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Well before the current global economic malaise, multinationals have been
shifting strategy to concentrate on emerging markets: they know that’s where
the growth is going to be. Now, as the developed world economies face many
challenges, emerging world economies look like they will be relatively better off
in the next few years — with emerging Asia appearing to be the star performer.

Some sub-sectors within retail and consumer products are actually performing
quite well even now. Which are those sectors and why are they out-
performing? Which sectors are being especially hard hit? How are companies
in these sectors responding, and what does the mid-term outlook hold?

This report, produced in co-operation with the Economist Intelligence Unit,
focuses on six segments: food and general retail, fashion and apparel, fast
food restaurants, fast moving consumer goods, luxury goods and consumer
durables and electronics — and on emerging markets in Asia, Latin America and
Central and Eastern Europe.

The good news from the report is that the industry as a whole appears to be
more resilient than many others — even though some short-term pain is certainly
expected. We may see that the fortunes of certain sub-sectors are even more
divergent post-recession.

Thank you to our colleagues and the Economist Intelligence Unit. The insights
in the report provide much food for thought for addressing the challenges and
opportunities that lie ahead.

Sincerely,

ity
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Economist Intelligence Unit.

This report was written in co-operation with the Economist
Intelligence Unit's industry and management research division.
The economic and industry forecasts included are those of the
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Executive summary

Multinational retail and consumer-products firms that have increasingly looked
to emerging markets in Asia, Central and Eastern Europe (CEE) and Latin
America to drive the next wave of growth will be concerned by their recent
economic performance. Consumer sentiment has been buffeted on all sides
by a steady stream of negative developments: crashing real estate markets,
plummeting international trade, factory closures, unemployment and falling
remittance flows. The latest bad news, particularly for Central America, is the
outbreak of H1N1 flu (swine flu).

Yet not all is gloomy. There are some sub-sectors within retail and consumer
products that are performing very well despite market conditions. For example,
fast-food restaurants are experiencing almost universal growth in emerging
markets. This report, written in co-operation with the Economist Intelligence
Unit, discusses the outlook for six retail and consumer-products sub-sectors

in emerging markets: food and general retail, fashion and apparel, fast-food
restaurants, fast moving consumer goods (FMCG), luxury goods and consumer
durables and electronics. It focuses on how companies in these sectors are
responding to the financial crisis and what the short- to medium-term holds for
these firms.

The main findings of the report are as follows:

There is little evidence that the expansion plans of multinational supermarket
chains will falter. Multinational retailers such as Wal-Mart, Carrefour, Tesco

and Metro will continue to expand their operations in emerging markets. Asia
remains particularly buoyant despite the global economic downturn. CEE

and Latin America are tougher trading environments. In the latter, retailers are
concentrating on Brazil as their investment market and scaling back their plans
in other countries. Worldwide, discount and private-label goods are performing
well and retailers are expecting a larger share of revenue to come from private-
label goods.

For apparel retailers, Asia is the most exciting growth region. China and India
are both expecting double-digit growth in sales. European retailers have made
significant strides into CEE and Russia, spurred on by the region’s low cost
base for manufacturing. However, consumer spending on apparel has shrunk
significantly, with the exception of a buoyant discount sector. Latin America
also offers little growth in 2009.
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Fast food is proving to be recession-proof in emerging markets. In Asia, affluent
consumers are trading down from fine-dining options, but they and lower-
income consumers continue to be able to afford to eat out. Restaurant chains
are rapidly increasing their outlets and are keeping costs down to fund this
expansion. Russia and Turkey are the focus for international restaurant chains
in CEE. Brazil is a battleground for fast food in Latin America, and McDonald’s
is in the lead.

The FMCG sector faces competitive threats from retailers’ private-label
goods. FMCG companies face an increasingly competitive environment,

as consumers focus more on cost and less on brand name. Additionally,

the FMCG environment remains immature and fragmented in some areas,
particularly CEE and Latin America. The exceptions are some of the chocolate
and confectionary brands. The trend across Asia and Latin America is for firms
to penetrate markets more deeply and reach lower-income consumers. At the
same time, they are concentrating on reducing their supply chain costs and
investing in marketing.

Sales of luxury brands are tumbling in CEE and Russia. Depressed oil prices
and the real estate slump have slashed the number of Moscow billionaires

by 60%. This has had a serious impact on the sales of luxury goods. In CEE
and Turkey, brand awareness in the luxury sector does not necessarily equate
to sales. Sales are slowing in Latin America, but luxury firms will continue

to expand cautiously and focus on long-term brand building. Asia has the
brightest outlook by comparison. Despite the financial crisis, rich Chinese
consumers are developing a voracious appetite for luxury goods. India also has
huge potential, but regulation prevents rapid expansion.

Sales of household audio-visual equipment are suffering in the downturn; PCs
and TVs continue to sell. These are turbulent times for consumer electronics
companies, as their goods are expensive one-off purchases that consumers
can delay or forego. Of the three regions examined in this report, the picture

is most rosy in Asia. Asian consumers are likely to continue spending on
electronics, particularly on TVs and computers. CEE, Russia and to some
extent Turkey will see household electronics and audio-visual equipment selling
in lower volumes in 2009 than in 2008, although there is still growth in sales of
PCs and TVs. The same trend is true in Latin America. Household audio-visual
equipment is set to see a double-digit decline in Brazil across 2009. Computer
sales will hold their ground.
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Introduction

The global economy remains in a volatile state. Though there are some
glimmers of hope, mostly in the form of slowing rates of decline in some

key indicators such as unemployment, a genuine and sustained economic
recovery remains a longer-term prospect. The global economy will contract

by 2.6% in 2009 and return to marginally positive growth of 1.8% in 2010,

with a real recovery setting in after 2013. Even then, the hangover from the
financial crisis—the loss of jobs, the bankruptcies of many businesses and the
destruction of wealth—could prevent global economic growth from returning to
the speed witnessed in 2004-2007 for some years to come.

While the outlook for the developed world over the next two years is not
optimistic—the US, the Euro zone, the UK and Japan will see economic
contractions of between 2% and 7% and only sluggish recovery in 2010 —the
emerging world economies look relatively better off. Overall, emerging Asia
will be the fastest-growing region in 2010-2013, although this rosy outlook
relies heavily on relatively robust growth in China and India. Parts of CEE will
be severely hit, with the recession compounding already serious economic
problems such as large—and potentially unserviceable —external financing
requirements. Prospects in Latin America do not look much brighter.

Given the deeper impact of the economic downturn on developed economies,
many multinationals (outside the financial services sector) are expected to

put renewed emphasis on emerging markets as an engine of future growth.
Retailers and consumer-products makers are no exception. But how are
industry-changing trends being felt elsewhere in the world affecting these
markets? The aim of this report is to provide an overview of how the economic
downturn has affected the retail and consumer-products industries in emerging
markets thus far and the outlook for the medium term.

For now, consumer confidence, with a few exceptions, remains low. Credit is
tight in developed markets despite government stimulus packages, and there is
uncertainty in emerging markets as well. Globally, retail sales are down. But not
all regions are suffering equally.
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Estimates
Growth in retail sales by volume, global (% pa) [ Forecasts

2006 2007 2008 2009 2010 2011

North America 2.0 0.6 -4.1
Western Europe 1.0 0.9 -1.9
Economies in 9.5 10.7 9.6
Transition*
Asia and 4.6 5.0 6.4
Australasia
Latin America 4.5 5.9 6.5
Middle East and 4.8 5.0 2.3
Africa

| world 3.1 2.8 1.0

Source: Economist Intelligence Unit
*Bulgaria, Czech Republic, Hungary, Poland, Romania, Russia, Slovakia and Ukraine

Asia. Asian retail sales will be less badly affected by the global crisis than
those elsewhere. Where growth in worldwide sales slowed to an estimated
1.0% in 2008, from 2.8% the year before, Asia and Australasia witnessed
growth of 6.4%, up from 5.0% in 2007. There will be marginal growth of 0.4%
in real terms during 2009, with growth dragged down by the slump in Japan,
while North American sales are predicted to fall by 4.7% and those in Western
Europe by 4.0%.

Estimates
Growth in retail sales by volume, Asia (% pa) [ Forecasts

2006 2007 2008 2009 2010 2011

China 11.8 11.4 17.2
Hong Kong 4.5 8.4 7.0
India 5.0 4.3 4.3
Indonesia 2.0 i3 585
Japan 0.6 -0.2 1.4
Malaysia 4.9 10.1 815
Philippines 4.3 5.8 7.6
Singapore 4.6 7.2 -2.2
South Korea 2.4 4.8 -1.8

Taiwan 3.8 4.4 0.4
Thailand 2.7 1.5 5.1
Vietnam 4.1 9.3 3.2

Source: Economist Intelligence Unit
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This is not to say that the global recession is not affecting Asia. Both mature
and developing markets in the region will contract during 2009, led by the
Philippines, Singapore and Japan. China, the region’s biggest retail market, will
see growth slow to 7.6% in 2009, down from 17.2% in 2008 and will recover
momentum only slowly thereafter. In India, Asia’s third largest retail market after
China and Japan, the volume of retail sales is forecast to rise by 7.5% in 2009,
up from 4.3% in 2008. Vietnam will be the star performer, with growth of 9.1%
in 2009, though this is forecast to slow in 2010.

Economies in transition. Compared to Asia, the situation is more
serious in central, eastern and southern Europe, where a decade of retail and
brand growth has come to a shuddering halt. Transition economies have gone
from a 9.6% annual growth rate in 2008 to a projected contraction of 3.6% in
2009. The widely held view that the regions’ economic engines were strong
enough to maintain growth levels in spite of the declining economies of the
West has shown itself to be spectacularly off the mark. Unlike in Western
Europe, where retail markets are more mature, multinationals operating in
emerging Europe have found their fortunes intrinsically entwined with the health
of real estate markets.

Estimates

Growth in retail sales by volume, CEE (% pa) Forecasts

2006 2007 2008 2009 2010 2011

Many countries in CEE had ambitious
plans for shopping centre construction
but have seen their funding dry up.
This trend is particularly evident in

Russia, Ukraine, Bulgaria and Romania.

By regional standards Poland and the
Czech Republic are more mature and
economically transparent, cushioning
the impact of the downturn on their
retail sectors.
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Bulgaria 6.1 2.8 0.1 -7.3 -0.5 2.4
Czech Republic 3.8 5.4 1.5 -7.7 1.1 3.6
Hungary 2.5 4.3 -4.6 -6.1 -1.3 29
Poland 7.2 8.0 10.3 -2.9 1.5 4.3
Romania 24.0 17.8 14.2 3.0 4.3 6.9
Russia 141 16.1 13.5 -3.0 2.5 4.3
Slovakia 5.3 4.7 20.7 -3.8 1.6 4.7
Turkey 3.0 3.4 -1.2 -5.0 -0.2 2.4
Ukraine 10.0 183 2.0 -12.1 -2.3 2.3

Source: Economist Intelligence Unit
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Turkey is still well regarded as a long-term prospect because of its youthful
population and its geographical position as a bridgehead between the Middle
East and Europe, but it will suffer a slump in the short term.

Central and South America. Data show that countries in Central
America, particularly Mexico, have been hit hard as the economic woes in the
US damage exports as well as remittance flows from foreign workers. More
recently, the swine flu drama has acted as an additional drag on consumer
confidence in the northern part of this region.

Estimates

Growth in retail sales by volume, Central and
[ Forecasts

South America (% pa)

2006 2007 2008 2009 2010 2011

Further south, notably in Venezuela
and Argentina, other problems such as
inflation are affecting purchasing power
and the retail sector. Brazil and Chile
stand out as markets where retailers
have confidence in the latent potential,
regardless of the current economic
circumstances.

10

Argentina 4.8 11.4 16.6
Brazil 3.4 5.7 9.0
Chile 3.8 6.3 6.4
Colombia 4.9 4.4 0.6
Ecuador 5.1 1.8 2.7
Mexico 4.4 4.0 8.1
Peru 3.1 8.3 8.3
Venezuela 15.4 18.9 4.9

Source: Economist Intelligence Unit
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Section 1: Retalil

Western-style retail outlets have been
springing up across emerging markets

for the past 15 years. These include
supermarket and hypermarket chains

that sell branded consumer products as
well as the retailers’ private-label goods,
footwear and clothing stores and fast-food
restaurants and coffee chains.

This section discusses how these industries
have been faring in the financial crisis.

Have they been able to build brand loyalty
despite their relatively short history, or

will consumers return to their previous
consumption habits? Will a Big Mac seem
like a luxury item when times are hard? And
how will retailers manoeuvre to maintain
and even gain market share?




Section 1: Retail

Food and general retall

Key findings:

12

Asia’s food retail environment
remains buoyant despite the
global economic downturn.

There is no evidence that
the expansion plans of
multinational retailers in Asia
will falter.

Private-label goods are
performing well worldwide.

CEE is a fiercely competitive
region for the retail sector, and
European multinationals are
fighting for dominance.

Discount retail is performing
well in the CEE region.

Consumer confidence is at a
particular low in Mexico, due to
the financial crisis.

Multinational retailers are
continuing to invest in Brazil,
while reining in spending
elsewhere in Central and South
America.

Although sales of food and other essentials are less affected by economic
recession, this is true largely in volume terms. Consumers can cut back on
expensive food items such as meat, switch to lower-priced brands or buy in
bulk to benefit from economies of scale. They can choose to shop at discount
stores or even revert to the informal sector. All of these require a response
from retailers, who may also be grappling with constraints in regulations or real
estate markets.

Rising food and grocery sales in Asia

The outlook for general retail in Asia is relatively buoyant despite the recession
and still reflects broader trends. Asians, many of whom used to buy food

at wet markets, are increasingly purchasing meat, fruit, milk and coffee at
supermarkets. Diets are becoming richer. In 2008 meat consumption in China
reached 67.6 kg per person, up 15.3% from 2004. In India milk consumption
was 75.6 litres per person in 2008, an increase of 9.4% from four years

ago. Food retail sales in Indonesia and Vietnam were up 63.2% and 58.4%
respectively in the same period. Although growth in spending on food is
expected to slow in 2009, it will then rebound sharply.

Food sales in Asia (US$m)

2,800,000
2,600,000
2,400,000
2,200,000
2,000,000
1,800,000

1,600,000

2006 2007 2008 2009 2010 2011

Source: Economist Intelligence Unit
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Growth in the food, beverage and tobacco sector will be sluggish in most

of Asia until 2010. China is one of the only markets that is expected to see
positive growth in 2009, with sales rising by 7% from 2008 levels. Elsewhere in
Asia the picture is less rosy. Indonesia, Malaysia and Thailand are just some of
the countries that will witness a contraction in their food, beverage and tobacco
sectors in 2009. However, data show that, in most cases, figures will bounce

back to 2008 levels or higher by 2010.

Estimates
Consumer expenditure in Asia: food, beverages and

tobacco (US$m) Forecasts
2006 2007 2008 2009 2010 2011
China 338,235 405,352 504,617 540,588 597,066 662,743
Hong Kong 15,323 16,917 17,756 17,228 17,924 18,614
India 207,079 244,094 265,334 266,961 293,564 322,128
Indonesia 121,113 142,085 161,556 150,245 164,939 170,425
Japan 435,114 426,684 494,054 520,487 524,962 531,090
Malaysia 16,733 19,815 22,952 21,319 22,197 22,789
Philippines 41,236 49,998 59,407 59,907 63,399 70,688
Singapore 5,596 6,301 7,157 6,405 6,640 7,011
South Korea 89,713 96,899 84,777 76,188 81,844 87,041
Taiwan 51,874 54,847 58,826 47,828 49,611 53,241
Thailand 34,054 38,841 43,993 40,859 42,510 44,446
Vietnam 18,310 21,878 27,914 28,032 29,726 32,644

Source: Economist Intelligence Unit

The trend towards richer diets has not been lost on food and general retalil
companies. Enterprises such as meat processor Yurun Food in China, Reliance
Retail in India and Hero Supermarket in Indonesia have been expanding at a
rapid pace, though some are now being forced to rein back growth and opt for
rationalisation as their finances come under strain. Multinational supermarket
chains like Tesco, Wal-Mart and Carrefour are also making great strides now
that they are allowed to invest in the region.
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The global recession is not expected to slow the expansion of foreign retailers,
but it may have a negative impact on local companies, particularly small-scale
or single-store retailers that do not enjoy the economies of scale and deep
pockets of their larger rivals. Larger chains are in a better position to add
discount lines to their offerings, including private-label goods, and also have
the buying power to negotiate cheaper supplier prices. The situation is not
entirely stable for the largest retailers, however, which run the risk that hard-
pressed Asian consumers may return to purchasing at informal outlets such as
wet markets where prices are cheaper but selection, quality and amenities are
limited. The success of out-of-town hypermarket developments will be linked to
the volume of auto sales in the region since without cars consumers are more
likely to continue shopping in town centres.

For now, food and retail companies in Asia appear to be operating on the
assumption that economic recovery will start in 2010 and gain strength in

2011, in part because of hefty government fiscal stimulus spending. The
Chinese government has allocated the equivalent of nearly 13% of GDP on
infrastructure and incentives for the purchase of retail goods, which is propping
up the sector.” Sales of cars, furniture and household appliances in particular
have been boosted by subsidies and sharp increases in lending, pushing June
and July retail growth back up towards 2008 levels. Household income has also
been sustained by a fall in inflation, as a slump in exports increased the supply
of goods on the local market.

Despite this, local companies are working to contain costs, even if it means
cutting back on their ambitious expansion plans. Yurun Food in China
continues to expand and upgrade its production and distribution networks but
is also focusing on efficiency and productivity.? Reliance Retail in India recently
announced that it will rationalise its 4.2m square feet of retail space, which
could result in the closure or relocation of some 40 outlets.® Reliance is also
renegotiating rents on many of its properties and has also scaled back new
store openings. Like its local rivals, the Future Group, Videocon and Indiabulls,
it is switching its focus away from the cash-and-carry sector towards smaller
stores.

Glimmers amid the gloom
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One reason for setting up smaller stores is that the payback period is shorter;
the other is the increasing competition in the cash-and-carry sector as
international retailers move in. In India, foreign companies cannot invest in
multi-brand retail businesses, but they can own up to 51% of consumer-
targeted retail chains in partnership with local companies and 100% of cash-
and-carry wholesale ventures. Metro of Germany already has five cash-and-
carry stores in large Indian cities, while Wal-Mart of the US recently opened its
first store under its deal with India’s Bharti Enterprises. Tesco of the UK plans a
similar venture with local Tata Group and Reliance itself is in talks with French
retail giant Carrefour, which hopes to open its first store at the end of 2009.

Carrefour and Wal-Mart have also made significant inroads into China, where
they own 1374 and 146° stores respectively and plan to open another 12-20
each per year over the next few years. Their presence has helped to reshape
the retail market in the larger cities, but the four biggest retailers (which also
include local groups Lianhua and China Resources Enterprise) still control
just 3.2% of total retail sales, suggesting plenty of room for development.
The government is actively trying to encourage consolidation among smaller
retailers to increase their competitiveness.

15
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Consumers turn to private label

The downturn has put the spotlight on one trend in particular: private label or “private-label” retailing, in which
supermarket chains sell goods under their own name. These goods appeal to consumers because they are cheaper
and to retailers because they offer higher margins. Private label has grown strongly in the US and Europe, but until
now the trend has been slow to catch on in Asia.

Retailers across the region—and particularly in India—report a strong increase in the sales of private-label goods.
For example, Vishal MegaMart, a major Indian retailer, reports that in recent months the sale of private-label products
has risen from 5-6% of revenue to 17-18%. The company expects private label to account for 50% of revenues by
2011.5

India may be Asia’s most receptive market for private-label goods. Today, private-label goods account for 10-12%
of the retail market there, and leading brands are far less dominant than in other countries. In the apparel sector, for
example, the top seven brands account for less than 10% of total clothing sales. Indeed, Indian customers are often
more loyal to retailers than to the branded products that they stock.

The biggest local players in the Indian private-label market are Trent (nearly 90% of the products it sells are private
label), Reliance Retail, Pantaloon, Nilgiris, Indiabulls/Piramyd and Foodworld. The main foreign retailers focusing on
private label are Wal-Mart and Tesco. While the strongest sectors for private label are apparel, consumer durables,
home care and food, there is activity in other areas such as electronics. Infiniti Retail recently announced plans to sell
its own brand of computer laptops.

China has historically been a more difficult market for private label. Research by the Boston Consulting Group found
that Chinese consumers are more brand conscious than Americans or Europeans. Nevertheless, acceptance is
growing as Western retailers push private label.” UK retailer Tesco plans to introduce 400 of its own brands into its
Hymall Stores in China. In electronics retail, Best Buy recently added private-label LCD TVs to its existing line-up of
private-label items.

In Vietnam, the economic slowdown has similarly pushed domestic and multinational retailers to focus on private
label. Metro Cash & Carry of Germany recently introduced private labels for food in its Vietnam stores. France’s
Casino Group intends to introduce its own brands for 80 items. Local retailers have been active, too. The Citimart
chain of stores plans to introduce its own brands. Likewise, Saigon Corp, the country’s leading retailer, has launched
a Co-op Mart brand for frozen and dried foods and a separate brand for apparel.®

In Indonesia, several retailers, including Hero Supermarket and Ramayana Lestari Sentosa, promoted private-label
brands in the early 1990s as a way of regaining profitability. Today, many of the hypermarkets in the country continue
to do so, including French retailer Carrefour. The most common products for private labels are basic household
goods: tissue paper, cleaning products and cooking oil, among others. Some hypermarkets also sell private-label
electronic appliances and apparel.®
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Fiercely competitive retail environment in CEE and Turkey

The global financial crisis has hit the CEE region hard and the operating
environment for retailers is made even tougher by the number of multinationals
present. Tesco (UK), Ahold (Netherlands), Auchan (France), Carrefour (France),
Metro (Germany), and discounters Lidl (Germany) and Aldi (Germany) are all
well established regionally as food anchors in malls or as hubs of smaller
centres.

Tesco has a powerful regional presence and recently opened its first
department store, My Liberec, in the Czech Repubilic. It is also market leader in
Hungary as of 2008, according to Nielsen, a market-research company. Ahold,
which was brought to its knees by over-expansion several years ago, retains
the CEE region and the Baltics as power bases. Metro and Carrefour complete
the quartet of European retailers with strong presences here. Yet there is further
room to expand. According to Gfk Polonia, a market research firm, only 60% of
the Polish population does their shopping in modern retail outlets.

There are strong prospects for discounters to outperform the market,
particularly in the Czech Republic, Poland and Slovakia, where they already
account for 20% of sales. Aside from Lidl and Aldi, there are strong local
discount operators such as Biedronka in Poland (owned by Portuguese retailer
Jeronimo Martins), which owns 60% of all the discount stores in the country.™
Double-digit discounter growth is also expected in Romania and Bulgaria, albeit
from a low base.

Europe’s biggest potential prize, Russia’s grocery market is dominated by
home-grown retailers that have expanded rapidly while many international
chains procrastinated. X5 Retail Group operates a mix of hypermarkets,
supermarkets and hard discount stores and is the market leader. Independent
retailers are struggling, and a national network of 50,000 consumer co-
operatives known as TsentroSoyuz could unite under a single banner. French
group Auchan and Germany’s Metro Group are the biggest of the international
chains. Germany’s REWE is expanding, while both Carrefour and Wal-Mart are
in acquisition talks.

Glimmers amid the gloom
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Despite Russia still offering huge market opportunity (the top five grocers have
a combined share of around 9.5% of Russia's modern grocery distribution,
according to Planet Retail, a research company), the market is proving to be
challenging for even the most established operator. X5 Retail Group posted

a loss for the first quarter of 2009, blaming foreign exchange factors hiking
the value of the firm’s US$1.1bn syndicated loan. The company is now
focusing more sharply on costs and offering an increased range of private-
label products. Oleg Vysotsky, managing director of X5’s supermarket chain
Pyaterochka, says that private-label products will account for 50% of sales by
2014. That is an acceleration of an existing strategy — last year, the company
said it would increase private-label sales to 40% of the total by 2012."

In Turkey, the retail sector remains highly fragmented. Traditional retailers still
accounted for about 60% of the retail market, compared with about 40% for
organised retailers at the end of 2006.'2 More recent data estimates the top-
five players have a market share of just under 20%, according to Planet Retail.
Among them are three major foreign retailers: Carrefour, Metro and Tesco.
Domestic discount chain BIM operates 1,000 stores in Turkey while the larger
Migros-Turk is on a growth drive of eight store openings a week since its 2008
acquisition by private equity house BC Partners. Further investment is likely to
be curtailed by weak consumer confidence throughout 2009, due to soaring
unemployment, a sharp fall in the value of the Turkish lira and domestic credit
constraints. As the retail environment starts to improve into 2010, however,
consolidation should gather pace, with discounters leading the trend.

Consumer confidence down in Latin America, yet Brazil holds
promise

After a five-year period of sustained growth, retail sales in Latin America neared
US$1trn in 2008. Nevertheless, companies operating in the region now face a
much tougher environment, as income per capita is expected to shrink in most
countries. Mexico and Central America, which have been hit the hardest by the
financial crisis, look more vulnerable, as do Argentina and Venezuela, where
inflation is high (though Argentina’s official rate is much lower than Venezuela’s
and falling). As a result, retail sales in the region are not expected to come back
to their pre-crisis level before 2011 at best.

Glimmers amid the gloom
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As the economic environment has tightened, Latin American shoppers have
responded by trading down market and looking for bargains. Retailers have
focused on offering low-price and discounted products. Large retailers have
also expanded their portfolios of private-label products. In Brazil, private-label
products accounted for 7% of total sales in 2008 and are expected to increase
to 9% in 2009, according to the Associagao Brasileira de Marcas Proprias,
Abmapro.

Foreign multinationals such as Wal-Mart and Carrefour have increased

their presence in the past 15 years and will take advantage of opportunities
presented by the crisis, although small retailers and the informal sector still
typically account for more than half of the market. In October 2008, Mexico’s
then third largest retailer, Controladora Comercial Mexicana, filed for bankruptcy
after suffering huge losses in exchange rate derivatives contracts. The demise
of this domestic retail giant has strengthened Wal-Mart’s dominant position,
and its local unit Wal-Mex vows to expand through aggressive investments

in 2009 and price cuts, which may result in narrower margins. Its main
competitor is Soriana, which is focusing on improving its services and offering
cheaper goods, although it looks more vulnerable than well-capitalised foreign
competitors.™

Wal-Mart has also taken a leading position in Chile, after buying 73% of

local supermarket chain D&S in spring 2009 for US$3.1bn'*. The market is a
competitive one and is expected to contract in 2009, but retail sales should
return to growth of over 5% a year by 2010. Wal-Mart, Carrefour, and Casino-
owned Pao de Acucar have also unveiled ambitious investment plans in Brazil
for 2009 —indeed, Pao de Acucar has already announced that it has acquired
Ponto Frio, the second largest appliances and electronics retailer in the
country'. The purchase will make Pao de Acucar the largest retailer in Brazil.
Despite the economic conditions, they still believe that the market has huge
long-term potential. The retailers are less optimistic about other markets in the
region. For example, Carrefour, Wal-Mart and Cencosud have already decided
to scale back investment in Argentina. Carrefour has also cut its spending plans
in Colombia.
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Key findings:

Asia is the most exciting
growth region for apparel
retailers, with China and India
both expecting double-digit
growth in sales.

The Vietnamese market has
potential for apparel, and
retailers are taking cautious
steps.

Indonesia holds little promise
for apparel in 2009 or 2010.

The low cost base of the CEE
region and Russia is attractive
for multinational retailers, yet
consumer spending on apparel
has shrunk significantly.

European retailers are making
strides in Latin America, even

though there is little growth. US

players are more cautious.

Large, youthful populations, high interest in fashion and increasing levels of
disposable income in emerging markets have attracted numerous multinational
apparel chains. As they struggle in Western markets, apparel retailers will be
carefully assessing opportunities to enter new countries and capture market
share where they already have a presence.

Asia offers exciting growth for fashion

China is the biggest apparel and fashion market in Asia, with domestic clothing
sales worth US$33.1bn in 2008. The high-end apparel market is dominated

by international brands from France, Germany, Italy, Japan, US, UK and South
Korea. The lower end of the country’s apparel market, which targets young
people and students, is dominated by local Chinese brands. The overall market
is forecast to grow to US$37.1bn in 2009 and US$42.9bn in 2010.

India is the region’s third largest apparel market after China and Japan, but it
is expected to grow at a faster rate than either over the next two years. The
country’s US$5.8bn clothing market is predicted to rise by 6.3% in 2009 and
4.8% in 2010 in real terms. The key drivers are rapidly-growing disposable
income, more shopping malls focused on apparel and increased use of credit
cards. There are constraints, however: poor infrastructure and inflexible labour
laws prevent even faster growth. Nevertheless, India is attracting foreign
investment. The country is a focus for Inditex, the Spanish clothing retailer,
which plans to open 25 Zara shops by 2010 in partnership with the Tata
Group.'®

In Vietnam, the deregulation of the country’s retail market this year is sparking
the interest of foreign brands. The economic crisis has reduced local incomes,
but there remains strong demand for apparel from the country’s young
population: retail sales of clothing are forecast to grow at nearly 15% year-on-
year, according to research firm RNCOS. Top-end brands including Dolce &
Gabbana, Gucci and Valentino have made inroads among the country’s elite,
but lower-priced labels such as Giordano, Bossini and Mango enjoy wider
acceptance. Japanese retailer Wacoal, which manufactures its clothes in
Vietnam, is now also planning to open a store in Ho Chi Minh City in 2009."
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With its large, young and increasingly brand-conscious population, Indonesia is
an attractive long-term market, although exchange rate factors will come into
play over the short term as the rupiah is expected to depreciate against the

US dollar. Indonesia’s clothing market will barely grow in nominal terms during
2010.

Given their size, China and India will be a particular focus for both foreign and
domestic apparel makers. VF Corp and Levi Strauss, for example, endured
large shortfalls elsewhere in 2008, but posted significant gains in these two
countries. In China, many apparel retailers are pressing ahead with expansion
plans: Swedish retailer H&M intends to open five stores, and Gucci plans a
new store in Shenzhen.'® Sports apparel retailer Adidas projects that China will
become its second-largest market this year after the US."

Local Chinese companies are also attempting to gain market share, in part

to compensate for a sharp drop in exports. With the encouragement of local
governments in China, many apparel producers are shifting from a “make” to
a “create” model, whereby they own their own brands. One that has achieved
some success is Aimer, China’s largest high-end lingerie maker.

Depressed sales outlook in CEE

CEE will be a mixed bag for apparel retailers in 2009 and 2010. Many European
apparel retailers are active there, such as Spanish operator Inditex (which owns
high-street chain Zara), British chain Topshop, Mango, H&M and Benetton. The
forecasts for clothing and footwear spending in CEE, Russia and Turkey project
negative or flat growth in many markets in 2009 before a modest rebound in
2010.

Retailers remain largely upbeat. “We are looking to expand from 1,250 to 3,000
stores worldwide, and we view the low cost base of CEE, Russia and Turkey

as very attractive for our growth,” says Aniko Kostyal, expansion director for
Mango. Discount retailers such as UK chains New Look, Primark and Peacocks
are also eyeing opportunities. The latter already owns stores in Romania and
Ukraine.?
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Consumer spending on clothing and footwear (US$m)
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Russia is still seen as a particularly attractive market for European retailers and,
despite the economic slump, real market growth will hover between 4.3% and
6.6% over the next five years. Anecdotal reports from several fashion retailers
in the mid and value markets suggest sales per store in Russia are among

their best in Europe. UK retailer Marks & Spencer has 17 stores in Russia?!,
and department store Debenhams is in franchise talks. Value retailers such

as Peacocks are performing increasingly well, with their model considered to
be particularly suitable for lower-income consumers outside Moscow and St
Petersburg.

Turkey has a flourishing textiles and clothing retail market as it has a strong
domestic industry and has also attracted substantial foreign investment,
notably from Italian chain Benetton. Rapid mall expansion in cities outside
Istanbul had been boosting the sector, although many of these plans are now
on hold. The opening of landmark mall Kanyon in Istanbul enabled Harvey
Nichols, a high-end UK department store chain, to enter as an anchor store.??
The market is notable for the number of brands present and also for its ties
with the Middle East. Kuwaiti franchise giant Alshaya operates more than ten
European and North American retail brands there, including Miss Selfridge,
Dorothy Perkins, Next and Topshop.2® Despite the good demographic profile
and appetite for fashion in Turkey, it is not plain sailing for retailers — the market
actually shrank in real terms in 2008 and is expected to do so again in 2009
before recovering slowly.

Glimmers amid the gloom
PricewaterhouseCoopers



Glimmers amid the gloom
PricewaterhouseCoopers

Section 1: Retail

Market fragmentation in Latin America

In Latin America, Argentina and Chile have the most buoyant outlook for the
apparel sector, as clothing demand is set to rise by 7% and 13.5% in 2009
respectively in real terms. Growth in Brazil is predicted at 4.6% but is on a
slowing trend. Unsurprisingly, Mexico is estimated to have the worst-suffering
apparel sector, with clothing demand declining by 3.4% in 2009. This trend is
mirrored for footwear demand.

Apparel and fashion retailers operate in a very fragmented market in Latin
America, which is mostly dominated by local and traditional brands. A few
foreign retailers have made an impact in key markets, such as Brazil and
Mexico, and are benefiting from the increasing number of US-style shopping
malls in Latin American cities. That said, the disposable income of Latin
American consumers will remain squeezed for some time. Pressures to cut
costs, so that companies can preserve margins and finance any expansion
plans, will intensify.

Foreign brands are hugely popular in Latin America, but they are sold in multi-
branded stores rather than proprietary retail chains. Spanish-owned retail chain
Inditex is the main exception; it operates 48 Zara stores in Mexico and has
more than half this number in Brazil as well as stores in several other countries
in the region.

In Brazil, C&A, a Dutch retailer, has emerged as the largest apparel retailing
chain, following an aggressive celebrity marketing policy featuring a top
Brazilian model. The company has taken the lead over domestic rivals Renner,
Riachuelo and Marisa. Nevertheless, its consumer credit arm, Banco ibi, has
recently reported an increase in payment arrears, which has prompted a review
of its expansion plans. Within the past three years, C&A launched 55 stores in
Brazil.* In June this year, however, it decided to close its 20 stores in Argentina
due to adverse business conditions.?

Where European apparel retailers are moderately active in Latin America, US
firms such as Gap and Levi Strauss have little direct exposure to the market
outside Mexico. JCPenney, a US department store chain, pulled out of Brazil in
2005, after withdrawing from Mexico and Chile.
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Key findings:

¢ The fast-food sector is proving
to be recession-proof in Asia
as consumers trade down from
fine-dining options, and lower-
income consumers continue to
be able to afford to eat out.

e There is pressure on fast-food
chains to keep costs down and
free up funds for opening new
stores.

e Russia and Turkey are
the focus for international
restaurant chains in the CEE
region.

e Brazil is a battleground for fast
food in Latin America, and
McDonald’s is in the lead.

The fast-food sector tends to work from a franchise model and, consequently,
expansion into emerging markets has been rapid and comparatively low risk
in financial terms. Across the board, fast food is performing well despite the
global economic downturn as affluent consumers trade down and low income
consumers continue to find value. Globally, the BRIC countries, with their large

populations, are of particular focus for expansion.

Fast food seems recession-proof in Asia

Developing Asia is home to a youthful population. While the median age

in Japan is 44.2 years, in China it is ten years younger at 34.1 years. The
demographics skew even younger in India, where the median age is 25.3
years, in Indonesia 27.6 years and in Vietnam 27.4 years. The Asian culture of
low-cost street-food, combined with the rise of two-income households and
an increasingly frenzied pace of work and school life, provides fertile ground
for Western-style fast-food chains. Dominating the market are McDonald’s,
Kentucky Fried Chicken (KFC), Subway and Starbucks, as well as local brands
such as Mongolian hot-pot specialist Little Sheep (a stake in which was
recently acquired by Yum! Brands of the US), Yonghe King noodles in China

and Jumbo King in India.

The conventional wisdom about fast food is that it is among the last items that
get hit in a recession as well-to-do consumers trade down from fine-dining
restaurants and middle and lower-income consumers continue to find value in
its pricing and convenience. Indeed, McDonald’s reported a 4.8% increase in
global sales for the second quarter of 2009, with its US revenues up 3.5% and
those in Asia, Middle East and Africa rising 4.4%. Earnings per share came to
US$0.98.% In the same period, Yum! Brands, which operates KFC, Pizza Hut
and Taco Bell fast-food restaurants, saw worldwide system sales growth of 3%,
including 8% growth in China, prior to foreign currency translation.?”

Vikram Bakshi, managing director of McDonald’s India (North and East Region),
told The Economic Times in April 2009 that sales in January this year rose an
impressive 20% year-on-year. “We are seeing an increase of 14-18% footfalls
across our stores system-wide and are hopeful of achieving record-breaking
figures this fiscal [year],” the newspaper quoted him as saying. Unnat Varma,
marketing director of KFC India, told the daily that the fried-chicken company
expects 75% growth in system sales this fiscal year. “I feel that people are
more accepting of the middle-price category than fine-dining options,” he

explained.?®
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The strategies of fast-food companies in Asia remain the same as they have
always been: affordable prices, standardised portions and quality, fast and
convenient service, focus on hygiene and good locations. They tailor their
products to local tastes (such as the deep-fried twisted dough sticks in KFC
stores in China, the McAloo tikki burger and Paneer wrap in India), set up
centralised commissaries and optimise the supply chain and other processes.
Serving sizes look the same as before the recession, but other cost-cutting
measures are being put in place. Starbucks, for example, which has nearly 500
stores in China, Hong Kong, Taiwan and Macau, now uses coffee beans from
Yunnan province. The local brew is 30-50% cheaper to produce than beans
from Latin America and Africa, cutting the company’s transportation costs and
increasing savings on import tariffs.?®

Strong growth for restaurants and coffee chains in CEE

Fast-food retailers have penetrated every market in CEE. US giant McDonald’s
has led the way; Burger King, Pizza Hut and KFC are all well established;

and Subway’s mushrooming number of stores is reflected across the region.
Coffee chains, led by Starbucks, have also achieved notable growth. New store
opportunities include high streets and food courts in new malls.

Newly acquired consumer habits seem permanent enough to assume that

fast food establishments are well-placed as a cheap offer. McDonald’s has
earmarked over US$1bn for investment in its European operations this year,
with CEE being its primary focus. The company expects to increase its 214
restaurants by 50% in Poland over the next three to five years.*®* New CEE
entries include burger chains Carl’s Jr and Hardee’s, both owned by US-
headquartered CKE Restaurants; Burger King has just opened in the Czech
Republic; Starbucks in Poland and Costa Coffee are also growing rapidly. In the
coffee shop sector, ten chains opened across CEE in 2007.

The 1990 arrival of McDonald’s in Russia was symbolic of the decline of
Soviet communism. In less than two decades, Russia has become one of the
strongest European markets for the fast-food retailer. There are confirmed
plans for continued expansion. KFC has partnered with local operator Rostik,
which has rebranded all its outlets Rostik-KFC. Other local operators include
Russkoye Bistro, Kroshka-Kartoshka and Teremok.
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Regionally the strongest domestic food market, Turkey has nonetheless
become a major target for fast-food franchise operations. Turkey also has the
world’s highest per capita bread consumption at 146kg per annum. Inevitably
McDonald’s was first to arrive, setting up shop in 1985. Expansion of the
general retail offer and in particular food courts at new malls around the country
have allowed the major brands to establish themselves. Trends associated with
“mature” markets such as health food and organic produce are yet to make a
significant impact.

McDonald’s reigns in Latin America

Latin American consumers love fast food, and the region is often featured
among the fastest-growing markets for multinational chains, such as
McDonald’s and Burger King. Foreign brands are popular although local
competition is gaining strength, especially in large countries such as Brazil.

The proliferation of shopping centres during the extended consumer boom

has allowed for the rapid expansion of fast-food chains. In times of economic
crises, consumers still go to the malls but