithdustry [4, p.191]. Inaddition, he notedhat
fragmented industries usuallye populated by a large number of small and medium-$ized,
many of which are privately held.

There are approximately a dozen small or mid-sized sausagedmeassing plants in and
around the city of Almaty. A manager of one meat-processing plant speduktedere are up to
300 (mostlytiny) sausage plants in Almaty. It isnclear whether thdatter number is
approximatelycorrect. Howevereven if this figure is too high by a factor thfree, it isadded
evidence of a fragmented meat processing industry in the region.

8 Babcock Institute Discussion Paper No. 2000-1
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Other Players

Representative functions frequently performed by other playdhe imarketing chain are as
follows:

» The DEALER purchasesmeat from farmers, slaughteranimals (in manycases), and
delivers carcasses, meat cuts or live animals to the wholesaler.

* The WHOLESALER slaughters live animals (in some cases), chills carcasseatouts,
takes carcasses oreatthrough veterinarynspection, and delivensieatcuts or carcasses
to the processing plant or bazaar.

* In somecases,the DEALER and WHOLESALER are the same firm apérform the
combined functions of the two players.

» REFRIGERATOR STATIONS rent their facilities to wholeséilens, processinglants
and supermarkets.

« FOOD STORES, which range in size framall food markets tosupermarkets, purchase
processed meat from processing plants and wholesalers.

Dealer-Wholesaler Networks

The dealer and wholesaleetworkshave emerged as important components of the livestock
and meat marketing system that replaced the systems used in Soviet times.

There are two kinds of dealer-wholesaler firnihe first category handleve animals, fresh
meat, andchilled meat. Most ofthe clientsfor these firmsare processing plants and bazaars.
Firms in the second categaspecialize in frozemeat, which they sell to supermarkets and other
retail food stores.

Marketing officials interviewedlaimed that thedealer-wholesaler system providealuable
services toprocessors, food storeand farmers. Some processorsport that they are not
interested in purchasingeat directlyfrom individual farmeraunless those farmeitsave licenses
and are registered &pal entities. The registration and licensing requirements reflect the tax and
financial policies of thegovernment, whichmandate full documentation tproduce alegal
transaction.

A bazaar seller commented tHatmerscan sellmeat directly to grocessorbut there are
complications. First, every meatseller is required to go through a sanitary inspection every six
months. Thigrocedure igime consuming and involves payment ofee. Secondthe farmer
could not beassured of having eounter availabléor selling meat at ébazaar. The dealers and
wholesalers perform tasks (forfee) thatfarmers would findtime-consuming or expensive to
perform.

The Director of the Nauryz bazaar in Almaty argued that producers do not lose much by selling
their meatthrough bazaarglaiming that thecost tothe farmer of sellinghroughthe bazaar is
1,000 to 1,500 tenge per pig (U.S.$7.50 to U.S.$11.35 at late 1999 exchange rateg)air8sich
are difficult to assess. Others interviewedlaimed that thedealer-wholesalenetworks extract
monopoly profits from farmers.

Bazaars and Food Stores

There are about 90 bazaars located in or near the city of Almaty, most of whiariseltural
products. While these bazaars resemble the farmers’ markets found in North America, most of the
merchants at the bazaars prefessional sellers rather thtarmers. The bazaars iRimaty that
specialize in meat and/or live animals include the following:
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« TausamalyBazaar(Kamenka) operates a slaughterhouse and maintains cotorterSO
sellers of live animals and meat. On average, each seller sells one half of a carcass per day
at the bazaar.

» Sary Arka Bazaar This bazaar has a size and structure similar to the Tausamaly Bazaar.

» Green Bazaar This isclaimed to be thdargestmeat market in the city of Almatwith
about 350 sellers of slaughtered animals. The bazaar has both meat and dairy departments.

» Nauritz and Nikolskiy Bazaars Both sellmeatfrom slaughtered animalsThe Nauritz
Bazaar has 20 to 30 counters for daily sales of meat. The Nik@akgar is smaller with
three to four counters for sale of meat each day.

The bazaars specialize ifnesh andchilled meats—pork, mutton, beef, horsemeat, and
horsemeatproducts. All are privatelyowned. Typically, a director, deputy director, and
controllers administer a bazaar. Seller® entrepreneurstho rent facilities at the bazaars
(counters, space in refrigerators, pushcarts, cutting facilities, and services) for fees.

Bazaars are frequentlgurrounded bysmall restaurants, cafes, teashops, canteens, and
barbecue places, which purchase the products sold at the bazaars for cbalgegbazaars serve
a variety of shoppers including wholesale buyers (restaurants, retail stores, and processors).

The food storeghatcomprise the end point of the livestock améatmarketing chain vary
widely in size and nature. A few large supermarkets resembling fihase in Europe and North
Americaoperate in Almaty, along with many smaller grocstgres. Cookery stores—some of
which resemble North American delicatessens and sell prepared foods and upmarket fiopdrted
items—represent another outfet meatproducts produced and distributedtie Almaty region.
Company stores owned by meat processors represent another outlet.

Large supermarkets, including the Central Grocery Store, purchase relatively large quantities of
meat atone time. For examplethe CentralGrocery Store sells about one ton of bdeily and
prefers to purchase three to four tons of beef atioreefrom processors or wholesalerSmaller
supermarkets and other retail stores frequently purchase about 300 kilos of beef and/or 200 kilos of
mutton every day.

Surprisingly, the large retailfood storesgenerally do not appear to have contractual
relationships with wholesalers or processbet would guarantee them a regulsupply of meat.
Ramstor represents an exceptionthat it doeshave such supplyguaranteeingontracts. Other
stores obtain needed meat supplies partly through the use of "lists" of potential meat suppliers.

Suppliers (Bargaining Power of Suppliers)

Supplier relationships exerted important influences on the marketing practices and channels for
livestock andmeatproducts inthe Almatyregion of Kazakhstan ih999. The importantsupply
relationships included both those affectsupplies of livestock and/aneatprovided by farmers
and dealer-wholesalers to different players in the marketing channélasadaffectingnarketing
services.

Implications of the Decline in Livestock Numbers

The figures noted earlier in Table 1 showing the sharp decline in livestock numbers on Kazakh
farms from 1991 to 1999 reveal much about the supply situationtfefarmers’ standpoint. Of
course, factors in addition to weak farmer bargaining p@neatedthis situation. In someases,
farmers found it necessary to liquidate livestock at whatever prices they couldogeéeirtomake
essential purchases.
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Currently, dealer-wholesalers angatprocessors servinthe Almatyregion obtain slaughter
livestock mainly from the following areas:

Product Main Sources
Beef cattle All regions of southern, northern, and eastern Kazakhstan

Hogs Almaty, Taldy-Kurgan, and Dzhambul Regions

Sheep Almaty, Taldy-Kurgan, and Dzhambul Regions

As indicated inFigure 2, several of theseipply areas are located relatively near the city of
Almaty. In addition, a few dealer-wholesalers obtain beef and horsemeat from distant regions such
as Ustkamenogorsk, Karaganda and Pavlodar.

While it is unclearwhether thesupply reductionsare declining by similar amounts in all
regions, the aggregatdigures in Table 1 suggestthat most regions must bexperiencing
substantial reductions in livestock numbers.

The supply situation has createdconcerns and triggered adjustments tba part of meat
processors. Asioted earlier, managers Atcept Agro's Talgar SlaughteHousefear that the
supply offeeder bullsavailablefrom Northern Kazakhstawill be inadequate taneet thefirm's
needs. Becker and Company lnaegrated backward intloog production to ensutbat the firm
will have adequate pork supplies. A procesafiiated with the Ramstor supermarkisés begun
to produce hogs to safeguahe firm's supplies of porkspeculating that there will dew hogs
left in Kazakhstan by 2002 &2003. The State-ownedAlmaty meatprocessing plant, which
ceased operations in 1997, is attempting to resume operations, partly by contracting for supplies of
livestock from farmers in the Almaty, Dzhambul and Taldy-Kurgan regions. Since there are only a
limited number of largdarms ofthe type the firmwishes tocontract withfor livestock supplies
still in operation, the plant is looking to Mongolian, Polish and Belgm@atcompanies asources

of supply.

Processor concerns over the availability of pork supplies are rooted partly in producer response

to thehigh prices andhe subsequentecent collapse ofog prices in KazakhstanPork prices

were among the highest for all meats in January 1998, when a kilo of pork retailétefage)200

to 220/kilo in Almaty. Pricesgransmitted to théarms attracted many people intoog raising,
including Muslimswho do not consume pork themselvesThe resultingexpansion of hog
production causetktail pork prices inthe Almatyregion tofall from T200-220/kilo in January-

March 1998 toT160/kilo in Octoberl998 andfinally to T85 in May, 1999. The low prices
triggered a sharp reduction in hog production, which processors fear will be not soon reversed.

Many small hog producers supplying the Almaty region have limited access to livesidait
information. Thewypically markethogs througtdealer-wholesalers and halmited bargaining
power. Byintegrating backward intthlog production under tapered integration arrangement
whereby they produce part dheir own hog supplies, processovall further weaken the
bargainingpower of small producers. If processors finthat high prices must be paid to
producers, they can put downward pressure on those prices by buyingmpgsarily fromtheir
own farms. In additionthe demonstrategropensity of processors import meatwill limit
increases in domestimeatprices in Kazakhstan. Qfourse, unless processaase willing to
produce or import much of their needed livestock and meat supplies, these strategies will not serve
them well over the long run. They will create a situation wheenumber of livestock remaining
in Kazakhstan will be even lower. Itis not clélaat it will be profitablefor processors teely on
their own production and imports for nearly all livestock and meat needs.

These commentshould not beanterpreted as criticisms of dealer-wholesaler @ndcessor
practices. Indeed, consistent wietorter's recommendations, these firms have adjustesr
strategies to dealith the economic environment thaas unfolded irthe market. But,dealer-
wholesalers and processors must be aware of the implications of their actions in the long run.
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Figure 2. Map Showing Sources of Livestock for Meat Processing in Almaty
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Implications of Shortages in the Supply of Marketing Services

There is an asymmetry in the supply of price and other market information. Dealer-wholesalers
and processorshave access to price information and mechanigsons communicating the
information that smalfarmerstypically lack. This contributes to wedbargainingpower on the
part of small farmers. There is alitle evidence that quality differentials are transmitted back to
farmers inthe form of price premiumsgor high quality livestock. Howeverdealer-wholesalers
and processors doeject farmers'livestock if those products do naoteet minimally acceptable
standards.

Veterinary servicesare notsupplied in waysacceptable to alparticipants in the marketing
process. Veterinarians inspect livestock carcassemaattuts todetectfoot and mouttdisease,
animal ulcers, salmonella, tuberculosis, brucellosis and helminth, and to keep dseateain
being consumed.

Chargeslevied for these servicewary. Forexample, atthe Nauryz Bazaar veterinarian
services were built into charges levied for using the bazaar's services. The Beragihas two
staff doctors who are on the bazaar payroll and perform preliminary tests. If preliminary tests on a
meatsampleshow some possibility of disease or infectidhge doctors sendhe meatproduct
sample to the main office of the City Veterinarian LaboratonAlmaty for furthertests. The
carcass or meat cuts from which the sample was taken are isolated afad kepéeralhoursuntil
the detailed tegstesultsare obtainedrom the City Laboratory. After getting the testesults, the
meat is either released for sale or condemned.

The proceduraised atthe Nauryz Bazaarwas generally regarded as effectifer avoiding
excessivecharges. Sellers at sonsher bazaars indicated that they encountatmgses when
dealing directly with the City Veterinarian Office. Officials of the Citgterinarian Officewould,
it was claimed, sometimesollect largecuts ofthe bestmeat (2 to Xilos) for tests,arguing that
this quantity ofmeatwas neededfor tests. If true, suclpracticeswould reduce thereturns to
livestock producers and marketing firms and/or increase meat prices to consumers.

Buyers (Bargaining Power of Buyers)

Several differences in the bargaining power of livestock and meat buyers in the mantkaiting
for the Almatyregion have already been identifie@herefore, these pointsill be given brief
coverage here.

Small farmers, for reasons noted earlier, possess little bargaining powededisy with the
dealer-wholesalers who typically purchase their livestock. It is perhaps surpheirgpmpetition
among the many dealer-wholesaldmes not produce strongbpmpetitivepay prices to farmers
for their livestock. However, we founlittle evidence thathis wasthe case€or small farmers.
Larger farmers were able to bargain more effectively for competitive pay prices.

Becker andCompany, whicltclaims to be the largesheatprocessor in Kazakhstan, reports
that it hasthe markefpower to paythe lowest price needed to obtain the quality mkeat that it
requires from dealer-wholesalers.

Bazaar authorities complain thatew government taxesplace them at a competitive
disadvantage to supermarkets and otbires. The governmenthas introduced new tax
regulations relating specifically teazaars. Thus, if bazaar counter ashop was previously a
taxable unit, under the new tax law, the taxes are levied on square meters of bazassssjitaug,
in a higher tax burden. Bazaar operators claim that this new tax has purposes in addition to raising
morerevenue. They interpret the measure as part of a plan to azears at a disadvantage
relative tosupermarketsjepartmenstores,and specialtystores. Bazaaroperatorsclaim that the
new tax reflects the political influence dlusinespeoplewho stand tagain fromthe demise of
bazaars. It is unclear whether the new tax law has purposes other than to increase revenues.
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The dealer-wholesalers appear not to be uniform in the amount of bargainingppssessed.
The manager of a large Almaty supermarket argued that there was a tendency for monopolization of
the market for frozen meat in Almaty by tdions, Private Entrepreneuskakov and Dariganc.
Such a claim is not easily accepted given the large number of dealer-wholesaler firm&limatiie
region. While market imperfectionsloubtless existthe competition among thegion's many
dealer-wholesalers should prevent the development of outright monopoly arrangements.

Supermarkets appear to exercigss bargaining power than might besupposed. The
admittedly limited amount afnarkup informatiorthat we collecteduggestghat the supermarket
price markups from the wholesale level are not excessive (20% to 25%), probably owargtm
competition provided by bazaars (in particular), smaller grocery stores, and cstukes; Three
bazaardor which we obtained information had an average wholesale-to-retail price markup on
meat of 15%. Howeverthe supermarketglo, in many cases,demand thatmeat products be
delivered to specification by wholesalers andatprocessors. |If trends iBurope and North
Americaspread tathe Almaty region, expect the bargainingower of supermarkets tacrease
relative to other members of the marketing chain.

Substitutes (Determination of Substitution Threat)

Earlier comments identified processor production (tapered integration) and imports as important
substitutes for domestic farmers’ products.

It is unclearhow profitable it will be for processors such d&ecker and Company and the
Ramstor supermarket affiliate to produce their own hogs to eaderpiatesupplies. Until recent
years, North American hog processors relied heavily on individual farmetisefopork supplies.
In recentyears, Smithfield Foods, Inc. ofVirginia in the U.S. has integrated backwardnto
production to a significant extent, taking advantage of scientific advances in genetics, nutrition, and
economies of large scale production to produce more didgsthat SmithfieldFoods slaughters
and processes to specificatiotemithfield Foods in nowthe number onéog producer in the
United States,accountingfor about10% of U.S. hog production. Experience with large-scale
production in Soviet times may cause private Kazaildtessors tmtegrate intchog production
more rapidly than was the case in North America.

Meat imports represent an important substitpteduct. BalapanFarms, forexample, has
found that purchasing importegbork in large lots is more profitable thaeither integrating
backward into hog production or purchasing small quantities of porkifrdividual producers or
through dealer-wholesalers. Also as noted earlier, in efforts to repeadtionsthe Almatymeat
processingplant is attempting to arranger foreign supplies oimeat tosupplement supplies
available from large Kazakh farmers.

Bazaar sellers repothat Almatyconsumers prefer to purchase domestically-producedts.
This choice isbased partly ortonsumers’ belief$hat Kazakhmeat is ofhigher quality. Still
imported meats appear in the bazaeen price relationshipgavor imports. For example, when
prices of meat in Russia (Altay region), Kyrgyzstan, and Uzbekistan have dropped below those in
Kazakhstan by enough to cover transportation and other impoudstg,substantial quantities of
imported meat from these countries have been sold in Almaty bazaars.

Expect thetrends toward increasingse of the abovesubstitutes to continuentil farm
production of livestock in Kazakhstan is rationalized and becomes more profitable.

New Entrants (Threat of New Entrants)

The threat of new entrants into livestock processing did not appeagtediezhenthe study
was conducted.One processorremarked that itvas probablyeasier to enter thAlmaty meat
processing business three or four years ago than now. This is partly bie@eaekiseand Company
has established a strong footholdAimaty and would represerformidable competition to new
firms seeking tcenter theAlmaty marketfor boiled sausage. Moreovethere appears to be
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massive excessapacity in meaprocessing irthe Almatyregion because of thdrop inlivestock
numbers in Kazakhstan—creating a hostile environment for new entrants into meat processing.

However, the Almaty region is one of the more economicalprosperous regions of
Kazakhstan. According totwo busines®fficials interviewed, as many &9% of the people in
Almaty can afford to purchase high quality mpedducts. Thisnight attracmports of upmarket
processed meats, which would be solthatlargersupermarkets in Almaty. Imports apmarket
products wouldikely consist of longer shelife meat products. Moreovermeat processors
located elsewhere in Kazakhstan majtempt toexpand sales into thigelatively prosperous
market.

[Il. The Nature of Marketing Channels for Milk and Dairy Products in
Kazakhstan, 1999

Porter'sfive competitiveforcesthat determingndustry profitability (Figure 1)again will be
used as a summadevice inthis section to describthe forces and developmentsat shaped the
milk and dairy product marketing system that existed inAlh@aty region of Kazakhstan ith999.
As will be evident,the milk and dairy product marketing systemtire@ Almaty region is smaller
and, in some ways, less complex than that for livestock and meat.

The withdrawal of statsubsidies fordairy cattle breeding farms irthe late1980sand the
privatization of dairy farms in the earl990s hasnfluenced the nature of miland dairy product
marketing systems that have emerged in the Almaty region and elsewhere in Kazakhstan.

About 35% of the state-owned dairy cows were slaughtered follothengnd ofsubsidies for
dairy cattle breeding farms and the decentralization of the milk collexystiems irthe late1980s
and earlyl990s. In additionabout65% of the dairycows owned by state-owned farmere
transferred to privatized dairy farms. Thus, only a few Socialist-type dairy farms with 800 to 1000
cows survived in the Almaty region 999. Survivingargefarms includedhe SokeTobe farm
in Uzun-Agach,the Peka Shelek farm iChilik, the Kara Kemyr farm inTurgen, the SPK
Kazakhstan farm in Kara Turik, and a few others.

Milk processors ithe Almatyregion found it necessary tievelopnew systems for buying
milk from the smaller dairnfarmersthat emerged in the aftermath of the aboevelopments.
However, unlike the livestock situation, dairy farmingthe Almatyregion does noappear to be
in a downward spiral. Moreover, milk processing in the Almaty region is not fragmented as badly
as is meat processing.

Industry Competitors (Rivalry Among EXxisting Firms)

The industry competitors arite rivalry and interactions amorffigns in the dairyprocessing
and marketing channels in tAdmaty region ardesscomplex tharthose existing irthe livestock
andmeatchannels. In particulathe dealer-wholesaleretworkthat was prominent in livestock
and meatmarketing angrocessing idargely absent from dairproducts. The main marketing-
processingchain for milk and dairy products ithe Almatyregion can be describedsing the
following simple chain.

FARMER—— PROCESSING PLANT—— FOODSTORE
*~CONSUMER

Processing Plants

Food Master is the dominant daigrocessindgirm in the Almaty region. According toFood
Master's estimates, it has about a 60% market shamedjor dairyproductsthat the firm markets
in Almaty. The firmprocessesbout 40tons of milk daily at theAlmaty and Yessyk (within
Almaty region) plants. The firm's productsare distributedhrough supermarkets and othetail
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food stores. In additiorthe firm has a network of distributingompanies thaputs the firm's
products in about 100 stores. Profile No. 2 gives additional background for this player.

Profile No. 2. Food Master’'s Milk Processing Operations in the
Almaty Region of Kazakhstan

» BACKGROUND. Food Master in Almaty was formed in 1995 gsira& venture between
Developed Technologiresources, Inc. ahe U.S. and Ak-Bulak,Ltd. The business
began with the production of yogurts and expanded to include fluid thoiié,cream,sour
cream, ice cream, cheeses, fruit juices, fruit drink, and potato chips.

* PLANT LOCATIONS, SALES, AND EMPLOYEE NUMBERS. The firfasfive plants
located in Almaty,Yessyk, AstanaChimkent(soft cheesesgand Korday (haradheeses).
The plants’ sales were expected to reach US$ 24 million in 199®dyufall short of this
figure because of depressed consudenand. The firm hasabout800 employees in its
plants and other facilities.

e MILK PROCUREMENTPRACTICES. About 70% of the milk purchased byhe firm
comes from areas surrounding Yessyk, Witk remaindepurchased from Taldy-Kurgan,
Uzun-Agach, Kugalinskiy, Uygurskiyand Dzhambulskiyegions. Milk is priced on the
basis offat content. Everymilk supplier forthe firm is expected to have a sanitary
inspection monthly and secure a veterinary certificate before selling milk to Food Master.

* NEW MILK COLLECTION STATIONS. In1998, FoodMaster invested aboltS$ one
million to create milk collectiorstations forobtaining milk from small milk producers.
Twenty-eight stations were established around Almaty. Each station has a coolitigatank
holds one ton of milk, @omplement of laboratorgquipment, and a power generator.
These stations are now the major source of milk for the firm's Almaty and Yessyk plants.

* MARKETING PRACTICES. The firm's products are distributedthrough large and
medium-sized supermarkets and other retail stores. Faster deliverproducts tdarge
supermarkets but requires smaller supermarkets to pickeupompany'sdairy products
themselves.The firm also has a network of distributimpmpanies that places tfiem’s
products in about 100 stores. The distributing companies receive a wholesale discount, but
are required to sebat theFood Masterproductsmarketed by thelistributor sellfor the
same price as established in stores where the firm makes direct sales.

* CHALLENGES. According to ErlanSagadiev,Managing Director ofFood Master in
Almaty, important challenges includ&gray imports” of competing dairy products
(especially ice cream), which do not gayiffs, and finding personnetho can be trained
to be good managers and skilled marketers with excellent standards.

In 1999, the eight dainprocessing plants operating in or néa city of Almatyprocessed a
total of about 200 tons of milk per day. As noted earlier, before 198%R\lwaty milk-processing
plants processed 400 to 500 tonsvilk perday. Inaddition toFood Master, twather plants
(SMAK Company Ltd. and Agroproducts) currently operating the Almaty region, have
noteworthy operations that reveal how dairy marketing and processing have evolved in the region.

SMAK Company, Ltd. This company, which produces ice cream #md milk products,
is owned by a former manager of a state milk plant. Nine dairy farmers sughgli@dm in 1999,
with whom SMAK had supply contracts.SMAK has processingapacity of 30 to 4Qons per
day, but currently obtains only about 15 tons of milk per day from farmers.

SMAK deliversice cream(the firm's most profitable product) and fluichilk products to
Almaty supermarkets, and also sells products from truckecations in and arounthe city of
Almaty. The firm's fresh dairy products have a shelf life of about two days.
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The major challenges facing the company included (a) the expense of acquiring imported
packaging materialib) the mismatch between the seasonaligh milk production and weak
demand in the summer, and low milk production and higher demand in other seasons.

SMAK imports packaging materiafsom Finland andsermany. The April 1999 devaluation
of the tenge plus the 20% tariff on these imports makes these packaging products expessive to
While dairy product packaging materials is producelazakhstan, irAlmaty and Semipalatinsk,
the domestically produced packaging materials are imperfect substitutes for the foreign products.

SMAK reports that it may have difficulty sellirgl the dairy productghat could beproduced
with the availablesupply ofmilk in the summer,but can'tgetenoughmilk to satisfy the winter
demand for dairy products.

Agro Products. This Almaty dairy processing plant produces fluid milk items, a cream
cheese chocolatdessert productand distributesce creamproduced by a plant itNorthern
Kazakhstan. All of Agro Products’employees formerlyworked atstate plantghat have been
privatized. The firm began operations Iprocessing two tons ahilk perday, but in 199%9their
operations were substantially larger.

The firm buys milk from three farmers angays forthe milk in advance to encourage the
farmers to continue tproduce. The Commercial Directdior Agro Productsforecasted that the
number of dairy farmers in Kazakhstan wostdbilize—in part because many dairy farmease
found dependable markets for their milk. Agro Products sells most of its dairy products through a
chain ofkiosksand vendotrucks,and lesser amounts througdtail food stores. Irthe future,

Agro Products plans to opespecialized dairy produchops inAlmaty. The shelf life for the
firm's fluid milk items is about three days.

Marketing, the firmclaims, is its biggesthallenge since competition $¢rong for food store
accounts andetail consumers of dairproducts. Summer is a difficultime for the firm since
some consumers go to summerhouses andrbiyfrom local farmers. Somewhdike SMAK
Company, Ltd., Agro Products finds that the market for their dairy products is strorigerfaf,
winter, and spring. Also like SMAK Comparnyd., they find it costly to acquire needed foreign
dairy packaging material.

Agro Products has found difficult to obtain credit at acceptabterms. The Commercial
Director said that loans are received in tenge buhust be repaid irdollars, which passes
devaluation risk from the lender to therrower. Wecould not confirm whether thiwas afully
accurate account of business credit transactibfevever, Agro Products has foundredit terms
sufficiently unfavorabldéhat it has chosen to expand using mos#yained earnings rathénan
credit.

While a few other small dairy processing plants serve the Almaty region, it is etndedairy
processing is not as fragmented as meat processing.

Other Players

The other players in the marketing chanfoel milk and dairy productinclude some of the
same types dfirms, i.e., bazaars, wholesalers, and food stores—dhatinvolved in marketing
meat. However, the role of bazaars is small and shrinking, and ttet wholesaler ismall. In
addition, the farmerdistributor, aplayer notdiscussed irtconnection withmeatmarketing, has a
noteworthy role in milk distribution.

Bazaars and Wholesalers

Most milk sold in Almaty goes to supermarkets throumgiuustrialprocessing. Furthermore,
recent developments in industrial mitkocessing—especially those used Hyod Master—and
marketing systems emphasizing supermarkets, truck sales, and kiosk salpashedthe bazaar
sale further to the margin. The Controller of the Green Bazaar commented, "We used to have good
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sales of dairy products in the past. Things have changed lately and sales are going veowslow
Many sellers have left the bazaar. Thus, nowadays there are 16 to 18 sellers mfodaicys. In
the past there were up to 100 sellers.”

As noted in ProfileNo.2, Food Master does employ wholesale firms to distribute dairy
products to store outlets. However, wholesalersndb play a large role in marketing dairy
products in the Almaty region.

Farmer Distributors or Milk Dealers

Individual farmers or milk dealers deliver frestlk and dairy productslirectly fromthe farm
to residentiabireas. The farmers omilk dealers typically come to the same delivery point every
day, giving consumers a regular place to purchase milk.

Prices charged by thesendorsarelower than those charged faod stores or kiosks.This
attracts certain categories obnsumers such dsw-income people and retiregeople. The
vendorscan chargdower prices because they incur no packagiogts—consumers suppliyeir
own milk jugs—and processing cosie lower. In additionthesevendorsmay escapgaxation,
sales feesand safety control (veterinary and sanitary inspectioffle lack ofsafety controls
means that consumers buy sumhk at theirown riskand typicallymust boilthe milk purchased
from the vendors to make it safe to consume.

Food Stores

The role of food stores in marketing dairy productsinsilar to thatdescribed earliefor meat
products. The supermarkets have been axcellent outlefor Food Master'sipmarketproducts.
However,the supermarkets also sell imported dganpducts,e.g., ice creamand cheesesfrom
European companies, Russian companies,thadNew Zealand DairyBoard. The imported
products provide strong competition for parts of Food Master's dairy product line.

Relatively little informationwas obtained on dairy product pricearkups employed bjood
stores. Agro Products reported that the firm sells sour cream to supermarketefaedénit and
the supermarket retails the proddiot 48 tenge/unit(33% markup). Conveniencevagonssell
Agro Product's sour cream for 50 tenge/unit (39% markup).

Agro Products reported that tsapermarkets pathemfor their productsafter those products
are sold. Agro Products does nake backunsold products fronstores. Foodviaster agrees to
take back half the unsold products, some of which are further processed.

Suppliers (Bargaining Power of Suppliers)

Developments affecting the bargainimgpwer of livestock producersmentioned earlier
obviously have implicationdor milk producers supplyinghe Almaty region. As isthe case
regarding livestoclproducers, operators smallfarms havdimited bargainingpower, while the
large farms that have survived have mokowever,the milk collectionsystemthat Food Master
has put in place has given smaller milk suppliers for that firm greater capacity to rernaginess
as viable producers.

Because of the bulky nature of milk, the milkshed (supda)for Almaty is smaller than the
area from which livestock andeatproducts forthe city areobtained. As noted in Profildo.2,
Food Master obtains abod0% of itsmilk from areassurrounding Yessykand the remainder is
purchased fronthe Taldy-Kurgan, Uzun-Agach, Kukgalinskiy, Uygurskignd Dzhambulskiy
areas.

More important than the location of suppliers is the evolutiosupbly relationships fofFood
Master. In 1996about95% ofthe milk collected byrood Master camdrom large,Soviet-type
cattle breeding farms that specialized in npfoduction. The largefarms proved to baefficient
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in the post-Soviet period and have tended to dissolve in recent years. In 1999, about=6%%b of
Master's milk supply for the Almaty market came from smaller farms.

Prior to implementing the current milk collection systéfapd Master triedpurchasingheeded
milk supplies from intermediaries. This system proved to be unworkable because the
intermediaries returned relatively low prices to milk producers. This in turn discouraged producers
from staying in the milk business and reduced supplies available to Food Master.

Faced withsupply problemsreated by thalissolution oflarge farms andthe unworkable
relationship with intermediarief,00d Master investedJS$ 1.0million in 1998 tocreate 28 milk
collection stations. Fifty fourpeople were trained b¥ood Master towork at the collection
stations, which consisted of akpha Laval milk coolerwith a one ton capacity, laboratory
equipment, and a power generator. Producers whthas®wn refrigeration equipment to cool
their milk before it is brought tthe cooling station receive a premiumtab tenge petiter. An
additionaltwo tenge petiter premium isadded if the farmer delivers his/herilk to the cooling
station, andadditional premiums argrovided for farmers who supply Foodaster for a
continuous 12-month period.

Milk from about 30 producers is collected at each cooling station. In general, the quality of the
milk received at the coolingtations is satisfactory, babntaminated milkrom one producer can
spoil a tank of milk.

The creation of the coolingtations appears to hageeated avin-win situationfor producers
andFood Master. Producereceive higher prices thahose paid byintermediaries androod
Mastergets more assurance adequate millsupplies. This win-wirdevelopmenisuggestgshat
one largeprocessorcan create incentives thamcourage the maintenance of mikoduction in a
substantial part of a region &azakhstan.Rather tharusethe firm's bargainingpower todrive
down milk prices, Food Master created incentives for milk producers to stay in busihestrm
has literally changed the structure of the industry in the Almaty region, making it more attractive for
producers and the firm itself to operate there.

While problems with veterinary and sanitary inspectors are not as common as those reported by
livestock andmeatproducers, somenilk producerscomplained ofmisuse of authority by the
inspectors. This caused some producers in distant rural areas to drogheutmdk business. It
is not clear whether this represents a significant probliat will affect milk supplies for the
region.

Buyers (Bargaining Power of Buyers)

Supermarkets and processors such as Maglerpossessignificant bargainingpower. We
have notedhow Food Master has used itdinancial resources tambtain more adequateilk
supplies. Giverthat several dairnprocessors irthe Almaty areanow compete tosupply large
supermarket accounts, the dairy processors doubtless face buyers in the purchasing departments of
supermarkets that possess considerable bargaining power. The supercaarkisimand delivery
to specification, and favorable price and credit terms from suppliers.

However, there are limits to how much bargaining posegr be exercisedver processors by
supermarkets and othestail food stores. Ifsupermarkets apply excessive pr@ssure they
will accelerate the creation of the specializieary stores ofthe type that AgrdProducts plans to
build, and sale of dairy products through trucks and kiosks.

Substitutes (Determination of Substitution Threat)

Substitutes fodairy products produced the Almatyregion aresubstantial. Processors and
distributors of dairy products produced through indusprakessesvill encounter substitutes at
both ends othe pricespectrum. If supermarkepsice dairyproducts out othe reach of larger
numbers of consumersfarmer distributors will sell more unpasteurizedilk in the
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neighborhoods. More sales through farmer distributors will algoaterialize if economic
recessions further limit the purchasing power of consumers.

For reasons just noted, sales through specialized dairy stores, kiosks, and trucks could expand
to substitute for sales through supermarkets and other retail food stores.

Imports represent aimportant source of substitutes faspmarketproducts such as hard
cheeses andte cream. These substitutes represetitraat toFood Master andsupermarkets
handling dairy products with a high value and long shelf life.

Food Master points out that the top competition faced by the firm is with fdreign A total
of about 26 foreign producers (mostly European firsel) dairy products in Almaty. The
imported products come to Almaty via Russian, Kyrgyz and Kazakh wholesale companies. A new
marketing regulation may come into force Rebruary 200Ghat could blunt thempact of the
foreign competition. According to a proposed new regulation, prddbets must be in both the
Russian and Kazakh languageSince most imported daingroducts nowarrive with labels in
Russian and/or other foreign languages, this regulation may represent a sig@fizztprobably
temporary) nontariff barrier to imports of dairy products.

New Entrants (Threat of New Entrants)

As was the situation for livestock and medtg threat ohew entrantsnto the Almaty region
is not particularlygreat. FoodMasterhas arelatively large markeshare fordairy items that the
firm sells in Almaty. It presumably would be difficdtir other firms tocapture large percentages
of marketshare from Food Master. Moreover, as whas case irmeatprocessingsubstantial
excess capacity exists in dairy processing, creating a hostile environment for new entrants.

While the milk supply situation is not as gloomyfas meat, itcould be expensivior a new
entrant to obtain adequate milk supplies. It probably would be necessary foremtramt to put
in place collection systems similar to those used by Food Master to secure siggulexs. Given
the number ofproducerscommitted tosupply Food Master, thigight not be economically
feasible.

Foreign firms and new entrants from elsewhere in Kazakhmsight sellice cream othard
cheese in the relativelgrosperousAlmaty market. Nestlethe Switzerland-basechultinational
food company, is a strongpmpetitorfor sales ofpremiumice creamproducts in Almaty. Recall
that AgroProducts distributeete creamproduced by a Northern Kazakhstan firm. Firfran
outside the region presumably could sell ice cream and hard cheese directly in the Almaty region.

V. Constraints to Efficient Marketing Performance

The key constraints to efficient marketing performafwrethe livestock, meatmilk and dairy
product sectors ithe Almatyregion areproducts ofthe businessand economic environmetitat
emerged in Kazakhstan duritige 1990s. Closely-related constraints in approximate order of
importance include the following:

1) The large decline in livestock numbers in Kazakhstan during 1991 to 1999.

2) Shortages of credit for marketing and processing firms at acceptable interest rates and
repayment terms.

3) Government and bureaucratic practices affecting (a) veterinary inspections, (b) tax
incentives for expansion of livestock, meat, milk and dairy production and processing, and
(c) tariffs.

4) Weak consumer demand for value added meat and dairy products.

5) Shortages of personnel with sophisticated management, marketing and quality control
experience relating to meat and dairy processing.
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6) Lack of experience on the part of producers and processors with market conditions that
have emerged in the livestock, meat, milk and dairy product markets as the markets make
the transition from socialist to market-based systems.

Impacts of several of these constraints waiseussed earlier. Accordingly, only summary
comments of their effects will be matlere. The number 1 constraint is tidecline in livestock
numbers. The decline in livestock numbers reflects impacts of the transition awakargenstate
farms tosmaller farms, withdrawal of certain agriculturalsubsidies,and depresseéconomic
conditions. This constraint contributes to developmeunth as excessapacity in meaand dairy
processing and processor concesthsut obtaining adequate livestock amitk supplies. A few
meatprocessordiave dealtvith the problem of inadequateipplies byintegrating backwardnto
hog production andmporting meatWhile these represent rational adjustments on the part of
processorstheir actions may contribute to further reductions in domestically-produced livestock
supplies. Whether it will be profitable ovethe longer-run for processors to producdagge
percentage of the hogs neededrkeetslaughter requirements and import larger quantitiesext
is unclear.

Shortages otredit at acceptable interastes and repayment terms hdivaited the ability of
meat and dairprocessors texpandoutput. Asreported in therevious section, sonlaestock
and milk processing firmshave chosen to rellargely on retained earnings to expamdtput.
Heavy reliance on retainedarningscan be counted on tstuntthe growth of processing and
marketingfirms. Of coursdhe credit problem is not unique liwestock, meatmilk and dairy
processing andharketingfirms. It presumably affects firms in many segments of Kazakhstan’s
economy.

Marketing andprocessing firmsvoiced complaints about thieigh costs anduncertainties
created by government and bureaucrgtiactices. Abuses of veterinapractices affecting
livestock andmilk producers,and meatprocessors weramong themost frequently mentioned
problems. Tax incentives are a problem because there is uncertainty about the availability and
continuation of tax incentivefor businesscreation andexpansion. A FoodMaster official
complained of "gray imports" that enter the country emahpetewith Food Master dairyproducts
without being subject tdariffs. Dairy processorsnoted thehigh cost of importing needed
packaging material from Finland a®@kermany,attributing thehigh cost to tariffs and devaluation
of the Tenge.

Weak consumer demanidr value addedneatdairy products reflects, ipart, the recessions
affecting Kazakhstan'seconomy and thdower purchasing power of consumers during the
transition to a markeeconomy. Food Master, for exampleportedthat the demandor its
branded yogurts was reduced by the recession in 1999. Like the credit problem, demand shortfalls
are not unique to the livestock, meat, milk and ds@gtors. However, such shortfalls @aluce
profits in much ofthe livestock-meat and dairy marketing chains and refitos’ incentives to
introducenew products. Thiproblem may be self-correcting if the general econdiagins to
grow vigorously.

A Food Master official said that his biggestchallengewas to obtain skilled personnel for
management, marketing and quality contwolrk. Suchpersonnelre needed to do sophisticated
work on matterssuch aspackage design and tensurethat consumersreceive products of
consistently high quality. Skillecharketing and quality control personnel h&tms build brand
loyalty.

Many developments that havenited livestock andmilk production and have impaired the
performance of marketing amtocessing firmswill be self-correcting. AsKazakhstan'geople
gain additional experience with the workings of a market econtimay,will know what toexpect
in terms of marketdjustments. The key will be to keep the livestock antkatindustries, in
particular, from shrinking to nonviable size before that experience is gained.
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V. Policy and Technological Adjustments that Would Improve Marketing
Performance

Several key constraints affectirtige livestock, meatmilk and dairy product markets in the
Almaty region spring from problems witiKazakhstan'sgeneral economy. For example,
weakness iemand is a deep-seated problem that will be remedied in part by macroeconomic
policies that promotegrowth and stability of the economy andreate afavorable business
environment. Economicgrowth anddemand will also revive aKazakhstan'gpeople adjust to
living in a market economy.

The credit constraint described above will not be quickly or easityedied. Marketing
officials interviewed recommended that creglibsidies be provided for farmers gmacessors.
However, credit subsidy programsire expensive and difficult to administer in an even-handed
fashion. The credit problem for farmers is exacerbated bfatehat farmland cannot hesed as
collateral for loans. Probably the best remedy igHergovernment to provide tmeost favorable
environment possibléor joint ventures involving domestifirms and foreign firmghat would
supply equity capital. While Beckerand Company anéood Master represerngéuccess stories
involving foreign firmsthat entered into jointentures with Kazaklirms, the success othese
joint ventures diminishes chanckes other foreignmeatand dairyprocessors tenter theAlmaty
region. Howeverthere areundoubtedlyattractive niches for foreignjoint venture partners,
especially for meat and dairy products that cannot be easily imported.

The decline inKazakhstan'divestock herd will not be easilyeversed. Improvements in
general economic conditions would slow the slaughter of the herd since fewer farmers would be so
strapped for casthat theywould liquidateherds. Howeverlivestock andmeatprocessorswill
need to return higher prices to farméos livestock beforestrongincentives will existfor an
increase in livestockproduction. Dealer-wholesalers andaneat processorsmight find it
advantageous to create win-win situations similar to the one creatambldyMasterfor small milk
producers. Thignay necessitate establishing integratadtle and hog raising systems where
farmers share more fully in thgrofits from livestockenterprises.Large meatprocessors such as
Becker and Company might find it profitable to enter suchintegrated arrangements rather than
raising more livestock on the firm’s own farm.

Both livestock andmilk processing firmsmight find it profitable to enter into production
contracts with farmers to a greater extent tharois done. These contracts could providimited
price guarantee$or farmers andgive farmers incentives to provide dependabigplies to
processors. With appropriatemodifications,the incentivesused by FoodVaster to encourage
small milk producers to be consistemilk suppliersmight have applications in the livestock and
meat industry of Kazakhstan.

Livestock farmers need additionalarketinformation, which could be distributed mostly by
radio and newspapers. However, a system of grades and stanilapgsneeded to supplement
suchinformation if it is to be fullyuseful. The system need not bne rigid system existing in
Soviet timeghat dividedall meats into several categories withrresponding pricesBut grades
and standards are needed to supplement thabe @urrent pricing arrangemeriits livestock in
the Almaty region; these give farmdesw incentives to produce high qualiproducts. The main
mechanism now used is rejection of diseased livestock and rejection of livestothl to meet a
minimum quality hurdle.

The government could have a direct role in reducing regulatory abuses—esptbcially
relating to veterinarynspections. While we donot havecomplete information on the extent of
abuses by veterinary and sanitary inspection services, the complaints were voiced sufficiently often
that we think that they hawalidity. If true,the AlmatyCity Veterinary Officialswho collected
two to three kilos of high qualityneat inorder to perform a safety inspection provideeaample
of an egregious abugkat could readily be corrected Ipyoperadministrativeoversight. On a
related point, Becker and Company pleaded for a bureaucracy that does not create reqti@ments
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interrupt the smooth running of the firm’s business. We are mindfthleodlifficulty of correcting
regulatory and bureaucratic abuses, but there are some that need to be remedied.

Time and experience will help farmers amtocessorsadjust to a marketeconomy.
Universities and other educational institutions will presumably generate additional personnel
trained in management, marketing and quality control. Experience witrkeet economy and the
availability of largemumbers oftrained personneshould contribute to a healthier livestock and
dairy marketing system in the Almaty region and elsewhere in Kazakhstan.
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Appendix. Persons Interviewed for the Study of Changing Patterns of Livestock,
Meat, and Dairy Marketing in Post-Communist Kazakhstan

Person Affiliation

1. Alaudin Gaytugiev Balapan Farms

2. Harshul Gupta IPC Industrial Products Ltd.

3. Ivan Kravchenko Becker and Company

4. Maksat Kudaimendinov SMAK Company Ltd., Eltai Dairy Plant

5. Mukash Accept Agro, Talgar Slaughter House

6. Gauhar Muratova Zhorga Company Ltd.

7. Erlan Nurmagambetov Butya Ltd. Agro

8. Erlan Sagadiev Food Master

9. Galina Vasil'eva Agro Products Mini-Factory

10. Dr. Satubaldin National Academic Center for Agrarian Research of the
Republic of Kazakhstan

11. Drs. Asanov and Alimaev Kazakh Research Institute of Feed and Pastures

12. Dr. Chomanov Kazakh Research Institute of Food Industry

13. Drs. Chumakov and Terent'ev  Kazakh Sheep Breeding Research Institute
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