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Bridge across the Don - a strategic
pathway from China to the EU?

Donskoy Tabak is in the news again. The Chinese tobacco industry has become its strategic partner,

but what are its goals in this co-operation? There are many speculations, but no hard and fast

answers, as Donskoy Tabak shies the press.

A fter reports in late 2011 that DT
was possibly being prepared for
sale, the top management of the

company attempted to dispel those sus-
picions by reporting periodically about
the company's achievements in the Rus-
sian and foreign markets. Thus DT in-
creased cigarette shipments to 32.8 bil-
lion pieces in 2011, up 22 per cent on
2010, the media office of the company
said. An impressive result against a back-
ground of the stagnating indicators of
competitors. The increase, however, is
explained with sales of the range of the
Nevo Tabak factory from St Petersburg
which Donskoy Tabak had taken over in
2010. Interestingly enough, Nevo Tabak
manufactured 7.5 billion to 8.1 billion
cigarettes a year in 2007-2009 and 4.7
billion in 2010 prior to the takeover. If
Nevo Tabak sales are simply added to
the output of the Rostov-on-Don factory
in 2010 (27 billion pieces), their aggre-
gate result is supposed to be about 35
billion cigarettes in 2011. It turns out
that performance is actually down for
DT. This is if figures are taken in volume
terms. In value terms, everything is
quite optimistic, but that is thanks to the
Finance Ministry which raises excises
by 30-40 per cent annually.
What Donskoy Tabak did succeed in is
export. In 2011, the company exported
over 3 billion cigarettes and was second
only to BAT among exporters. The pub-
lished results for the first quarter of
2012 (over 0.9 billion) already ensured
leadership for the Rostov-on-Don fac-
tory in that area. At least, they are cer-
tain of that. It is important to keep in
mind that although the company men-

tions 40 countries to which its products
are exported, the main destinations are
markets that act as sources for supply-
ing the EU through illicit channels, with-
out payment of the European excise. Be-
sides Transnistria and Abkhazia where
there are virtually no controls of sales of
tobacco products, DT supplies the Uk-
rainian market according to the classical

ready enables smugglers to earn from
the most popular range of Donskoy
Tabak. The Rostov-on-Don factory does
nothing criminal formally, just like, for
instance, Baltic Tobacco Factory in Ka-
liningrad or Neman in Grodno, Belarus.
In the meantime, supplies of cheap
whites to the EU grow steadily. A re-
cently published study by KPMG regis-

"cheap whites" scheme. A certain quan-
tity within a wide range is supplied in
accordance with all requirements of
both the country of the exporter and
that of the importer (in this case Uk-
raine), so local sellers could have the
required copies of legal documents, and
then, through the semitransparent and
very lengthy border between the Rus-
sian south and Ukraine, the market is
flooded with the same brands but im-
ported without payment of Ukrainian
taxes. Today the difference between
the excise rates in Russia and Ukraine al-

tered another record in the delivery of
such products to the EU (the leader is of
course Jin Ling, but products of Dons-
koy Tabak also have a decent place).

Export capability might be key

It is quite likely that the export capabil-
ities of DT in Europe played a key role in
the negotiations between the owner of
Donskoy Tabak, Ivan Sawidi, and the
top management of the Chinese state-
owned company Hongta which took
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place in China in early May. Interest-
ingly, it was the Chinese side that an-
nounced the agreement reached,
whence it became widely known in
Russia too. The Rostov-on-Don factory
kept silent and admitted that the agree-
ment existed only under pressure from
the press. The substance of the agree-
ment is that the Rostov-on-Don factory
will manufacture up to 2 billion Chinese
cigarettes under licence from Hongta.
These will be marketed in the value and
premium segments and distributed
through Donskoy Tabak channels. The
Chinese side will supply raw materials.
The agreement is a big success for the
Chinese side because the two earlier at-
tempts at entering the Russian market
under agreements with Philip Morris In-
ternational and JT International can
hardly be called very successful: sales of
Chinese brands (Dubliss and Golden
Deer respectively) have been rather
small and further development of the
project has been hampered by the de-
sire of the partners to be allowed into
the Chinese market. Unlike the multi-
national companies, Donskoy Tabak did
not demand that the Chinese partners
should allow it into China. On the
contrary, it was able to offer them both
Russia and a distribution channel lead-
ing to Europe...
Observers in Russia assumed at once
that the matter would not be limited to
production under licence and the fac-
tory would be sold to China National To-
bacco Corporation (CNTC) represented
by one of its subsidiaries (e.g. Hongta).
DT itself fuelled the speculation by an
announcement made in late July about
turning into a closed joint-stock com-
pany from an open joint-stock one,
which simplifies the legal details of sell-
ing a company a great deal, and about
giving the Chinese partners access to
management of the Donskoy Tabak dis-
tribution system. The interest of the
eastern friends in the ins and outs of the
new partner's sales is quite understand-
able. Even in China they are most likely
to be informed that the two leading Rus-
sian tobacco distributors do not deal in
DT products, so they were curious to
learn how sales work. In response to the
demand to allow Chinese managers into

the sales office, DT sug-
gested that they should
participate in financing
the distribution system.
This is the only rational
explanation for the deci-
sion of the Chinese
partners to finance the
purchase of petrol for the
distribution of Rostov-on-
Don cigarettes, partial
payment for the depreci-
ation of the vehicles in-
volved, and the payroll of the DT sales
system. The DT management assures
that there is nothing behind this: it is
just that the Chinese partners want to
invest in these assets, but this is hard to
believe. More likely, this means gradual
transfer of the entire sales system to the
Chinese side. It would be strange to
transfer the entire sales system to a
partner which supplies this system with
only 6 per cent. It is more logical to as-
sume that control of sales will sooner or
later be followed by the remaining 94
per cent of production.
Donskoy Tabak officially denied this
guess in a special press release dated 3
August. By the way, DT does not say
what specific Chinese company will be
involved in sales. In fact, the DT man-
agement tries to avoid talking to Russian
nationwide business or specialist pub-
lications, giving press conferences to a
small circle of loyal local journalists.
Such clumsy management of publicity
may play a trick on the company. It is al-
ready obvious, for instance, that DT por-
trays itself in a better light for the Chi-
nese side (as much can be inferred from
translated Chinese articles) than that in
which it is known in Russia. For ex-
ample, the production of 40 billion ciga-
rettes or a Russian market share of 8 per
cent as stated for the Chinese partners,
are not true (see above) and the
partners will learn about this sooner or
later.

Be that as it may, the Chinese side's in-
terest in the Donskoy Tabak sales sys-
tem is very characteristic and the DT ex-
port achievements are the most interest-
ing and promising bonus for expendi-
ture on petrol. Absence of a common
border with the EU makes it impossible
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to implement direct ex-
pansion of CNTC into Eu-
rope according to the
"cheap whites" scheme
which is just as efficient
for the manufacturer as it
cannot be blamed upon it
from a legalistic point of
view. The licence agree-
ment with Donskoy
Tabak and, in the future,
the acquisition of the en-
tire factory apparently

give the Chinese tobacco monopoly
such an opportunity.

Speculation about strategy

Has CNTC any other potential interests
in the Rostov-on-Don factory that could
better explain such rapid development
of the project? Perhaps the Chinese
partners are interested in the Russian
market proper? The state of affairs with
the regulation of tobacco sales in Russia
is an argument against this. All methods
to promote tobacco products, including
their display in showcases and sales
through small retail outlets (more than a
half of points of sale for cigarettes
today) may be banned as soon as 2013.
In these conditions, marketing a new
brand becomes extremely difficult and
marketing a brand with a hard-to-pro-
nounce Chinese name is altogether im-
possible. The only way to start selling a
new brand will be selling it dirt cheap,
but this is not planned, according to
statements by both sides. It is so far un-
clear if such a tight law is passed before
2013, but the situation with excises is
quite clear. The difference in the rates
for cigarettes in Russia and China will
not be significant enough in the next
few years to implement the cheap
whites scheme for Russia on the basis of
the huge border with China. In other
words, this is no reason to invest in pe-
trol for the Rostov-on-Don lorries either.
Preparations for bringing Chinese ciga-
rettes to the European market with the
help of the existing and future capabil-
ities of Donskoy Tabak appear to be the
most likely after all.
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