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The key developments within the Russian forest industry during 2014 were almost exclusively unrelated
to the industry itself: the conflict in Ukraine, sharp devaluation of the ruble (losing nearly twice its value
against the US dollar between July 2014 and January 2015), rising cost of capital and overall increasing
uncertainty in the mid-term. As a result, prospects for 2015 are not upbeat: cautious growth in export
oriented sectors, stagnation-to-decline for the bigger non-exporting players, and an overall tenuous
atmosphere fueling an adjustment towards survival mode amongst smaller players.

MACROECONOMIC SCENARIO, GDP FORECAST:
-5 per cent in 2015 and -2 per cent in 2016

In 2014, the macroeconomic situation in Russia developed along the general
line of: “OK, we have a full scale crisis... again”. However, the speed of that
development was a surprise even for sceptics. The conflict in Ukraine and
growing unpredictability, together with a sharp decline in oil prices (115.06
USD/bbl for Brent Crude at its highest point in June 2014 as opposed to
46.59 USD/bbl at its lowest point at that time in January 2015), led to:

e a sharp devaluation of the national currency (USD/RUB=34.7 in July
2014 and 63.8 in January 2015);

e growing inflation (11.4 per cent per cent as a preliminary figure in 2014
vs. 6.5 per cent per cent a year earlier);

e growing uncertainty and decline in capital investment volume (a decline
of some 3.4 per cent as a preliminary figure for 2014).

Historically, in the period from 2000 to 2014, each 1 per cent change in Gross
Domestic Product (GDP) in Russia corresponded to a change in investment
volume of some 2.4 per cent. If we look at 2013-2014, the cumulative drop
in investment volume during those two years was nearly 5 per cent while
GDP grew by 1.9 per cent. Leaving the political situation aside, the “scissors”
effect of -5 per cent in investment volume with +1.9 per cent GDP growth in
those two years might lead to a decline in GDP of at least some 4 per cent
in 2015-16. As it is, the political situation does not necessarily alter this
prediction optimistically. However, there are clear opportunities in the current
situation due to the fact that the crisis is localized to Russia and several of
its neighbors: it provides opportunities for exporters, and for consolidation
and cost reduction (fig. 1).

The short-term prospects for the domestic market remain quite dim. To quote
the International Monetary Fund’s World Economic Outlook report released

Fig. 1: GDP development vs. capital investment, 1999-2014

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

GDP with deflator, % to the

previous year -36 | 14 | -53 | 64 | 100 | 51 4,7

73 7,2 64 | 82 85 52 | -18 | 45 4,3 34 13 0,6

Capital investment with

. 156 | -20 | -460 | 206 | 447 | 87 | 18
deflator, % to the previous year

108 | 148 | 136 | 228 | 269 | 154 |-165| 55 | 13,6 | 70 | -1,1 | =34

GDP in current RUB, billion 2007,8|2342,5|2629,6| 4823 | 7306 | 8944 | 1083113208 | 17027 | 21610 | 26917 | 33248 | 41277 | 38807 | 46309 | 55967 | 62147 | 66194 | 70976
ﬁ%‘gtabg&?gssme”tm curment | 5760 40858 | 4074 | 670 | 1165 | 1505 | 1762 | 2186 | 2805 | 3534 | 4730 | 6716 | 8782 | 7976 | 9152 |11036 | 12586 | 13256 | 14254
GDP deflator, % 1458 | 1151 | 1186 | 1725 | 137,6 | 1165 | 1156 | 1138 | 1203 | 1193 | 1152 | 1138 | 1180 | 102,0 | 114,2 | 1159 | 107,4 | 1052 | 1066
Inflation, % 121,9| 111,0 | 1845 | 1366 | 120,1 | 1188 | 1151 | 1120 | 1117 | 1109 | 109,0 | 11,9 | 1133 | 1088 | 1088 | 106,1 | 106,6 | 106,5 | 1114
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Source: Russian Statistics Committee, IMF

in January 2015: “Russia’s economic outlook is much weaker, with growth
forecast downgraded to -3.0 percent for 2015, as a result of the economic
impact of sharply lower oil prices and increased geopolitical tensions”, The
current GDP forecast from the IMF for 2015 is -3 per cent, while, looking
at the rather poor historical accuracy of predictions made by the IMF (due
to the fact that it tends to rely too much on predictions made by national
statistic committees as well as a current “snowballing” of negative effects),
it is easy to assume a further update into the negative later this year: down
to 5 to 6 per cent per cent as a realistic forecast in 2015 and down to 2 to
3 per cent in 2016 (fig. 2).

Fig. 2: Russian GDP development forecast
by IMF, Apr 2013-Jan 2015

2010 2011 2012 2013 2014 2015 2016 2017 2018 2019

Apr2013 | 45 | 43 | 40 | 33 | 36 | 39 | 38 | 38 | 38
0ct2013 | 45 | 43 | 34 | 1,5 | 30 | 37 | 36 | 36 | 36

Apr 2014 43 | 34 | 13 | 13 | 23 | 25 | 25 | 25 | 25
Oct 2014 43 | 34 | 13 | 02 | 05 | 15 | 18 | 20 | 20
L2 03 34 | 13 | 06 | =30 -10

update

Source: IMF

Since the last quarter of 2014, the situation is developing faster down than
during the whole year of 2014, and it is beneficial to compare “January 2015
vs. January 2014" to see the current picture rather than the “whole year
of 2014 vs. the whole year of 2013". In January 2015, retail went down by
4.4 per cent (compared to January 2014) while in 2014 retail volume was
some 2.5 per cent up compared to January 2013. Transportation services
were down by 4.1 per cent, as was construction activity, by 3.5 per cent.
With all this, industrial production development is still above zero: +0.9 per
cent. Two explanations for the last figure are: the devaluation of ruble (and
thus the improved competitiveness of domestic producers both on domestic
and export markets) and an increase of stocks throughout the value chain
(note the “scissors” effect between retail and transportation on one side,
and production volume on the other) (fig. 3).

Fig. 3: Devaluation of Russian ruble in 2014

Ruble (RUB) exchange rates against the euro (EUR) and the US dollar
(USD) affect trade flows from Russia (domestic market vs. export) as
well as trade flows to Russia (domestic supply vs. import). At the same
time, the growth in value of the USD against the EUR leads to relatively
higher supply flows to Russia from Europe, as compared to Asia and
the United States. On the other hand, a low ruble exchange rate puts
pressure on new projects with loans in EURs or USDs and revenue in
RUBs - blocking a significant part of potential capital expenditure in
harvesting, sawn timber, panels, and pellet and pulp-and-paper production.
To summarize roughly, we can see that most large projects at the early
stages of development have been put on hold. On the other hand, the
current crisis (as distinct from what was seen during the financial crisis
of 2008/2009) is local and specific to Russia only - thus export-oriented
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products have a good potential for investors and some investment activity
for these products is likely to occur.

The devaluation of ruble led to another significant, if temporary, consequence
for the industry: an increase in consumption at the end of 2014 and probable
higher demand in the first quarter of 2015, as people are trying to convert
the declining ruble into “solid goods” such as cars, home improvement,
furniture, white goods etc. With this factor, current retail volume is still
higher than it might have been (and higher than it is expected to be in
the second half of 2015). Judging by the sales of cars, it is as if we are in
“2009 again” in 2015 - but with two significant differences: the first is that
2014 was “a little bit like 2009” as well; the second is that car producers
are more optimistic now (yet) than they were in 2009 (fig. 4).

A similar dynamic to car sales (with much fewer extremes, however) was seen

Fig. 4: Sales and production of cars
and light commercial vehicles in Russia,
January to January, 2007-2015

M Sales of personal cars in Russia m Production of personal cars in Russia
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o
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W2007 2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015

Source: AEB

in furniture consumption and in home improvement and renovation activity.
Furniture consumption naturally supports domestic furniture production
and thus the level of demand for particleboard, plywood and MDF while
renovation activity supports demand mainly for 0SB, HDF (in the form of
laminate flooring consumption) and plywood.

In 2014, the increase in new residential housing was staggering — up by
nearly 30 per cent in the first half of the year and some 15 per cent by
the year's end (measured in m?). It should be noted, that even 15 per cent
growth looks a bit counterintuitive (which raises some concerns about the
quality of the data). However, the drivers here were about the same as in
2008/2009 - namely, the anticipation of growth in the first half of 2008,
the start of a large number of new construction projects, and then (once the
crisis became apparent) the urge to finish and sell all ongoing projects as
fast as possible — to overtake falling demand and the rising cost of capital.
In 2015, we are likely to see a significant decline, following the pattern of
2010, as the urge to finish current projects goes hand in hand with less than
little interest to start new projects — those which could have accounted for
the bulk of volume in 2010 (and 2015) (fig. 5).

Over 75 per cent of total residential housing and over 80 per cent of individual
(low-rise) housing is built in Western Russia, i.e. all of Russia excluding
the Siberian, Ural and Far East Federal Regions. The share of construction
across the country is relatively stable year-to-year and the concentration of
demand in Western Russia dictates the location of the new projects focused
on the domestic market, and hence, for example 0SB and MDF production.

Furniture production is not easy to track as most of it does not appear in the
statistics at all (small manufacturers, some “gray” production) or it appears as
services, especially for built-in and fit-in furniture. It is easier to estimate the
dynamic of furniture production through consumption of wood-based panels
(below) and through the import-export of furniture. The import of furniture
predictably went down (by some 7 per cent) in 2014 compared to 2013, while
imports from CIS countries accounted for some 15 per cent of the total import
volume. This segment actually grew — up 6 per cent in 2014 as compared to 2013.

Fig. 5: New residential housing in Russia 1000 dwellings (left) and million m?/a (right),

1987-2014
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Source: Péyry Management Consulting, Russian Statistics Committee

HARVESTING OPERATIONS:
opportunistic growth

On the global scale, the situation in the forestry and harvesting business
might be evaluated through sales of harvesting machinery — the larger
the sales, the healthier the business and the brighter the prospects. Sales
of harvesting machinery developed from rather gloomy in 2011-2012 to
cautiously optimistic in 2013 and on to quite positive in 2014. Europe is
recovering (mostly due to Scandinavia). Sales to South America (specifically,
Brazil) and Russia were increasing rapidly in 2013 and - at a slower pace - in
2014, The main driver here, understandably, is growing mechanization due
to greater pressure on production, including per-person production (fig. 6).

The key forestry markets on the global scale are stable, and changes do
not happen overnight. However, relatively greater activity is expected in
South America, Oceania, South Africa and Russia in the mid-to-long term.
In the latter case we can probably only talk about the longer term, due to
the current investment climate and position of the Russian currency, as well
as due to lack of infrastructure to make the volumes grow fast.

Russia has the world's largest “deposit” in terms of forested area (some
800 million ha, approximately 22 per cent of the global total) and growing
stock (app. 24 per cent). About one third of the growing stock (some 29
billion m* out of 83 billion m?) is concentrated in mature and overmature
industrial forests. Softwood forests account for approximately two thirds
of the forested area. Annual allowable cut (AAC) of some 650 million m® is
utilized by only some 30 per cent due to the poor commercial availability of
many areas (a lack of forest roads, difficult terrain, and a lack of consumers
nearby, as well as a lack of other roads). Actual cuts differ significantly from
region to region while remaining more or less stable inside given regions.
The greatest harvesting is seen in Siberia, the North-West and the Volga
Federal Regions. Those three regions make up approximately three-quarters
of the total volume in Russia. Out of the three main regions, AAC utilization
is the highest in the North-West (over 35 per cent of the annual allowable
cut) and the lowest is in Siberia (some 15 per cent).

Fig. 6: Global wood supply and demand: the
growing economy and demand for traditional
forest products in Asia and the bioenergy
sector in Europe create massive trade flows

Equator
‘\ x
. Supply deficit Stable supply . Increasing supply

Source: Péyry Management Consulting

Annual allowable cut is increasing in line with (estimated) growing stock
in mature and overmature industrial forests: in example, AAC was on the
level of 510.6 million m?/a in 2002 and grew to some 633.4 million m*/a in
2010 vs. growing stock of 23.1 billion m?/a in 2002 increased to 28.6 billion
m?/a in 2010 (a 24 per cent increase in eight years in both cases). However,
the quality of the data is not up to the best standards.

In Russia, official harvesting volume in mature and overmature forests grew
in 2014 by over 4 per cent compared to the previous year, reaching nearly
120 million m®. Total harvesting volume, including thinning, was close to
200 million m?. “Gray” and illegal harvesting is likely to add up to some 20
per cent to this number (World Bank and WWF estimates). Exports grew from
19.0 million m* in 2013 to 20.9 million m* in 2014, a 9.8 per cent increase.
In monetary terms, export volumes increased by 8.3 per cent in current USD.
In the first half of 2014, export volumes grew even faster — some 17.7 per
cent compared to the first half of 2013 by volume.

The highlight of the year for the sector was the ruble devaluation followed
by better margins for exported wood and thus a push towards growing
export volumes and growing ruble prices, especially in regions like Russian
Siberia and the Far East. However, non-integrated harvesting companies
remain quite cautious and the favorable situation is not likely to lead to
significant growth in harvesting capacity due to general unpredictability
in the legislative field as well as due to the sharp increase in the cost of
capital. On the other hand, we are likely to see an increase in harvesting
capacity for integrated players — and thus further rise in the share that the
big integrated players have in the harvesting sector in Russia.

Some further efforts to decrease the level of illegal cutting was seen on
the part of the Russian government in 2014, specifically the legislative act
415 FZ. Tt was introduced on July, 1st 2014 to be in full force from January,
1st 2015 and tightens rules concerning illegal harvesting (larger fines, the
introduction of a unified information system, unified lease agreements etc.).
Other promising changes in the forestry sector included the introduction
of pilot regions in Russian Siberia and the North-West to move away from
extensive forestry (large areas, clear cutting, low maintenance) to intensive
forestry (Scandinavian model) as well as larger spending on improving the
accuracy of forest resources data — with the goal of reaching a frequency
(of data gathering) of no less than once-a-decade for the key regions. It
should be noted however, that many initiatives in Russia develop from “best
intentions and right words” to “just additional uncertainty, bureaucracy
and burden for the forest industry players” with amazing speed. The fresh
results in this area have yet to be seen.

In general, over the last decade, wood supply developed from the notion
that “there is enough wood in this country for any project” to significantly
restricted in some geographical areas and industries (specifically, sawmilling
and plywood production in Western Russia) — and it keeps tightening. Now we
see that wood supply prospects are the first-priority “must-check” for almost
any project of any scale in any locality. The most significant restrictions are
seen in Western Russia (Central, North-West and South) while their effects
are felt a bit less in Siberia and the Volga Federal Region.

The situation differs significantly from product to product and from the
macro-scale to the micro-scale. Sawlogs and plylogs are in the highest
demand almost everywhere, while the situation with pulpwood varies from
one end of the spectrum to the other: in some regions leaving pulpwood in
the forest is not regarded as an embarrassing practice while in some others
the price of pulpwood goes hand in hand with small-diameter sawlogs. As
an example, short-radius delivery pulpwood is in high demand around pulp
mills in Siberia and in the North-West — up to the point that cooking small
and medium diameter sawlogs is not a rare practice.

RUSSIAN & #6(2015)
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Fig. 7: Global production of sawn timber and wood based panels, 1961-2011
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SAWN TIMBER:
go for export!

Global sawn timber production can be seen as having been nearly stagnant in
the last half a century: since the 1970s global production and consumption
volumes are relatively stable at some 400-450 million m*/a (fig. 7). At the
same time, the production of wood based panels grew several fold - from
lower than 70 million m3/a in 1970 to over 280 million m3/a in 2011. Today,
global production of wood based panels roughly equals the global production
of sawn softwood.

In Russia, the official statistics cover only relatively small number of sawmills,
and this part is dominated by large export oriented mills. Mid-sized and small
sawmills (serving almost exclusively the local market) are nearly completely
left out of the statistics. It leads to underestimations in official production
and thus - since 2013, negative (!) apparent consumption in the country:
the volume of official export is larger than official domestic production
while the volume of import is practically non-existent. Real sawn timber
consumption in Russia is estimated at somewhere between 15 and 25 million
m3/a which means that something like a third to a half of total production
is not covered by the official statistics (fig. 8).

However, the largest players are well known and visible — big mills, big
volumes, big exports, big plans. In 2014, we saw some new capacity come on
stream. The largest starts were Kraslesinvest (in the Boguchansky district; test
production in 2014), TSLK (Ust-Kut) and Lesosibirsky LDK-1 (Lesosibirsk) — all
these mills are high-capacity mills located in Russian Siberia. Together the
three mills add over 1.5 million m*/a capacity to output in Siberia — which
means significant pressure to traditional export markets for all Siberian
mills. Large-scale plans include the Sibles mill in the Krasnoyarsk Krai, the
Asia Les sawn timber and pellet mill in the Khabarovsk Krai. Apart from that,
the devaluation of the ruble has led to an increase in deliveries of sawlogs
to markets such as China — which led to growing ruble prices for domestic
mills. However, it should be noted that the price increase was significantly
lower than the magnitude of the ruble devaluation.

The largest beneficiaries of the ruble devaluation were traditional sawn
timber exporters to high-price markets (such as Europe and Japan). Among
these, an even better position is seen among the mills with integrated
wood supply. On the other hand, high-price markets experience ever fiercer
competition as they became much more attractive buyers. Europe remains
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a place with significant overcapacity at least in the short term. In 2014,
there were no large-scale start-ups (an example of a mid-scale start was the
commissioning of a 200,000 m*/a mill by Ikea Industry in Poland) but no
significant closures either — apart from closure of the 800,000 m/a Stora
Enso mill in Austria’s Sollenau municipality. In addition, there was no major
M&A activity in Europe, and only one clearly noticeable insolvency - that
of machinery supplier Jartek Oy in Finland.

In lower-price-lower-quality markets such as China and Egypt, the situation
for sellers is not easy due to lower than expected growth in demand, as
well as some increase in competition. Markets where Russian suppliers

Fig. 8: Official apparent consumption
of sawn timber in Russia: ...negative
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Fig. 9: Regions with sawn timber import exceeding 750,000 m3/a in 2013
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were traditionally strong, due to either logistics or long-developed ties,
experienced much less tension. This group includes such countries as
Uzbekistan, Azerbaijan and even Iran (however, these markets lost part
of their attractiveness as many of the deals are traditionally concluded in
rubles). In general, important markets for Russian producers are the same
as the key importers globally, with the US as one possible exception (fig. 9).

Another highlight of the year (apart from the falling ruble and new capacities)
were ownership changes. Most notable were the divestment of Rusforest mills
in Archangel and Boguchany (North-West Russia and Siberia respectively)
as well as a change in ownership of the Arkaim mill (Russian Far East).

WOOD BASED PANELS:
go for export and push imports away!

For wood based panels the situation is much more diverse — both in terms
of products and geography. In 2014, new capacity came on stream in the
production of MDF: Kastamonu (Tatarstan, 480,000 m?/a capacity, plans
to increase MDF production capacity up to some 850,000 m*/a and add
particleboard production with capacity of some 750,000 m/a) and PDK
Apsheronsk (Krasnodar Krai, 300,000 m%/a capacity). Kastamonu has integrated
production of laminate flooring with capacity of 20 million m?/a, while PDK
Apsheronsk plans to have laminate flooring production with capacity of some
10 million m?/a. Two more MDF lines might come on stream in 2015-2016:
the Russian Laminate line in the Smolensk region (400,000 m*/a capacity)
and Roskitinvest mill in the Tomsk region (200,000 m*/a capacity). In 2014,
two mills started in Belarus: Gomeldrev (part of Bellesbumprom, 215,000 m*/a
capacity, 3-40 mm thick MDF) and Mozyrsky DOK (350,000 m*/a capacity,
20-240 mm thick insulation fiberboards).

The 2 million m*/a MDF market is dominated by domestic producers. The share
of imports in this market is already low, additional capacity of 0.8 million
m?/a started this year and planned starts equating about the same volume
in 2015-2016 would put a lot of pressure on the market. More positively, the
market is diverse: MDF/HDF is used in the production of doors, mouldings
and wall panels, in furniture production and in laminate flooring production.
Laminate flooring production is experiencing a full-scale boom now - after the
devaluation of the ruble there is a need to substitute some 35 million m?/a
(which means: over 300,000 m*/a of HDF) of European and Chinese laminate
flooring on the Russian market (fig. 10).

0SB production began in Russia in 2012. Since then the number of investment
projects in construction and installation phase has grown. Current installed

Americas Asia
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us 17 367 China 16 797
Canada 1367 Japan 7 245
Mexico 1029 Uzbekistan 2411

ks South Korea 1502

capacity in 0SB production in Russia is more than 1 million m*/a (at the
following enterprises: DOK Kalevala, Hillman, Novovyatsky Ski Combine, and
Kronospan Egoryevsk), and the relevant machinery that already resides in
Russia accounts for 500,000 m*/a (at Oris, although there is some uncertainty
about its realization). Apart from Oris, there are several other high-capacity
projects which might start 0SB production in the country soon. These include
Kastamonu in Tatarstan, Kronospan near Ufa, Swiss Krono in the Perm Krai,
Ugra-plit in the Khanty-Mansiysk region and Taleon Terra in Tver region.
Even with some delays and cancellation of yet-to-be-built mills, Russia is
facing some 2.5-3 million m?/a of installed capacity by 2020 as a possible
scenario, which significantly exceeds projected demand.

Short-term prospects are good for all manufacturers as already installed
capacity will enable local manufacturers to substitute imported 0SB
(and some low grade plywood) on the domestic market and have healthy
capacity utilization. However, in the mid-term, capacity utilization might
be significantly lowered by ongoing projects as well as by deliveries from
the new Kronospan mill in Belarus, which came on stream in 2014 with
capacity of some 600,000 m*/a. The position of European 0SB producers on
the Russian market is not good due to the sharp devaluation of the ruble:
currently delivered prices in Russia from the Russian/Belarussian mills for

Fig. 10: Wood based panel production
in Russia
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key distributors are lower than European mills can offer even on an EXW
basis. On the other hand, export opportunities to Europe for the Russian
mills are also limited by a planned increase of Eastern European capacity
(with a new mill under construction in Poland: Kronospan), by modernized
mills in the UK/Ireland (Norbord, Smartply), and by additional volumes freed
from deliveries to Russia mostly from Latvia, Romania, Poland and Czech
Republic. In 2014, the export volume was at the level of 10,000 m3/a, and
most of the boards were sold to Kazakhstan and Kyrgyzstan.

Particleboard (PB) production increased in Russia by 2.7 per cent in 2014
compared to production in 2013 according to preliminary numbers by the
Russian statistics committee. Particleboard remains both the most produced
and the most consumed type of wood based panel in Russia. Short-term
prospects for the industry are not particularly bright as most of the boards are
targeted at domestic furniture production — which might be under pressure
from lowering demand. Industry players predict a decrease in production for
2015 of some 5-10 per cent. On the bright side, nearly one-third of total
particleboard production capacity in Russia is more than 30 years old, with
an average age in this group of 45 years (!). New, cost-efficient players might
achieve healthy capacity utilization by pushing some of the older mills from
the market. This process has already started — but not yet on a large scale,
as most of the outdated PB capacity is integrated with plywood production
and thus it is used as a wood residues utilization option.

In 2014, several high capacity mills started PB production in Russia and in
Belarus, including Rechitsadrev (part of Bellesbumprom, capacity 215,000 m*/a,
Belarus) and Uvadrev (capacity 315,000 m*/a, Udmurtia, Russia). Construction
is on the way at a Kronospan Bashkortostan project in Ufa, Russia, with a
capacity of some 500,000 m*/a. Earlier, PB production started at a Kronospan
site in Elektrogorsk, with a capacity of 250,000 m?/a. The largest Russian
plywood producer, Sveza, is developing particleboard project in Verkhnyaya
Sinyachikha. According to the general director of the mill Ilya Radchenko,
the project is on hold until at least mid-summer 2015 due to the unstable
economic situation, however, the first payment to the machinery supplier
was already made, and the planned capacity of the line is 500,000 m*/a.

Plywood production in Russia grew by some 6.3 per cent in 2014, reaching
3.54 million m/a, according to preliminary numbers from the Russian statistics
committee. Plywood remains a heavily exported product, with some 1.97
million m* exported in 2014. This represented volume growth of 11 per
cent compared to 2013, and an 18 per cent increase in dollar terms (1.17
billion USD in 2014). The Russian plywood market has grown from half-a-
million m/a in 2000 to nearly 1.4 million m*/a in pre-crisis 2007. In 2009,
consumption dropped to 0.8 million m3/a, but quickly recovered to exceed
pre-crisis levels. In 2011-2014, consumption of plywood in Russia was rather
stable at a level of just above 1.5 million m*/a, of which some 90 per cent
was birch plywood. In the mid-term, further growth in the domestic market
is likely to be restricted by the growing supply of 0SB, stagnating furniture
production and the overall weak economic situation. On the bright side,
the position of Russian producers in key export markets (the EU, the CIS
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and the US) became stronger with the devaluation of the ruble in addition
to the quite unique abundance of birch in Russia which confers a natural
advantage from the raw material point of view.

There are only two high-capacity softwood plywood mills in Russia — EFK
(currently idle) and the ITI Bratsk mill. Some softwood plywood is produced
by LVL-Ugra mill as well. All other mills produce almost exclusively birch
plywood. The largest player is Sveza, with a plywood production capacity of
nearly 1 million m3/a — several times more than the next largest players. The
most modern high-capacity plywood mills produce large-size birch plywood,
including phenolic film-faced products. And, after the ruble devaluation,
almost all Russian mills are rushing to the European market: prices at the
beginning of 2015 plummeted by some 5-6 per cent. In case of smaller
players, prices fell even lower than that.

Globally, birch plywood is produced mostly in Western Russia, Finland and
Baltic countries. Of the three regions, investment activity in 2014 was
seen in the Baltics (Latvijas Finieris has plans in Kurzeme, Latvia) and
in Scandinavia (Latvijas Finieris has restarted the former Visuvesi mill
in Sastamala, Finland). Large investments in Russia are possible even in
the current economic situation, due to the fact that plywood remains a
high-margin export oriented product. In the Russian Far East there are two
high-capacity veneer producers — Terneyles (Sumitomo) and the RFP Group.
Apart from plywood, there was some remarkable activity in the production
of LVL in Europe (Steico SE in Poland, Pollmeier in Germany, and Stora Enso
in Finland) and in the US (Georgia-Pacific). Some possible capacity increase
was announced for Taleon Terra LVL mill in Russia as well. With all that, the
European LVL capacity is likely to overcome the demand in the short term.

PULP AND PAPER:
some developments

While plans for a new pulp mill in the Vologda region by Sveza are slowly
shaping up, some brownfield investments in the pulp-and-paper sector already
took place in 2013-2014: the production of pulp at the new line in Bratsk
by Ilim Group exceeded 50 per cent capacity utilization in 2014 (the “Big
Bratsk” project, with a capacity of 720,000 t/a); coated wood-free paper
production was started in Russia for the first time by Ilim Group in Kotlas
(some 20,000 t/a out of a 70,000 t/a capacity); and LWC paper production
started by the Kama mill (formerly Investlesprom) in 2013, the only such
production in Russia, with a capacity of 86,000 t/a.

There was also some M&A activity: Investlesprom’s holding was sold
by the Bank of Moscow (which is controlled by VTB Bank), with most
of it ending up in the hands of Vladimir Yevtushenkov’s AFK Sistema
in mid-2014. Earlier in 2013, the Kama mill was sold by the Bank of
Moscow to a group of investors including the management of the
mill. Smaller scale M&A activity included acquisition of Selenginsky
CKK by the owner of the Baikal Wood Company, Yevgeny Pruidze,
in late 2013.

Fig. 11: Pulp exports (left) and imports (right) from/to Russia, commodity tariff numbers
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Pulp production in Russia was up by 4 per cent in 2014 after a decline of
some 5.8 per cent in 2013. The 2014 level of 7.5 million t/a of pulp production
is approximately the same as the average production volume in Russia in
the period 2000-2014, and it is the same as the volume of production in
the Soviet Union in 1990. So, roughly speaking, export opportunities and
growing segments have balanced the negative factors over the last decade.
Exports are more or less stable at some 1.9-2.0 million t/a, and the trend
is toward its increase. Imports are increasing but the level is much smaller.
In 2014, export grew by 4.2 per cent in volume and some 7.1 per cent in
dollar terms (fig. 11). Paper production in Russia was at some 4.9 million
t/a in 2014, and average growth since 2010 was some 1.3 per cent while
newsprint paper production declined by average 4.2 per cent/a (1.6 million
tiin 2014, 3.1 per cent growth in 2014 after 12.6 per cent decline in 2013).
Paperboard production reached 3.1 million t in 2014, 1.6 per cent growth
compared to the previous year.

BIOENERGY:
burning hot for pellets

In recent years, the pellet business became a large-volume game mostly
between Europe and the US. Both the US and Europe are by far the largest

Fig. 12: Top-12 largest net-importers of
pellets and briquettes in 2013 globally,
commodity tariff numbers 440131 and
440139, million t/a
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global producing regions while in the US production is much more concentrated
than in Europe and the share of industrial pellets in total production is
overwhelmingly greater. The US players are currently the largest in terms of
cumulative exports as well as investment plans. On the other hand, Europe
remains not only important producing region but by far the Number One
consuming region globally (fig. 12).

Globally, the pellet business is undoubtedly one of the fastest growing
segments in the forest industry. All “basic issues” such as whether we
should fight global warming, whether burning wood is a good way to fight
global warming and whether subsidies are a good way to promote wood as
an energy source to fight global warming have already been addressed, at
least in the key global market, in Europe. The risks for investors are now
mostly in the details: what kind of subsidies and in which volume/time
are going to be in place in the long run, how the wood is going to look
among other renewable sources, are there going to be any geographic or
technological limitations, etc. The countries which have set the clearest
long-term “rules of the game” are expected to grow the fastest. Among
those: the UK, Belgium, the Netherlands and Denmark.

So the main basic risk for the business so far is the risk that it is fairly limited
by geography (with Europe as by far the most important key consumer) and
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its development is largely dependent on subsidies. Specifically, those risks
might hit Russian exporters in some way or other as Europe is currently
subsidizing pellet production development abroad: in the US South and
in Russia in the first place — which might be not a good selling point for
a politician. Apart from that, the sector is booming and the prospects are
bright. In 2014, the only large cloud on the horizon was the decline in oil
prices — which made the dependence on subsidies even larger. The fastest
growth in production volume was seen on the eastern seaboard of North
America, while the fastest consumption growth (by volume) was seen in
Europe.

The list of Top-15 pellet producers is changing quickly, with large capacities
in the pipeline (fig. 13). The planned new capacity for the Top-15 companies
on the chart is over 10 million t/a — and those are only plans/shares which
target the European market, i.e. excluding the pellets which are likely to be
sold outside of Europe. And, of course, the Top-15 players and plans are only
the top of the long list of manufacturers. The next 15 largest producers-and-
plans include over 3 million t/a of additional planned volumes (by far the
most of them from the US) and about the same volume of already installed
capacity (with over a half of it in the US). Needless to say that there is
a risk of oversupply if those plans are developed quickly. The key buying
criteria in the industrial pellet market are: security of supply, volume (as a
rule of thumb, the larger the volume the higher the price) and price. In all
of these criteria most Russian mills are not in the best position — which
should be taken into account while planning new investments, at least in
the industrial pellets sector.

RUB devaluation (and the devaluation of EUR against USD), as well as the
overall important problem of wood residues and low grade wood utilization,
has resulted in numerous plans in Russia recently: Rusforest installed a
100,000 t/a pellet mill in Arkhangelsk (prior to selling the mill) and plan to
install 30,000 t/a mill in Magistralny (Irkutsk region); Lesresurs commissioned
a 30,000 t/a pellet mill in Novaya Igirma (Irkutsk region). In 2013-2014,
there were several other starts as well.

In the list of projects there is no lack of mills with capacity of “about
and over” 100,000 t/a: Lesozavod-25 (in the Arkhangelsk region, with trial
production scheduled for March 2015), TSLK and Russian Timber Group
(both in the Irkutsk region), Asia Les (Khabarovsk Krai), GS Group (Pskov
region), Bionet (Arkhangelsk region), GK Sintez (Bryansk region) and so on.

#6(2015) RUSSIAN &

Overall, the main investment activity is drifting from the Russian North-
West toward Siberia.

In addition, there is drift in the key markets. Domestic consumption
grows, however the volumes are not yet large enough to compete with
exports. Europe remains the Number 1 export market for Russian mills,
and specifically two countries in Europe: Sweden and Denmark. Sales to
those countries accounted for two-thirds of total Russian pellet exports
in 2014 (75 per cent in 2013; 74 per cent in 2012). In the mid-term, Asian
countries like South Korea, Japan and China are expected to grow for the
Russian suppliers both in volumes and in importance. However, deliveries
to the largest Asian market for Russian mills so far — South Korea — were
below 50,000 t in 2014 out of total export of nearly a million t/a (73,000 t
in 2013; 47,000 t in 2012).

Alexey BESCHASTNOV,
Senior Consultant at Péyry Management Consulting
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The years 2013-2014 can be described as a period of very high law-making activity in respect of the
forest legislation of the Russian Federation. Before that, changes had not been frequently made in the
Forestry Code, and most of them had a very limited influence on the forest industry and its investment
attractiveness. Based on the results of a number of polls, the professional community named the poor
development of forest legislation as the main cause of the industry’s inefficiency.

The meeting of the State Council under the
President of the Russian Federation held in Ulan-
Ude (Republic of Buryatia) on the 11th of April
2013 was a stimulus to change the situation. The
state of affairs in the forest industry of Russia
was seriously criticized at the meeting of the
State Council, after which the President prepared
a number of instructions concerning the use,
conservation, protection, and regeneration of
forests. The instructions of the President of the
RF concerning legislation improvement can be
divided into several main areas. They are aimed
at increasing the investment attractiveness and
efficiency of the business, improving the forestry
management system and fighting illegal logging
and illicit timber trafficking.

The Department of State Policy and Regulation
in the Field of Forest Resources of the Ministry
of Natural Resources and Environment of the
Russian Federation, that was newly established in
2012 became the head organization in charge of
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implementing the instructions to make changes
in the forest legislation (before that, the Federal
Forestry Agency performed the functions of forest
legislation execution). Working out strategic
decisions in the area of forestry relations and
statutory regulation in the forestry area became
the main task of the Department.

In September 2013 the Government of the
RF approved the Basics of the State Policy in
the Field of Use, Conservation, Protection and
Regeneration of Forests in the Russian Federation
for the Period up to 2030. Before that, there
had been no documents of such a format in the
forest legislation at all, for which legislators had
been constantly criticized by the professional
community: the country of the world richest in
forests had had no strategy for the management
of such forests. The basics of the state policy
determined, albeit in the form of a declaration
set forth in theses, the strategic benchmarks for
the development of forest legislation through to

2030. In addition, the legislation now contains
such concepts as: intensive model of forest
management and use, national heritage forests,
environmental potential of forests, green economy,
bioenergy and so on. Practical application of these
basics means that all future legislative initiatives
must be brought in line with this declaratory
instrument.

In 2014 Russia's logging volume for all forms of
use amounted to about 197 million cu. m. Taking
into account that over three-quarters of that
volume are logged by forest plot leaseholders,
the most interesting aspect of an analysis of
the legislation are the innovations aimed at the
development of business. Such changes manifest
themselves in an easier access to resources with
the creation of equal and fair conditions, in the
availability of certain guarantees from the state
for bona fide forest users, in the support of small
and medium businesses and in fighting illegal

logging.

Therefore, I would like to start the review of the
changes made in the Forestry Code of the Russian
Federation over the last two years with the
Federal Law No. 415-FZ of 28.12.2013 adopted
in December, in respect of timber turnover and
transactions with timber. This law has set a
precedent, having changed the provisions of the
Forestry Code to a considerable degree. Firstly,
the boundaries of the Forestry Code have been
expanded from a forest plot (felling area); the
Code became also applicable to the turnover of
round timber up to its processing or exports in
the round form. Secondly, the Code now covers
not only those who use forests directly, but
also all those involved in the turnover of round
timber.

The provisions of the Federal Law 415-FZ take
effect stage by stage. To enable all participants
of forestry relations to adapt their accounting
systems, the Law provides for administrative
liability for a breach of a certain requirement of
the law only 6 months after it takes effect. For
example administrative liability for a missing or
noncomplying shipping document for the carriage
of timber took effect from the 1st of January
2015, whereas the requirement itself of having
a shipping document of the established standard
has been in effect from the 1st of July 2014.

Several basic parts of the law concerning
accounting, transportation, marking of timber
and declaration of transactions with timber should
be distinguished.

The Unified State Automated Information System
Accounting of Timber and Transactions With Timber
(EGAIS) must become the core of the timber
accounting system. As planned by its developers,
the system will be an information portal on the
Internet, to which all participants of forestry
relations will have access according to their powers
and functions. Thus, forest management bodies
must enter in EGAILS all primary information on
forest plots (data of the National Forest Inventory,
data on the forest plot and so on); and persons
using forests, that is forest users, must enter in
it the data from the forest use report, on logged
timber and transactions with it (an electronic
declaration is opened for each transaction, and as
timber is shipped to a buyer, respective volumes
of timber are written off from the total volume
stated in the declaration). On the other side of a
transaction, the buyer must confirm such volumes.

To ensure the transparency of information on
cut timber, access to EGAIS is provided for all
interested parties, including those purchasing
timber and products made of it. This, among
other things, must facilitate the application of
their DDS (Due Diligence Systems) by importers
of Russian timber who are residents of the EU
regarding obtaining information on its origin and
verifying that the volumes meet the requirements
of Timber Regulation No. 995/2010.

The said law has created a basis for implementing
a unique tool for accounting timber and, more
importantly, transactions with it, which, in its
turn, creates a financial basis for fighting the
turnover of illegally cut timber.

Another new important law for the forestry
industry is the Federal Law No. 250-FZ of the
21st of July 2014, which has conferred on the
Government of the RF the powers of approving
the standard agreement of forest plot lease and
set forth the possibility of changing the terms
and conditions of the agreement in certain
cases. Before that, each entity of the Russian
Federation could use the fact that the Forestry
Code mentioned a model form of an agreement of
forest plot lease as an excuse and could introduce
unfavorable, and sometimes even discriminatory,
provisions in regard to the leaseholder. From
the moment of approval of said law, regions no
longer have this possibility and must use the
standard form, which is the same for the entire
country. The standard form itself, ensuring a
balance of interests of all participants of forestry
relations, will be approved by separate acts of the
Government of the RF for each type of forest use.

The Federal Law No. 69-FZ of 02.04.2014 provides
for an increase in the period of limitation for the
institution of administrative proceedings against
forest users for a violation of the legislation of
the Russian Federation in the field of nature
management to one year from the moment an
offense is committed. The adoption of the Law
will make it possible to preclude the current
practices when those who have violated the
forest legislation can evade responsibility, on the
ground that it is impossible to make the necessary
documents confirming the fact of such violations
without delay.

As for improvement of the efficiency of forestry,
the Federal Law No. 27-FZ approved in March 2014
cannot go unmentioned. The Law has granted
the state budgetary or autonomous institutions
in regions (in fact, these are the former forestry
enterprises, leskhozes) the priority right of
taking measures aimed at the protection and
regeneration of forests that have not been leased
out. Thus forestry sections are being strengthened
in Russia’s regions. This step has been mentioned
as necessary many times since the moment of
the adoption of the Forestry Code, i.e. since as
early as 2006. Before the adoption of said law,
the work of the protection and regeneration of
forests that have not been leased out could be
performed by any organization that won that
right at an auction. That scheme had a lot of
disadvantages, as those who offered a lesser
price became winners of an auction, and, as a
result, the quality of work was lower and some
contractors just did not perform their obligations.
The one-year cycle of work organization did not
allow long-term planning of forest protection
and regeneration in the region, while forestry
sections were left without work.

The fact that now the preferential right of
performing that work belongs to the state
budgetary or autonomous institutions that
have been established within forest management
bodies has returned the possibility of forming
their material resources and preserving valuable
specialists. Another important fact is that now
the income from the sales of timber obtained
in the course of work of forest protection and

regeneration goes mainly to the regional budget,
which makes entities interested in a more efficient
management of their forest resource.

In addition, the Law has made it possible to
solve a number of problems in the field of forest
seed farming. With its adoption, the forestry
switches over to evaluating the forest regeneration
activities by the final result, which consists in
transferring the forest reserve lands to the
forested area. In 2014 a separate subordinate
act established the procedure of forest plant
seed procurement, treatment, storage and use.

As for measures aimed at restricting illicit
trafficking of expensive timber, it should not
go unmentioned that Mongolian oak has been
included in Appendix III to CITES (Convention
on International Trade in Endangered Species of
Wild Fauna and Flora). It is common knowledge
that the unregulated legislation allowed predatory
logging of that fine wood in the Far East. Oak is
a species forming the habitat of the Amur tiger.
After the oak was entered in Appendix III to
CITES upon proposal of the Ministry of Natural
Resources and Environment of Russia, the export
of that kind of timber became significantly more
difficult, which drastically reduced the profitability
of its illegal logging and made life easier for bona
fide forest users.

Allin all, about 40 subordinate acts (Resolutions
of the RF Government, Decrees of the RF
Government, and Orders of the Ministry of
Natural Resources and Environment of Russia)
were adopted for the two years starting from
2013. They were adopted both as a follow-up
to the above Federal Laws and as independent
regulatory acts, e.g., “On Approving the Russian
Federation State Program The Development of
Forestry for the Years 2013-2020,” “On Approving
the List of Forest Site Zones of the Russian
Federation and the List of Forest Regions of
the Russian Federation,” “On Approving the Rules
for Extinguishing Forest Fires,” etc.

In pursuance of the above FZ-415 on the
accounting of timber and transactions with
timber, about 20 subordinate acts have been
adopted. Among them such acts should be noted
as, for example., Resolutions and Executive Orders
of the Government of the RF “On Approving
the Rules for Timber Accounting”, “On the
Accompanying Document for the Shipment of
Timber”, “On Approving the Rules for Submitting
Information to the Unified State Automated
Information System for the Accounting of Timber
and Transactions with Timber”, “On Approving
the List of Information Contained in the Unified
State Automated Information System for the
Accounting of Timber and Transactions with
Timber, Published in Public Data Networks,
including the Internet, and of Information
Published in the Form of Open Data.”

In the discussion of innovations in the forest
legislation, the initiatives worked on at the
moment cannot go unmentioned. It is the support
of forestry entrepreneurship that many of the
bills are aimed at, and some of them are of great
interest for business.
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The bill “On the Development of Small and Medium
Entrepreneurship in the Russian Federation”
creates a foundation for legal access to forest
resources by small and medium business. In
fact, the bill returns to the Forestry Code short-
term (up to one year) contracts of sale of forest
stands. It will become possible for regions to
form small forest plots and to hold auctions,
including the measures of forest conservation,
protection and regeneration in the initial price
of timber. Thus regions will get another tool for
increasing the income from using forests, small
business will get access to the forest resource at
a transparently formed price and big forest users
will get additional protection against dumping
in the market of round timber (at the moment,
unlike the small business “buying” cutting areas, a
leaseholder incurs extra costs for the conservation,
protection and regeneration of forests).

A bill being developed at the moment on making
amendments in Article 74 of the Forestry Code
is one of the most important for the currently
operating lessees. Its provisions are aimed at
forming a transparent mechanism of making
a contract of lease for a new period for bona
fide leaseholders, while in the current situation
a lessee whose contract of lease has expired
has no advantages when the forest plot is put
on a new auction, which gives rise to various
speculations and, in some cases, blackmailing
such a lessee.

The title of another draft federal law aimed
at the support of the forest industry is “On
Introducing Amendments to the Forestry Code
of the Russian Federation in Respect of Holding
Tenders for the Right of Making Contracts for
the Lease of Forest Plots for Logging Purposes.”
One of the valuable innovations of the draft is
that tenders for the right of forest plot lease
will be held for enterprises that have their own
added-value wood processing facilities that are
not sufficiently provided with raw materials.

The procedure of forming plots for tenders and
the criteria, according to which the winner will
be determined, must be set forth in subordinate
acts to be worked out as a follow-up of said bill.

Thus, while at the moment there are two methods
of access to forest resources for enterprises of the
forest sector of the economy in Russia, with the
adoption of the above draft federal laws, tenders
for added-value wood processing enterprises and
short-term auctions of sale of forest stands — for
small and medium businesses — will be added to
the current auctions and priority projects in the
field of forest exploitation.

Here the leading role of regions in the
implementation of bills should be noted — without
the correct "zoning" of forest plots for various
types of access, the adopted laws will remain
just on paper.

Perhaps, the most discussed subject in the
context of forest legislation improvement is the
intensification of forest use and regeneration
as a measure of improving the efficiency of the
forestry complex. It is common knowledge that
the quality of forest plots accessible to transport
is worsening significantly due to the depletion of
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the exploitable volumes of wood and deterioration
of the species composition.

Besides, the depletion of accessible forest
plots pushes forest users to go further to get
timber, which entails more and more frequent
conflicts with non-governmental environmental
organizations opposing the pioneer exploitation
of low-disturbed forest territories.

The model being discussed now makes it possible
to achieve a high economic efficiency in the
forest sector and an increase in the total volume
of logging on a unit of the area of a forest plot
with fundamentally new scopes of forest care
measures. A system of forest planning based
on an economic evaluation of the efficiency of
the entire cycle of forest management, taking
into account the environmental and silvicultural
requirements and the principles of sustainable and
permanent forestry, is used in the development
of the concept.

A road map has been prepared for implementing
the intensive model, according to which as early
as in the first half of 2015 pilot projects for its
implementation in some regions must be prepared.
Based on the allocation of new forest regions,
implementation of pilot projects is planned
for developing and testing the standards of
the intensive model in the Republics of Komi
and Karelia, Krasnoyarsk Territory, Arkhangelsk,
Leningrad and Irkutsk Regions. Sites for the
long-term observation of the dynamics of forest
stands under the influence of the intensive model
standards and for testing the technologies of
intensive forest regeneration and forest growing
will be created there with the participation of
timber companies.

Based on the results of such testing, which will
be evaluated by appropriate field studies, the
standards will be finalized and spread to other
forest regions of the Russian Federation.

Later, it is planned to change the forest planning
documents of entities of the Russian Federation
(forest plans) to allocate zones that would have
good prospects for intensive forestry. After that,
lessees of forest plots that will be included in
the intensive forestry zone are to suggest their
own forest exploitation projects according to
the standards of the intensive model and the
Region'’s Forest Plan.

Thus, the implementation of the intensive model
of forest use and regeneration during 2015-2017
will mean an important step towards sustainable
forest management and forest use in the Russian
Federation, the need for which has been discussed
for as long as 15 years.

Several draft acts should be distinguished among
the bills aimed at forestry system improvement.
As to the improvement of the legal regulation
of forest pest control, there are provisions that
forest users will be in charge of forest protection
arrangements. The provisions being developed
will make it possible to significantly simplify all
necessary procedures and to considerably reduce
the period of salvage felling to 1.5 months after
finding a growing stand disturbance. In addition,

the bill introduces the definition of “wind-fall
trees”, which will make it possible to procure
and collect them as a non-timber resource for
the own needs of citizens.

To improve the efficiency of fighting forest
legislation violations, a bill is being discussed
aimed at founding an institute of operational
forest inspectors, the body of which will be formed
from among officials of the organizations of the
industry and lessees. A system of "walkthrough
supervision" with respective powers to be assigned
to officials of the Federal Forestry Agency is being
introduced.

A draft law is being considered, which introduces
to the Forestry Code changes in the definitions of
the categories of protective forests and designated
sites of forests and in the provisions on the
improvement of their conditions. The essence
of the bill consists in establishing the general
principles of including forest plots in protective
forests and designated sites of forests. The bill
establishes a ban on industrial harvesting in
protective forests and designated sites of forests.

To conclude, it should be noted that the work
of improving Russia’s forest legislation has been
and will be done with the direct participation
of the professional forestry community and all
interested parties. For that purpose, the Forestry
Council and Public Council operate at the Ministry
of Natural Resources and Environment of Russia.
Besides, a Task Group for the Improvement of
Forest Legislation with the participation of
representatives of the forest business has been
separately created at the Department of State
Policy and Regulation in the Field of Forest
Resources (unfortunately, it has not started its
operation yet).

A Public Council has been created at the Federal
Forestry Agency and operates with the active
participation of environmental organizations.
An interesting format of engaging experts in
solving a particular application task has been
implemented in the form of a separate Task Group
for the Implementation of the Federal Law No.
415-FZ, which has also been created at the Federal
Forestry Agency.

The most reputable deliberative body operates at
the Government of the RF, and this is the Council
for the Development of the Forestry Complex,
chaired by Alexander Khloponin, Vice-Premier of
the Russian Federation Government.

Thus, it can be stated that the process of forest
legislation improvement is taking place in
Russia with the active participation of as many
interested parties as possible, and each participant
may express his or her opinion concerning any
regulatory legal act, if he or she wishes to do so.

Summing up, it should be noted that it is over
the last two years that most changes have been
made in Russia’s forest legislation, aimed mainly
at supporting the forestry business and improving
the forestry system in Russia.

Pavel TRUSHEVSKY,
Director of Forest Certification LLC
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According to the forecast of the Russian Federation's forest sector development through to 2030 prepared
by the UN Food and Agriculture Organization, the potential of the Russian forest sector is far from being
fully exploited. Moreover, according to the moderate scenario, the timber harvesting and processing level
can be increased several-fold.
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Fig. 4. Transport-available forest sites with a timber reserve
of over 80 m*/ha
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Fig. 5. Transport-available proportion of the allowable cut. The figures
show the transport-available allowable cut volume in commercial forests
in millions of m’ suitable for investments in the forest sector without
road construction
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Our previous studies showed that harvesting is
profitable with a stand reserve over 80 m*/ha,
therefore sites with a reserve over 80 m*/ha
were chosen from the map (see page 111-112).
To consider transport availability, sites within
the 1,000-meter radius from the existing road
network were selected (Fig. 4). The proportion
of the transport-available allowable cut was
calculated using the ratio of the total reserve
of forest sites with a reserve of over 80 m’/ha
and the total reserve of transport-available forest
sites with a reserve of over 80 m’/ha (Fig. 5).

Investments in timber processing is profitable
in regions with a transport-available allowable
cut. It should be noted that in some regions
of Russia, the most attractive forest sites are
already leased. Therefore, the only way to get
access to these resources is assignment of lease
contract rights. As a result of our studies, we we
collected a database on leased forest sites and
approved allowable cuts for several regions. This
database is available upon request. A comparison
of the transport-available allowable cut volumes
and the calculated cuts for leased sites enables
calculation of the transport-available allowable
cut and its actual location.

When investing in regions without a transport-
available allowable cut, the construction of a
logging road network. Investment in intensive
forestry may become an alternative to investment
in logging roads.

Our studies in the Republic of Karelia have shown
that by transition from an extensive forestry
model to an intensive model, the yield of saw logs
greatly increases, resulting in a higher value of
stands. If the complete cycle of intense forestry
is not performed, but only improvement cutting
is done instead (as it is currently done in most
regions), quality will be transformed into quantity,
i.e. saw logs will be replaced by pulpwood. In the
case of extensive forestry without young growth
thinning and several stages of improvement
cutting, some of the timber will be left in the
forest unused (Fig. 6).

Fig. 6. Results of modeling for intensive forestry, extensive
forestry, and extensive forestry with improvement cutting but
without young growth thinning for 29 stands in the Republic

of Karelia
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Fig. 7. Comparison of the net present value of stands for
extensive and intensive forestry in the Republic of Karelia
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The comparison of the net present value of the
stands for the period of the current status to
final felling showed that switchover to intensive
forestry enables a threefold increase of the
income per unit area. In fact this means that
in the case of extensive forestry, a forest user
could earn €442 per hectare. If the user invests
in forest management efforts, the net present
value can be increased to €1,300 per hectare

(Fig. 7).

Currently, investments in the construction of
a logging road network and intensive forestry
remain risky, because mechanisms of accounting
of investment in State-owned forest resources
have not been created vet. Still, active work in
this field is ongoing. The model of transition to
intensive forestry is stated in the fundamentals
of the governmental policy of the Russian

Federation. It is planned to implement this
model in each constituent, with regard to its
needs and regional features. Still, separation of
forest sites at the stratum level for intensive
and extensive forestry remains a crucial task.
Today, the Forest Code provides for approval
of regional forest use and regeneration rates,
which enables the regions to develop their
regulations for intensive forestry. The intensive
forestry concept developed to date provides all
the necessary prerequisites for the practical
implementation of the intensive model.

Evgeny LOPATIN,

Senior Researcher,

Institute of Natural Resources Finland (Luke),
Doctor of Agriculture, Finland,

Candidate of Agriculture, Russia
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Sawn softwood continues to be the most traded Russian forest product in the international markets and
the domestic output is continually increasing. The growth in volume has been gained through increasing
exports primarily to China, European exports have not increased in recent years. Now in a short time
span the weakening ruble has improved the competitiveness of Russian mills notably and exports to
all markets are increasing. On the other hand, factors hindering the development of wood processing
industries in Russia continue to exist below the surface. The Russian pulp industry has not been able to
expand capacity even though there have been several green field investment plans. Many wood product
industries are unable to operate all year and convince customers of a stable delivery of high quality
products. The proximity of the Chinese market offers a permanent competitive advantage while the
other advantages, such as the low cost of wood and labour are receding. Sustainable and feasible raw
material procurement continues to present a challenge.

Wood supply based on extensive forest
management methods with little effort put to
successful stand regeneration, silviculture and
thinning harvests have resulted in a reduced yield
and lower quality of roundwood, and an increased
share of deciduous stands. Harvesting sites with
sufficient volumes of good quality roundwood
close to mills are being rapidly depleted, especially
in Western Russia. The trend is also evident in
Siberia where wood consuming industries are
forced to move to new harvesting areas, which
are further away and in previously unaccessed
locations.

As the bulk of Russia’s wood consuming
industries located inland are already burdened
by relatively high costs of transporting processed
goods to the market, they cannot afford the
erosion of traditional competitive advantages,
low raw material and labour costs. A realistic
analysis of operational methods and the most
economical supply chains is needed - for both
new investments and for existing operations. Too
often the analysis is based on best case scenarios
and lacks a long term view.

Traditional Russian wood supply operations
are bhased on wintertime logging where the
frozen ground provides accessibility for wood
transportation. Roundwood transportation has
been based on clearing and building simple
winter roads and trails. Since the winter roads
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and trails need to be renewed every year, the
increasing transport distances increase the annual
costs of wood supply that is already burdened
by low efficiency. Considerable space exists for
new ways of establishing and organizing wood
supply operations, utilizing the modern tools
available and bringing economic analysis into
the planning process.

The majority of Russian forest industry
companies conduct harvesting operations
in winter but only a few have considered
investments to facilitate year-round operations,
including an access road network with proper
foundations, surface and drainage that can
withstand transport almost all year round.
Naturally, the schedule and level of investments
is different between year-round and winter
operations. Roads in year round use require
larger upfront investment, making it more
painful for the investor. After the construction
is completed and the roads are properly used,
only regular annual maintenance of the main
road network is needed.

In the winter harvesting method the initial road
constructions costs are lower in the beginning
but the same roads need to be rebuilt every year.
The machinery fleet size needs to be almost
double due to the limited harvesting season
and lower transport productivity. The fleet has
to be adjusted to the peak season, or otherwise

the company cannot deliver products in time and
risks losing valuable customers.

Comparing cumulative investments in year-
round and winter-only operations often shows
that winter harvesting is a cheaper option in
the short term. However, in the long run the
year-round wood supply operation requires
lower investment inputs. A recent Indufor
study showed that permanent road network
investment has more favorable rates of return
already after 5 years (including discounting).
A permanent access road network supports
also the execution of stand regeneration
and further silvicultural activities related to
intensive forest management. Thus, the rate
of return with each option must therefore
be carefully analysed, prior to choosing the
operating mode.

The variable costs of harvesting, transportation
and loading operations are not dependent on
delivered volumes, even if these operations
also carry fixed costs. Fixed costs allocated to
the millgate cost, such as road construction,
roundwood terminal, depreciation, lease fee and
overhead costs will occur in full regardless of the
volume of roundwood supplied. This means that if
a company is not capable of reaching production
targets, or is willing to harvest only certain tree
species or assortments, the relative mill gate cost
per cubic meter increases.

In the example below, it can be seen that even if
Forest area 2 has a significantly lower millgate cost
than Forest area 3, in case the operation does not
perform well during the year the wood delivered
to mill from Forest area 3 is more economic. This
is due to lower road construction costs (fixed
cost) and a large share of barging costs (variable
cost). If annual harvest targets are not met, the
mill gate cost for wood rapidly increases. This has
to be understood when determining the order of
preference for forest lease areas.

Comparison of investment flows in year-round
and winter harvesting modes

Annual investments in year-
round and winter harvesting

Cumulative investments in year-
round and winter harvesting

Annual expenditure Annual expenditure

i~

11 13 15 1 5 7 9 11 13 15
Year Year

It can be argued that a large upfront investment
in infrastructure is a discouragement, especially
if the investor is looking for short term returns.
However, considering the development of Russia’s
forest sector and the improving competitiveness
of wood consuming industries, a new approach
based on long term business planning needs
to be adopted. The mentality needs be shifted
from sawlog production towards investing in
the realisation of forestland growth potential,
and securing a stable flow of good quality wood
raw material at the same time. This is the only
way the forest sector can become sustainable
in the long term.

Jarno SEPPALA,
Head of Forest Industry
and Biosolutions Consulting, Indufor

Matias PEKKANEN,
Consultant - Forest Industry, Indufor

Tapani PAHKASALO,
Head of Forest Investment
Services Consulting, Indufor
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Source: Indufor

Example of millgate cost breakdown in cost components and sensitivity analysis
Millgate cost per harvesting area Millgate price sensitivity to AAC utilization rate

Forest1 Forest2 Forest3

M Lease fee and M Loading and

Overhead Unloading (=] (=] o (=] o (=] o o (=] o (=] o o o o o (=] (=]
Terminals Transport - Barge xR
O N O MO WMmWOoOWmWOoOwmwowmwowmwowmwo uwn
. O OO OO W OO MNMN OO NN TS oNm N AN N
H Transport - Road M Harvesting —
M Road Construction
& maintenance e=@==F0orest 1 e=@==Forest 2 Forest 3

Source: Indufor

RUSSIAN & #6(2015)

27



28

i
Bﬂesfuttat“‘a By
of Sawn Softwood Markets

The state of sawn timber sales from Russian mills in early 2015 could be called moderately critical.
After the devaluation of the ruble from October to December 2014, many Russian mills entered 2015
with planned raw material stock and a balanced portfolio of contracts. Due to the rapid drop of the
ruble during stable export demand and currency receipts, many mills saw no prospect for profitable
ruble sales on the domestic market, and re-oriented their sales efforts toward export markets to the
maximum, while actively stocking up on raw materials.

In January 2015, and later during the first quarter of 2015, many unpleasant
surprises were visited on Russian sawn timber makers. Among them were:
the 10 percent increase in the railway rate from January 2015; dropping
consumption of sawn wood and sliced products on the domestic market (to
my estimates, the average sales of export-oriented mills to the domestic
market may reach 20 per cent of their production output); price falls in the
Egyptian sawn timber market, and; a surplus of sawn products on South-
East Asian markets resulting in a drop in prices in that important region.

RUSSIA

In early 2015, Russian sawn timber processors and users on the domestic
market had to adapt to a rise in the ruble prices of export-oriented sawmillsas
aresult of political and economic factors that prevailing in Europe and Russia.

Most of Russia's largest sawmills intentionally work for both the export and
domestic markets, with the export sales share being about 80 per cent.
Although the ruble has declined in value by 30 percent over three months,
with prices on the domestic market unchanged, export sales bring an
additional ruble gain(the declined in the value of the ruble has continued to
become nearly 100 per cent,as of the date of issue — Ed.). With the domestic
ruble prices of export-oriented mills calculated using an average-weighted
currency-to-ruble exchange rate, most of these mills have not changed their
policy of selling sawn timber products on the domestic marketafter the
decline in the value of the ruble.

Of course there are mills working solely for the needs of the domestic
market. Among such mills are facilities belonging to some holdings that
satisfy in-house processing needs, for instance in the laminated beam
manufacturing or in wooden house construction. Another type of mill is
small and medium timber-sawing facilities having no access to exports. Most
probably such companies have their own approach to pricing. The quality,
stability of deliveries, and outputs of domestic market-oriented facilities
cannot be compared to up-to-date export oriented "giants".

Sliced product makers traditionally oriented at selling finished products
in Russian retail chains had to reduce their outputs in January 2015 or
temporarily close down due to the abrupt drop of demand. The reasons for
this were lower demand by retail chains and problems with forecasting ruble
prices for the raw materials to be processed. (NB: Retail chain contracts
suggest unchanged prices for a period of up to six months).

To maintain their own processing rates, wooden frame house manufacturers
and laminated log house manufacturers, who have to reduce the prices for
the off-season period (January to March), had to look for 2014 price offers
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from sawn timber makers, or to reduce their internal rate of return when
selling their in-house products due to higher costs attributable to the
purchasing price rise. In extreme cases, the sawn timber processor had to
choose between losses from closing down its business and losses from the
purchasing price growth.

THE BALTICS

The Scandinavian and Baltic countries making sawn timber and products
of further wood processing faced a drop in the exports due to harsh price
competition in the European construction industry. The high supply of
sawn timber on the European construction market due to the activity of
Scandinavian, Russian, and Baltic sawmills against a relative slowdown of
the new housing supply rates in Europe has become determinative in the
drop of domestic sawn timber prices in the Baltic states. On the average,
the decline was €10 to €15 per square meter. The high sawn timber stock
levels in the processors' warehouses, which had accumulated by the end of
2014, prevented Baltic enterprises from increasing the consumed product
quantities in the period from January to March 2015.

The increase in the truck freight rate from the Baltics to Central Europe due
to lower supply of transit road transport operating on the traffic between
Europe and Russia, along with unchanged European purchasing prices, also
contributed to a considerable reduction of domestic prices for sawn timber
made in the Baltic States. For Russian sawn timber makers partially oriented
at the Baltics in their exports, the price pressure inside the Baltic market
affected the purchasing price for sawn timber from Russia. The dry sawn
timber prices of mills in the north-west of the Russian Federation oriented
at exports to the Baltics also dropped on the average by €10 to €15 per
square meter in the first quarter of2015 compared to the prices of the last
quarter of2014.

CENTRAL EUROPE

Prices also declined on the European sawn timber supply market. The reason
was a stepped-up offering by Scandinavian, Baltic, and Russian sawmills. As
a result, in some cases, the price reduction against the last quarter of 2014
was up to €20 per square meter. In their turn, German and Austrian mills
had to drop their price levels to sell products to Central Europe's internal
market. European processors orienting at the construction segment had to
reduce their purchase prices for products consumed, while the furniture and
packaging industries were ready for the acceptance of Q4 2014 prices. It
should be said that the sawn timber consumption market in Europe remains
basically unchanged.

SOUTH-EAST ASIA

After a certain reduction in the purchase of imported sawn timber, and
subsequently in the price, Japan is gradually increasing prices and scope
for the Laminu and Mabasiru materials that are traditional for that region.
The market is revitalizing from the point of view of consumed materials
and higher demand in the construction industry.

Exporters oriented at the Chinese market are feeling harsh price pressures
due to Chinese sawn timber importers’ jam-packed warehouses. Thanksto
a more active offering from Scandinavian and Russian sawmills in
China, the Q1 2015 prices went down by $20 to $40 compared to the
contract prices of Q4 2014, and there is a continuing price-dropping
trend against the increasing supply of imported sawn timber into the
Chinese market.

South Korea remains a stable consumer of high quality sawn softwood.
There is a high demand for sawn timber for the packaging industry. The
South Korean market also shows a surplus of offers by Scandinavian and
European wood processors, which in its turn leads to a temporary drop of
prices for imported sawn timber.

Other sawn softwood buyers in South-East Asia are supporting stable demand
for niche products. These are mainly sawn timber products to be used in
the packaging industry.

MIDDLE EAST AND NORTH AFRICA

The sawn timber market in these regions is sufficiently stable despite the
political, confessional and ethnic disagreements in the region, although
there has been some reduction in the scope and price of imported sawn
timber over recent months.

Real property prices in the United Arab Emirates show a stable growth due
to demand by settlers migrating there from areas of where hostilities are
taking place. The development of public infrastructure projects (railroads,
subways, airports and so on) has not stopped. The region is being completely
redeveloped in advance of such events as Dubai Expo 2020 and Qatar World
Cup 2022. According to concrete-using construction technology (tunnels,
bridges etc.), sawn timber is a fastening and formwork component.

Saudi Arabia has been reducing its sawn timber imports over the last two
years. The current market situation may be described as low business
liquidity against decreasing prices for imported sawn timber. Still, the 2015
national budget was passed at the level of 2014, and the construction of
governmental infrastructure projects was not suspended.

The complicated political situation and lack of stabilization in Libya, Yemen,
and Sudan does not allow forecasting sawn timber sales scenarios for that
region. The banking system of those countries may undergo changes, which
may directly affect the stability of local currencies.

Sawn timber consumption in Egypt, Morocco, Algeria, and Tunisia is sufficiently
stable, while prices of consumed sawn timber products are declining. In
fact, sawn timber supply to the region from Scandinavian and European
countries, and Russia, has increased.

By and large, in many sawn softwood markets a supply surplus from
Scandinavian, European, and Russian sawn timber can be found, which
reduces sawn timber prices while leaving internal demand unchanged. The
second quarter of 2015 will most probably differ little as regards consumption
growth in any of the regions, with prices remaining the same as those in
the first quarter of 2015.
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Is there any sense in investing in Russia in the long run? There are good reasons to say “maybe”. But
it is not an easy decision, it requires some courage. Once you have it, the rest is more or less logical:
choosing regions, products, technology, and markets — we will discuss those. And, finally, we are going
to have a short look at the investor’s options once the mill is running. We will skip the process of actual
investment, as it is a bit of a separate story. And, for illustrational purposes, we will focus on a narrow
product range and geography: namely, wood based panels in Russia and comparing Russia with its BRIC
counterparts, Brazil, India and China.

NO PAIN, NO GAIN...

Is there any sense in investing in Russia in the
long run?

The number of unsuccessful investment projects in
Russia in the recent decade is quite large. Among
the top causes for failure (based on sporadic
interviews) are: the difficulties of getting a
loan, lengthy decision making, the difficulties
of ensuring support from the local administration,

the difficulties of dragging the process through
a burdensome and sometimes unpredictable
permission process, the difficulties of putting
infrastructure in place (especially for greenfield
projects), the difficulties of finding a reliable
and experienced construction management team,
the difficulties of obtaining and keeping skilled
managers once the mill is running and (if you
are lucky or clever enough to get to this stage)
difficulties with wood supply and markets, as well

Table 1: Ease of doing business rank, 2014, BRIC countries

as sometimes overwhelming control from all kinds
of authorities (however, the last point would not
come as a surprise at this stage, right?).

Today, to this (already) long list, we should add
great political and economic uncertainty on the
macro-level which for an investor translates into
the risk of losing the business (if it is running
and profitable) or the risk of there being a sudden
change in the rules — which almost inevitably
translates into loss of profit.

q Dealing with . S . Protectin : Tradin q ]
oy o | Sorse i Suon s cun WA res Ld oo e
ermits Investors Borders
Russia 62 34 156 143 12 61 100 49 155 14 65
China 90 128 179 124 37 71 132 120 98 35 53
Brazil 120 167 174 19 138 89 35 177 123 118 55
India 142 158 184 137 121 36 7 156 126 186 137

#6(2015) RUSSIAN &

Source: World Bank

In general, is Russia a good place to invest?
The obvious answer is “Hm... I am not sure,”
considering the 2014 Ukrainian crisis and the
rollercoaster of the national currency in 2014—
2015. But let’s have a look at Russia among the
BRIC countries (Brazil, Russia, India, and China).
Of course, to perform a serious analysis of “where
is the best place to invest” we should expand the
geography far beyond the BRICs. And, of course,
the BRIC countries are not even the best short list
group at least due to the fact it is pretty diverse
at this time. But the BRIC group is a context
Russia is often put into, so it is not a bad choice
for this article - and I need something to add a
sense of competition and big-picture background
while describing the situation in Russia. So, we
will use the BRIC countries, and we will begin
with the “doing business” and the “corruption
perception” ratings (see tables 1-3). It might
come as a surprise, but Russia does not look
particularly bad.

For “doing business”, Russia is far from being
among the global leaders but it is the leader
among the BRIC countries (see Table 1). Please
note that the numbers represent position of the
countries from 1 (the best in the world) to 189
(the worst in the world, among 189 countries
surveyed). Saying that, Russia differs substantially
within its Federal Regions and further down to
the sub-regions. The numbers in Table 2 represent
the position of selected regions in Russia among
30 selected regions surveyed (so, the numbers
vary from 1 for the best to 30 for the worst).

The corruption perception index provides a
gloomier picture: Russia is far behind China,
India and Brazil. Russia is quite far behind
even Argentina. And it is desperately far from
the world’s leading forest industry benchmark
countries (see examples in Table 3: New Zealand,
Canada, and Finland). On the positive side, we can
note that Russia and Brazil are improving faster
than other selected countries. However, Russia
is improving from a tremendously low level —
2014 Russia was ranked Number 136 among 175
countries around the world.

THE “BIG THREE"” IN THE
INVESTOR’S EQUATION

Let's suppose you know it all but for some reason
you believe your case will be a success. What's
next? An investment decision in the wood based
panel business may boil down to just three
things: the location of the mill, the location of
the resources, and the location of the markets.
If you have those three right, the rest is more or
less technology and management. Of course, it
is important to have the right team to manage
the construction, loans, partners and thousands
of other things. And it is important to choose the
right technology, the right machinery and the
right capacity for it. But the big variables in the
equation are almost always outside of the “big
fun boys’ toys” of construction and production
machinery.

The greatest variables are, again, the locations -
as the wood based panel business (being both

Table 2: Ease of doing business rank, 2014,
selected sub-regions in Russia

Selected sub- Federal Starting a g wj ] Getting Registering
regions Region Business co';itr'::tt; on Electricity Property

Kaluga Central 6 17 9 15 1
Tver Central 18 21 25 14

Moscow Central 30 25 30 30 26
Vladivostok Far East 15 18 22 23 3
Khabarovsk Far East 23 24 29 8 17
Petrozavodsk North-West 11 6 16 21 8
Kaliningrad North-West 19 11 3 22 22
Saint-Petersburg | North-West 22 1 9 24 27
Irkutsk Siberia 10 8 6 10 18
Omsk Siberia 13 19 20 13 4
Tomsk Siberia 20 15 6 10 25
Novosibirsk Siberia 29 23 18 29 24
Ekaterinburg Ural 24 29 13 19 20
Ulyanovsk Volga 1 3 4 5 8
Kazan Volga 5 14 17 4
Kirov Volga 12 13 5 4 20
Samara Volga 21 22 24 28 8
Perm Volga 25 13 12 18 27

Source: World Bank

Table 3: Corruption perception index, 2014

ciﬁﬁfzg* 2008 2009 2010 2011 2012 2013 2014
Russia 147 | 146 | 154 | 143 | 133 | 127 | 136 141 -11
Argentina 109 | 106 | 105 | 100 | 102 | 106 107 105 -2
China 72 | 79 | 78 | 75 | 8 | 80 | 100 81 28
India 8 | 8 | 8 | 95 | 94 | 94 | 8 89 0
Brazil 80 | 75 | 69 | 73 | 69 | 72 | 69 72 -1
Chile 23 | 25 21 | 2 | 20 | 2 | 2 22 -2
Canada 9 8 6 10 9 9 10 9 1
Finland 5 6 4 2 1 3 3 3 -2
New Zealand 1 1 1 1 1 1 2 1 1

* BRIC countries and selected countries with forest industry sector as important part of the economy

resource intensive and largely a bulk product
manufacturing process) is a business where
logistics, in a large sense, makes the largest
difference in margin: flow of resources to the mill,
fiber flow inside the mill, flow of finished products
to markets. Once again, the wood based panel
business is mostly a pure logistics business: in
terms of costs, the most important are the cost of
fiber, conversion cost, and the cost of delivery to
the market. If you have the locations right, you
have made the right strategic decision. If one of
the locations is chosen poorly, you would need
luck to make your enterprise profitable. And yes,
the location of the mill includes right capacity and
(as we are discussing Russia) it involves support
of the local authorities and some luck on the
macro-scale.

Globally, it is often the case that the bulk of
resources is in one place (e.g. New Zealand, Brazil,

Source: Transparency International

Siberia and the Russian Far East) while the largest
market is in another (e.g. Europe, China, India). Not
many countries/places on the planet can offer a
large forest-products market together with large
available forest resources. Russia and Brazil may
be regarded as rare examples — with medium sized
but growing markets and vast forest resources.
Each of the two countries possesses some 22-25
per cent of global forest growing stock. With that
in mind, Russia was the largest global exporter
of round wood in 2013, the second largest global
exporter of sawn timber (after Canada) and only
the tenth largest exporter of wood based panels
(after China, Canada, Germany, Malaysia, Thailand,
Indonesia, France, Romania, and Austria).

So, is the abundance of wood resources crucially
important? Yes and no. “Yes” because it is quite
easy to imagine a situation when production of
wood based panels in Russia would boom by
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Fig. 1: Gross domestic product in BRIC countries:
(A) relative size of economies in BRIC countries in current US
dollars, per cent to total; (B) history and forecast in constant

prices, year-to-year percent change and (C) history and forecast in

constant prices, cumulative change, 2000 = 100 per cent

Relative size of economies in BRIC countries in current US dollars, per cent to total
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several times in several years - all you need for
this to happen is to have all the basics in place
—legislation, protection of ownership rights, trust
in long term stability etc. The last point requires
a stretch of the imagination, doesn't it? On the
other hand, resources are not really that critical a
factor — as we will see in the examples of China
and India below.

WHERE ARE THE MARKETS?

China is slowing down. The “new normal” in GDP
growth in China is in a range of 5-7 per cent/a
as compared to 9.7 per cent average growth in
2000-2014. Is this bad news? — not necessarily.

China is no longer “growing from a low level” and
even 5-7 per cent is a very (very!) remarkable
volume, (see Fig. 1). While China is slowing down
in percentage points, India is picking up. There
is a strong possibility that India might become
“a new China” in global economic growth in the
next two decades. Naturally, it would require
some legislative changes in favor of investors (see
Table 1) while many other factors look promising.

Russia and Brazil are struggling to “double GDP in
seven years” (to quote Russia’s President Vladimir
Putin from 2003). It looks like Mr. Putin’s self-
appointed task would require some 20 years
instead of just seven — and that is true for both
Russia and Brazil. In the short run, some 3-4
per cent growth looks like extremely optimistic
scenario for Brazil and Russia while the same
numbers would be a very pessimistic scenario
for China and India.

How does this affect the wood based panel
markets in those countries? Production and
consumption of different wood based panels
(particleboard, fiberboard/MDF, plywood, 0SB)
differ in shares from country to country while the
overall volume (all panels combined) is comparable
for Brazil, India and Russia both in production
and in consumption.

In 2013, production was at a level of nearly 10
million m3/a in Brazil and slightly over 10 million
m3/a in Russia and India. Consumption in Russia
and Brazil is lower than production mainly due
to plywood export in both cases. Consumption
in India in recent years has developed faster
than production due to positive net-import in
all large-volume wood based panel types: MDF,
particleboard, plywood.

The development of production and consumption
of wood based panels in China looks similar to
the GDP skyrocket pattern from the fig. 1C. Wood
based panel production in China is over ten
times larger today than in Russia, Brazil or
India while the starting point for China — some
20 years ago on the graphs below — was slightly
above Brazil, slightly below India, and about
twice as low as in Russia. Production in China
is larger than consumption, which is additional
proof that production of wood based panels does
not necessarily need abundant wood resources
in the country.

It is worth noting that by 2011, the production
of wood based panels in China had already

Fig. 2; Production and consumption of all
wood based panels (combined) in BRIC
countries and in the rest of the world,
million m3/a
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Fig. 3: Production and consumption
of wood based panels in Russia,
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Fig. 4: Top-5 producers of wood based panels
in Russia by capacity, 2015, million m3/a
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grown so much that total production in BRIC
countries surpassed that of non-BRIC ones. By
2013, combined production of wood based panels
in BRIC countries overcame the rest of the world
by some 15 million m3/a (about 5 per cent of total
global production volume). Consumption in BRIC
countries was by about 15 million m3/a lower in
BRIC countries than in the rest of the world. In a
nutshell, trends in the wood based panel business
in BRIC countries might be regarded as trends in
the global wood based panel business (see Fig. 2)

WHERE IN RUSSIA?

If you are willing to invest in Russia, which
products and which regions look promising? In
terms of products, the picture differs significantly:
particleboard is moderate risk high volume
product; plywood and MDF are medium volume
products with low and moderate risks respectively;
0SB is the fastest growing product with low
starting volume and moderate risks; fiberboard
(hardboard) is a small/decreasing volume product
(Fig. 3).

Panel types used mostly for construction (0SB
and plywood) are likely to experience growth in
production in the mid-term in Russia, with quite
different drivers: plywood production might grow
in volumes (and in share of higher value products)
to increase exports; 0SB production will grow
to push away imports, i.e. to decrease — and
maybe - reverse the net-import flow:

0SB production began in Russia in 2012. Current
installed capacity in 0SB production in Russia
is over 1 million m3/a (DOK Kalevala, Hillman,
Novovyatsky Ski Combine, Kronospan Egoryevsk).
Hot large-capacity plans include Kastamonu in
Tatarstan, Kronospan near Ufa, Swiss Krono in
the Perm Krai, Ugra-plit in the Khanty-Mansiysk
region and Taleon Terra in the Tver region. Even
with some delays and cancellations of the planned
mills, Russia is facing some 2.5-3 million m3/a
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of installed capacity by 2020, which significantly
exceeds projected demand. In the mid-term the
capacity utilization might be damaged by ongoing
projects as well as by deliveries from the new
Kronospan mill in Belarus, which came on stream
in 2014 with capacity of some 600,000 m3/a.

Plywood remains heavily an exported product —
some 1.97 million m3 out of some 3.54 million m3
produced was exported in 2014. Exports grew by
11 per cent as compared to 2013. Consumption
of plywood in Russia decreased slightly due to
growing competition with domestically produced
0SB as well as due to larger incentives to sell
plywood on the export market when domestic
prices tumbled together with the falling ruble.

Panel types used mostly for furniture and interiors
(particleboard and MDF) are likely to be in more
difficult position as the volume of consumption
largely depends on furniture production inside the
country. Here we are likely to see growing supply,
stagnant demand and thus rapidly increasing
competition:

Particleboard production grew in Russia by 2.7 per
cent in 2014 as compared to 2013. Particleboard
remains both the most produced and the most
consumed type of wood based panel in the
country. Nearly one-third of the total particleboard
production capacity in Russia is over 30 years
old, with an average age in this group of 45
years. In 2014, two high-capacity mills started
particleboard production in Russia and in Belarus:
Rechitsadrev (part of Bellesbhumprom, capacity
215,000 m¥/a, Belarus); Uvadrev (capacity 315,000
m3/a, Udmurtia, Russia). Construction is on the
way at Kronospan Bashkortostan project in Ufa
(Russia), capacity 500,000 m3/a. A bit earlier,
particleboard production started at the Kronospan
site (former Elektrogorskmebel) in Elektrogorsk,
capacity 250,000 m3/a. The largest plan is for a
750,000 m3/a line for Kastamonu in Tatarstan.
If installed, the line will be the second largest
in Russia and one of the Top 10 in the world.

In 2014, new capacity came on stream in the
production of MDF: Kastamonu (Tatarstan,
capacity 480,000 m3/a), is currently increasing MDF
capacity up to some 850,000 m3/a by installing
ex-Pfleiderer line initially targeted by Pfleiderer
in Novgorod, and PDK Apsheronsk (Krasnodar Krai,
capacity 300,000 m3/a). One more high capacity
MDF line might come on stream in 2016: the
project has been developed by Russian Laminate
holding in the Smolensk region with a capacity
of 400,000 m3/a. In 2014, two mills started in
Belarus: Gomeldrev (part of Bellesbumprom,
capacity 215,000 m3/a, MDF 3-40 mm thick) and
Mozyrsky DOK (capacity 350,000 m3/a, insulation
fiberboards 20-240 mm thick).

While furniture production is almost an exclusive
end-use segment for particleboard in Russia, MDF
end-use segmentation is diverse: MDF/HDF is
used in production of doors, mouldings and wall
panels, in furniture production and in laminate
flooring production. Laminate flooring production
is going through a full-scale production boom now
— after the devaluation of the ruble there is the
need to substitute some 35 million m2/a (which
means: over 300,000 m3/a of HDF) of European
and Chinese laminate flooring in the Russian
market. New capacity of 20 million m2/a was
started in 2014 by by Kastamonu in Tatarstan.
PDK Apsheronsk is planning to start laminate
flooring production with capacity of some 10
million m2/a in 2015. Egger has plans to have
some Russian-based production as well.

With forest resources spread widely from the
North-West to the Far East of the country, the
demand for wood based products in Russia is
heavily concentrated in Western Russia, mostly
in the Central, Volga and South regions. But
even within the Western part of the country,
the transportation distances are huge by European
standards. On the positive side, transportation is
relatively cheap — often within a range of some
1.5-2 euro per m3 per 100 km. That being said,
transportation distances often exceed 500 km,
a fact which in Europe would in many cases kill
competitiveness. It means that competition in
Russia is not regional: large players operate in
all main consuming Federal Regions.

Of course, there are some exceptions for lower
price products, e.g. for particleboard: producers
in the North-West tend to sell to the North-West
market and to Central Russia, producers in Central
Russia sell in their home region and around - to
the Volga and the South. Current oversupply of
particleboard in the North-West (some 1 million
m3/a) creates a wave from the North-West to the
Center, where the wave is strengthened by further
oversupply of some additional 0.5 million m3/a
from the producers in Central Russia. And the
wave, finally, is consumed by the Volga and the
South regions. Undersupply in the Volga region
is (a partial) explanation behind the location of
all recent large-scale projects in particleboard
production: Sveza, Uvadrev, Kastamonu, Kronospan
Ufa.

But again, as a rule, competition is not regional: it
is nationwide for domestically produced/consumed

products and it (naturally) transcends any borders
for internationally traded goods. Who are the
main game setters? (see Fig. 4)

Concentration in the industry is at a medium
level - the Top-5 players control just a bit over 30
per cent and the Top-10 players control nearly
a half of total wood based panel production
capacity in Russia. Among the Top-10 producers
there are large international players including
Kronospan Group, Swiss Krono Group, Egger, IKEA,
and Kastamonu. These producers are among the
largest investors as well — with plans and projects
in production of panels, furniture, and laminate
flooring.

One more interesting thing to notice in Fig. 4
is that while the top leader is well defined, the
position of all other players is subject to change:
Kastamonu might become the second-largest
player in couple of years, with an MDF capacity of
some 850,000 m3/a (two lines) and a particleboard
capacity of some 720,000 m3/a. The Number 5
position in the list might be taken by any one-
site-one-line producer with a high capacity line
of 600,000 m3/a or so. For example, the Taleon
Terra 600,000 m3/a 0SB line that is planned for
installation in Torzhok would move the mill right
into the Top-5 list, and for that we would not even
need to include the 150,000 m3/a LVL capacity
of the mill. Any player with over 600,000 m3/a
which starts in 2015-2018 would almost certain
to have a place among the Top-10 producers of
wood based panels in Russia. The number of high
capacity mills in Russia in any panel type is still
low, and there is a place for new (cost efficient)
entrants in particleboard and plywood, while

the current size of MDF and 0SB market would
be a limiting factor for entrants in production
of these panels.

Looking at individual panels, the Top-5 producers
control from 45 to 55 per cent of total capacity
in the production of MDF, particleboard, and
plywood separately. Foreign players dominate
MDF and particleboard production: Kronospan,
Kastamonu, Swiss Krono, Egger, and IKEA. In
plywood production the undeniable leader is
Sveza, controlling about a fifth of total plywood
production capacity in the country. In 0SB
production, the Top-4 players are the only
players so far, and the concentration here is
high.

Considering possible new entrants, only the
competitive situation in particleboard and
plywood might be called favourable: with a
long tail of old low-capacity high-cost mills
which can be pushed out of the business by new
high-capacity low-cost entrants. But competition
and the pressure on prices even in particleboard
and plywood production are likely to increase
to levels not seen in the last 15 years. And
here we run into one more growing difficulty
for wood based panel producers in Russia: if
the market stops growing for several years
in a row, cost efficiency would jump right
to the top of the agenda of almost any mill
manager - not just because “we need even
better profits” but because “that’s a matter of
the survival of the business”.

With that said, there is a lack of specialists which
are experienced in working in an extremely

low-margin environment. The last 15 years of
development of the wood based panel market
in Russia was always a “capture the growing
market” game, with a short break in 2009. There
was no time and no “good” conditions to develop
the best management practices for a survival-
of-the-fittest kind of environment. The current
slowdown might be much longer than the “it was
scary but short” slowdown of 2009. So, how to
cope with potentially lowering margins?

HOW TO COPE WITH LOWERING
MARGINS?

Many mills in Russia, facing lowering margins,
have decided to enter value-added production.
On the face of it, the strategy is appealing: “we
do not make money on the base boards, let’s go
further downstream, to where the money is made!”

However, this strategy has at least two significant
pitfalls:

e If the strategic move is successful from a
market perspective (competition in the value-
added products sector, logistics, product
range), than any of the existing competitors
can copy the move — reducing the question
of margins back to the competitiveness of
the basic boards. If the strategic move is
unsuccessful, already low profitability is
damaged even further.

e Even when the decision of going downstream
to manufacturing of value-added products
looks absolutely right from the market
perspective, there is a good chance that
the existing “wholesale” mindset of the

Fig. 5: Poyry Management Consulting: over 150 performance improvement projects for forest
industry enterprises worldwide, typical duration of a project - 12 months, typical ROI 5:1
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management at the mill will not allow the
business model to fly. One example here
is when a wood based panel producer is
trying to enter the furniture production
business: depending on the furniture type
and price segment, the boards constitute
about 15-25 per cent of the total cost of
the furniture item, with the bulk of the
value created in design and services — and
the mill is almost never ready to switch
its working practices from “everything for
capacity utilization” to “everything for the
customer”. Of course, there are products
which are much safer than furniture from
this perspective: laminate flooring, wall
panels — but here the customers are DIY
stores, wholesalers, and specialist stores,
they do all converting from a product
business to a product-and-service business.
To complete the picture: a move in the
opposite direction (e.g. when a furniture
producer goes upstream to enter wood-
based panel production) almost never fails.
Of course, in this case the main reason for
the move is not the margin but the safety
of supply and control over the panel design.

If the strategy of focusing on creating value/profit
in downstream operations is questionable, what

is the best alternative? How to switch the mill
to the continuous improvement of the margin,
how to make the best out of existing assets with
no additional CAPEX — downstream, upstream
or elsewhere? And how to do it with personnel
accustomed to looking at CAPEX as “the ultimate
pill” for any profitability issue?

The answer might lie in the introduction of
the best-available management practices.
The range of measures here might vary from
performance improvement seminars for managers
(e.g. to support ongoing internal performance
improvement programs) to the full-scale 12-18
month long implementation of projects lead
by an external consulting company. The latter
brings faster, more certain and lasting results
- providing that the consultants are dedicated
and experienced (see Fig. 5 and 6).

How do those projects work? What is the
difference between “how it is” and “how it
should be” in everyday management practices?
The simple answer on the strategic level is:
the goal is to switch from the “sporadic
improvements” to a continuous performance
improvement at the mill. Among the tactic goals
there would be:

e Shifting the management focus from
emergency actions (firefighting) to the

identification and removal of root causes
of performance gaps;

e Narrowing focus to what is controllable and
can be improved at the site — not on markets
or in variability of raw materials; increasing
accountability and ownership of performance
at the supervisor and operator levels;

e Making the performance improvement process
sustainable. This means simplifying efforts
to identify and remove the root causes of
performance gaps while making it more
difficult to use obstacles as excuses.

In 2014, the wood based panel industry in Russia
entered a period in which cost competitiveness
and the best management practices are of the
utmost importance to the overall survival of
individual mills. The shift means that “how you
operate existing assets” attains a bigger role
than “how well you are able to catch market
opportunities”. It is a paradigm shift for the top
management of many mills in Russia, and the
paradigm shift is happening now — whether we
like it or not.

Alexey BESCHASTNOV,
Senior Consultant at
Poyry Management Consulting

Fig. 6: Performance improvement projects in a nutshell: the management system
should be based on performance indicators and formalized action plans
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0SBs have undoubtedly been among the most widely promoted and advertised woodworking end products
on the Russian market in the last decade. From 2005 to 2015, the construction of at least 40 0SB
factories, with a total production volume of 6 million m? per year, were announced in Russia. If these
projects are realised, Russia will take a third of the global market for 0SBs.

THE GLOBAL MARKET

The estimated capacity of the global 0SB market
is 21-22 million m?, or $8-10 billion in monetary
terms. The average annual global growth rate of
0SB production in 2009-2013 was 6%.

In Europe (not counting production in Belarus,
Ukraine and Russia), 0SB production increased
by 9.9% in 2013, reaching 4.8 million m? while
in North America it increased by 11.7% to 17.3

Diagram 1. Production of 0SB by countries of the world
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million m?. The United States accounted for 64%
of North American volume (diagram 1).

EUROPE

Construction activity in Europe continued to show
unimpressive results in 2012-2014 and therefore
growth in 0SB consumption has been delayed
until the economy in Europe recovers. Romania
and Germany produced 1.3 million m* each and
became the biggest European manufacturers of
0SB in 2013, while a new 0SB plant was opened
in Italy with a capacity of 130,000 m®.

The average annual growth of global consumption
in the period from 2009 to 2013 was 5.5%, with
most of the increase in 2011-2013 and amounting
to 8% (diagram 2).

NORTH AMERICA

A growing demand for housing, building materials
and furniture contributed to the increase in the
consumption of all board and plywood products in
North America by 5.4% to 49 million m®in 2013.
By the end of 2013, 0SB consumption increased
by 11.7% to 16.7 million m?, thus consumption
continued to recover for a third year in a row
(UNECE/FAQ, 2014). Nevertheless, the consumption
was far from the level of 2005, when the figure
of 25 million m* was reached.

The European market, including Russia, is
not the main focus for sales of the North
American manufacturers of 0SBs and its share
does not exceed 5% of the total exports.
Nevertheless, Canadian 0SBs, consistently
hold the leading positions in Russian market,
sharing the 1st and 2nd places with Latvian
or Romanian manufacturers. In this regard,
Canadian manufacturers are closely watching
the situation on the Russian market as
conditions change. For example, in the crisis
year of 2009, under comparable conditions
with the weakening exchange rate of the
Russian currency and a general decline in the
consumption of imported timber, deliveries of
boards from Canada to Russia decreased by 3.5
times. At the same time, Canadians managed
to redirect a part of these sales with deliveries
to South Korea.

Thus, against the background of the growing
sector of wooden housing construction in the
United States and, accordingly, a stable demand
for 0SB, the local market seems to be favorable
and reliable for the North American manufacturers.

THE RUSSIAN MARKET

Production

The first big companies started to explore the
Russian market for establishing

0SB production in 2005-2006. In 2006 the
Investment Fund of Kazakhstan announced its
intention to build a factory of the OSBI Grupp in
Tomsk, and the German company Egger announced
that 0SB could be manufactured at its new factory
in Ivanovo Oblast. The Vuokatti-Rus company
planned to build a factory in the Nizhny Novgorod

Map 1. Consumption of 0SB by regions of the world in 2011-2013

Diagram 2. Consumption of 0SB by regions of the world
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Oblast with a capacity of 300,000 m* per year
with an expected investment of 100 million
euros. Similar initiatives have been put forward
by Belrusneftegaz, Russian Forest Group, JSC
Karelia DSP, and Safwood (diagram 3).

Perhaps the Kalevala MLC woodworking plant
(Karelia) remained the most long-awaited
project during these years. Investors announced
the construction of the plant in 2006 and
construction of the plant began in August 2007.
Its commissioning was postponed several times;
however, it was launched in 2013. Equipment for
the plant was supplied by Siempelkamp of Germany.
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Capacity of the plant's first stage is 300,000 m* per
year, and with the commissioning of the second
stage the rated capacity will reach 500,000 m?*.
The total value of the project amounted to more
than 8 billion roubles, while the originally planned
value was 4.5 billion roubles in 2007.

The first production facility in Russia was Hillman
0SB, a mini-factory that was launched in 2012
in the Vladimir Oblast. The factory's capacity is
30,000 m® per year.

In the same year 2012, after a major reorganization,
Novovyatsky Ski Factory started the production of

Source: UNECE/FAO TIMBER database, 2014, calculations of WhatWood
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Diagram 3. 0SB factory projects in Russia
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0SB with a capacity of 130,000 m3. The factory is
capable of manufacturing chipboards on the same
line. The total value of the project amounted to
1.8 billion roubles.

In 2014, the holding company Kronospan launched
the fourth 0SB factory in Russia with a capacity
of 350,000 m? in Yegoryevsk, a Moscow satellite
town. The company intends to expand production
at this site up to 700,000 m? and is trying to
find a solution of the problem at the site for the
construction of the second line.

Consumption

According to our observations, as the position
of 0SB is strengthening in the Russian market
of building materials and structures and as the
product is better recognized by consumers, the
scope of application is expanding (diagram 4).

Redecoration of rooms and premises, including
blocks of flats, is becoming an important area.
However, the consumption of 0SB is directly
dependent on the state of the construction sector
which is the main driver of demand for the boards.

Diagram 4. Volume of 0SB consumption in Russia in 1997-2014

Exports

In 2013, the 0SB exports from Russia amounted to
about 7,900 m®. The entire volume was delivered
to Commonwealth of Independent States (CIS)
countries by the Novovyatsky Ski Factory and by
rare traders. Probably, Russian manufacturers will
continue to consider the possibility of 0SB exports
to Central Asia — in the same way that producers
of chipboards and fiberboards have proceeded.

Imports

Despite 0SB production in Russia, imports continue
to meet the main demand of the consumers. In
2013, deliveries from abroad increased by 23%
to 695,000 m3 as compared to the level of 2012.
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being the devaluation of the national currency
and, as a consequence, the rising cost of importers’
foreign currency contracts. An equally serious
reason is the substitution of Russian factories’
products for imported boards.

In imports, the Kronospan group dominates,
and mainly supplies the boards from a factory
in Brasov, Romania, and from the Latvian company
Bolderaja. Other big suppliers are Egger

(a Romanian factory in Radauti), Glunz (Germany),
Norbord and Louisiana-Pacific (both from Canada).

Diagram 5. Import of 0SB to Russia
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The most expensive and high-quality boards on
the Russian market are imported from Germany.
Canadian and especially Chinese boards are
considered economy-class products. The Romanian
and Latvian products are located in the middle
price segment, where boards from the Russian
factory Kalevala compete with them.

Imports from Romania grew last year due to
an increase in the capacity of the Egger and
Kronospan factories. The latter completed an
investment project worth of 40 million euros at the

Diagram 6. 0SB imports to Russia
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factory in Brasov in September 2013 and doubled
0SB capacity to 600,000 m3. Because of that,
Kronospan partially transferred deliveries from
its Bolderaja facility in Latvia to the Romanian
company, which resulted in a reduction of imports
from Latvia.

Deliveries from Belarus and Ukraine may be
potentially attractive for Russian importers. In
2012, production was started at Krono-Ukraine,
and in August 2014, the Kronospan 0SB factory
in Mogilev, Belarus, began pilot production with

Diagram 7. Production of plywood in China in 1974-2013

Source: Customs declarations, estimates of WhatWood

an output of 300,000 m3 per year. It immediately
began searching for regional exclusive distributors
in Russia (diagrams 5 and 6).

Prospects for 0SB development

The recovering wooden house market in the US
has begun to generate high demand for 0SBs
on the North American continent. It is logical
to assume that in order to maintain sufficient
margins, the US and Canadian manufacturers of
wood boards will ship the products to the local
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Diagram 8. Housing commissioning trends in Russia
in 2002-2013
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Diagram 9. Average import prices of 0SB in Russia
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Diagram 10. Forecast of export, consumption and import
of OSB in the Russian market in 1997-2025
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consumer markets. On the contrary, the weak
pace of recovery of the economy and construction
sector in Europe do not provide an adequate
demand for boards in the local market, and sales
are made up for by the demand from Russia. It is
quite likely that this situation will last till 2018
or 2019, when another one or two large-scale
projects will be launched in Russia, with the
volume of imports gradually fading at a rate
of 1% to 3% per year. A probable scenario is
that shipments of Russian 0SB to CIS countries
(especially Kazakhstan and Uzbekistan) will
begin, as is already the case with chipboards
and fiberboards.

This scenario does not provide for the possibility
of an 0SB production boom on the Asia market,
for example in China. This can be compared with
plywood, one of the main substitute products for
0SB. In the period from 2003 to 2013 plywood
production in China increased by almost 23 million
m3 to 44.7 million m3 per year (diagram 7). If 0SB
takes root in China, the country could become
one of the biggest exporters of 0SB, including
to Russia. A prerequisite for the development of
this scenario is the emerging shortage of quality
raw materials for the production of plywood.
Chinese manufacturers are increasingly looking
for suppliers of raw materials in foreign markets,
while the volumes of planted wood so far do not
allow to fully cover the demand for raw materials.

The key driver of 0SB consumption is the
construction and repairs industry. A positive aspect
is the trend towards an increased share of wooden
houses in the total volume of construction. In
the period from 2002 to 2013, the total area of
houses built of wood rose from 2.2 million m? to
7.1 million m? (diagram 8). However, the volumes
of new housing are still significantly lower than
what was the case in the Soviet Union.

If we were to assume that several factories with
the total volume of 1.2-1.5 million m* per year
were launched in Russia within the next two to
three years, with a steady import of 600,000
700,000 m* per year, there would be a marked
increase in competition among manufacturers
for markets. In such a case, a drop in prices for
0SB in the domestic market can be predicted.

As to imported boards, the average weighted
prices of boards has been dropping since November
2013 after a peak in June 2013 ($340). By
November 2014, the price of 1 m® of OSB was
$225 (diagram 9).

One possible scenario depicting export, import
and consumption of OSB in the Russian market
until 2025 is given below (diagram 10).

WhatWood, 2014

Note: This review was written with the aid of the
“0SB Market in Russia” report that was undertaken
in the first half of 2014 and does not take into
account risks that have arisen since that time
against a background of geopolitical tension, the
strong devaluation of the national currency and a
total reduction in the growth of Russia’s economy.
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Currently, Russia's economy in general and its pulp and paper industry in particular are facing pressure

from many external and internal factors.

Fig.1, Industrial production indices
in Quarters I-III of 2010-2014, %

120

115

110

105

100

95

90 () 90,5
2010 2011 2012 2013 2014

«O» Timber processing «O® P&P| eOsManufacturing sectors

Source: RAO Bumprom

#6(2015) RUSSIAN &

According to Rosstat, the industrial production
index for the first three quarters of 2014 was
102.3% for manufacturing industries, 94.1%
for timber processing and 111.6% for P&PI (see
Fig. 1).

The industrial growth rates in the forestry and
timber sector, as in the manufacturing sectors in
general, have been decreasing over the last five
years, which indicates the ongoing stagnation of
the national industry.

The negative foreign trade balance related to
P&PI products has been increasing over the last
decade. While paper and paperboard product
consumption has been growing in Russia in recent
years, the positive trend in the manufacturing
remains insignificant, and until recently, the
growing domestic demand has been covered by
imports. With the P&PI product export tonnage
exceeding the imports twofold, the value of
imported products exceeded the export value
by $1.4 billion in 2014. It should be noted that
in 2013, the indicator was even higher at $1.6
billion. (Fig. 2)

This has become possible due to shortcomings
in the production structure in supplying the
domestic market's needs for high quality consumer
goods, in particular coated paper for the printing
industry.

The output of marketable pulp increased to 2.2
million tons in 2014, having recovered after an
output drop in 2013 due to pre-planned equipment
shutdowns at the Bratsk facility of the Ilim Group
and at the Arkhangelsk pulp & paper mill. In the
near future, marketable pulp made by the Mondi
Syktyvkar mill is expected to enter the market, as
a drying machine for over 100,000 tons of bleached
sulfate pulp has been started up.

Fig. 2. Consumption of 0SB by regions of the world in 2011-2013
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With the restart of newsprint production
by Kondopoga JSC, the startup of updated
capacities at the Koryazhma mill of the Ilim
Group, at the Kamenka paper mill and some
other facilities, the paper output in Russia
grew to 4,950,000 tons in 2014, with newsprint,
in particular, increasing to 1.7 million tons.
Cardboard output continues to grow, although
the growth rates have noticeably slowed down.
In addition, losses in pulp production have
been reduced, and the overall profit for P&PI
enterprises increased by 3.1 billion rubles in
January-June 2014.

Other important indicators are the prices and
charge rates (Fig.3).

The pulp and paper price indices lag behind the
indicators for other sub-sectors of the forestry
and timber sector, i.e. timber harvesting and
processing, and behind the price indices for
manufacturing industry products in general.
As compared to the P&PI, the prices for raw
materials, chemicals, energy, and transport are
showing priority growth rates, which results in
higher prime costs and a lower overall rate of
return for the sector's enterprises, despite the
above-mentioned production output growth.

Reviewing the financial indicators, a highly
significant issue arises — investments in the
development of the sector (Fig.4).

Unlike timber processing where the companies'
own funds make 43% of the total investment
and the investment growth exceeded 21% in
January-September 2014, in the pulp and paper
industry, with the proportion of own money
at over 80%, the investment rates dropped
by 22.6%.

Source: RAO Bumprom

Fig. 3. Industrial product manufacturers' price indices in
Quarters I-III of 2012-2014, %
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Fig. 4. Investments in fixed assets for P&PI large and
medium-sized facilities in Quarters I-1II, 2009-2014
(in adjusted prices of 2009), billions of rubles
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There are several explanations for this:

e In the first place, the low investment
attractiveness of the domestic pulp and
paper industry for reasons that are well
known (long project payback periods, climatic
conditions, lack of infrastructure, high bank
rates, tax press and the growing prime costs
of products);

e Secondly, some large investment projects in
the sector were completed in the preceding
years, 2013-2014. These are the Greater
Bratsk and Greater Koryazhma projects at the
ILIM Group facilities; the STEP project at the
Mondi Syktyvkar mill and the modernizing of
fixed assets at the Arkhangelsk, Solikamsk,
and Perm pulp and paper mills, the Kamenka
paper mill and some other facilities.

The prices of industrial product manufacturers
are noticeably behind the inflation rate, while
the natural monopoly charge rates are noticeably
ahead. The investment climate continues to
deteriorate.

In recent years, the main part of the investment
was allocated to the modernization of fixed
production assets. The modernization was
carried out by companies on the Ministry of

Fig. 5. Largest investment projects in the Russian P&PI in 2010-2014
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P&PI product types 2014 Till 2020 P&PI product types 2014 Till 2020
Pulp (cooking) 7.2 +3.9 Investment in P&PI, billions of rubles 11.8 26.3
Paper 4.9 +1.9 Raw timber consumption, millions of m* 115 +40
Cardboard 3.1 +3.4 New jobs, thousands 720 +4.5
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Industry and Trade "List of priority investment
projects in forest management" (PIP), currently
containing 122 facilities. The overall investment
provided by PIP is 428 billion rubles, of which 13
are P&PI facilities with a funding of 241 billion
rubles (Fig.5).

The increase of capacities, outputs, and consumption
of paper and cardboard in the Russian Federation
provided by the PIP meet the "Russian Forestry
and Timber Sector Development Forecast through
to 2030" prepared by the Russian specialist
community to the order of the FAO. When
developing the forecast the experts based their
assessment on the GDP growth rates predicted
by the Ministry of Economic Development
(Fig. 6 and 7).

According to this forecast, the 2030 results
would be:

e paper and cardboard, given the innovative
scenario, 25.5 million tons (with a consumption
of 20 million tons)

e given the moderate scenario, 18.8 million
tons (and 16.8 million tons)

e given the inertial scenario, 14.7 million tons
(and 13.9 million tons)

According to the innovative scenario, the paper
consumption per capita would increase from

Fig. 6. Production capacities, paper and
cardboard outputs in the RF, and scenarios
of their growth till 2030, millions of tons

54 kg/person nearly threefold. In this case,
the priority in achieving the targets should be
setting up, mostly in forest-abundant regions
of Russia, new capacities to make high-quality
paper grades, up-to-date packaging materials,
and hygienic products oriented primarily at the
domestic market.

These matters were discussed with colleagues
from the UN FAO and International Council of
Forest & Paper Associations during the Annual
Meeting and 55th Session of the FAQ Advisory
Committee on Sustainable Forest-based Industries
in St. Petersburg in June 2014. RAO Bumprom
was the sponsor of the site for this important
international event in the forestry industry.
For the first time in its national history, Russia
received such high level forestry industry experts
from around the world.

Unfortunately, despite the best laid plans, life
often takes its own course. Facing the stunted
growth of the economy, the Russian forestry/
timber sector development is steadily following
the inertial scenario, lagging behind not only
the leading countries, but also average global
indicators more and more. Today, implementation
of best accessible technologies (BAT), reducing
the material and energy consumption of
production, and wider use of waste and other
renewable energy sources are becoming the
main priority.

BIOREFINING AND BAT

New trends emerging in the world economy
have necessitated the development of industrial
biotechnologies based on renewable resources.
To achieve these goals, strategic programs have
been developed in the worldwide forestry sector,
starting from Agenda 2020 adopted in North
America 20 years ago, and up to the Russian
forest technology platform developed as part of
BIOTECH 2030. The purpose of the Russian forest
technology platform is to implement an innovative
model of development of the national forestry/
timber sector. One of its priorities is the bio-
refining of timber, that is to say, making hi-tech
products with a high added value based on the
integrated deep processing of timber resources
directly in the regions of their cultivation.

Russia has 80 million m? of low-value timber that
is not utilized. The potential of renewable energy
sources (RES) is 4.6 billion tons of conventional
fuel per year (which is five times more than all
of the country's fuel/energy resources). There
are tremendous opportunities for their use in
the energy sector, in marketable fuel production
(wooden fuel pellets) and in generator gas and
liquid engine fuel production technologies.
Diversification of production facilities should
become the next step, with stage-by-stage
transition to making high added value biochemical
products.

Fig. 7. Consumption of paper and cardboard
in the RF, and scenarios of it's growth
till 2030, millions of tons
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Fig. 7. Essential sections, promising technologies, and
expected results of the implementation of the Development
of industrial biotechnologies in the FIS segment

Production of new types of wood semi-finished products $112

and other materials
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- up to 6,000 tons/year of medical preparations

Updating of P&PI, implementation of BAT 7

- up to 2 million tons/year of new kinds of paper and cardboard
(including biodegradable ones) and products made of them

- complete changeover to bleaching without using elemental chlorine
- bringing the secondary fiber utilization rate to 55%

- reduction of specific electric power consumption per ton of product
by 30%, and water consumption, by 50%

Forest bioenergy

k3

- bringing the proportion of energy from P&PI waste to 70% of the

total consumption

- production of liquid biofuels of wood origin, up to 200,000 cu

m/year

Environmental protection; disposal of solid P&Pl waste k2

production of up to 1 million tons/year of biofertilizers for agriculture

from P&PI waste

- bioremediation and bioreclamation of dumps and slurry/sludge tanks
- implementation of integrated waste water and gas emission

treatment systems

& Number of technologies

The Russian forest technology platform, being a
form of public-private enterprise, should unite
and harmonize the efforts of the state, science,
and business to create a bioeconomy. The goal
is to provide up to 1% of Russia's GDP through
the use of biotechnologies.

To implement this plan, a "Road map for the
development of industrial biotechnologies in
the forestry and timber sector" was developed,

#6(2015) RUSSIAN &

and approved by the RF Government in June
2013. According to it, 36 new technologies are
to be implemented. The governmental program
"Industry Development and Competitiveness
Enhancement” (a subprogram of "Industrial
Biotechnologies") provides for the growth of
biotechnological product output by 23.3 billion
rubles by 2016, and by 62 billion rubles by 2020

(Fig. 7).

The development of new diversified technologies
and the outfitting of laboratories and institutes
with the necessary equipment for replica/
pilot tests will require a lot of effort, funds
and time. I believe it will be like this not only
in the implementation of the Russian forest
technology platform, but also with other
industrial platforms.

After many years of discussion of the necessity
to implement a process rationing system based on
international experience of implementation of the
best accessible technologies (BAT), amendments
to the Environmental Protection Law and some
statutory acts of the Russian Federation were
adopted on 21.07.2014. The main goal of the
changeover to process rationing is the stage-
by-stage reduction of environment pollution
by implementing BAT. The use of the process
rationing system will enable the enterprises to
evolve from an "end-of-pipe" strategy to the
strategy of "pollution prevention" at its source,
and to achieve high environmental efficiency
along with economic gains.

To implement this, several legislative and
requlatory initiatives have been provided. By
resolution of the RF Government, a package of
measures to discard inefficient technologies and
to switch to BAT has been approved. A draft
resolution of the Russian Federation Government
has been prepared for implementation of the
switchover to the BAT principles, defining the
functions and relationships of governmental
agencies coordinating the development of BAT
information handbooks. Rosstandart is appointed
as the authorized agency of the executive power
for BAT implementation.

To manage the switchover to the BAT principles,
the Ministry of Industry & Trade established
an Interdepartmental Board for switchover
to the BAT principles headed by First Deputy
Minister Gleb Nikitin. The Interdepartmental
Board has supported the initiative of pulp and
paper makers — Ilim Group, and Arkhangelsk
and Solikamsk mills to implement BAT and
switchover to the weight method of water and
air pollution recording. The whole sector's goal
for 2015 is to develop a BAT handbook and
regulatory/procedural documentation. This will
enable P&PI companies to avoid non-productive
environmental penalties.

On the instruction of the Interdepartmental Board,
a technical task team (TTT) is being built, with
representatives of federal executive authorities,
research facilities, public organizations, and
industrial companies on its list. The functions
of the TTT are data collection and analysis to
select a BAT technology, and development and
updating of a BAT handbook.

Also, a BAT board is being formed, to coordinate
the activity of TTT, manage the expert assessment
of the BAT handbook developed by TTT, and submit
the developed handbook to the authorized body,
i.e. Rosstat.

With regard to the opinions of companies/
enterprises, RAO Bumprom has submitted its

proposals for the namelist of TTT for the pulp
and paper industry.

The implementation of BAT will require sizeable
funds. Article 17 of the Federal Law "On
amendments to the Federal Law "On Environmental
Protection" and to some statutory acts of the
Russian Federation, provides for measures of
governmental support to activities aimed at the
implementation of BAT and other efforts to reduce
negative environmental impact. However, the
regulatory documents have not been developed
until now.

ADVANCED DEVELOPMENT ZONES

In the entire 25-year period of economic reform of
the Russian forestry and timber sector, not a single
pulp and paper mill was built on a separate site.
The main reasons are the ill-considered investment
policy and problems with accessibility and cost
of long-term construction loans.

Finally, in 2014 the Government started setting up
mechanisms to support such investment projects.
For this purpose, a law on advanced development
zones (ADZ) is currently being prepared, which
provides for a maximum favorable mode for the
regions' economic potential development. TDZ
is a part of a region with special modes of legal
activities. Such areas provide the best competitive
conditions to their residents.

The changeover of P&PI to a process rationing system

based on BAT will help to:

e achieve a high economic efficiency of production, get additional economic gains, and have
the domestic P&PI products certified, which will enhance their competitiveness;
e reduce the level of gross and specific discharges and emissions of pollutants, and to reach the

rated figures step by step;

e reduce the prime cost of products by using energy and material saving solutions and by cutting

operating costs;

e improve the finished product quality, and thus increase the profit from their sales.

When working out the law, the best practices
of countries with high paces of development
(China, South Korea etc.) were studied in regard
to the legislative and tax domain. The package
of measures to build such TDZ includes:

e Infrastructure building using budget funds.

® Broad tax preferences granted.

e Faster VAT refunding mechanism; lower land,
property etc. tax rates.

¢ No administrative barriers for business.

The start of activities of such a TDS in the Far
East is already planned in 2015. After two or three
years of operation under the new conditions, the
law will be extended to Russia's northern regions.

Summing up, I would like to say the following.
There is a growing understanding in Russian
governmental circles that the existing situation

in the Russian economy and the forestry and
timber sector in particular, has to be radically
changed. Certain actions have already been
taken and now a great deal depends on
the business community, on their ability to
consolidate their efforts and develop a common
stance on several strategic issues. The time
has come to take stock. Governmental support
for the programs and the will of business to
undertake their practical implementation
must become priority issues. Only then will
the forestry sector really become a sector of
the economy that conforms to the concept of
sustainability and adopts a form of up-to-date
environmental-friendly production.

Vladimir A. CHUIKO,
Chairman of the Management Board,
RAO Bumprom
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The €30 million large-scale pulp dryer project for the production of softwood market pulp at Mondi
Group’s Syktyvkar mill was completed in 2014.

The official opening ceremony on November,
19th was attended by representatives of Komi
Republic Government and Mondi leaders.

The estimated 100 visitors of the event included
customers, partners and contractors who had
been involved in the project implementation,
as well as members of the project team and
journalists from the Russian trade press and
local media representatives.

“We are proud of Mondi Syktyvkar's 45 year
heritage in the Komi Republic of Russia. Our

#6(2015) RUSSIAN &

new pulp dryer project illustrates Mondi’s
continued commitment to ensuring the success
of the mill for years to come,” concluded Peter
Orisich, CEQ of Mondi Uncoated Fine Paper, at
the opening ceremony.

The pulp dryer allows Mondi Syktyvkar to
produce more than 100,000 tonnes of a
new bleached softwood market pulp called
KOMICELL, which is FSC® certified and produced
without elemental chlorine (ECF). The FSC®
chain of custody certified product is ideally
suited to meet the needs of national and

international packaging, tissue, and newsprint
industry customers. Together with the proven
supply chain capabilities, Mondi Syktyvkar is
looking forward to fulfilling its customer
requests — on time and in full.

Softwood pulp is the most valuable fiber
material in paper production.

It mainly consists of long fibers that can be
used with short-fibered materials (mechanical,
hardwood, straw and cane pulp) in paper
production and can also be used on its own.

mew Pulp Dryer at Mondi Syktyvkar i

Mondi Syktyvkar is implementing a large-scale project to rebuild the waste water treatment plant.
The investment into the first two stages of this project amounted to approximately EUR 12 million.

“Mondi Syktyvkar invests in the development
of the mill every year with a particular focus
on environmental measures, including those
aimed at protection of water resources of the
region. The rebuild of the waste water treatment
facilities will increase their efficiency, improve
occupational safety and quality parameters of the
waste water,” said Klaus Peller, Mondi Syktyvkar
Managing Director.

During the first stage the company upgraded the
aeration tank Ne¢ 3, the secondary clarifiers N
4 and Ne 7, completed the construction of the
mechanical waste water treatment plant station
and the mixing chamber.

Currently the modernization of the aerator
is completing. The second stage encompasses
upgrading the aeration tank N2 4, three secondary
clarifiers, and activation of buffer capacity. The
third stage of the waste water treatment plant
rebuild project is under development.

“The mill has taken another step forward to
further improve the environmental situation in
the capital of the republic and most directly in
Ezhva district by starting up the mechanical waste
water treatment plant,” said Ivan Pozdeev, Head
of Syktyvkar Administration.

“Discharge of insufficiently treated waste waters
affects water ecosystems, and has an impact
not only on the environment, but also on the
sanitary conditions of communities. Realizing

the importance of this issue, Mondi Syktyvkar
makes major efforts to improve its environmental
performance. I am sure that this project, which by
the way can be easily called a social one, will bring
only positive results,” noted Pozdeev.

The official opening of the new mechanical waste
water treatment plant took place on March 3rd, 2015.
Managers of Mondi Syktyvkar, managers of municipal
administrations, representatives of environmental
authorities and regional mass media participated
in the event which is of great importance for public
utilities of Syktyvkar and Ezhva.

The waste water treatment plant at Mondi Syktyvkar
is a complex of production units and processes.
Through the plant over 80 million cubic meters of
water pass annually, whereof 30 percent is taken by
municipal waters of Syktyvkar, Ezhva district and
the Northern industrial hub (including effluents

of the poultry factory in Zelenets and municipal
waters of the Vylgort settlement).

In addition to being mechanically treated with
the sand, coarse wastes and other minerals,
waste waters coming to Mondi Syktyvkar are also
biologically treated with organic compounds by
means of “active sludge” consisting of organic
feeding microorganisms. To maintain their
performance continuous oxygenation of waste
waters is required. This is provided by special
membrane aerators feeding air to special vessels
(aerotanks) where active sludge is also supplied.
At the biological waste water treatment plant 8
aerotanks are in operation. Secondary clarifiers
represent the final stage of biological treatment
where water is clarified (separated) from the sludge.
The separated sludge is sent back to aerotanks for
treatment of waste waters.

The waste water treatment plant at Mondy Syktyvkar

Mondi Syktyvkar and the Government of the Komi Republic

extend cooperation on social and economic partnership for 2015

Mondi Syktyvkar and Government of the Komi Republic have renewed their social and economic

partnership agreement for 2015.

Mondi invests RUR 46 million for support and
development of 8 Komi districts involved in
company activities, including Ezvha.

The official document was signed by Klaus Peller,
Managing director of Mondi Syktyvkar, and Vladimir
Tukmakov, Chairman of the Government of the Komi
Republic. “Although Russia is facing a challenging
economic situation, we have found a way to
continue to offer financial support to the district.
The agreement for voluntary support is important
to us and is part of our company’s approach to
considering the needs of local communities around
our operations.

Over 60 percent of the mentioned amount will
be spent on creation of new work places in the
regions of the republic. The remaining amount will
be used for social infrastructure development,” said
Klaus Peller, Managing Director, Mondi Syktyvkar,
at the signing ceremony.

According to Vladimir Tukmakov the investment
distribution mechanism has been updated in the
agreement. “Part of the amount will go directly
to municipalities, and the other part will go to
the budget of the republic.

This funding is dedicated to the development of
small and medium business, and will be forwarded
to regions accordingly. Such a support on the
republic level will allow increasing of funding
allocated for the same purposes from the federal
budget. We will achieve this positive effect based
on the correction of the funding allocation
scheme”, explained Mr. Tukmakov.

Besides the financial support, the agreement
also stipulates indirect support measures, such
as allocation of health facilities vouchers to
municipalities targeted to improve the social
wellbeing and health of local residents.

Klaus Peller and Vladimir Tukmakov
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Mondi Syktyvkar supported the Ski Masters World Cup

Mondi Syktyvkar announced continued financial support for the Masters World Cup in cross country
skiing. In 2014 the funding amounted to RUR 41.5 million, which enabled the construction of a
training facility to serve as a gym for athletes to train for the competitions. Later, the facility will
be used as a gym for representatives of guest teams arriving for competitions.

“The Masters World Cup in cross country skiing
is a large-scale event, with many athletes
participating. It shows that people try to
pay more attention to physical exercise and
sports, and consequently to improving their
overall health. We are happy to support healthy
lifestyle initiatives, both in and outside the
company,” said Klaus Peller, Mondi Syktyvkar
Managing Director.

“The cooperation with Mondi Syktyvkar started
long before the World Cup was planned.

The Komi Republic Ski Federation concluded a
long-term agreement with Mondi according to
which RUR 5 million are allocated annually for
skiing development in the region,” said Nikolay
Gordeyev, Director of the center for athletic
instruction and selection teams in Komi.

These funds are dedicated to supporting the
preparation of leading Komi skiers to the 2018
Olympic and Paralympic Games in Pyeongchang.

The Masters World Cup was held from 14 - 20
March 2015 near Syktyvkar in the regional ski
center named after Raisa Smetanina. Almost
900 skiers aged 30 to 91 took part in the
competition, with 75% coming from Russia.
Komi had a strong showing, with 117 out of

a total of 682 Russian participants coming
from the region - making up roughly 17% of
the Russian delegation. 212 foreign athletes
representing Kazakhstan, Belorussia, Estonia,
Sweden, Norway, Switzerland, Austria, Denmark,
Canada, the USA, Australia, Germany, France,
Spain, and Italy applied for participation. The
Finnish team was the biggest among other
foreign teams with 38 people.

Mondi Syktyvkar supports school forestries in Komi

Mondi Syktyvkar continues to support development of school forestries in the Komi Republlc.
In 2013 the company allocated 5 million rubles for their restoration. At present 43 school forestries
are operating in the region and this tendency is spinning up.

At the end of January 2015 the delegation of
specialists from Mondi Syktyvkar visited the school
forestry in Kortkeros.

“We are glad that we can support school forestries.
Children from the regions of the republic gain
practical skills on environment protection and
reforestation, learn more about flora and fauna
of Komi. It helps to foster responsibility and care
of the natural habitat - forest, as well as interest
and respect 