European economic situation deteriorates

The economic outlook in Europe has deteriorated rapidly and alarmingly in recent weeks. The
following quote from the latest edition of the Economist is typical of current media coverage in the
region:

"First Greece; then Ireland and Portugal; then Italy and Spain. Month by month, the crisis in the euro
area has crept from the vulnerable periphery of the currency zone towards its core, helped by denial,
misdiagnosis and procrastination by the euro-zone’s policymakers. Recently Belgian and French
government bonds have been in the financial markets’ bad books. Investors are even sniffy about
German bonds.

“Worse, there are signs that the euro zone’s economy is heading for recession, if it is not there
already. Industrial orders in the euro-zone fell by 6.4% in September, the steepest decline since the
dark days of December 2008. A closely watched index of euro-zone sentiment, based on surveys of
purchasing managers in manufacturing and services, is also signalling contraction, with a reading of
47.2: anything below 50 suggests activity is shrinking. The European Commission’s index of consumer
confidence fell in November for the fifth month in a row".

Slow buying of bangkarai decking in Europe

According to the latest issue of EUWID, the Germany-based wood trade journal , central European
importers were holding relatively high stocks of bangkirai decking at the end of the 2011 summer
season and have therefore been off-loading these at below replacement value. This situation has
arisen partly due to shipment delays which led to significant volumes of bangkirai decking scheduled
for June arrival not reaching Europe until October or even early November. Economic uncertainrty
combined with the existing surplus has dampened interest in new orders for the 2012 season.

EUWID also reports that CIF euro prices for Malaysian meranti window scantlings have been rising
throughout 2011 and are now 20-25% higher than the start of the year. This is due to the rise in the
dollar value against the euro combined with limited supplies of roundwood in South East Asia. Prices
are now at such a level that European manufacturers are actively looking for substitutes.

On the other hand, according to EUWID, the supply situation is less tense for meranti lumber with
currently available supplies still higher than existing weak demand. Falling freight rates and slightly
lower FOB USS prices offered by Malaysian exporters have helped to offset the impact of the
weakening euro to keep CIF euro prices relatively level for European importers.
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European furniture consumption weakening in 2011 after a decent rise last year

Last year, the value of EU furniture consumption increased 4% to €76.2 billion, supporting a 2%
increase in production and a 21% increase in imports from countries outside the EU (Table 1).
However signs are that furniture consumption is slipping back again during 2011 as economic
uncertainty has mounted.

Table 1: EU-25 and Member State furniture production, trade and
consumption 2005-2010, € billion

| 2005 2006 2007 2008 2009 2010
Production
EU 25 TOTAL 74.85| 77.80 81.47| 81.51| 71.07| 72.82
Italy 19.84| 19.31| 19.83| 19.80| 19.99| 20.29
Germany 13.28| 14.35| 14.95| 15.13| 13.08| 13.33
UK 8.60f 8.66| 9.00/ 7.58| 599| 6.25
France 5.87| 6.00f 6.30/ 6.09| 558 5.55
Spain 7.39( 7.76/ 7.89| 6.87| 491| 4.70
Poland 3.91| 446 5.32| 5.03| 428 4.63
Exports
EU 25 (to non-EU) 8.57| 9.42| 10.48| 11.62| 9.22| 10.21
Italy 8.07| 8.53| 9.16| 9.32( 7.29| 7.75
Germany 498| 5.70( 6.56| 8.13| 7.01| 7.5
Poland 3.47( 3.75| 4.23| 5.77| 492 5.70
France 166/ 1.81| 1.99| 239 195 1.73
Czech Republic 0.54| 0.57| 0.64| 1.70| 1.38| 1.62
Sweden 1.37 1.54 1.66| 1.70| 1.43 1.59
Denmark 2.09| 2.09| 2.12| 1.82| 149| 1.49
Imports
EU 25 (from non-EU) 8.99| 10.16| 11.75| 13.04| 11.20| 13.57
Germany 5.35| 5.49| 5.74|, 8.32| 7904 8.96
France 421 439 499| 593 5.23| 5.78
United Kingdom 492| 522 560/ 5.63( 4.38) 5.04
Netherlands 1.98| 2.08| 237 2,55/ 2.18| 2.37
Spain 159 162 212 264 191 2.26
Belgium 1.75| 1.81| 206 242 208 2.10
Italy 1.19 1.35 1.64, 1.83 1.54| 1.78
Apparent consumption
EU 25 TOTAL 75.27| 78.53| 82.74| 82.94| 73.05| 76.18
Germany 13.65| 14.14| 14.14| 15.32| 13.97| 14.74
Italy 12.96| 12.13| 12.31| 12.31| 14.25| 14.32
UK 12.48| 12.76| 13.46| 12.17| 9.61| 10.45
France 8.41| 8.58| 9.30| 9.64| 8.86| 9.59
Spain 7.72 8.17, 8.64, 8.01| 558 5.70
Netherlands 2,721 2.77| 3.11| 3.32| 2.72| 2.67

Notes:EU-25 data excludes intra-EU trade.

EU Member State data includes intra-EU trade

Source: Eurostat/Prodcom Nace Ref 2 - 31000000 series of furniture code
http.//epp.eurostat.ec.europa.eu/portal/page/portal/prodcom/data/database

European manufacturers and brands continue to dominate the European furniture market. Last
year, European furniture production was valued at €72.82 billion and domestic manufacturers
accounted for well over 80% of the value of products supplied to the EU. This partly reflects strong
consumer loyalty to European brands in some EU countries, combined with strong technical, design

By Forest Industries Intelligence

30 Nov 2011 2|7
For ITTO Market Information Service



https://www.forestindustries.info/
https://www.itto.int/market_information_service/

and marketing skills, particularly prominent in the major German and Italian furniture sectors.
Together these two countries account for nearly half of all furniture produced in the EU.

Another factor limiting market opportunities for furniture suppliers outside the EU is fragmentation
of retailing activities in many European countries. This greatly complicates the process of identifying
buyers and marketing products. Domestic furniture manufacturers also benefit from their natural
proximity to consumers, a factor which, if anything, has become more significant in these times of
tight stock control and just-in-time trading. Proximity to the customer is particularly important in
Europe’s large contract furniture sector involving supply of bespoke products and services, mainly to
the hospitality sector (hotels, restaurants and bars) but also to the office, health, education, airport,
and marine sectors. The contract sector accounts for a very significant share of all furniture demand
in most European countries. In the UK for example the contract sector is believed to account for 30%
of furniture sales.

Despite these obstacles, the value of furniture imports into the EU from outside the region increased
by 21% last year to reach €13.57 billion, with particularly strong growth in imports from China,
Vietnam, Indonesia, and Malaysia. Table 2 provides more detailed information on recent trends in
EU imports of wood furniture from outside the region. It highlights that after the significant decline
in the value of imports in 2009, imports of wood furniture rebounded strongly by 17% in 2010 to
reach nearly €5.8 billion. EU wood furniture imports rose strongly last year from China (+28%),
Vietnam (+15%), Indonesia (+15%), Malaysia (+10%), Thailand (+10%) and India (+15%). This strong
rebound in imports was evident in all the major EU consuming countries including the UK, Germany,
France, Netherlands, Belgium, Italy and Spain.
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Table 2: EU-25 imports of wood furniture, annual 2006-2010, Jan-Jun 2010-2011

Value (€ million)

Roundwood equivalent volume (1000 m3)

Year Jan-Jun Year Jan-Jun

2006] 2007| 2008] 2009] 2010| 2010/ 2011| 2006 2007] 2008] 2009] 2010| 2010/ 2011
By major supply country
China 2159| 2813| 2788| 2355| 3025| 1491| 1322| 2619| 3547 3501| 2946| 3455| 1700| 1589
Vietnam 473 560 585 469 539 340 314 610 729 763 565 617 393 364
Indonesia 552 570 481 378 434 254 202 627 653 533 450 454 263 210
Malaysia 304 343 296 264 291 160 127 436 507 485 423 419 236 187
Brazil 250 262 234 198 190 97 73 400 434 388 332 294 155 112
Turkey 118 139 162 163 164 80 86 136 160 173 194 195 94 98
Norway 170 170 166 140 156 84 73 33 36 36 30 32 17 14
Thailand 138 151 139 131 143 71 67 144 164 164 152 158 75 86
Switzerland 200 206 205 154 142 68 69 231 246 230 178 139 66 62
India 154 178 157 120 138 68 64 214 245 206 175 177 92 77
Other 716 769 679 550 558 286 277 866 898 868 722 685 355 326
Total 5234| 6161 5892| 4922 5780, 2999| 2672| 6316, 7619 7346/ 6167 6625/ 3446| 3126
By EU Member State (includes only imports from outside the EU)
UK 1679| 1958| 1707| 1445| 1675 861 756| 1832| 2249| 2033 1701, 1718 905 822
Germany 584 707 790 794 967 494 476 766 919 966( 1001 1132 570 556
France 624 733 727 633 816 418 400 778 937 914 798 976 499 477
Netherlands 344 412 435 391 459 235 207 416 475 502 455 498 257 220
Belgium 222 258 281 223 282 155 137 268 318 347 284 326 177 164
Italy 328 366 347 251 280 150 138 517 572 532 368 378 206 190
Spain 362 410 346 221 274 147 111 485 560 475 313 355 189 150
Denmark 298 324 289 216 257 140 99 244 295 295 207 244 134 95
Sweden 199 245 232 166 200 101 90 224 274 271 194 213 107 98
Austria 71 84 90 102 99 49 53 98 116 116 147 135 66 68
Greece 96 145 143 98 90 53 34 126 194 192 138 112 64 44
Poland 60 92 117 82 81 37 34 93 147 185 137 125 59 53
Ireland 169 177 125 69 61 33 24 189 207 144 83 70 38 30
Other 197 249 263 230 241 127 111 280 358 375 341 344 176 160
Total 5234| 6161 5892| 4922 5780, 2999| 2672| 6316, 7619 7346/ 6167 6625/ 3446| 3126

Source: Fll Ltd analysis of Eurostat data supplied by BTS Ltd

However, as austerity has begun to bite and other signs of economic strain have emerged in Europe
during 2011, EU imports of wood furniture have weakened again in 2011. In the first 6 months of the

year, the value of imports fell by 11%. Imports were down from all the major supply countries

including China (-11%), Vietnam (-8%), Indonesia (-20%), Malaysia (-21%) and Brazil (-24%). As with

the upturn, the downturn has been almost universal across all EU Member States.

Unfortunately the trade data does not allow for any reliable separation of furniture into exterior and

interior products. In the past, tropical countries have dominated markets for weather-resistant

exterior furniture products, while temperate countries have dominated markets for interior

furniture products where diversity of look and grain is more important. This simple division has been

breaking down rapidly. Tropical countries like Vietnam, Indonesia and Malaysia have increasingly

diversified into interior furniture products. This trend has been driven by a combination of tightening

supply and rising prices for tropical hardwoods and the competitiveness of South East Asian
countries able to draw on relatively low labour costs and traditional wood-working skills.

Originally, most interior products supplied to Europe by South East Asian countries were based on

local plantation timbers, notably rubberwood. However, these countries are now importing

increasing volumes of temperate hardwoods, from both Europe and the United States, for

manufacture and re-export of interior furniture.

Product innovation increases pressure on tropical hardwood garden furniture
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Meanwhile, the growing expense and rarity of good quality tropical hardwoods suitable for exterior
furniture, combined with the environmental concerns of European retailers and innovations in other
material sectors, has meant tropical hardwoods have continued to lose share in the European
garden furniture sector.

This is well illustrated by a recent report on new trends in European garden furniture contained in
the latest issue of World Furniture published by CSIL, the Italian furniture research organisation
(http://www.worldfurnitureonline.com/). There is no mention of tropical hardwood in the report

which instead focuses heavily on new High Density Polyethylene (HDPE) fibres which allow
manufacturers to design furniture suitable for all weather use. This synthetic rattan is typically
woven onto a lightweight metal structural frame and is available in a multitude of colours and
weaving patterns. The article claims that HDPE is non-toxic and recyclable and that it also offers high
Grey Scale ratings (low rate of colour loss due to weather exposure).

The article also highlights the development of new products based on “recycled and recyclable”
materials, for example combining hemp fibre, specially treated against UV radiation, with stainless
steel tubing which is “electrolytically polished” to remove surface ferrous particles and ensure
increased resistance to atmospheric corrosion. These products may be designed to ensure that all
components can be fully disassembled, thus simplifying the recycling process and helping to reduce
the environmental impact.

While it may be little consolation to wood producers, many of these products supplied into Europe
are also now manufactured in South East Asia.

Large retailers increasingly dominate the UK furniture sector

The latest edition of CSIL’s World Furniture magazine provides commentary on other key trends
impacting on Europe’s furniture sector. A special article on the UK furniture retailing sector
highlights that major structural changes are underway.

While the UK imports large volumes of furniture from Germany, Italy and Poland, relatively high
levels of consolidation in the retail sector has been a major factor behind the UK’s emergence as by
far the largest importer of furniture from countries outside the EU, particularly China but also
including Vietnam, Indonesia and Malaysia. World Furniture reports that UK imports from Germany
and Italy have generally been declining in recent years, while imports from China, South East Asia
and Poland have tended to rise.

According to World Furniture, the UK market remains tough with little or no growth this year. 2011
has seen some significant bankruptcies in the furniture retailing sector. In May 2011, the Focus DIY
group, with 178 stores and a turnover of €524 million has been the largest retail bankruptcy in the
UK this year. It was closely followed in June by national furniture retailer Habitat which operated a
network of 30 stores around the country. Most recently, the Homeform Group has also gone into
administration, and is trying to sell its Moben and Dolphin brands in an effort to save its Sharps and
Kitchens Direct businesses.
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The structure of the UK furniture sector is now shifting, says World Furniture. Smaller independent
furniture retailers have suffered the most during the recession, while larger retailers have continued
to increase their dominance. This includes department stores led by Home Retail Group, Marks &
Spencer and The John Lewis Partnership, furniture retailer chains like IKEA and Furniture Village,
together with kitchen specialists like Magnet, Harvey Jones and Moben, and upholstery specialists
like DFS and Reid Furniture. Buying groups are also becoming increasingly important in the market.

Large DIY retailers like B&Q and Wickes, more concentrated now following the collapse of Focus, are
also playing a more important role in the market, particularly at the bottom end and in the garden
furniture segment. However, according to World Furniture, the fastest growing segment is mail
order business, much of which is controlled by existing dominant retailer brands through their new
direct sales divisions.

German furniture demand remains bouyant

The latest edition of World Furniture also highlights that Germany has been one of the few bright
spots in Europe’s furniture sector this year. Furniture production is expected to be up 5% overall in
Germany this year, with particularly large increases in office furniture production (+22.8%) and shop
fitting (14.9%). Most other sectors are forecast to record production growth of between 4% and 6%
this year, with only the upholstered furniture sector giving any cause for concern. German import
and export flows are also expected to remain positive for 2011 as a whole.

Interaction between European and Chinese furniture sectors

Nowadays, no review of the furniture sector in any part of the world would be complete without
mentioning China. An interesting dynamic is emerging between China, the world’s largest furniture
producer and exporter, and Europe which still plays host to the world’s largest and most innovative
furniture design community and most desirable furniture brands.

In the early days of China’s efforts to penetrate the European furniture sector, manufacturers were
seemingly content to focus on a volume-driven rather than a product-and-design-driven industrial
strategy. The early emphasis was on contract manufacturing, mainly at the lower end of the market,
rather than on own-brand furniture manufacturing. However, there has been growing recognition
amongst Chinese manufacturers that this will lead to progressive loss of competitiveness as the
barriers to entry in contract manufacturing are relatively low and there will always be opportunities
for manufacturers in lower-cost locations to take market share.

Therefore, as labour and other costs in China have been gradually rising, the future growth of the
Chinese furniture industry is closely tied to its penetration of the middle range. According to World
Furniture, this is now beginning to happen. Many of China’s leading firms (Kuka for upholstered
furniture, Matsu for office furniture, Oppein for kitchens) today use a combination of Chinese, Asian
and European designers for their own production. They are also introducing first class technologies
into all the major furniture districts.

Another factor affecting the dynamic between European and Chinese firms is the beginnings of a
“reversal in trade”. No longer is it just about Chinese furniture firms increasing penetration of the
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European market. It is also about European firms taking a share of the potentially vast opportunities
emerging in China’s domestic market. The recent revaluation of the Remimbi (from a rate of 10 to
the Euro, to the current 8.5) is beginning to make Chinese exports more difficult and imports more
accessible. Rising income and emergence of a new middle class of consumers means that China is
becoming more interesting for European furniture players.

According to World Furniture, German and Italian producers of high-quality brand-name furniture
are becoming more engaged in selling to China. They now face the difficult choice between
exporting to China and producing locally. Some firms have failed in their attempt to produce locally
(e.g. Decoro) or have chosen to sell to third parties (Faram). Others have been more successful, for
example Natuzzi has become one the best-selling brands in China, while Colombini which specialises
in children’s furniture now has almost 100 sales outlets in China.

Russia to accede to the WTO in 2012

The World Trade Organization finalised terms for Russia's membership in early November, which
should enable it to gain final approval from WTO trade ministers at a meeting in December and to
join the body early next year. To gain admittance, Russia had to bring its own laws into line with
WTO rules and satisfy the 153 existing members that it is committed to enforcing WTO standards.

The accession agreement states that the tariff ceiling for imports of wood and paper products into
Russia will be reduced from the current level of 13.4% to 8%. In the long term, this is expected to
provide new opportunities for suppliers in other countries to develop sales in Russia.

However, a more immediate and dramatic effect of WTO accession may be to liberalise Russia’s log
exports. Russia was formerly a key source of raw logs, mainly softwood, to the international market.
This changed when Russia increased its wood export duties in 2006 from 2.5 euros ($3.3) per cubic
meter, reaching 15 euros in 2008. Russia’s log exports fell from 51.1 million m3 in 2006 to only 21.4
million m3 in 2010. Following Russia’s accession to WTO, export tariffs are expected to be
progressively cut on birch and aspen logs by 75% and on spruce and pine logs by 50%.

In the European market, this move is expected to have a particularly dramatic effect on log supply to
the pulp and paper sector in Scandinavia. Scandinavian companies imported around 12.3 million
cubic meters of Russian logs in 2008, but with imposition of the export tariffs these imports halved
the following year and stood at 7.3 million cubic meters in 2010. This had a particularly profound
effect on the Finnish industry which subsequently announced closures of 10 paper and pulp mills
and reduced overall production by nearly a fifth in 2007-10.

Russia's accession to the WTO will open the door once again to EU log imports from Russia.
However, due to the closure of some Scandinavian mills previously dependent on the supply, and
the development of alternative sourcing strategies by remaining mills, there is little expectation that
European imports will ever return to previous levels.
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