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Executive summary

The retail industry has been undergoing an immstrsetural change for about two decades.
The former nationally orientated players have sajdéecome global players. There are
remarkable differences in Central and Eastern EraopCountries in the market share of
modern retail formats. In Hungary, most of the gehinplications can be found; however, in
the other two Bulgaria and Russia, modern retasl mat yet made such inroads, particularly
in rural areas.

This process will have important impact on the dgod business of CEEC. The major
consequences are the increased quality requiremeattical integration and growing
international competition. But this process offeasstanding opportunities for firms to supply
globally. These changes will have different effeots food processing firms. The large
international companies and worldwide premium fgodcessors will be just marginally
touched. The national cost leaders will face aosisrcompetition as they will compete on an
international level. However this offers the oppaity of an increased market share. Firms
who are able increase their efficiency, throughaargational and technological innovation
will survive. Medium sized firms, who produce rétaiand in contract with retailers can be
the winners of retail globalisation. Finally, smaltoducers that deliver to local or niche
markets are not directly affected by the internalzation of retail. There is a given demand
for local and niche products that have to be offeegardless of whether retail is nationally

or internationally positioned.



Abstract

Due to increasingly globalized markets and inteamatlization, the food retail business has
undergone a number of structural changes. Forntemadly oriented retailers have suddenly

become global. This process in the retail sectects also new structures in the agribusiness,
most notably as general retailers export their nes8 models. A comparison of the

development and the impact of globalization in te&il sectors of different Central and

Eastern European countries reveal varied oppoitsndnd threats for the participants of

agribusiness.
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Retail globalisation- what happens to the localdieps in Central and Eastern

Europe?

Introduction

Retail internationalisation has become a prominepic of scientific and professional
discussions in the recent years. Many authors stidggat it is the main driving force of the
development of the agri food business in transittmonomies. Many recent studies of
management consultancies highlight the potentiatsrétailers in the Central and Eastern
European countries (CEEC). For example, analyzexiables such as country risk, market
attractiveness, market saturation, and time prestug consultancy A.T. Kearney (2006)
states that five of the most attractive countr@srétailers are from this region. Even though
KPMG (2004) used slightly different variables, thesrived a similar picture. In both studies
Russia was the second most attractive country.

Despite the significance of the retail internatiszion in Central and Eastern Europe, there
is no extensive literature of the topic. We revidwizve leading retail journals, namely the
Journal of Retailing, International Journal of Rletand Distribution Management,
International Review of Retail, Distribution andr@@oimer Research, Journal of Retailing and
Consumer Services, Journal of Marketing Channels.nave found only six articles mostly
from the beginning and middle of 1990s: Seitz ()982scribes the economic situation and
structure of retailing in Eastern Europe and resiefuture development possibilities.
Mcgoldrick and Holden (1993) emphasizes the higtepmals of Eastern European retail
markets, describe the structures and the majolecigs of these markets. Krasny (1992)
analyses the Czechoslovakian retailing and sthtgstihe retail market will be similar as in
the Western European Countries. Clarkson et al@)L@8&cusses the store location choice of

UK retailers using CEEC examples. Roberts (200&)renes the Russian retail landscape



and evaluate the chances of success for Auchansei® Rogers et al (2005) investigates the
link between market orientation and retailer perfance in Hungary and Slovenia.

In this context the first aim of this paper is isaliss the contributions of internationalization
to the development in Central and Eastern Europés ificludes a detailed analysis of the
current situation and an outlook for future devebemt in general, and with particular
reference to different CEEC. We will elaborate lo@ tonsequences for the participants of the
agri-food business using secondary data. Our amotiso investigate the future of retailing in
CEEC in general, we will focus only on the consemes of the internationalisation, we

ignore other factors e.g. increase of salary.

Retall Internationalization in the CEEC

It was less than 20 years ago that almost all efwiorld’s retail firms were pure national
firms with a negligible share in foreign marketdal scenario has changed dramatically.
Taking a look at the top 200 global retailers, atradl players except those in the US operate
in numerous countries, having established a notéwydrusiness capacity in foreign markets
(Deloitte, 2006). In general, retail firms startthvia geographical expansion across the
national borders but shortly thereafter move inrendistant countries (Fernie et al., 2006).
As outlined previously one of the most attractiggions are the Central and Eastern Europe.
There are several push and pull factors which deter the retail internationalisation:

1. The most important reason can be found in the atayn domestic food

market and the resulting enforced competition (Adakhey, 2006; Burt, 1993; Davies

and Finney, 1998; Fernie et al., 2006; RobinsonGadk-Hill, 1990)

2. Financially strong retailers have the capabilifydsrupting the structure of

any foreign market so that they can successfuliyaihtheir own business ideas in



new market environments, such as Wal-Mart in theasid Lidl in France (Fernie et
a.,| 2006; George and Diller, 1993; Wrigley 2002).
3. The collapse of the socialistic central planningtegn in Central and Eastern
Europe left behind an economic vacuum that offetieel unique opportunity to
establish an entirely new retail system modelledvestern ideas. The western retail
firms took this opportunity and established sulasids all over the countries (Rapp,
1995).
4. The increasing incomes and as a consequence tleased purchasing power
and quality demand in the CEEC made more attrattigeregion in the recent years
5. The internationalized retail sector also profitsnir considerable progress in
WTO negotiations regarding quality and safety séads that noticeably facilitate the
trade of intermediate and convenience food prodactess borders (Fieten et al.,
1997).
In the context of retail internationalization, vealization can be regarded as a major force
that drives structural change. Swinnen (2005) shtias vertical coordination in agri-food
chains is an important and growing phenomenonainsition countries in Europe and Central
Asia. He also indicates that in these countrieticarcoordination is even more widespread
in scope and complexity than in western econone® major reason why verticalization is
implemented is that private contractual initiativean be formed to overcome supply
disruptions. Traders, agribusinesses, and food aamp contracted with farms and provided
imputes and assistances in return for guaranteddgaality supplies (Dries and Swinnen,
2005; Swinnen, 2005). Quality can be particulalygarded as a main catalyst for the
development (Gorton et al., 2006). Reardon sthtsretailers and foreign direct investments
can be regarded as more powerful sources of stalathanges in transition countries than

WTO and trade policy (in Swinnen, 2005).



Due to the differences in the degree of verticéilwain transition countries, Dries et al.
(2004) refer to the concept of ‘retail waves’. Thelyaracterized “first wave” countries as
those whose supermarket sector went from a tinlyenad around 5% of food retail in the mid
1990s to 40-50% by the mid 2000s. Examples are &tyn@oland, or Czech Republic. They
defined “second wave” countries as those in whiwh gdector grew to a share of 20-30%.
Examples are Bulgaria or Croatia. “Third wave” ctigs are those where the share remained
in a ‘luxury’ niche of 5%. An example is Russia.
The transition process of the retail sector froatestun retail shops and retail cooperatives
and farmer's markets to western-style large formestilers was accompanied by heavy
foreign investments, and therefore also by chamg#®e procurement systems. The following
are the six major changes (Dries et al., 2004):

0 shift from local store-by-store procurement to io@lly centralized) large and

modern distribution centres;

O shift to regionalization of procurement over coigdr

0 shift from traditional brokers to new specializedolesalers;
O shift to increasing use of global logistic firms;

0 shift to preferred supplier systems;

O shift to high private standards of quality and safe
In the following section we will describe the sitioa of different waves by the example of

typical countries.

“First wave” countries

In the context of “first wave” countries we focus blungary because it has modernized the

retail sector, starting in the 1990’s, faster amatersuccessfully than any of the other CEEC.



Today one can assume that Hungary is home to gtedbgeloped retail sector in Central and
Eastern Europe (BBE, 2006). Figure 1 states thatemoretail formats in 2002 already had

around 50% market share.

Figure 1: Development of the number of retail formatsin Hungary

Retail format 2000 2001 2002
Hypermarktes 13 17 19
Supermarktes 15 14 14
Discounter 16 16 15
Supretten 35 35 36
Marktes and street vendors 5 4 5
Others 16 14 11
Total 100 100 100

Source: own source, modified of BBE, 2006

The rapid development of modern retailers was apemmed by heavy investment of western
retailers in Hungary. In 2005 foreign retailers &zdominating the Hungarian retail market, as

Figure 2 shows.

Figure 2: Sales volume in billion Euros of diffeteetail formats in Hungary

Rank Company Sales 2005 in billion Euro Number of outlets
1 Tesco-Global Aruhazak Rt. 1.89 89
2 Metspa Supply and Trade Co. Ltd. 1.83 181
3 CO-OP Hungary Rt. 1.50 4,970
4 Real Hungaria Elelmiszer Rt. 1.10 2,290
5 Provera 0.80 213
6 Auchan Magyarorszag Kft. 0.70 10
7 PennyMarket Kft. 0.50 148
8 Plus Elemiszer Diszkont Kift. 0.40 165
9 Honiker Kift. 0.23 1,970
10 Interfruct Kft. 0.20 22

Source: own source, modified of LZ-online 12.01.2007



However, in Hungary not only are the major playenes foreign owned, but the first round of
consolidation is also taking place.

Because the ‘big players’ in retail markets ofsfiwave” countries are more or less identical
to those in western Europe, we believe that toayetare no significant differences in regard

to procurement systems and quality demands andliesertical coordination.

“Second wave” countries

Bulgaria — a “second wave” country —is about figesix years behind Hungary. Modern retail
formats have been introduced but mainly by smalallaetail chains. Furthermore, the vast
majority (97%) of the 102,000 stores have less tt2hsq. m and only 0.2% have more than
1,000 sq. m (BBE, 2006). In the course of the Etkasion, international retailers have lately
made their inroads to Bulgaria. The largest foraigtailer is Metro but other international
retailers have already followed. The increasedeititreness of the Bulgarian retail sector is
mirrored in the 13 position Bulgaria received ie thT Kearney Global Retail Development
Index (2005). However, most foreign investmentBirigaria are made in the capital city,
Sofia. Even though international retailers are ydwcated in urban areas, local retail chains

do exist in rural areas.

“Third wave” countries

Because of its economic importance we have chosssi® as the example of “third wave”
countries. Even though the weight of the ‘organieetdil’ is still increasing, street vendors,

small shops, and markets dominate the sector. Rgcérhas been observed that supra-



regional and regional chains are gaining in impuéa However, as Figure 3 shows, in

comparison to other CEECs, their percentage igratv.

Figure 3: Comparison of the importance of diffeneztail formats between
Russia and Hungary

Retail Format Russia % Hungary %
Hypermarkets 1 21
Supermarkets 6 14
Discounters 6 15
Cash & Carry 1 4
Small shops 26 34
Street vendors/markets 32 4
Others 28 8

Source: own source, modified of BBE, 2006

In Moscow, retail chains hold 16 - 17% of the mar&ed in St. Petersburg they hold 18 -
20% (BBE 2006). Currently no retail chains opethteughout Russia. Nevertheless, some of
the larger chain from Moscow and St. Petersburgeapanding to other regions of Russia;
some are even expanding to neighbouring countuel as UkraineThe development of
‘organized retail’ has intensified since internatibretailers entered Russia in 2000. Today,
e.g., Metro, Auchun, and Rewe operate in Russiath@dntrance of Carrefour, Wal-Matrt,
and even some German discounters is expected 3bois, even though Metro is the top

retailer in Russia, Figure 4 shows that Russiaailezs continue to make the majority of sales.

Figure 4: Ranking of food retailers in Russia adogg to turnover in 2005

Rank Name of Retailer Format Turnover, $ mio. Euro
1 Metro Cash & Carry Cash & Carry 1815
2 Magnit Discounter 1553
3 Pyaterochka Discounter 1359
4 Auchan Hypermarket 1350
5 Perekrestok Multi-format 1015
6 Diksi, Megamart Multi-format 860
7 Sedmoy Kontinent Multi-format 713
8 Lenta Hypermarket 649
9 Kopeyka Multi-format 646
10 Viktoria C & C Multi-format 608



Source: own source, modified of Malkov, 2005

It is likely that Russian retailers will continue improve the quality and prices of their goods.
Changes in the retailer-supplier relationships hakeady been observed. In the past Russian
suppliers dictated the rules of the exchange to dbmestic retailers (Roberts, 2005).
Suppliers were so powerful that they could affaydkéep retailers waiting for 72 hours for
goods that they ordered (Corstjens and Corstefff5)1 However, among western retailers it
is essential to stick to their original businessdele when entering a new market (Roberts,
2005). By applying global sourcing strategies aadipularly by providing interesting new

markets, international retailers have been able gaine market power (BBE, 2006).

Consequences of retail internationalization on &igei food business in the

CEEC

If retail procurement alternates from predominantifional sourcing to global sourcing, and
if retail firms internationally centralize and reganize the supply chain network, there will
be serious consequences for food processing inesistn order to identify the organizational
and strategic changes on the processing sectoratbato be expected with ongoing retail
internationalisation the classification of Hanf aHdnf (2004) were used, subdividing the
processing industry into five categories of firfitie following categorization is very crude
and imprecise but sufficient for our purposes.

0 The first category comprises very large multinational food procesdings

that traditionally dispose over a large number obsidiary companies that are

distributed throughout the world and are engagadany different food branches.

O The second category includes firms that are more or less strictly aortcated

on their kernel competence but produce and suplolgagly (Simon, 1996). These
10



firms dispose over a remarkable market power tBabased not on size but on
consumers’ appreciation.
O Thethird category is made up of medium-sized firms that produce rdiwdood
for a national or regional market. A consideralbiare of their products is marketed as
retail brands or as no-name products.
O The fourth category consists of small and medium specialized food ggeors
that mainly produce by order of retail firms.
0 The fifth category subsumes all small food processing firms that eséoeal
markets or are provide special niches in regionalational markets.
The change distinctly increases the competitivegaree on suppliers because each firm must
not only compete with its national antagonists hlgo with competing firms of several
countries. If we consider the different firm categs, we can recognize remarkable
differences within the food processing industry.
Firms of thefirst category are only marginally touched by the concentratidnretail
procurement. The multinationals dispose of strongntls in almost all relevant national
markets so that increasing international retaitprement will not cause a substantial effect
on the quantity of sales. Hence, the relative posit also not significantly changed.
Firms of thesecond category have more or less the same status as those fifshgroup. The
volume of sales will probably not be seriously aeféel by the international pooling of retail
procurement, assuming that they appropriately atlies sales organization.
The most important effects of the change in rgiedicurement will likely ensue in thhird
category. First we will address firms that are nationaltdeaders and do not dispose over
strong producer brands. If retailers unite theitiamal procurement divisions and form a
multinational division, national processors withstdeadership will lose control over
competitors as they are confronted with cost leadiem other countries that are skilled in

the same way. As a result, the market power ancptive margin of national cost leaders
11



radically shrink, and at least several of the farm&tional cost leaders are forced out of the
market. Firms, who are able to adjust to the nemditmns, are innovative, reorganize their
operation and increase efficiency will survive. &l@s important to understand that cost
leadership is not just price and profit reductisather the reduction of costs through
organisational and technology innovation. The wisn& the cost war reside in a relatively
positive situation. Although they have forfeitedrs®mmarket power, in return they win sales
and turnover.

The situation is clearly different if we look aigessing firms that use product differentiation
to compete with their business rivals on the natiomarket. In a unified international
procurement market the number of competitors alsceases with the number of countries
involved, but only very few of them - if at all reaconsidered as direct substitutes because
they have rather similar products. In the event tha product differentiation is narrowly
adjusted to the national consumer habits and mefées, there is no reason to assume that
fundamental and abrupt displacements in demand &msn changing procurement. Studies
show that consumers in CEEC prefer local produstdoag as they meet their quality
requirements.

Small and medium-sized food processors that prodetedl brands by contract with a retailer
(category four) are usually among the winners of internationaiaraof the retail firm. Every
time the retail firm invades a new country or egéa its engagement in one of the countries,
additional quantities of the retail branded prodme needed and the necessary products are
purchased from the primary supplier. For exampleenvLidl entered the Swedish market in
2003 they were importing milk from Germany. HanfdalWaurer (1994) argue that this
advantage is particularly important when the retaiénters economically and politically

unstable regions. This allows the respective fomt@ssors to be able to follow the growth

12



path of the retailer without making investmentsnarket development. However due to their
small structure they face the risk of losing cohtneer their firm's growtH.

Finally, the small firms that are subsumedategory five really will not be concerned by the
mode of procurement. Regardless of whether thd petecurement is internationally bundled
or predominately organized nationally, a certaiarstof retail supply has to be of local origin
and therefore locally purchased. The same is touadgional and national niche products.
However, in some cases, a niche may become laygtrebinternationalization of retail, and
the small processor may use this larger nichepiggyback process with the retail firm. For
example, Real (the hypermarket subsidiary of M&roup) carries a “Russian category” in
Germany. It consists mainly of major Russian bramadsl still provides some shelf space for
niche products and Russian specialties. In othegsca foreign competitor is introduced into a
niche by the same piggyback process.

As Dries et al (2004) have shown, another majorsequence of retail internationalization is the
forced introduction ofsupply management tools. This development trend absolutely favors large,
globalized firms that are ordered in our first @®tond categories. The installation of the necgssar
coordination instruments are expensive and redugl organizational expenditure. Food processors
of category 3 cannot afford the additional finahoialigations, and they do not provide a large gftou
labour force that is sufficiently trained. Food peesors that produce retail brands under contract
(category 4) are more or less obliged to introdeioeh a supply management system if it is required
by the retailer. The investment costs thereby immlare relatively small because most of thesesfirm
exclusively produce a very limited range of proguftir one single retailer. However, many of the
smaller contracting producers of retail brands wilive considerable difficulties fulfilling the
increasing logistic demands that result from thpl@mentation of the supply management system and
the regional enlargement of the delivery dutieséweral countries. Small und medium-sized firms

(category 5) are usually not willing and perham®alot able to raise the necessary money (Hanf and

1 In Germany the bottled water supplier of a welbkm south German discounter grew enormously dukeast German
and global expansion of the discounter. Howevetabse of the high investments, the supplier evéigtten out of equity
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Kuehl, 2002), especially because most of the agrisiosts are fixed and the investment in human
capital is indivisible and has sunk cost character.

Retailers have often taken their suppliers into neavkets, however when local supplier can
meet the same quality, quantity and delivery regqaents they compete. For example, when
Metro entered Russia, Hochland AG followed and st a dairy planet near Moscow. In
the first years they were protected; however, awvee local producers have reached quality
and process management standards that are eqtl@ds®e of Hochland AG, so they now
compete with the company. Thus, every suppliertbaseet the same process and product
standards. German suppliers are changed for for@gs, and visa versa. However, in the
medium term we expect that processors from “secand’“third wave” countries will begin

to compete with processors in “first wave” courdricause production costs will increase in
these countries, while the quality standards withain a bit lower than in western European
countries. Nevertheless, in the long term, the tiseglobal cost leadership is on its way.

The agricultural sector in CEEC is still a mixtuoé small-scale — even household —
production and large-scale farming. Retailers amdgssors favour large scale production to
lower the complexity of their supply chains. Howevthe findings of Dries and Swinnen
(2004) show that small-scale farmer can find th@ace in vertically coordinated chains.
Nevertheless, we have been told by some interrati@tailers that they require small-scale
farmers to build horizontal cooperation to provigeducts that meet the qualitative and
guantitative demands of the retailers. If these ateds are not met, the farmers are excluded

from the procurement systems.

and cash so that the discounter had to overtaksughyglier to secure its supply.
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Conclusions

Implications for science concern the process @lretternationalisation and its impact on the
agri food business. Our aim was to prove thatlrgternationalisation is a promising topic of
future research. It was shown that the same prasdssppening across Europe, and Central
and Eastern European countries are expected todmailar retail system and management in
the future as in Western Europe. To understandptosess an in depth research of retalil
internationalisation and sourcing strategies isdede International retailer will dominate the
markets. Therefore they have a substantial impadhe agri food business. Regarding the
impacts on the agri food business we used a theaketassification. We are aware that we
don't have strong empirical evidence. In the futurere empirical research on the
consequences of retail internationalisation is BdedWe have shown that retail
internationalisation poses new requirements forage food business, and firms who can
meet these will have the opportunity to go in fgremarkets.

The implications for managers are related to thesequences of retail internationalisation on
the suppliers and their strategies to respond ® ¢hallenges. In order to increase
competitiveness and to be able to profit from thture changes managers should have a
proactive strategy. Managers should realise thathilisiness environment is changing, the
multinational retailers have increasing influencetbe market. Thus food producers should
learn how to make business with these giants, lwomeet their requirements. They should
have a clear strategy orientation and develop tnepetitive advantages. Cost leaders should
develop efficiency with management and technoldgia@ovations, processors who compete
with product differentiation should innovate andesgthen the unique features of the
products. Companies should comply with the busimesdel of international retailer, which
is based on supply chain management. These regueesvestment in modern IT and the
knowledge of the management concept of retailerscd3sors who produce retail branded
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products should consider the growth opportunifiésey have to be able to follow the growth
of the retailer. Farmers can meet the requirememiis cooperating with each other. Without
forming horizontal cooperation they will be exclddeom the procurement.

After providing the implications we would like tovg a summary of our findings. The retall
industry has been undergoing an immense structiirahge for about two decades. The
former nationally orientated players have suddebgcome global players. There are
remarkable differences in Central and Eastern EaopCountries in the market share of
modern retail formats. In Hungary, most of the gehinplications can be found; however, in
the other two Bulgaria and Russia, modern retasl mat yet made such inroads, particularly
in rural areas.

This process will have important impact on the d&god business of CEEC. The major
consequences are the increased quality requiremeatsical integration and growing
international competition. But this process offeasstanding opportunities for firms to supply
globally. These changes will have different effeots food processing firms. The large
international companies and worldwide premium fgodcessors will be just marginally
touched. The national cost leaders will face aosisrcompetition as they will compete on an
international level. However this offers the oppoity of an increased market share. Firms
who are able increase their efficiency, throughaargational and technological innovation
will survive. Medium sized firms, who produce rétaiand in contract with retailers, can be
the winners of retail globalisation. Finally, smahfoducers that deliver to local or niche
markets are not directly affected by the internalzation of retail. There is a given demand
for local and niche products that have to be offeegardless of whether retail is nationally
or internationally positioned.

We want to highlight two particular findings: Firstre particularly think that national cost

leaders will face much stronger (global competitioiie to the retail internationalization.
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Second, farmers all over the world have to formiZumtal collaborations to satisfy the

gualitative and quantitative demands of the inteomal retailers.
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