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brightest might not be enough in such a cash-starved environment.
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Turbulent times create

new business opportunities
We can help find a way forward:
– Strategic partner searches
– Private equity finance raising
– Regional direct investment opportunities
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Joseph Nelson White
(1860—1939)
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Federation and beyond

For more information contact:
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advising Russian and international clients on
developing and realizing their business restructuring
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March

Russia and Kazakhstan announce finalization of a preparatory stage for the Baiterek project,
a joint space environment-friendly aerospace complex

May

Moscow hosts the Svyaz-Expocom-2008 exhibition, one of the largest telecom shows in the
sector. More than 700 companies from 26 countries showcase their products.
A federal Law on Foreign Investment in Russia’s Strategic Sectors takes effect. Foreign
companies can now buy 25% or more of a strategic enterprise only if permitted to do so by
a supervising committee set up specifically to serve the law and headed by Russia’s primeminister

June

Russia’s Center for Technology Analysis and Strategies declares the Sukhoi company the
leader of the national aircraft-building sector

July

Company R-Systems announces the prospective launch in Kaliningrad Region by the end of
2008 of Russia’s largest facility to assemble computers and electrical engineering production
with the capacity of more than 1.5 million units a year

Technologies
August

Russia’s first energy company utilizing alternative energy generating technologies, Monowai
Energy, is launched

September

SouthWing, a Spain-based producer of wireless Bluetooth solutions for mobile products such
as phones, pocket PCs, or computers, enters the Russian hi-tech market.
The RF Ministry of Health and Social Development launches networked hi-tech plasmaprocessing facilities

October

Rusnano, a state-owned company with $5bn in assets created to develop and commercialize
the country’s nanotechnology sector, puts up $37m to develop The Baikal Center for
Nanotechnologies cluster, expected to be launched in 2010

November

The Republic of Tatarstan plans construction of a $63m techno-industrial park, Kamskiye
Polyany
Russia’s first Data-Processing Center for Nuclear Energy opens in the city of Tomsk

December

Company NETA starts Intel® Core® i7™based computer manufacturing under its own brand
Nielsen Online, a global leader in Internet media and market research, enters Russia’s market
to offer online audience measurement and analysis

technologies

Successful innovation is more than a big idea
Sergei Yushko, CEO of
Idea Innovation Technopark in Tatarstan,
talked to Marchmont
about what innovators need to focus on to
become successful and
how government can
help as well as hinder.

Sergei Yushko,
D. E. CEO of Idea Innovation
Technopark
Born in 1971. Professor, graduate of the
State Technological University of Kazan.
Author of about 50 scientific articles and
co-author of technical standards in liquid
and gas measurement
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A case of mutual dissatisfaction

It is vital to remember when approaching this
issue that there are always two sides here: an
investor (a business angel) and an innovation
firm. There obviously is mutual discontent.
Why? Because projects do not meet investors’
requirements.
Many innovators believe that their aca‑
demic achievements and degrees is a univer‑
sal pass and no other criteria are necessary.
But investors want to make money. What in‑
novators lack at times is the knowledge of the
market they want to promote their products
in, and the understanding of competition, too.
Are there competitors out there? Has the in‑
novator done enough risk assessment? These
are the questions an innovator needs to an‑
swer. For those who can’t, third parties like
business incubators and technoparks are good
places to get help.
If we speak of a “going business”, we as‑
sume that the entity has actual sales experi‑
ence and the knowledge of what a company
may face trying to sell its hi-tech product.
But many innovators tend to just focus on
their ideas instead of their business: like, I
made this, this is my business. It is not true.
In a real business, a person sells the product
and knows his competition. There must be
a department within each company to pro‑
mote products.
– But some companies have just been set
up, and there are only two or three scientists
or designers working there…
If you can’t handle marketing, do not reg‑
ister a firm. If you have chosen to commer‑
cialize your technology, you are expected to
know the market. A business angel does not
only want to see a project with good pros‑
pects and positive indicators – he has an even
greater wish to see a team. When we speak of
venture investment in SMEs, it is not a proj‑
ect idea or a technology that gets bought – it
is a person, or persons, who will develop that
idea.
This country has a lot of smart people, de‑
signs and technologies, but very few projects
because there are so few people who know
how to promote their designs. Designers seem
to have a very vague idea of what makes a de‑
sign a project. A technology is not only what
you concocted back in your kitchen; it is ev‑
erything complete with licenses, certificates,
projects, and engineering and design docu‑
mentation. It takes getting stuff document‑

ed, certified, patented and presented for con‑
sideration.
What is devastatingly missing is a set of
intellectual property protection measures,
as there may be know-how in one’s design a
market will die for. It is a system an inves‑
tor will deal with. But it has failed to mate‑
rialize thus far, and companies and investors
continue wandering in the dark in search of
one another.
Participation in shows and fairs is often the
main strategy of SME promotion that West‑
ern technoparks pursue: young innovative
firms are placed in an environment that en‑
ables them to make many good contacts with
both investors and each other, thus augment‑
ing their chances for success.

On interaction
between government
and innovation entities

Every government sets a direction in which
its country is to evolve. Our government has
declared innovative development a priori‑
ty. Now it needs to be consistent and set the
stage for the wish to become a reality. Just
giving a command is not enough. It takes
spawning incubators, technoparks and indus‑
trial parks, creating special economic zones,
tailoring education to innovation needs, etc.
This is a medium, in which innovation will
flourish.
– You have said what the state ought to
do. But is there anything that the state, perhaps, should not do?
The state must not turn its assistance for
SMEs into a steering arm. Independence is
key. Where government leverage is used ex‑
tensively to promote a small business, we get
a reincarnation of Soviet-era central plan‑
ning. Government orders can be a good in‑
centive for SME development but there must
be limits.
When creating a technopark, the state
must be careful not to wreck the local mar‑
ket of commercial real estate (both office and
production space). When investing in com‑
panies and providing grants, the state must
be aware of a possible adverse impact on a
market of banking services. If a firm can af‑
ford a bank loan, let it get one. Rich enough
to rent an expensive office center? Encour‑
age it to do so instead of seeking cheap space
in a technopark (unless it’s an anchor resi‑
dent there)!

technologies

Rusnano, flush with cash and ready to invest
Russia's Nanotechnology Corporation (Rusnano) is a $5 billion state-owned corporation launched
in September, 2007 with a goal to promote innovative development in Russia and propel this country to international leadership in the nanotechnology field. The former head of electric power
holding RAO UES Anatoly Chubais is now in charge making it happen.

Since its foundation Rusnano has re‑
ceived almost 650 applications for proj‑
ects from over 350 firms in 92 Russian
cities, and from overseas as well. A to‑
tal worth of the projects submitted for
consideration amounts to over $20bn,
which is way over Rusnano's authorized
capital.
Rusnano receives around 100 ven‑
ture financing applications for nano‑
projects. The sums vary from $36,400
to $2.8bn. In 2008 the government fund‑
ing of specialized programs totaled more
than $364.2m; an increase to $437m has
been planned for 2009. Other funds re‑
quired will be attracted from business‑
es and financial institutions. Nanoprod‑
uct sales are expected to reach $32.8bn
by 2015.

A little late
but not too far behind

Russia's Nanotechnology Corporation
was established by a federal law to “pro‑

mote state nanotechnology policies, de‑
velop an innovative nanotechnology in‑
frastructure and carry out nanoprojects.”
The corporation was officially registered
in Moscow on September 19, 2007.
Today Russia accounts for only 0.07 %
of the world's nanomarket, a fraction
compared to the U. S.’ 30 % or Japan’s
20 %, the Vzglyad newspaper reported.
However, at a government session in
March 2008 a first deputy prime minister
and chairman of the government innova‑
tion commission, Sergey Ivanov, reminded
the media that Russia had joined the inter‑
national nano-race ten years later that the
USA and now was playing catch up.
Russia does not claim it will lead the
race but it hopes to get a 3 % piece of the
nanomarket pie by 2015, Mr. Ivanov said.
However, the corporation's website sets
a more realistic target of only 1 % under
the current crisis conditions.
Russia can only achieve its goals
through government support and setting
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up favorable conditions to involve com‑
panies in innovation activities.
Over $29.1bn in investment in fixed
assets, infrastructure and technology is
expected to come from government cof‑
fers to enhance what the corporation is
to assign itself. Since the government
has allocated much less than that, the
remaining funds are expected to be at‑
tracted from private businesses and oth‑
er federal programs.
There are lots of state-run programs
related to nanoindustry. For example,
cross-financing is possible through Nano‑
electronics, part of the government’s Mi‑
croelecronics program. Huge funds are
pumped into nanotechnologies via mili‑
tary-industrial projects and Gosoboron‑
zakaz, an agency that places government
orders for military products. The Russian
Academy of Sciences is another source of fi‑
nance. Vneshekonombank and the Russian
Venture Company (RVC) are also ready to
facilitate the industry development.

7
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Prime Minister Vladimir Putin once
claimed that around $21.8bn would be
earmarked for federal hi-tech programs
between now and 2010, of which $5.1bn
would be used for research in nanotech‑
nology and up-to-date equipment supply
to research laboratories and innovation
teams. Obviously, the plans may under‑
go some change because of the ongoing
financial crisis.
Will that be sufficient for Russia to
play a more significant role in the nano‑
market? At a meeting in Washington with
the Rusnano management the head of
the U. S. office for national nanotechnol‑
ogy policy, Clayton Teague, said that in
the U. S. an average government earmark
for nanotechnology projects amounted to
$1.5bn per year.
If Teague is correct, Russia has appar‑
ently caught up with America in funding
nanotechnology and is ready to become
a major global player.

Counting on Chubais’ energy

Anatoly Chubais, the chief architect of
Russia’s privatization program under
President Yeltsin, is still highly-respect‑
ed in the West, but has been in and out of
favor with the Kremlin. Many were sur‑
prised when he was named the CEO of
Rusnano by a presidential decree, but few
disagree that the same discipline he used
to bring UES under control will help him
manage the Rusnano behemoth.
“The corporation's main objective to
ensure Russia’s leading position in the
world's nanomarket is very clear to me.
By 2015 nanoproduct sales should be as
much as the current turnover of ener‑
gy companies, which is nearly $36.4bn
a year,” Mr. Chubais said confidently at
his first news conference.

Putting up the money,
but getting control

“Rusnano is a co-investor in economical‑
ly and socially valuable nanotechnology
projects…” the company's website re‑
ports. Its financial involvement begins
at the earliest stages of project develop‑
ment to help its partners and private in‑
vestors reduce risk.
The first project it funded in May 2008
was production of aspherical optical com‑
ponents using unique nanopositioners.
This project utilizes Russian knowhow to launch automated industrial
production of high-precision aspherical
optical components. Because the use of
aspherics decreases a number of lenses
required in an optical objective while en‑

8

hancing the image quality, the potential
pay-off is huge.
Between now and 2010 the corpora‑
tion plans to pump $10.9m into the proj‑
ect and eventually pony up $16.4m. The
actual project company that will eventu‑
ally be set up will be 50 % (minus two
shares) owned by Rusnano.
A potential market segment for highaccuracy optics is estimated at around
$4.6bn with an up to 8‑percent annual
rate of growth.
In September Rusnano approved a
project aimed at production of metalcutting tools with nanotextured plat‑
ing. Its partners in this project are Saturn
Scientific and Production Association
and Gazprombank. Total investment
amounts to $36.4m, with Rusnano put‑
ting up half of it.
Production will be located at a Saturn
site in the city of Rybinsk, Yaroslavl Re‑
gion. The project will focus of the man‑
ufacture of carbide tools for mechanical
engineering companies, as well as for
machining aircraft engine parts. Saturn
will itself become a major consumer of
nano-based products there using up to
30 % of annual output. The remainder is
to be supplied to Russian mechanical en‑
gineering businesses; exports are possi‑
ble in the long term. Production is to kick
off in 2010.
Russia's tool market offers golden op‑
portunities. Even the current crisis doesn’t
dampen analyst forecasts for up to 10‑per‑
cent growth by 2010, almost double the
international prognosis of 5.6 %.
In October Rusnano's supervisory
board approved its first project in med‑
icine. The project calls for production
of drugs to treat prostate cancer with
brachytherapy by administering a radio‑
isotope, iodine, into a tumor.
In Russia a radioisotope is made by
the Medradiopreparat Company and
distributed by Germany’s Ibt Bebig, the
project’s co-investor. Bebig will provide
equipment as well a technology for cre‑
ating a microsphere where a radioisotope
is placed. The state corporation will loan
Bebig $17.5m, sources in the corporation
reported.
Through the first quarter of 2009
Rusnano intends to approve a total of 22
projects. From then on it plans to consid‑
er up to five projects a month.
Currently, 55 % of Rusnano’s requests
are for research and development, 29 %
for nanoproduction techniques, 4 % to
develop infrastructure, 2 % for education
projects, and 10 % for other ideas.

The view from Kazan

While visiting Kazan Aircraft Production
Union, a deputy CEO of Rusnano, Andrey
Malyshev, noted that Kazan was a per‑
fect site for setting up a facility to man‑
ufacture composite aircraft components
there.
The new Tu-214 passenger jet, for
example, uses 25 % carbon fiber based
composite components, whereas Rus‑
sia’s “dream jets”, the Sukhoy Superjet
and MC-21, will be using even more com‑
posite components, specialists say.
Investment in setting up production of
composite components, wing and tail as‑
semblies, is estimated between $502.5m
and $874m, believes Yury Tarasov, the
CEO of United Aircraft Corporation’s
technology center. The plant is sched‑
uled for commissioning by 2013 when a
new “black wing” plane is to be built en‑
tirely from composite materials. The ca‑
pacity is expected to be 140 sets of wings
a year.
Apart from Kazan, Ulyanovsk, Vorone‑
zh and Moscow Region’s Lukhovitsy are
also being considered as a possible site
for the plant, Kommersant reported.

The Lake Baikal nanocluster

Irkutsk is one of a number of Russia cities
with an innovation development concept
already endorsed and a system to prime
the investment pump in place.
The creation of a Baikal nanotechnol‑
ogy cluster is under way. It will comprise
R&D and education establishments and
industrial companies in Irkutsk Region,
Zabaikalsky Region, and the Republic of
Buryatia. Currently 13 Irkutsk applica‑
tions are awaiting consideration in Rus‑
nano, and developers feel that at least
two of them will be funded very soon.
The state corporation is considering
an investment of more than $36.4m in
the region's infrastructure projects, with
over $32.8m to be earmarked for hi-tech
equipment, sources in the Irkutsk region‑
al administration reported. Under terms
of a public-private partnership the re‑
gional authorities will have to pay their
fare share as well.

A two trillion dollar nanofuture?

At a Nanotechnology in Renewable Energy
international summit, in which Rusnano
took part, the U. S.’ ex-secretary of trans‑
portation, Rodney Slater, predicted that by
2015 the nanotechnology market would
be worth over $2 trillion. For Rusnano, it’s
full-speed ahead into the future.

technologies

“Licensed software
has turned from exotic to the norm…”
A financial crisis is a
counterfeiters dream.
And Russia has always been known as
a place where piracy
prevails – whether it’s
stealing intellectual
property like software
or faking official documents. Some regional
analysts believe the
contemporary software
market in Russia is
predominantly “white”
vs. earlier times’ “grey”
and even 100 % counterfeit. Is this really so?
What are main obstacles in the way of
addressing software
piracy problem in this
country? What’s in
store for IT markets
in the near future?
Marchmont posed
these questions to Oleg
Syutin, director of the
department for technologies and economic
development, Microsoft
Russia.

Oleg Syutin,
director of the department
for technologies and economic
development, Microsoft Russia
Oleg Syutin, Ph. D. in physics and maths,
graduate of the Moscow institute of
Engineering and Physics. Prior to taking
the position in 2007 he spent seven years
setting up and developing research and
design at Intel Russia

A number of factors have improved Russia’s
anti-piracy software campaign, the expert be‑
lieves, including government efforts aimed at
protecting intellectual property, and market‑
ing campaigns undertaken by leading vendors
to promote the value of licensed software and
help combat counterfeit production and dis‑
tribution. Mr. Syutin noted yet another rea‑
son for curbing pirated software proliferation,
which is economic growth that helps spawn
businesses in this country, and businesses
need modern and, very importantly, reliable
information technologies, i.e. licensed soft‑
ware. We can even more affirmatively speak
of major change of business community’s at‑
titude towards legal software, our expert
claimed, as licensed software has turned from
exotics into a norm over the last few years,
while pirated programs as a business tool are
being clearly marginalized. Home users have
experienced this change too, especially as re‑
gards Windows: most prefer licensed options.
Most recent data shows that 75 % of new com‑
puters are on sale with pre-installed licensed
Windows. Mr. Syutin set an example of Mos‑
cow’s Gorbushka, a famous marketplace for
electronics and media-products. Set up spon‑
taneously and grown as if from nowhere, this
place, teeming with counterfeit audios and
videos, as well as software, was a symbol of
piracy in Russia. But it has moved recently to
a huge building with first-rate infrastructure
and a variety of large and small retail out‑
lets here and there. Microsoft was in constant
touch with Gorbushka’s administration. The
efforts have borne fruit, as now there’s no pi‑
rated software on display and licensed prod‑
ucts are available in abundance.
Despite conventional wisdom, a great ob‑
stacle in the way of widespread licensing of
IT products and curtailing piracy is not the
price of legal software, the expert believes,
but rather its availability, which is dispropor‑
tionate to its worth. “It is exactly the issue of
availability that Microsoft, for instance, fo‑
cuses its efforts and investment on as an eco‑
nomic way of fighting piracy. These include
the choice of licensing program options for
business (like hire-purchase, software rent,
etc.), the expansion of partner networks and
marketing of licensed software through them,
pre-installation of licensed programs on new
computers, etc.” Mr. Syutin told Marchmont.
Many independent surveys show that com‑
panies’ investment in licensed software (at
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current prices) starts paying off handsome‑
ly even in a near-term outlook. For home-us‑
ers who do not buy software for commercial
purposes, the price is indeed a governing fac‑
tor for making a purchasing decision. There‑
fore vendors offer, at a very special price, spe‑
cial editions that only contain what a person
may need at home (for example, Microsoft Of‑
fice for Home and Studies). Special marketing
programs also include selling of licensed soft‑
ware to students for purposes of studies.
Russia’s market peculiarities are also a re‑
flection of the sheer size of the country, which
is a factor to reckon with. As Mr. Syutin said,
Microsoft as a leading software supplier works
through a network of regional rep offices, cov‑
ering more than 95 % of personal computers
available on sale in Russia, which is beyond all
doubt a key factor that contributes to restrain‑
ing piracy in Russian regions. It is well-known
that the extent of piracy varies from region to
region, and Siberia and Russia’s Far East are
notorious for it. But Mr. Syutin feels that it
is easy to track interdependence between the
time regional rep offices of Microsoft or oth‑
er suppliers have been in operation and the
piracy level in a respective region.
“Speaking of most recent trends, I would
note temporary difficulties some companies
face looking for funds to buy software and
computer hardware. Today’s economic events
cannot be overlooked. However, we in Micro‑
soft are absolutely sure that global economic
trends won’t change. Technologies will con‑
tinue getting more and more sophisticated,
and business efficiency will be growing. Stateof-the-art innovations will create new busi‑
ness models. And it is now, amidst this stormy
time, that new – and potentially mind-bog‑
gling – opportunities are opening, and com‑
panies are laying the foundation for their fu‑
ture success. Shrewd investment in modern
and reliable information technologies is a sol‑
id brick for it,” he concluded.

9
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“Economic growth must address today’s
problems as well as tomorrow’s prospects…”
When preparing this
Year End issue of
Marchmont Investment Guide we were
very much interested
in a broad spectrum
of views from across
the globe regarding IT
business and innovation in Russia. Our
expert commentators
are not only prominent
business leaders but,
more importantly,
well-versed in Russian
reality through their
work with this country’s hi-tech companies. Leon A. Polott,
president of 5iTech, LLC
from Cleveland, Ohio,
is one of these people.

– Why is there such a deficit of venture investment in Russia’s innovations?
It takes time to develop an entrepreneur‑
ial and a venturing culture and a supportive
infrastructure – an ecosystem that supports
and encourages this type of growth. Indeed,
there are demonstrable disparities in the
maturity and effectiveness of such venture
supportive ecosystems operating in differ‑
ent regions of the United States. Moreover,
due to the rapidly evolving market condi‑
tions in Russia, over the last decade, Rus‑
sian businessmen have had the opportunity
to generate extraordinarily high rates of re‑
turn from non-technology driven and rela‑
tively short-term projects. In Russia, high in‑
terest rates have also prevailed over the last
decade. Such conditions tend to reduce the
amount of capital that a prudent investor
would devote to high-risk, long-term, tech‑
nology venturing.
– Business angels and venture managers complain about the lack of good projects
from innovation SMEs. Why is this phenomenon occurring in a country where science
has always been well-developed? Are developers afraid of losing control over their designs, opting to hide them?
I hear such complaints and frankly I am
baffled by them. However, we specialize in
identifying exciting projects and building in‑
vestment ready vehicles around the technol‑
ogies we identify. Most people, including an‑
gels, in Russia or elsewhere, do not have the
resources, time or the desire to get involved
at this highly labor intensive level of entrepre‑
neurial development. A significant amount of
work is required to both uncover and build a
fundable project. Until this work is performed,

there is no investible project in the eyes of
even an early-stage investor. Therefore, I think
most such complaints are the result of an in‑
sufficiently developed entrepreneurial eco‑
system and unrealistic expectations of what
technologists are able to deliver without sub‑
stantial professional support. We recognized
this problem and for the last seven years
5iTech has been building an infrastructure to
support Russian innovators, bring their tech‑
nologies to global markets, and deliver invest‑
ment capital for such projects.
– Early-stage venture funds: what are (if
any) the prospects of improving identification and funding of seed-stage innovation
projects when such funds get more numerous? Can they help at all?
Of course, the formation of early-stage
venture funds must be encouraged. Howev‑
er, we must recognize that such funds are
designed to make investments and that they
are not there to fix the problem I addressed
above – most innovators as brilliant as they are
in science will never be able to build a vehicle
that such funds could invest in. In fact, this is
not a problem just for Russian inventors – rath‑
er this is the case for inventors across the
board. For example, many American inven‑
tors are also unable to get venture funding,
not because their invention is not valuable but
because they cannot communicate its market
potential to prospective investors, or provide
prospective investors with a corporate infra‑
structure worthy of investment (from legal,
corporate infrastructure and management
points of view).
– Most innovation SMEs seem incapable
of commercializing their projects. Why? Is
it because of the lack of money? or a ves-

Poor intellectual property laws keep investors away
Patricia M. Cloherty, CEO and Chairperson of Delta Private Equity Partners, talks about the reasons behind the bottleneck in
the design and development of hi-tech projects in Russia. Why is there such a deficit of venture investment in Russia’s innovation
economy.
Currently, the lack of enforceable intellectual property rights (“IPR”) is the central obstacle to building companies based on
important scientific and technological knowledge in Russia. Related to that fact, or resulting from it, is a dearth of technology commercialization skills and talent. Commercializing technology is always a challenge, since important technologies
have world-wide markets, all of which are highly-competitive. Entrepreneurial managers seeking to compete must know
the markets intimately and must stand to be rewarded financially when they succeed. Russia still lacks the incentives to
innovate and commercialize. Countries with far more enforceable IPR offer more rewards through patents, trademarks and
copyrights for the true entrepreneurial risk-takers. The effect of having good patent protection is that it allows the entrepreneurial team to invest substantial time and capital in developing a technology because, once the company launches a
technology, it has up to 17 years alone in the market to recover all costs of development and to make a profit.
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© Russian Corporation of Nanotechnologies

Leon A. Polott,
founder and President of 5iTech, LLC
(http://www.5itech.com)

tige of the Soviet past when engineers and
inventors were used to waiting for the state
to come and claim their designs? or lack of
knowledge of what the real economy needs?
or a combination of all these? or maybe, other reasons?
This is a combination of all of the above,
plus lack of understanding of market dynam‑
ics, management skills, access to capital and
a myriad of other causes that differ from proj‑
ect to project.
– What are prospects for international
cooperation in nanotechnologies, a field in
which Russia can be a sizable contributor?
How expedient is this for today’s Russia be-

5iTech is a company working to
bring cutting edge high technologies
developed by former Soviet scientists
to US commercial and capital markets.
Mr. Polott is also Managing Director
of Parus Fund I, an early stage venture
fund. Leon is fluent in Russian, and by
appointment of the US Department of
Commerce, he serves on the US-Russia
Innovation Council on High Technology

deviled with a host of social and infrastructure problems?
From my vantage point, it is clear that Rus‑
sia can be highly competitive in nanotechnol‑
ogy. I presume that you are referring to the
Rusnano corporation. Whether in Russia, or
elsewhere, even in the best of circumstanc‑
es there is always a deficit of resources – this
truth applies in all cultures and countries. So,
someone always sees the downside of every
project and considers that program unwor‑
thy, untimely, too expensive, etc. However, it
is my belief that plans for economic growth
must address today’s problems as well as to‑
morrow’s prospects.

Inventors need to assert themselves with employers
To comment on what individuals can do to help protect their inventions, we asked Olga Lazareva, deputy director of the legal firm
of Yakovlev & Partners to comment. Why isn’t the Russian government granting individual project developers, universities and
research institutes the legal right of intellectual ownership? In the current situation, where the state is the exclusive owner of inventions and innovation projects, what is the incentive for an inventor, a developer, engineer or scientist to see their project implemented or design adopted?
“In accordance with existing RF legislation, an employer holds the exclusive right for any and all intellectual property that
an employee creates in connection with fulfilling his / her day-to-day duties that are specifically tasked by his / her employer.
However, a contract between an individual and his / her employer may stipulate a different scenario. For example, an employee of a research institute, a university, etc., does have the opportunity to set up an agreement about intellectual property
rights with their employer before they start work. Such a contract can include all sorts of language that defines their relationship and ownership with respect to intellectual property subject-matters.
Once such rights are secured by the employee, however, the big question is how the individual (e.g. a scientist) will go about
promoting his/her design commercially. Marketing an invention is a complex and costly process, and we doubt that most inventors have the background to be able to successfully do it on his/her own”. (In some cases, inventors who work for large commercial companies assign marketing responsibilities to their company – sharing revenue while retaining ownership – Editor’s note.)
MARCHMONT Investment Guide • January, 2009
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INSTITUTE FOR THE DEVELOPMENT
OF FINANCIAL MARKETS

organizer

co-organizer

MARCHMONT Media presents

Business Leaders Investment Forum 2009

Agenda:
How to take advantage of the crisis to improve your company efficiency and maximize
you enterprise value in adverse market conditions
How to identify the right financial investor: from start-ups to IPO
Companies practical applications of forming strategic partnerships
IR-strategies and efficient investor communications with public markets
How to negotiate strategic partnerships and navigate mergers and aquisitions
Panel discussions including experts from large international market advisers
Schedule for 2009:
February, 26
March, 26
April, 22
May, 28
June, 25
July, 30
September, 30
October, 28
November, 25
December, 16

Our experts:

Novosibirsk
Nizhny Novgorod
Chelyabinsk
Kazan
Perm
Sochi
Samara
Ekaterinburg
Tomsk
Rostov-on-Don

Registration fee:
5000 rubles

Kendrick White
Managing
Principal
of MARCHMONT
Capital
Partners

Oleg Elshin
Executive
director
of East
Kommerts

Sergey Solomakha
General
director
of IRFR

Gleb Daviduk
Parner,
Mint
Capital

Nickolay Badulin
Chairman
of the board,
FIBR

And many other national recognized experts from such companies as
ANCOR, MUH Vision, INTALEV, Steep Rock Capital,
BrokerCreditService Consulting, MICEX and others.

Information & registration:

+7(831)419-45-65 (int. 125, 141)
conference@marchmont.com, www.MarchmontNews.com

January – February

Sochi, the city to host the 2014 Winter Olympics, is booming. Don-Stroi, GlavMosstroi, MR
Group, IFK GRAS, ST Group, Geneina Investments, Ltd., GK DIAL Invest, Stroi Invest lead the
way. Business-class and luxury housing transform downtown Sochi pushing economy-class
residential areas far off the Black Sea coast line

March

The Nizhny Novgorod Regional government showcases real estate projects more than $160bn
at the MIPIM-2008 international exhibition of commercial realty in Cannes, France. Leading
the show is Globe Town, a $40bn futuristic city of 500,000 to be sited on the Volga across
from Nizhny’s Kremlin in the town of Bor

April

Analysts identify the first signs of a construction crisis in Moscow Region, pointing to a fivepercent drop on a year-on-year basis in housing commissioning since the beginning of the year

May

Sochi’s Urban Development Council approves construction of the $8.8bn Federation Island
recreation project calling for the creation of six artificial islands covering a total of 250 hectares

June

Macromir completes a Nizhny Novgorod Port takeover deal and announces plans for
construction of a multifunctional complex worth an estimated $750m on the confluence of
the rivers Oka and Volga

Real Estate
August

The Irkutsk city administration airs plans of an environmental technopark and a recreation
complex for tourists worth $37.5m on the Irkutsk botanical gardens

September

Italian hotel chain Domina Hotel Group says it will invest about €500m in construction of
20 hotels across Russia over the next five years. Most hotels will be built in West Siberia. At
the same time Italy’s Pro Kapital Group tells media it will build five mega trade centers in
Russia’s cities

October – November

Russia’s commercial real estate market suffers a sharp setback as a result of the global financial
crisis. Best-case analytical scenarios predict it will last until the spring of 2009 at least.
Major developers begin scaling back plans; construction stops throughout the country;
cash-starved firms sell off assets; big-ticket malls and Class A business centers are forced to
renegotiate rents

December

President Dmitry Medvedev signs a federal law on ownership for land under resorts of
nationwide significance. Such land sites will now be transferred to regional ownership within
two months of receipt of request from a region
The global crisis dries up credit. It’s a sellers market as banks win loan tenders at 16 % and
more; the RF promises major efforts to help save the ruble from further collapse
Analysts believe crisis-triggered adjustment of real estate prices may last between two and
four years. According to tentative forecasts, the real estate market may sag more than 40 % as
it did during the 1998 crisis

real estate

Hard times halt the construction boom
Russia's construction boom is history now. The liquidity deficit in Russia's financial market, fueled by the world's financial crisis, has badly affected commercial construction's plans and unfinished projects. Commercial real estate developers cannot rely on government support now which
is causing them to halt their projects.

Across 11 time zones…

October 2008 will be always remembered
among construction market players as
when all their plans for the present and
the future fundamentally changed.
Several companies with large numbers
of construction projects had to suspend
the bulks of their loan-based projects.
Many considered selling those projects
that could at least generate some imme‑
diate cash in order to cover their debts
and finish those projects at their comple‑
tion stage.
Throughout Russia developers started
struggling with how to continue carrying
out mega construction projects.
Mirax Group was the first company
to announce it had shelved construction
of ten million square-meters for an en‑
tire year because of the crisis. The com‑
pany is also considering selling shares
to complete at least some of its project
buildings.
System-Gals was in the same boat as
it intended to invest around $473.8m in
construction of its projects that were at
the near-completion phase. Retailers fol‑
lowed in developers' footsteps. For exam‑
ple, food chain Samohval was forced to
unload 17 buildings with a total area of

14

35,000 square-meters as well as 10 build‑
ing sites of 30 ha.
Back in October developers Midland
Group, Inteko, Macromir, Teorema, Stroy‑
montazh and Adamant announced the
halt of their projects and a reversal of their
ambitious regional expansion plans.
The same month, the Moscow govern‑
ment pulled out of investing in Nizhny
Novgorod’s airport redevelopment, de‑
claring the project unprofitable. (Before
the crisis the Moscow authorities intend‑
ed to buy out 90 % of the airport's new
stock issue).

Samara woes

Samarskaya Indest Development had to
shelve 30 – 40 retail and business center
projects even before they started, CEO
Michael Nenashev admitted. Whatever
funds were available got diverted to proj‑
ects that were in their final stage of con‑
struction. These included two business
centers, a 10,000‑square-meter 7th Av‑
enue, 11.250‑square-meter Volga-Plaza,
10,000‑square-meter Myagkoff-2 shop‑
ping mall and a banking and office center
with a total area of 6,000 square-meters.
In the fall Х5 Retail Group was forced
to suspend construction of Samara's larg‑

est shopping mall, a 215,000 square-me‑
ter complex. Before the crisis it was worth
an estimated $164m, with a 2010 com‑
pletion date, the company's CEO Vladi‑
mir Ryzhkov said. The company hopes to
continue the projects “when the situation
stabilizes”, Vedomosti reported.
Ivan Salnikov, head of market research
at real estate consultancy Marks, said
that 60 to 70 % of business buildings cur‑
rently under construction might be put
off due to lack of financing. In 2009 Sa‑
mara alone is unlikely to see the opening
of 35 shopping malls with a total area of
750,000 square-meters.

Ulyanovsk unfinished

DARS-Development had to suspend con‑
struction of the 115,000‑square-meter
Aquamall shopping mall worth around
$164m, and Maksima-X scrapped plans
for its 17,500‑square-meter Pushkary‑
ovskoye Koltso worth over $36.4m, lo‑
cal officials reported in October.
Ulyanovsk’s Griphon Group halt‑
ed works on the 45,000‑square-meter
Rassvet shopping mall worth $55-66m,
said CEO Igor Orlov. As long bank inter‑
est rates are so exorbitant, it is better to
wait, he added.

real estate

Kaliningrad
expansion halted

Vester Group has built and managed
more than 50 commercial buildings with
a total area of 160,000 square-meters in
Russia’s 22 regions, as well as in Kazakh‑
stan and Ukraine. In 2007 the company's
turnover amounted to $601.3m. But it
got hard-hit by the crisis, too. In Octo‑
ber 2008 it officially backed out of $8.3m
worth of shopping mall projects in Nizh‑
ny Novgorod.
The company changed its plans not
only in Nizhny Novgorod but across Rus‑
sia because of the difficulties with tak‑
ing out loans caused by the global finan‑
cial crisis, explained Rimma Remizova, a
company spokesperson.
Kaliningrad-based retail chain Vester
abandoned its plans to build hyper‑
markets in Omsk, Naberezhnye Chel‑
ny, Nevinnomyssk. Then it announced a
complete halt of two Stavropol and two
Kaliningrad projects, and put up for sale
seven 27.5‑ha sites worth $47.4m, online
newspaper Yantarny Kray reported.
The firm expects to inject revenue
generated from the sale to help re-pay
$18.2m in bank debt. It still needs more
than $29.2m to restart its business ac‑
tivities, including purchase of equipment
for four new hypermarkets that are 90 %
ready.

River. But in November it was selling off
up to 90 % of its assets to complete con‑
struction of a shopping mall back home.
It also planned to slash staff by 70 %. The
prospects for the firm’s Nizhny Novgorod
dream, the City-Strelka project, is still
very vague.
In September the Nizhny Novgorod
regional authorities approved the “City
on the Water” project that envisioned
construction of a recreation, business
and entertainment area along the Yar‑
marochnaya embankment. The compa‑
ny started planning. We asked its CEO,
Nikolay Maslov, to comment on how the
ongoing crisis had affected his plans.
“The company's shareholders and in‑
vestors do not plan to pull out. The focus
of the project is for average-income peo‑
ple and this is likely to keep our product
in demand for years. We count on a pub‑
lic-private partnership, too, to finance
the project. The crisis has forced us to
alter plans for construction and we are at‑
tending to this problem at the moment. I
think we have to accept the fact that con‑
struction timing will be inevitably mod‑
ified, and start to open the complex bit
by bit,” Mr. Maslov explained.
Initially the City on the Water com‑
plex had a pre-crisis price tag of around
$5.1bn and was scheduled for comple‑
tion in 2014.

Nizhny dreams up in smoke

Against all odds?

In 2007 and early 2008 Nizhny
Novgorod's market of commercial real
estate was hyper-active. There were
large and impressive projects on the ta‑
ble and already underway (see March‑
mont’s recent Investment Guide to Rus‑
sia, focus on Nizhny Novgorod and the
Volga Vyatski region issue, on line at
www.marchmontcapital.com) worth
a total of more than $30bn. These in‑
cluded multi-billion dollar projects like
the futuristic city of Globe Town and
City Strelka to retail complexes like
Lobachevsky Plaza (developer Noviy
Gorod).
But everything changed in the sec‑
ond half of 2008. The meltdown be‑
came obvious when in early October a
St. Petersburg company had to dump its
prestigious site in downtown Nizhny ini‑
tially bought for a shopping mall, the Bir‑
zha Plus Svoi Dom newspaper reported.
Many projects are on hold now and sites
are being resold.
Another St. Petersburg company, Mac‑
romir, intended to build a business center
at the confluence of the Oka and Volga

With all the bad news coming from de‑
velopers all over the country there is
still some silver lining among the dark
clouds…
Moscow’s Snegiry Development has
announced plans to invest $59.8m in a
shopping mall in Nizhny Novgorod. Time‑
frames and other information are yet to be
announced. Founded in 1992 by Sergey
Chigirinsky, the company has beefed up a
development portfolio that now includes
more than 1.5 million square-meters of
housing and business real estate.
The project’s partner is the Nether‑
lands’ The Plaza Centers Group, the com‑
pany's CEO Sergey Demin said at a press
conference. The two developers have
signed a JV agreement on a fifty-fifty ba‑
sis. The Plaza Centers Group is a subsid‑
iary of Israel’s Elbit Imaging.
At the moment The Plaza Centers
Group is looking for a 4-5‑ha land site
for the 30,000-40,000 square-meter
shopping mall, Mr. Demin said. The Ni‑
zhny Novgorod project would herald the
company’s new regional expansion, dur‑
ing which the developer would choose
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15 to 20 cities across Russia and build
one or two shopping malls with the Pla‑
za brand name in each of them, Mr. De‑
min added.
The Group’s confidence is backed up
by its balance sheet. Snegiry’s total lia‑
bilities amount to under $200m and the
company has little short-term debt, ac‑
cording to Mr. Demin. As of June 30,
2008 the developer’s assets were estimat‑
ed by Cushman&Wakefield / Stiles&Riabo
kobylko at $2.9bn. The firm’s healthy as‑
set-to-debt ratio has even prompted talk
of an IPO, but it is being put off until the
current topsy-turvy market has righted
itself, the CEO explained.
Oleg Sorokin, CEO of another Nizh‑
ny Novgorod developer, Stolitsa Nizhny,
sounded very skeptical about Snegiry De‑
velopment’s bold intentions to carry out
such an expensive project when demand
for commercial real estate is plummeting.
As Mr. Sorokin put it, “Those plans are
nothing but a declaration of positivism.”
He is sure that the Moscow developer will
wait until the real estate market stabiliz‑
es and then start its new project.

Roller coaster interest rates

Alexander Osin, the chief economist at
Finam Management, described the tu‑
multuous conditions, in which the real
estate market was operating in the fall
of 2008. In early September banks’ inter‑
est rates for builders and developers were
at a tolerable 15-20 %; two months later
they soared to an average of 30 %, and
now even at such mind-boggling rates
loans are in demand but still not read‑
ily available.
A huge challenge for developers is find‑
ing ready buyers and / or tenants for their
commercial real estate when the original
buyers and / or renters back out. Some
forecasts indicate that vacant business
space will increase sharply forcing sales
prices and rents down even further.
Management companies are turning
down business real estate offers. The rea‑
son, Roman Shemendyuk, CEO of man‑
agement company Capital PIF, told Kom‑
mersant, is that management companies
used to be able to get loans at 11-12 %.
Then they sold finished buildings to for‑
eign investment funds. These investment
funds would get even cheaper 7 % per‑
cent loans abroad and then invest in Rus‑
sian commercial real estate at 12‑percent
making fat profits. This scheme helped
push prices up for years, but now the cri‑
sis has got everyone scrambling to cov‑
er the debts.
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How the crisis is affecting
the regional real estate market

Elena Lisina,
associate director of strategic
valuation and advisory department,
CB Richard Ellis

Hike Papoyan,
property advisor for Moscow
and regions, corporate services
department, CB Richard Ellis
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Elena Lisina, associate director of strategic
valuation and advisory department, CB Rich‑
ard Ellis talks about how even Sochi’s con‑
struction boom is not immune to the impact
of the crisis.
The global financial crisis has affected the
real estate market throughout Russia. Large
developers are shelving their regional com‑
mercial and residential real estate projects
that were scheduled to be completed within
the next few months. Even construction phase
projects are being suspended for up to a year
and a half as well.
The root causes for freezing construction
projects are the lack of private equity available
to developers due to the credit crunch and a
sharp fall in demand from potential buyers
and leaseholders of residential and commer‑
cial property both in Moscow and regions.
Even Sochi's Olympic status has felt the
impact. In many ways it is not very different
from Russia's other large cities. The frenzy of
residential and commercial projects pouring
into the city after Sochi was pronounced the
winner of the Winter Olympics has led to sig‑
nificant market overcapacity since sales pric‑
es and rental rates were already at unreason‑
ably high levels. In Sochi, average prices for
commercial and residential real estate exceed
those in Moscow. But many large regional de‑
velopers are winding down their projects in
Sochi. But construction projects nearing com‑
pletion have not been suspended since equi‑
ty funding for them was secured when inter‑
est rates were much lower than today. The
real problem facing developers with these al‑
most-finished projects is attracting leasehold‑
ers and buyers.
Hike Papoyan, property advisor for Moscow
and regions, corporate services department,
CB Richard Ellis explains why he feels the
market is in for a year-long slow down.
In my view, the real estate market will slow
down at least for a year. There are several rea‑
sons for that:
The financial crisis has hit regional banks
as severely as federal ones and with a much
smaller asset base, only federal banks and one
or two strategic regional banks will remain
(for example, PrioVTB, Saratovsky Bank, the
Ural Bank for Reconstruction and Develop‑
ment, Severnaya Kazna, etc.). After the crisis
banks will cease their usual policies of lending
money to all comers and focus on only welldeveloped projects.

The market in major cities was already
overheated in all sectors. The only sector with
further development prospects in the pre-cri‑
sis period was warehousing. The office mar‑
ket froze up in May-June 2008 when rent
rates were so high that regional leaseholders
could not receive approval from head offices
for expanding their office space. Owners as‑
sumed that if “Muscovites” could pay $3,000
per square meter in Moscow, they could afford
at least $1,000 locally. But local companies
were not used to renting high-end Class A of‑
fice space. The most vivid examples of this sit‑
uation are in Novosibirsk and Ekaterinburg: in
the former over 50% of the office space is va‑
cant and in the latter rates are so high that of‑
fice space has been vacant for a long time. The
2009 summit of the Shanghai Cooperation Or‑
ganization in Ekaterinburg attracted many de‑
velopers who showcased numerous projects. In
reality the lion's share of them were not actually
expected to be completed until after 2009, even
if there had not been a crisis. Only the construc‑
tion of a Hyatt hotel is to be completed soon. Af‑
ter being put off a few times the final commis‑
sioning date was set for December 2008.
Non-core investors, which diversified
their business to make easy money out of
the soaring realty market, will soon abandon it. As a result, investors will have lost
more than they have acquired. Consequent‑
ly, their profitable projects will be purchased
by developers and bad projects will remain
unfinished to become foreclosed bank prop‑
erty. The only thing left for banks to do will
be to put them up for sale to get some of their
cash back. This will create an opportunity for
professional developers to acquire partly con‑
structed projects for less than their replace‑
ment value—but will also stop any new de‑
velopment plans until the acquired proper‑
ties are completed.

real estate

“A melancholy time” in commercial realty
During the first half of
2008 nothing seemed to
be indicating a slowdown in the commercial real estate market.
Everyone was confident
about the future. But
it’s a different world today. We asked Tatyana
Romancheva, head of
Nizhny Novgorod Scientific Assessment Center, to give an appraisal
of what happened and
where the market is
headed.

All in due time

As Ms. Romancheva says, foreign investors as‑
sessing the commercial property market focus
on three set criteria: a city’s population must
be a million plus, personal incomes must be
at a certain level, and competition must not
be too intense.
Take Nizhny Novgorod, for example. It has
never been the first in a line for foreign in‑
vestment, she says. Compared to other cities
with a million plus inhabitants, it has always
lagged behind Kazan, Ufa, Krasnodar, Samara
and other cities in per capita personal income.
That is why companies such as Mega and Met‑
ro Cash&Carry did not start their regional ex‑
pansion with Nizhny Novgorod.
Among commercial property market play‑
ers there were only home-grown develop‑
ers all these years. However, investment was
mostly foreign because ROI in office proper‑
ty was far higher than abroad. Profitability
would hit 30 % while, for example, in Europe
10 % is a real achievement.

Falling off a cliff

Tatyana Romancheva,
head of Nizhny Novgorod Scientific
Assessment Center
Founder and director of the Center since
2004. The Center engages in marketing,
business planning and brokerage in real
estate.
Graduate of the State Technical University of Nizhny Novgorod and the U. S.’
IRAM and Sweden’s IFL post-graduate
programs. Consultant at the Nizhny
Novgorod Realtors Guild.

Everlasting booms are a fairy tale. Markets
always develop in a cyclical manner, Ms. Ro‑
mancheva notes. Rent growth stopped in the
real estate market in 2007 and the first half of
2008. There were some fluctuations in trade
centers but on the whole the leasing market
froze. This affected the office property mar‑
ket, too. And the liquidity crisis had not even
started yet!
The warehouse and hotel real estate sectors
can be justly referred to as “markets of damp‑
ened expectations” because only around 20 %
of announced projects have been implement‑
ed so far, according to Ms. Romacheva.
The reason for the warehouse sector to be
faring quite poorly in Nizhny Novgorod lies
in the fact that the city is located quite close
to Moscow-based distribution centers, mak‑
ing it much easier to supply goods from Mos‑
cow suburbs than from Nizhny Novgorod. As
for hotel construction in Nizhny, its develop‑
ment has slowed down due to high expenses
and longer pay-off periods.
The ongoing crisis and capital flight from
Russia's commercial real estate market have
led to a halt of many large projects. For exam‑
ple, construction of Nizhny Novgorod World
Trade Center has been suspended. “I suppose
investors who are not local are analyzing all
possibilities,” she said.
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In a pessimistic mood

Ms. Romancheva feels that timeframes for
re-opening suspended commercial real es‑
tate projects are beyond prediction. Develop‑
ers are waiting for the banking system to heal
its wounds, and the real estate market can‑
not be revived without rekindling sustainable
growth of personal income either.
Many construction sites are on offer for
co-investing or selling. Among buyers there
are development companies that managed to
save up enough funds over the previous fa‑
vorable period.
Will project prices go down? In spite of gener‑
al uncertainty, Ms. Romancheva believes not.
She assumes that projects for which con‑
struction has not started yet will be shelved
for better days, while those at a stage of com‑
pletion will be commissioned beyond doubt.
Obviously there will be stagnation in the mar‑
ket but there is no reason to expect dramat‑
ic price collapse in the inactive and inelastic
market of commercial real estate.
Currently the market keeps breathing due
to the funds earned over 2007, which devel‑
opers manage to find in the home market and
pump into completion of nearly-finished proj‑
ects. We will see how it goes later on.
The situation in the commercial real estate
market will depend on how the Russian and
global economies will be faring. Tatyana Ro‑
mancheva hopes that the situation will be‑
come more or less clear by March, and only by
the end of 2009 will it be possible to estimate
how low the market will have fallen.
“The worst-case scenario for how long the
crisis will last gives an estimate of about three
years. But I am a supporter of a moderately
pessimistic forecast, that is why I think there
will be no devastation of 1998’s magnitude
and stagnation in the real estate market will
not be too long,” she concludes.
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“A smart office”:
the intelligent buildings of tomorrow
Although 2008 was a
dismal year for most
developers, innovation
never stops in any industry as long as there
are dreams. With more
and more Class A office
buildings now part of
the Russian landscape,
their future may have
slowed, but not the
demand for meeting
world-class standards.
Marchmont asked Boris Nikolaevich Yurchenko, the CEO of investment outfit Liner, to
share his view of what
the smart office will
look like in the future.

A single desk, multiple functions

Russia's real estate market still lacks a general
understanding of what an “intelligent build‑
ing” actually is. In the West, the concept is
constantly changing, with new interpretations
of the idea not limited by technique.
The “intelligent building” model incor‑
porates the use of a building management
system (BMS), which is a unified controller
for all engineering systems. There are over
20 various systems in typical class-A and B
buildings including electricity, water supply,
heating, ventilation, air conditioning, light‑
ing and others, which with the help of a build‑
ing management system can be controlled by
a single switchboard desk. With automation
of engineering systems a management com‑
pany requires fewer staff which helps to cut
down costs.
The Western “intelligent building” concept
is now developing with more of a focus on eco‑
logical safety both for residents and the envi‑
ronment. There is a “sick house” syndrome
which implies that construction materials and
improper functioning of engineering systems
adversely affect people's health. These build‑
ings amount to 30 % in the USA whereas in‑
formation on Russia's buildings has not been
specified.

A test range for new ideas

Boris Yurchenko,
CEO of Liner Company, Chelyabinsk
Mr. Yurchenko received a degree at Omsk
technical university, majoring in car
manufacturing; South-Ural State University, the faculty of Enterprise Economics
and Management; and the Ural Academy
of State Civil Service, majoring in crisis
management.
He was the CEO of South-Ural Commercial and Industrial Company from
1991. From 1993 to 2006 he worked as
the CEO of transportation company
Yuzhuralvneshtorg. Since then Mr. Yurchenko has been the head of investment
outfit Liner.

The “intelligent building” concept is a new
vision of feasible exploitation using constant
technological development rather than a cer‑
tain set of engineering features. The whole
system needs to be flexible so that it can be
enhanced at all times.
Highly “intelligent building” technology
makes it possible to computerize any engi‑
neering system of a commercial property. But
despite the fact that the idea is very alluring,
it has been implemented only in a dozen proj‑
ects throughout Russia. The reasons are lack
of Russia's regulatory system, standards and
technical specialists as well as low level of de‑
velopers’ and construction companies’ aware‑
ness of smart technology opportunities.

Will intellect serve the economy?

So it is too early to speak about the market
of intelligent building management in Rus‑
sia. On the whole Russia's property manage‑
ment market is quite small as only 10 – 15 % of
buildings are run by management companies
and the overwhelming majority of commer‑
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cial property buildings is managed by tech‑
nical staff.
However, the property management mar‑
ket is rapidly developing which means that the
number of intelligent buildings which are at‑
tractive for investment, will increase and be‑
gin to appear in regional centers.
It is worth mentioning that there are major
incentives for building “intelligent commer‑
cial property”. The market is seeing gradual
saturation with “ordinary” office space, so de‑
mand for new, more efficient buildings will be
strong. What is more, energy limits and rate
growth will change customers' mindset and
instead of investing in a “prestigious” prop‑
erty, investors will eventually give in to eco‑
nomic reason and expediency.
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The “bubble” that finally burst
Almost every day,
corporate and financial CEO’s and regional
government officials
weigh in on how the
financial crisis caught
them by surprise. Like
Russia’s 1998 crisis,
the current crisis in
Russia’s real estate
market also caught the
sector off guard, despite ominous signs of
poor risk assessment,
over-development and
super-heated demand.
For some reflection,
we turned to Gerald
Gaige, partner at Ernst
& Young’s Real Estate
Advisory Services, Russia and the CIS, and
Alexander Ovanesov,
partner at Strategy
Partners.
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– In 2008 few analysts predicted the market would “bubble” – why? What are the near terms
prospects for the real estate market?
Gerald Gaige, partner at Ernst & Young’s Real
Estate Advisory Services, Russia and the CIS
The “bubble” currently bursting is first
caused by things external to Russia, and most
experts in those markets also did not see it
coming. The shortage of liquidity caused by
the unwinding of highly leveraged debt prod‑
ucts, led to a flight of capital to the safest of
assets, and exposed the weaknesses in the still
developing Russian economy: an under-capi‑
talized banking system, and the dependence
of equity markets on foreign capital.
This dependency was unexpected by our
local market participants. Because of depen‑
dency on a weak global market, Russia’s re‑
covery will be only gradual and with some re‑
distribution of wealth and power.
So it was the combination of the stress
coming from outside Russia and the multiple
sources that caused it to be missed as a pre‑
diction. The result is a financial and economic
crisis in Russia that I believe can be relative‑
ly short-lived and can work in favor of those
in the real estate market who are able to re‑
act properly to the opportunities.
Those with access to cash equity – and
the ability to demonstrate the patience for
proper selection of projects and develop‑
ment strategy – will move past this crisis in
the same way that our current set of devel‑
opers moved past the 1998 crisis. Real estate
is a long-term asset, and those who play with
long-term strategies will win in the market.
Except in rare cases, value for quality real
estate projects does not disappear over‑
night – as can happen regularly in the mar‑
ket for securities.
The liquidity measures taken by the Rus‑
sian and other governments, will gradually
free capital markets, and allow investment
activity to continue. Price levels may adjust
somewhat, but they will still be profitable rel‑
ative to the required investment, and the fu‑
ture potential for profit.
Alexander Ovanesov, partner at Strategy
Partners
Referring to the situation as a “bubble” is
very relevant. Before the crisis demand for
housing would grow at a stupefying pace, and
the supply side would hardly take the trou‑
ble of providing an acceptable level of qual‑
ity. What quality of construction can we talk

about with projects being sold out before con‑
struction would begin? That made the market
vulnerable and “bubble-like.”
On the other hand, the growth frenzy kept
enticing developers into project investment
with loans of up to 70 % or even more. This
caused the pyramid effect to materialize, re‑
calling the notorious pyramid schemes of the
90s like MMM.
I think it is no secret that even outward‑
ly, iron-clad real estate giants used to be very
careless about project financials, let alone me‑
ticulous risk assessment. Banks have contrib‑
uted to the meltdown, too, as they first hailed
developers as priority clients, winking at fla‑
grant “skeletons in the cupboard,” but when
the crisis broke out and the “priority clients”
needed help, bankers cast them out as pari‑
ahs unworthy of assistance.
What’s ahead? I’m sure the market will
grow. Crises come and go, but the fundamen‑
tals remain to be addressed.
We’re far behind developed countries in
housing per capita (17 sq.m vs. 34 abroad),
and housing construction rates are even more
miserable (0.35 sq.m / pers. / year vs. 1 sq.m
in developed countries). We’re too backward
to disable growth.
The market will primarily expand in re‑
gions because markets in Moscow and oth‑
er bigger cities are near saturation. Don’t for‑
get that the government will be backing the
market, too, as housing construction fuels eco‑
nomic growth.
It is inevitable that the population’s re‑
duced buying power and prohibitive mort‑
gage, on the demand side, and the shrink‑
age of the supply side will make growth slow
down or even halt temporarily. But it is in
the housing segment that growth will pick
up again fast as soon as the economy and fi‑
nance show signs of improvement. Whoev‑
er survives, especially with government sup‑
port, will get a perfect launch pad to restart.
Today any development firm can be bought
for the amount of its liabilities. So, one can
put together an optimal project portfolio at
a bargain price.
Market players will change, of course, but
everybody will gain in the end – in quality of
construction, corporate management efficien‑
cy, and a lot of other aspects.
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Building dreams or building egos?
– Multibillion dollar projects in regional real estate: are they luring “crazy” investors,
showing how developed a region is, or simply ego-building monuments for ambitious governors? What are the real incentives developers are looking for?
Gerald Gaige, partner at Ernst & Young’s Real
Estate Advisory Services, Russia and the CIS
Yes, the regional governments have recog‑
nized the benefits of external investment and
have begun to compete to attract it to their re‑
gions. But the basis seems to be larger and more
grandiose projects that have less real econom‑
ic incentives. Glossy presentations and shallow
promises are much easier to produce than real
infrastructure support and tangible financial
benefits. Events like MIPIM (Cannes, France),
and ExpoReal (Munich, Germany) provide at‑
tractive locations for such promotional busi‑
ness trips by local administration officials.
The winning real investment strategy for a
region is to recognize the golden rule of real
estate: “What is good for business is good for
real estate.” Truly successful regions start with
creating the conditions of public attitude and
a capable labor force that is good for business.
Well-considered real estate projects will natu‑
rally follow to support business expansion, and
the rise in living standard of the population.
This classic win-win situation requires the for‑
ward-thinking investment of local administra‑
tions to create conditions that encourage and
foster investment.
What are the incentives developers are
looking for? They need predictable support of
local administrations in the allocation of land,
endorsement of planned projects, providing
infrastructure necessary for development and
operation, including education facilities and
housing for a competitive labor force, and fi‑

nally, reliable administration and operation of
local services.
Some of this support is nothing more than
creation of the conditions useful for the growth
of business in general. So the activities of the
local administration help to create better real
estate facilities, and the quality real estate
market helps to attract more business for the
administration. This virtuous circle is the basis
of successful communities everywhere.
Alexander Ovanesov, partner at Strategy
Partners
I believe it is primarily in the regions that
multi-billion real estate projects will soon be
carried out. The market is ripe for every re‑
gion to have at least one megaproject. Is it
all show or solid economics? Does that real‑
ly matter? All investors are a bit crazy, after
all, as risks are high in any megaproject. Es‑
pecially if what is to be undertaken is some‑
thing that has never been done. But a pioneer
skims the cream. If you build a super- mega‑
plaza in the center of a city, there will simply
be no room left in the neighborhood for oth‑
er projects of such magnitude. But no inves‑
tor will come to a region that provides no con‑
ditions for business and sizable investment.
A responsible governor and predictable ad‑
ministrative risks – these are the key factors
developers take into account when master‑
minding huge projects. In short, everything is
interconnected here. Want luster – go ahead.
You’ll get both ego-building monuments and
real money.

Gerald Gaige,
partner at Ernst & Young’s Real Estate
Advisory Services, Russia and the CIS
Не may be contacted in Moscow
at: +7 (495) 755 9681,
e-mail: Gerald.Gaige@ru.ey.com

Alexander Ovanesov,
partner at Strategy Partners
In management consulting since 1994.
Focus: corporate strategies. BoD member
of the EKSMO group of companies.
Developed a unique methodology of
planning and optimization of business
models and corporate models for holding
and diversifies companies

Awaiting change…
Pavel Solodkiy, CEO of the Region’s World Trade Center management company
(published by courtesy of the Birzha Plus Svoi Dom newspaper):
“The banking crisis strips developers of credit opportunities. How long is it expected to last? Maybe, up to 18 or 24 months, and
there will be losers going out of business because development cannot endure without loans. In fact, analysts forecast about
40 % of “new blood” in the development market by the time the crisis ends, and even the biggies are likely to suffer.”
Vladimir Pantyushin, Director for Russia and the CIS, strategic research, Jones Lang LaSalle:
“Our research shows Russia is still a pretty attractive destination for investors in commercial real estate. More and more quality
projects find their way to the market, so opportunities for lucrative investment are available and growing. Which reminds us
that ROI in Russia’s entire real estate market is higher than in most of Europe. We reckon investors will soon be able to pick up
projects with a lovely price-to-quality ration as a result of the global crisis.”
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“Commercial property faces a crisis,
but not housing”
Prof. Eduard Fyaxel,
head of the Marketing
and Venture Management Chairs of the
state Higher School of
Economics in Nizhny
Novgorod, shares his
observations of today’s
realities of Russia’s real
estate market.

Prof. Eduard Fyaxel,
Doctor of Economics, head of the
Marketing and Venture Management
Chairs of the Higher School of
Economics in Nizhny Novgorod
President of the Nizhny Novgorod
Project company since 2000; president
of the Start Investment Business Angel
Association of the Volga Federal District
since 2006
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– Mr. Fyaxel, how serious, in your opinion,
is the crisis and how will it affect Russia’s
commercial real estate market?
It looks clear to me that the looming crisis
in the commercial real estate market is pretty
heavy. Investors are getting very cool to any
new project ideas; only projects at their final
stages of completion are likely to be commis‑
sioned soon.
There will be an inevitable – and dramat‑
ic – drop in a number of office and trade space
tenants. Rent can’t but fall as a result. A tan‑
gible crisis will impact all kinds of commer‑
cial realty and vacant space will grow by leaps
and bounds.
Prior to the crisis, demand for a piece of the
Russian commercial market surpassed supply.
Now demand is falling and we need to wait to
see if the market levels off or demand sags fur‑
ther. The latter is quite possible. The need for
cutting costs will drive companies to rent less
expensive and less spacious offices. And they
will also be forced to spend less on space to be
used as offices, like refurbished apartments,
semi-basements and basements, etc. Some
businesses will convert industrial and other
non-residential premises into apartments and
then sell them as offices, reversing the trend
observed before the crisis.
Rent for commercial space was soaring for
years, making the sector real a plum for inves‑
tors. But now in Moscow, for example, we are
witnessing a surplus of first-rate office prem‑
ises. Nizhny Novgorod is facing a different
problem. Very few entrepreneurs are able to
afford high rent at the new Class A office cen‑
ters. Some tenants, both actual and potential,
are now pressing office owners to freeze or
even lower their rent. Rents are being driven
down sharply. This signals investors that com‑
mercial real estate is no longer lucrative. All
of this means investment capital flight from
the market is bound to happen.
– Is this a trend for residential real estate, too?
In the residential housing market, demand
has always, and significantly, exceeded supply.
At the moment we are witnessing a sort of stag‑
nation in the market. There are still too few pur‑
chases of apartments these days. The crisis has
derailed bank mortgage programs and caused
them to stop giving credit to developers. Clients,
too, are pretty much being scared off from mak‑
ing real estate deals. Instead, they are stashing
money away for more predictable times.

Construction within 60 – 70 % of comple‑
tion will be stopped. These houses will be fin‑
ished later, though. But the likelihood of de‑
velopers commencing new housing projects
within the next two to three years is very
low.
Pushed down by the depreciating ruble and
rising inflation, retail housing prices are al‑
ready sagging. They declined more than 15
percent in the fall of 2008 alone.
However, I am absolutely positive that at
the consumer market there won’t be any pre‑
dicted plunge in housing prices, as many be‑
lieve. Especially in its new housing segment.
Yes, housing values are getting lower due to
the weakening of the ruble, but I expect sellers
to return to dollar settlements abandoned a
few years ago, which will stabilize price levels.
To all appearances, there won’t be any devas‑
tating crisis in the housing market.
The economy will eventually bottom out.
And when it does, it will revive the housing
market. The upward trend will pick up. If in‑
flation worsens and the ruble continues shed‑
ding value, prices may actually skyrocket. In
Russia, real estate will continue giving good
returns on investment – unlike the West where
realty is in surplus. If inflation is rampant, ru‑
ble-denominated investment in real estate will
remain an instrument of preserving and aug‑
menting savings for every home owner.
I expect apartment “trading” to continue as
long as the crisis lasts. People always tend to
improve their living conditions. This doesn’t
apply to the new housing segment. But in the
secondary market, trading will likely go on
unremittingly.
– In the current predicament, is Russia
going to honor its commitment to plan for
sports facility construction in Sochi as preparation for the Winter Olympics of 2014?
Well, the macroeconomic situation will
certainly improve by 2014. But, of course, we
cannot wait for the “warming” of the econo‑
my in light of the urgency of the matter. Rus‑
sia has to accomplish huge construction proj‑
ects on time.
I think authorities will try to curb expens‑
es by scrapping extravagancies, but what has
to be done will be done. Private-public part‑
nerships will change in proportions beyond all
doubt. Private businesses will invest in Olym‑
pic projects less than planned and the state will
have to fork out more. But I am sure all Olym‑
pic facilities will be commissioned on time.

Creating the optimal structure

is the main challenge for regional businesses today
The transparency of effective business is the basic condition of making investments. The proprietor should know
the structure of his business perfectly well, even if it does
not infer outside investments. As practice shows, the business structure becomes more complicated and insufficiently transparent even for the proprietor himself at the stage of
fast growth and diversification of courses and units.
Usually the business structure gets complicated in 1015 years due to the difference in taxation systems of the
affiliated legal bodies, noncommercial organizations
and private businessmen.
The usual for small and medium business methods
of tax optimization using satellite companies or private
businesses can’t be applied anymore.
New investors influenced the competitive struggle
increase, so now small and medium regional businesses have to face the problem of organizing effective work
in changing and often adverse conditions.

It’s quite obvious that a non-structured business prevents further development and needs optimization.
Business optimization is the structuring of the following aspects:
– organizational – types, creation purposes and taxation system of the affiliated legal bodies and private
businesses;
– financial – the flows of funds are determined by the
contractual relations among the affiliated parties; the
profile and non-profile assets are determined if necessary;
– tax – setting the expenses and profit centers, choosing
tactical and strategic directions of tax optimization;
– investment - setting the most effective directions of
business development, calculation of necessary investments and choosing their optimal form.
The applying of the chosen investment scheme is the
next stage.

Division
Leaving Ltd
Sale
Exchange
Reorganization

Partners
wives, children,
real estate, tenancy
Mother-in-law, father-in-law,
godfather of a child, another person
Ltd Manufacture on the basis of a
property complex
ТД Ltd with VAT for wholesale buyers
Nominal management

Investors
Customers

Ltd
10–15 years
Name, brand
Partners

law firm

T.M.-SERVICE

Private business commerce
Retail local
Private business partner
Retail region
Private business own, another’s
Transport

ONGOING SUCCESS
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Professional responsibility insured
Buyout of land lots
(preferential terms applicable).
Legal conversion of agricultural
lands into other categories.

Phone: (831) 416-33-34, 416-33-93

Sales and purchases, turning a business into a holding company.
Legal support of projects and investment deals.
Full service portfolio for corporate clients.
Legal assistance, withdrawal and recovery of assets.
Court disputes with tax authorities.

tm-serv@sandy.ru, www.tm-service.nnov.ru

January

The Central Bank of Russia reported that the influx of foreign capital to Russia in 2007 had
amounted to $82.3bn, which exceeded the RF Ministry of Finance’s $80bn forecast

March

The U. K.’s Barclays Bank purchases Russia’s Expobank for four times the bank’s capital

April

The Central Bank of Russia reports the net influx of foreign capital to Russia between January
and April amounts to more than $20bn

May

Bank for International Cooperation, a subsidiary of First Czech-Russian Bank, opens in the Czech
Republic. It’s Russia’s first bank to receive a license for turn-key services to be provided in the EU
Royal Bank of Scotland (RBS), Britain’s second largest bank, announces its entry into the
Russian market of banking services

Banking
& financial services
July

RF Minister of Finance Alexei Kudrin says Russia’s Forex reserves hadn’t lost a penny and the
state was investing them in the U. S.’ most powerful companies that would undoubtedly be
supported by the American government amidst the unfolding crisis”

August

Russia invades Georgia and the conflict traumatizes the capitalization of Russia’s stock
market. Foreign investors flee the country, taking $20bn out of the markets in the course of
just a few weeks. The stock market sags to less than $1 trillion

September – October

The global financial crisis hits Russia’s banking system hard. Between 20 and 40 large banks
in Russia will need bail outs, and as much as half their loan portfolios are revealed to be bad.
Wage arrears rise 2.1 % across the board between September 1 and October 1

November

President Dmitry Medvedev decrees changes to Russia’s Tax Code, lowering the profit from
24 % to 20 %. The Cabinet announces that an estimated $15bn in budget losses will be made
up for from reserve funds – the first time the reserve is used for deficit funding
The ruble starts to slide precipitously. The RF digs into its Reserves to stop the run and
promises billions to banks. State-owned companies ask for and get promises of RF support

December

Russia’s Forex reserves grew $5bn after November’s $3.6bn plunge, but oil drops below $50
causing a major deficit in the country’s projected budget for 2009.
The ruble continues to tumble, falling from a high of 23 to 29, finally leveling off at 27.5 at mid-month
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From bad to worse…..
2009 will be a year of anxiety
It wasn’t until mid December that the RF Ministry of Economic Development “stunned” the world
by admitting that ”… recession has begun in Russia….” Despite the RF government’s belated attempts to shore up the ruble and make billions available to selected banks and state-owned businesses, 2009 will be a year of anxiety.

A crisis in confidence

One does not have to be a financial expert
to realize that the banking sector is sim‑
ply not trusted by customers, the govern‑
ment and each other. As a result, the loan
market has shrunk, interest rates have
risen and the government threatens to
impose sanctions against banks that buy
foreign currency and export it instead of
crediting the home economy.
Businesses and individuals are being
haunted by images of the 1998 financial
crisis. Ten years have not been enough to
erase visions of inflation, soaring hous‑
ing costs, the ruble's ups and downs and
other troubles.
It is vital for Russian banks to keep
and get as many new deposits as soon as
possible. Russians have enough savings
which will continue to grow; however,
without knowing what to expect from the
government, business, exchange rates,
gold and real estate prices, many Rus‑
sians are taking their funds out of banks
and just stashing their savings away.
As the Central Bank of Russia report‑
ed, in October the bank run accounted
for over 6 % of all deposits. Russians with‑
drew around $16bn from ruble accounts
while foreign currency accounts rose by
$3.3bn from September 2008. As experts
say, withdrawals of rubles and conversion
into dollars are a reasonable response to
“mild devaluation” of the ruble. The over‑
all volume of deposits in Russia amount‑
ed to $210.7bn on November 1, accord‑
ing to the BoR.
Between November 1 and 25 depos‑
it withdrawals were under 0.5 %, or less
than $1.07bn. The government hopes
that later on citizens will start re-depos‑
iting money with banks despite the ru‑
ble depreciation.
In order to bring depositors back into
the market, a new deposit insurance sys‑
tem has been put into place with higher
insurance guarantees for savers.
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Alfa-Bank's Chief Economist Nataliya
Orlova considers the slower rate of with‑
drawals in November to be the first sign
that things are becoming more stabile.
Deputy CEO of audit and consulting
group FinExpertiza Nataliya Borzova is
more pessimistic. “The situation is chang‑
ing quite rapidly and if lay-offs aggravate
and the ruble continues to fall, then an‑
other round of bank runs will sweep the
country. We cannot speak about any posi‑
tive trends at the moment,” said Ms. Bor‑
zova. Moreover, the government seems
to have exhausted its ways of restoring
depositors' trust as it has already de‑
clared 100 % insurance of deposits with‑
in $25,120. Now authorities have to
do what they can to address the credit
crunch and keep banks from defaulting
on their obligations.

The Central Bank of Russia –
contradictory?

On December 1 the Bank of Russia offi‑
cially announced a one-percent increase
in the refinancing rate to 13 %. It was re‑
portedly done to check capital flight and
restrain inflation.
Experts, commenting on the situation,
were puzzled by a seemingly contradic‑
tory policy of making money more ex‑
pensive and letting the ruble weaken at
the same time. It is like stimulating the
economy with one hand and putting pres‑
sure on it with the other all at once. In‑
deed, the ruble devaluation plays into the
hands of exporters, helping them make
up their losses incurred through plum‑
meting commodity prices, while a high‑
er rate stifles consumer and investment
activity in the country. Apparently, in‑
vestments and economic revival pale
into insignificance as the Bank of Rus‑
sia’s only headache now seems to be cap‑
ital flight.
Between August and December 12
Russia's currency reserves shed a quar‑

Vladimir Putin,
Russia’s Prime Minister (speaking on December 4, 2008):
“Banks are the circulatory system of
any economy. We must remember the
negative consequences of the previous years. The negative consequences
of the 1998 crisis when the whole
banking system collapsed. We, of
course, cannot let it happen again.
Behind banks there are not only businesses in the real economy but also
millions of depositors, RF citizens
who are interested in banks operating
properly and having enough liquidity to satisfy citizens' demands. That
is why we are allocating enormous
funds to the banking sector. We have
already committed around $179.4bn
to that end.”

ter to $440bn. The Bank of Russia spent
the entire fall trying to support the ruble
by depleting its Forex reserves.

Plugging to a lifeline

To support Russian banks’ liquidity the
government decided to allow the BoR to
place significant funds as loans in sev‑
eral large state-run banks, such as Sber‑
bank, VTB and Gazprombank, Those
banks committed themselves to sustain‑
ing liquidity of the interbank market. In
October it was decided to grant them
11‑year subordinated loans worth a to‑
tal of $35.9bn at an eight-percent rate.
Some funds were transferred immediate‑
ly and by December the remaining $18bn
was reportedly assigned.
In the fall of 2008 many auctions were
held for commercial banks to apply for
short-term financial support. The inter‑
est rate was set at 12 %, according to busi‑
ness news agency Prime-TASS, just half
the rate in the interbank market.
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But it did not help everyone. Accord‑
ing to analytical center ExpertUral, over
October, total assets of the 60 largest in‑
dependent banks of Ural and West Sibe‑
ria (excluding Khanty-Mansiysk Bank
and Surgutneftegasbank) dropped by
$538.3m (3 %); loans to businesses fell
by $150.7m (2 %); loans to individuals
shrank by $114.8m; and individual de‑
posits slumped by $789.5m (11 %). These
were the consequences of the first crisis
wave that enveloped the country in Sep‑
tember-October 2008.

Bad lending market

The financial crisis also severely affected
borrowers' ability to pay; bad debts were
piling up faster than it was before the cri‑
sis--almost 6 % per month, reported Kom‑
mersant, citing reports submitted by 32
Russian banks. If the trend remains, con‑
sumer lending will become an unprofit‑
able business for banks in 2009 and put
a further strain on their viability.
Russia’s mortgage system, which be‑
gan slowly, was finally on a roll when the
crisis hit. It took the hardest blow. Ac‑
cording to the Bank of Russia, bad mort‑
gage loans to individuals rocketed to
around $35bn as of October 1.
Those banks that have not abandoned
mortgage programs have toughened
mortgage terms and raised interest rates
by at least 50 %. Bad loans to legal enti‑
ties are also accumulating. As the Bank
of Russia reported, in October companies
defaulted on up to 35.9 % of loans.
The crisis has stripped Russian busi‑
nesses of traditional and accessible sourc‑
es of financing. With no access to bank
loans, companies will have to withdraw
money from deposit accounts, thus fuel‑
ing further bank runs, experts forecast.
Few business owners can afford loans at
20 – 30 %.

Looking for a parachute…

By early December seven banks failed to
stay afloat and it seems to be just the be‑
ginning. In November the Bank of Russia
revoked the license from International
Joint Bank, following earlier cancellation
of licenses of Ekonatsbank and Mirabank.
Ekonatsbank was unable to honor com‑
mitments to bond holders and Mirabank
lost its license because it ran out of cash.
The BoR also revoked licenses of Pre‑
mier, Evraziya Center, Russian Banking
House and Unitbank.
Experts have no doubt that small play‑
ers, especially those involved in consum‑
er lending, will have to go out of business

in the coming months. “They are simply
not going to have enough liquid assets to
cope with a drastic outflow of funds,” an‑
alysts explained.
In the midst of all of this low liquidi‑
ty, mergers and acquisitions are gathering
momentum in the banking sector. In ear‑
ly December MDM Bank and URSA Bank
announced their marriage. After the deal
is finalized, their combined capital will
be around $2.6bn, thus making it Rus‑
sia’s largest private financial institution
in terms of capital. The new bank's assets
will exceed $18.7bn, Russia’s second out‑
side government-controlled and foreignowned banks. The bank will also become
Russia’s third most networked bank after
state-run Sberbank and VTB, with 500
branches across the country.
“In the current crisis situation a large
bank with a diversified customer base
would weather the turmoil easier than
two smaller banks,” head of the analyt‑
ical department at Capital Sergey Kary‑
halin told Expert Online. Mr. Karyhalin
thinks that there will be plenty of merg‑
ers like that. Those taking too much time
considering pros and cons risk playing the
wrong card and being eventually grabbed
for a penny.
Undoubtedly, purchase and sale deals
will become another most popular way of
surviving through the crisis. At the begin‑
ning of December Alfa-Bank, Russia's larg‑
est private bank, announced its plans to ac‑
quire 75% of Ural bank Severnaya Kazna.
This troubled brand will disappear from the
banking market shortly and the bank will
operate under Alfa-Bank's name.
Such moves were no surprise to anyone
by the end of 2008. Rosselkhozbank pur‑
chased Tarkhany Bank, the second larg‑
est bank in Penza Region; Promsvyazbank
took over Nizhny Novgorod Bank and Yar‑
sotsbank, one of the banking leaders in
Yaroslavl.
State corporation Deposit Insurance
Agency (DIA) and the Bank of Russia
have started working out a bank rescue
plan, for which $7.2bn has been assigned
from federal coffers. It now looks like
problem banks will get the axe while vi‑
able ones will be given a safety net. A DIA
spokesman told media in December that
support won’t be indiscriminate. Many
more ailing banks than those to be cho‑
sen may want to have their crumb from
the federal government's table. But most
will have to wait - or rather rely on them‑
selves. Only the top 200 biggest banks,
will be considered for bail out, accord‑
ing to reports.
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Stanislav Belkovsky,
head of the National Strategy
Institute (from an interview
to Russia’s information agency
Novy Region)
“Today we see that the system of consumer and mortgage lending is falling
to pieces as banks and trade networks
cease to grant consumer loans. Next
in turn there might be a liquidity
crisis of small and medium-sized
banks. It is these three factors that
will severely hit the economic status
of millions of Russian families – not
the RTS stock index that few Russians
know or care for.”

Egor Gaidar, Director of the
Institute for the Economy in
Transition (from a speech on
“The Status of the Global Economy and Prospects for Russia’s
Economic Policies” delivered
January 23, 2008):
“If economic growth falls from the
current 7 % to 2 or 3 % of GDP, and
what is more, if the ruble gets under
pressure, then the state can start artificially stimulating the economy by
increasing government expenditure
and propping the ruble with accumulated gold and Forex reserves. The
combination of these measures will
have disastrous repercussions.”

Garegin Tosunyan,
President of the Russian Banks
Association (Kommentarii.ru):
“When the Bank of Russia grants
loans to banks at high interest rates
it provokes inflation because banks
then give credit to businesses at much
higher rates, which pushes end product prices up.
It is naive to think that expensive
credit will reduce cash in circulation
and reverse inflationary trends. In
the end, the value of money, i.e. loan
interest rates, can be raised so high
that there will be three rubles left
in circulation, and there will be no
inflation as a result. But there will be
nothing left, neither production, nor
market.”
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Now is decision time for the Russian government
Why is all this turmoil
happening to Russia
and the world? And,
most importantly,
how to withstand the
storm and re-emerge
stronger? These are the
questions most are asking these days. Kendrick White, Managing
Principal of Marchmont Capital Partners,
a Nizhny Novgorod
investment consulting
firm and publisher of
the Marchmont Investment Guide to Russia
and Konstantin Pigalov, the firm’s director
of consulting services,
talk about the crisis.

Kendrick White,
Managing Principal
Marchmont Capital Partners, LLC

Konstantin Pigalov,
director of consulting
Marchmont Capital Partners, LLC
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– Despite its huge FOREX reserves, why is
Russia being so affected by the U. S. crisis?
Kendrick White believes that over the
past few months there have been reports in
the Russian press that the current crisis was
75 % based on the crisis in the West. This
is not exactly true. To my mind, the crisis
in Russia stems from both external as well
as self-inflicted factors, such as a dramatic
increase in perceived political risks, which
have exasperated the financial crisis here in
2008. Tough non-transparent measures tak‑
en against TNK-BP, Mechel and other firms
prompted many investors to think twice
and conclude that one couldn’t do business
in Russia without making the right political
connections. Then came the conflict with
Georgia that elevated political tensions and
frightened investors even more and pushed
markets even lower. Since May, when Rus‑
sian markets were at their all-time high, the
Russian economy has dropped precipitous‑
ly with each new political “risk.” Mr. White
feels that the Russian stock market meltdown
in September and October was obviously im‑
pacted by the the U. S. credit crunch, global
recession and lower demand for commodi‑
ties, but those negative factors were magni‑
fied in this emerging market due to its rela‑
tively negative image promoted by the global
mass media. Between mid-July and the end
of October the Russian market plummeted
68 % – one of the worst performing market
on the planet.
The sharp drop in oil prices was a major
factor. Russia is a commodity-based econo‑
my. Between mid-July and December interna‑
tional oil prices dropped below two psycho‑
logically sensitive benchmarks, $100 / barrel
and $80 / barrel. They mark historical market
trends, too. When the market pierces the $80
level on its downward move, there’s nothing
to stop it from falling further – that’s what we
are watching now, as oil continues to fall even
below $50.
Konstantin Pigalov thinks there were two
main reasons behind capital flight in the fall
of 2008. First of all, it was the general lack
of investor confidence in the financial instru‑
ments discredited by the crisis and the politi‑
cal risk “premium” of doing business in Russia
that went up as a result of political “austerity
measures” taken over the year. Investors were
spooked by the magnitude of government im‑
pact on market processes. Also, there was too

much speculative capital that fled Russia at
the first signs of trouble. The other reason is
the banking crisis. Companies’ stocks served
as collateral for loans. In the midst of the cred‑
it crunch banks are dumping stock at a big
discount to get their money back. Investors
worldwide have also been backing out of risky
instruments.
Mr. Pigalov emphasized it was not an eco‑
nomic crisis for Russia yet but rather a bank‑
ing and stock market one. There are reserves
to stem the tide. But what is most discourag‑
ing, in his opinion, is slower economic growth
and the shelving of development programs.
– Which sectors will have a tough time
recovering and which will ride out the
storm?
Kendrick White feels that most commod‑
ity sectors won’t fare well. Steel, aluminum,
etc. – their stocks are falling now. Each of
these sectors will be in recession and liquidity
will dry up, so most new construction will also
stop. Not only real estate construction, which
is likely to be hard-hit too, but construction
for manufacturing purposes. So, manufactur‑
ers will also be affected as (1) they won’t be
able to get credit and (2) they won’t be able
to go to the public financial markets to secure
new IPO money. Expansion plans for manu‑
facturing will slow down as a result. I expect
that in the first half of 2009, salary growth
will stop and even potentially reverse as con‑
tracts are renegotiated and more unemployed
enter the job market. Because of this luxu‑
ry goods will probably fall. People will focus
on their main needs. Durable goods will sell
well, like washing machines, furniture or TVsets. Inexpensive cafes are likely to be doing
well. Generally, people will think less of go‑
ing out to spend money in a fancy restaurant,
or buy new cars, but more of things for their
homes,” he said.
Konstantin Pigalov agrees that FMCG and
catering will recover fast, but expansion in the
sector will slow down. Energy-saving sectors
and hi-tech industries are likely to pick up as
the state has been investing in them lately and
will continue to do so. However, lay-offs are
inevitable, he admitted.
– Has the federal government response
been adequate?
Kendrick White thinks that Russia’s Min‑
istry of Finance has been responding well to a
very difficult macro-economic situation. The
biggest problem for the government will be to
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manage a gradual depreciation of the curren‑
cy, to mirror the global fall of oil prices. The
crisis might also be turned into a tool to deal
with Russia’s currently fragmented and weak
banks and sanitize key ones like VEB, VTB,
Sberbank, etc. Both Mr. White and Mr. Pigalov expect major banking consolidation
over the next three to five years. According
to Mr. White’s estimate, there could be just
over 100 banks with branches left in Russia
as a result of the process.
– How do companies now have to rethink
their business strategies?
Mr. White feels that improving efficiency
through restructuring and cutting costs will
be first and foremost. Firms need to expand
their market shares and be prepared for con‑
solidation. Banks are no or little help now,

and neither are stock markets the best option
during this period. But companies still need to
raise capital, secure expertise and know-how,
and find financial and strategic investors. It
is private equity investment that can bring
this – and while these investors may sit on the
sidelines right now, until the dust settles, lat‑
er in 2009 will mark a new era of opportuni‑
ty for private direct investment, which will be
much better for Russia in the long run com‑
pared to speculative financial trading. Busi‑
ness owners need to be prepared to sell stock
to PE firms. This is a time to make a choice:
either to keep full control over the company
and watch it becoming less and less profit‑
able and potentially dying in the market, or to
agree to work with partners, which can help
companies grow much faster.

Chubais: “Russia has everything it needs
to keep the crisis from spreading”
In October 2008 CEO of Rusnano, the Russian nanotechnologies corporation Anatoly Chubais
gave an interview on the situation in the global financial market. He sounded quite optimistic in
contrast with the majority of experts. The reason may have been, though, that the situation in
October was far different than today…
“There is no doubt about how serious the
situation is. It has been generally recog‑
nized as one of the world’s biggest finan‑
cial crisis since the Great Depression of
1929 – 1933. It is evident that the crisis
is not over yet. New dramatic events in‑
cluding bankruptcies of financial giants
are ahead of us. Lying in wait are not
only problems in the financial commu‑
nity; shocks are sure to affect the over‑
all economy as well. We can definitely
expect the global economic slowdown
and widespread recession to hit sever‑
al European countries and, the U. S. as
well. As far as I understand, we have not
seen the bottom yet. Speaking of specific
causes of the crisis, we can safely identi‑
fy the United States as the birthplace of
this turmoil.
But if we speak at a more fundamen‑
tal level, then I think it would be right
to say that the basics of the world’s fi‑
nancial and economic system need to be
restructured. They were established af‑
ter the World War II when the U. S. and
Europe were dominating the economic
world and could realize their potential
at will.

This was followed by 40 years of the
Cold War and the demise of communism.
Unfortunately, the United States came to a
wrong conclusion assuming that now that
they had beaten their main enemy, their
ability to control the world was secure. It
is obvious that there cannot be any coun‑
try to rule the whole world as there isn’t a
single world problem that can be solved by
one country. After all, in the mid-1940s,
the U. S. accounted for almost as much as
50 % of the world's GDP, but now its share
is only 25 %. Today, there are several rap‑
idly developing countries, including Chi‑
na, Russia, Korea, Brazil and India. That
is why the global financial and economic
system has to be reconsidered.”
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When asked about the impact of the
world crisis on Russia's economy, Anatoly Chubais talked about why today's situation is dramatically different from the
1998 crisis.
“We shouldn't compare the two years.
In 1998, Russia's sovereign debt to the
world was a mind-boggling $150bn
whereas today it is $50bn. The coun‑
try's gold and Forex reserves amounted
to $3bn in 1998, and now they stand at
$550bn (as of mid-October, today they are
less than $440bn – Editor’s note). These
are completely different situations. To‑
day Russia has everything to keep the cri‑
sis from spreading.”
Source: Rusnano’s official website
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Using the crisis as an opportunity
for training and development
The crisis has had a profound effect on every sector, and HR issues following layoffs, terminations,
salary reductions and other kinds of down-sizing need to be handled with particular sensitivity.
While production facilities can be shut down and later re-started, human capital is an asset that
cannot be lost and then suddenly found. Now is the time to strategize HR development to make
sure that after the crisis ends, qualified personnel will still be in place. It’s also a time for companies who want to make the shift to new technologies to train as well.
The lack of qualified personnel in Russia,
especially in the regions, was an acute
problem even in the pre-crisis period. But
the crisis is not endless and if we lose ev‑
erything that is left now then our chanc‑
es of energizing Russia's regions after the
downturn are poor.
Any Russian firm can fire some of its
workers without serious consequences.
In many cases, down-sizing will not se‑
verely affect production if some supervi‑
sor's third secretary is made redundant.
Some staff reductions are arguably use‑
ful – they help make the company more
efficient. HR should be mostly concerned
not about redundancy, but about how
to keep its most qualified employees. It
sounds like a paradox, but such employ‑
ees are now being attracted from Russia’s
major cities to regions, where the costs
of living are often lower and the econo‑
my is actually more stable. When these
new employees arrive, however, their
core training is intact, but they need to
be re-trained in the new company’s pro‑
cedures.
Russia's vast areas make professional
staff development very costly, however,
since many regions lack trainers, teach‑
ers and coaches. Until now training was
provided by coaches from a major city
or center. And most training focused on
short time courses (because sending a top
trainer for a year-long contract to train a
group is hardly affordable). Many Russian
companies are part of a network, where
uniformity in training techniques is es‑
sential throughout all of their branches.
This means that coaches had to migrate
from one branch to another all year.
Using distance training based on upto-date information and communications
technologies is one way to help solve this
problem. Among the key advantages of
this technology are time-saving and a
relatively low price. How can corpo‑
rate managers, especially managers of
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branched corporations, focus on prompt
implementation of these technologies in
personnel training and development?
Every firm, every branched corpora‑
tion and trading network can easily create
a competency package – a list of profes‑
sional skills required for manufacturing
a specific product or providing a service.
A company can then optimize both staff
and its training program in compliance
with the package.
The next step is to choose an integra‑
tor company to supply corporate infor‑
mation to its employees as well as assess
staff comprehension. What is most nec‑
essary is to develop or acquire education‑
al products and start SYSTEMATIC train‑
ing and staff development.
It is impossible to create a single for‑
mula to calculate cost required for this
process. But we can safely say that costs
will be far lower than when applying a
traditional approach to staff training. A
company with branches in far outlying
regions has an especially difficult chal‑
lenge. Sometimes it is practically impos‑
sible to provide such staff with quality
personnel training using traditional ways
because of geographical, demographic or
other characteristics of a region
Now that so many companies are in a
crisis mode, it is necessary to not simply
cut costs but focus on optimizing them.
What is of lasting value is not oil or gas
or production, but people. If we can save
personnel and train new staff, and reduce
the cost of what we make, service or sell,
then when the world economy picks up

and demand begins rising, we will be
strong and ready. We will be able to shake
off our dependence on oil and start pro‑
ducing high-technology goods and ser‑
vices, for which demand will be no low‑
er than for oil.
The current crisis is also an opportuni‑
ty – if we take advantage of the “depres‑
sion” period to also train staff in state-ofthe-art production techniques in Russia's
regions, we will be able to say that in re‑
cession we laid the foundation for the fu‑
ture development of Russia's economy.
There is another significant area
where information and communications
technologies (ICTs) can be applied. In a
period of recession the government is
required to efficiently coordinate crisis
management. Heightened legislative ac‑
tivity and development and implementa‑
tion of anti-recessionary measures have
already begun. To get the essence of
these measures across to regional author‑
ities information needs to be delivered
and understood at all levels of the topdown command structure. Very similar
information and communications tech‑
nologies that are used in distance learn‑
ing can also be used here. Some govern‑
ment institutions have already realized
the potential of ICT and are extensive‑
ly engaged in applying ICTs both to re‑
training government officials and coach‑
ing them in new laws. ICTs have every
chance of being widely introduced in the
state sector. The non-governmental sec‑
tor should also get involved in mastering
these technologies.
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The enormous profits from oil let Russian
business put up with such burning problems
as weak legislation, corrupted officials, lack
of infrastructure and qualified personnel deficiency. But now with the oil Klondike almost
depleted there comes the traditional Russian
question “What should we do?” In order to
reach the level of the developed countries
we have to rebuild the economic system. So
large foreign and Russian enterprises should
be permitted to enter Russian regions and
create a normal market. The main problem
is the lack of qualified personnel that could
have worked for these enterprises.
Russia has lost its professionals, and it will
take decades to bring up a new generation
with the use of traditional methods. To my
opinion, the only way out is to make use of
the latest technological achievements in the
educational sphere. There should be found
a way to let people get decent education not
only in central but in remote areas as well.
This can only be done with the help of the
best Russian and foreign teachers and trainers, including the former Russian citizens
now living abroad.
It’s a paradox that the amazing technology
of knowledge distribution that has been applied by the Modern University of Humanities for over 15 years was created in Russia.
This MUH Vision technology allows distributing knowledge all over Russia. The technolo-

gy is based on the program complex operating a large quantity of educational modules.
These modules comprise textbooks, training
multimedia programs, the system of seminars in the form of a videoconference and
two TV channels. The program complex is
able to operate both educational modules
and training process, automatically define
what is necessary to study. In addition there
is a technology of fast creating educational
products. There have been created more than
50,000 of such products from a course of office-work to a full-scale МВА.
So it’s possible to give a great quantity of people anywhere in Russia a fast and high-quality education at a much lower cost in comparison with the traditional one. The system
allows involving the best teachers, and there
will be no language barrier regarding the fact
that a lot of former Russian citizens have become professionals abroad. So it’s high time
we started to teach people and supply business with high-qualified personnel all over
Russia, so that Russian economics could be
finally restored!
B.Kunin
The director for strategic development
MUH Vision
Tel/fax: +7(495) 727-09-20
www.muhvision.net
info@muhvision.net
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The RF Repo freeze and poor risk management
have accelerated the crisis
Even today, months
after the outbreak of
the financial crisis,
business and the general public keep asking
how it was possible,
and what’s next. Denis
Pryanichnikov, head
of the Issuers Center of
the Moscow Interbanking Currency Exchange
(MICEX), talks about
the root causes of the
crisis and the future of
the securities market.

Denis Pryanichnikov,
head of the Issuers Center
of the Moscow Interbanking
Currency Exchange (MICEX)
Denis Pryanichnikov, Ph.D in economics, graduate of the RF Government’s
Financial Academy and post-graduate of
the Higher School of Economics. Director
of the Issuers Center at the MICEX with
eight years of experience in stock and
bond markets. Worked as director of the
investment product department of the
Kapital management company prior to
taking the position at the MICEX
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– Why do you think the investment image of
Russia’s “blue chips” nosedived, causing billions of losses between August and late fall
of 2008? The war on Georgia? Foreign investors looking for traditional “safe haven” financial instruments who dumped their Russian shares? Deeper domestic problems?
What is your prognosis regarding timeframes and conditions for “bottoming out”
and market rehabilitation?
The primary reason really is the global fi‑
nancial crisis. The heavy losses that Western
banks and hedge funds sustained caused cap‑
ital flight from Russian and other developing
markets – a phenomenon known as “risk run”.
Despite analysts and economist claims made
in summer of the so-called “decoupling” (di‑
vergence of the Russian and other econo‑
mies), of a “safe haven”, etc., the Russian mar‑
ket was no exception. On the contrary, in 2008
Russia was faring worse than its “colleagues”
from other BRIC countries that global inves‑
tors once considered attractive for business.
Where India and Brazil lost 53 % and 44 %, re‑
spectively, and China’s result was minus 67 %,
Russia lost as much as 70 % (as of November
2008 when the interview was taken – Editor’s
note).
The war on Georgia did produce some neg‑
ative effect, but not enough to be called de‑
cisive. If we analyze the dynamics of risk run
by international funds investing in Russia, we
will unambiguously see that capital flight be‑
gan in mid-summer, i.e. before the Caucasian
conflict occurred.
Meanwhile, global negative trends were
further exacerbated by Russia’s domestic
problems caused predominantly by an inad‑
equately narrow investor base and flagrant‑
ly incompetent risk management by Russia’s
largest banks and investment companies. All
this caused the freezing of Repo transactions
and liquidity problems – which triggered the
devastating collapse in September and Octo‑
ber of 2008 in Russia’s markets.
To my mind, the revival will take consider‑
able time, at least a year to 18 months. For the
most part it will depend on global trends such
as, first and foremost, the dollar rate and oil
prices. Also, a serious factor is successful bond
redemption (peaking in December 2008) and
interest payment to foreign banks by Russian
companies.
– The IPO market was on a roll and then
came crashing down. Even highly-anticipat-

ed offerings like Yandex, were postponed.
When will the investment climate change to
improve the prospects for IPO’s and what
do companies need to be doing in the meanwhile?
The current situation in global financial
markets is far from stable, and I believe we
should not expect benign changes until after
a year or 18 months. Nevertheless, whoever
wants to attract capital through IPO needs to
start preparing now. Pre-IPO procedures nor‑
mally take between six and eighteen months
to complete.
In addition, there are some arguments in
favor of the idea that putting preparation off
indefinitely is a losing strategy.
First of all, regardless of whether a compa‑
ny goes ahead with IPO or not, for investors,
share value will only grow as a result of mea‑
sures to create a transparent corporate struc‑
ture, adoption of international accountancy
principles, introduction of best practices in
corporate management, etc.
Further, the market situation can change
for the better sooner than we all expect, so a
great volume of deferred IPOs would inevita‑
bly spark fierce competition among issuers.
Also, in the circumstances that we have
now, funds could be raised through private
offering, both on listed and OTC bases. But to
prepare for a deal and ensure a better price, a
company has to undertake most of same mea‑
sures required for a public offering prepara‑
tion.
And finally, one should not entirely dis‑
count possible alternatives – raising funds
through exchange, like circulation of exist‑
ing stock or issuing bonds.
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“My view is that Russia will weather this
current crisis but it will take many months…”
We continue our expert talk of the root
causes and consequences of the global
financial meltdown,
and what could be a
key to a better future.
Let us introduce Patricia M. Cloherty, CEO
and Chairperson of
Delta Private Equity
Partners, who kindly
agreed to answer some
of the vital questions
that galvanize Russia
and the world.

Patricia M. Cloherty,
CEO and Chairperson
of Delta Private Equity Partners
Delta Private Equity Partners (“DPEP”) is
a leading private equity manager. It has
invested over $450 million in 55 Russian
companies through The U. S. Russia
Investment Fund established in 1994 and
Delta Russia Fund, a successor private
fund formed in 2004

In a talk with Ms. Cloherty Marchmont
couldn’t but ask the same question that oth‑
er experts pondered on earlier in the sector:
how did this setback happen and what is to
blame?
– Did the investment image of Russia’s
“blue chips” deteriorate so much in the summer and fall of 2008 because of the war on
Georgia? Or were there other profound reasons, including investors’ risk run kind of
behavior and Russia’s domestic problems
that caused the world to dump Russia’s markets, once so lucrative for international investors? And how far down is the “bottom”
for the Russian economy to bounce from?
The conflict in Georgia’s breakaway re‑
gions of South Ossetia and Abkhazia was un‑
fortunate from an investment standpoint. It
was a highly political event, broadly misun‑
derstood in the West, and it followed a series
of business disputes which, by themselves,
probably would have been absorbed by the
market. Western reports of the conflict depict‑
ed an invaded Georgia as victim to Russia’s
military chauvinism and a Russia willing to
exert force on its neighbors and in the region
of the Caucasus. Reports in Russia praised the
military for its heroism in saving the people
of Tskhinvali from an unprovoked attack by
Georgian forces trying to retake the region.
The real story is vague and complex involv‑
ing many other countries. And it brought all
the old Cold Warriors out again.
The outcome, however, was not vague. For‑
eign investors were scared off by the conflict
as a final blow after a series of blows. Capital
flight ensued. The Mechel, TNK-BP and Her‑
mitage Capital incidents preceded the mili‑
tary conflict. The RTS and MICEX indexes had
been declining slowly since July. With Geor‑
gia, foreign investors figured the combined
risks too great. The subsequent bankruptcy
of Lehman Brothers in the U. S. and the on‑
set of the sub prime mortgage credit crisis,
then hit Russia prompting investors to exit the
stock markets quickly for safer financial in‑
struments wherever they could be found, in‑
cluding in U. S. dollars.
Repeated halts in trading on the RTS and
MICEX added to jitters about Russian index‑
es. The results: the RTS index has had the
worst performance among emerging markets
indexes, down 72.0 % on the year, and over‑
all confidence in financial markets is at an
all-time low.
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The Russian “blue chips,” though, tend to
be profitable companies in a resource rich
economy. Some of the companies presently
are overleveraged so that their balance sheets
need repair. Also, many need improvements
in productivity, in corporate governance, and
transparency to gain investor confidence. With
decent political and economic leadership, my
view is that Russia will weather this current
crisis over several months and get back to the
business of growing solid companies that will
contribute to improving the standard of living
for Russian citizens.
– Private equity investment: can this
become a solution for Russian businesses
amidst the stock market meltdown and the
credit crunch?
Whether and on what terms private equity
can provide a financing solution for Russian
companies in this time of financial stress will
vary from company to company, depending
on its capital structure, total capital require‑
ment and on the level of returns such an in‑
vestment offers to all shareholders.
In general, as industry consolidations oc‑
cur and as debt-financing is unavailable or
too expensive, companies must look to alter‑
native sources of financing, to survive in the
first instance, then to expand organically or
through acquisitions. The prospect of sell‑
ing an ownership interest (equity) in a com‑
pany tends to become acceptable to business
owners in this type of market when weighed
against other options, such as possible fail‑
ure. PE firms with reputations for growing
good companies will see increased deal flow
and enter into high quality partnerships with
good prospects for success.
The question of valuation is generally a
challenge. Valuations have decreased in the
wake of the stock market decline, so private
equity firms will shop the market for new
deals, but will also revisit old deals put on
hold or not done earlier for some reason.
The present crisis is expected to go on for
awhile, so GPs with capital to invest can af‑
ford to be patient to get better going-in val‑
uations on good companies. The distressed
asset markets also become much more ac‑
tive in such times as these, providing other
areas of opportunity.
The key for the company is to select a high
quality PE firm as a partner in order to get
not only capital, but also valuable know-how
and experience.
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An international perspective:
will 2009 be the year of fixed income?
Christel Rendu de Lint,
Senior Vice-President
and Head of Fixed
Income Fund Management at Switzerland’s
Union Bancaire Privée,
provides her take on
the 2009 prospects with
respect to fixed income
funds performance.

2008: annus horribilis for credit

2008 will remain a landmark in financial mar‑
kets’ history. The year when Lehman Broth‑
ers and Washington Mutual defaulted, invest‑
ment banks disappeared, the Federal Reserve
cut rates to almost zero and had to resort to
quantitative easing, to name but a few. In
this environment, safety was the motto and
investors rushed to plain vanilla government
bonds. The Merrill Lynch US Treasury Mas‑
ter Index is printing double-digit gains for the
year, as of the end of November. As a mirror
image, credit markets, viewed as risky, suf‑
fered significant losses, with US investment
grade indices down 10 % and US high yield
down 31 %, over the same period. Similar per‑
formances, albeit less extreme, are reported
in European markets.

Credit markets
priced for a depression

This financial crisis had three phases: first, a
confidence crisis on the banking sector; sec‑
ond, a rapid deterioration of the macroeco‑
nomic backdrop; and third, a massive finan‑
cial de-leveraging, which led to forced selling
in fixed income markets. All contributed to
push credit spreads to record levels, last seen
in the Great Depression of 1929. At current
levels, spreads imply that 30 % of US invest‑
ment grade companies and 70 % of highyield companies should default over the next
5 years. These levels are significantly above
actually observed defaults rates during the
Great Depression, which have been of rough‑
ly 8 % for investment grade and 50 % for highyield cumulated over 5 years. In other words,
credit markets are currently pricing an out‑
come even worse than in the late 20s. Against
these metrics, credit markets seem to offer at‑
tractive valuations.
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At the current juncture, investors should keep
an allocation to government bonds, specifical‑
ly to longer-dated maturities in US and Eu‑
rope, while building a core allocation to shortdated investment grade credit. Specifically,
the selection of financial companies should
favor those which have benefited from capi‑
tal injections from their government. We be‑
lieve these are recognized as key to the proper
functioning of the financial system and thus
unlikely to default (e.g. Citigroup, Wells Far‑

go, GS, RBS, Lloyds, etc.). One should focus
on maturities of less than 2 years and whenev‑
er possible favor floating rate notes over fixed
rate papers. Indeed, floaters have been par‑
ticularly hit by forced selling and offer wid‑
er spreads than fixed rate papers for identi‑
cal issuers and comparable maturities. Note
furthermore, that we believe one should only
invest in senior or lower Tier 2 debt of finan‑
cial companies, but stay away from Tier 1 pa‑
per altogether, as these bear too many simi‑
larities with equities. Last, at this stage of the
macroeconomic cycle, we remain uncomfort‑
able with the debt of industrial and cyclical
companies, with the exception of GE.

Macroeconomic data will be key
in increasing credit risk

Opportunities abound in the credit space, with
spreads attractive, but for now so do risks. We
are looking at two milestones for increasing
our allocation to credit in our portfolios: sta‑
bilization in macroeconomic figures and a re‑
covery in bank lending. While we could see
temporary market rebounds, a lasting turn‑
around will necessitate companies’ earnings
to improve and, for this to happen, global de‑
mand needs to pick up. We are specifically
waiting for a trough in housing prices in the
US and for our proprietary turning point in‑
dicator, as shown below, to return at the very
least to the neutral zone, if not the upturn
zone. All these would be signs to start increas‑
ing maturities and also to move to less de‑
fensive sectors, such as cyclical and industri‑
al issuers.
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January

Truck manufacturer KamAZ announces a major re-engineering project to boost production to
65,000 trucks, up 15,000 from 2007

April

Auto maker AvtoVAZ launches plans for installation of a multi-media platform compatible with
the GLONASS-GPS binary navigation system on its new Lada Priora model starting 2009. The
system is developed by Russia’s AvtoAudioCenter and China’s Shenzhen Hangsheng Electronics

May

Bryansk Mechanical Engineering is tapped to supply marine diesels to eight tankers built by
St. Petersburg’s Admiralty Shipyards

June – July

Canadian auto component manufacturer Magna signs an auto component joint venture with
Nizhny Novgorod’s GAZ Group and rumors swirl about the prospective construction of a
$500m automobile plant in Nizhny Novgorod Region
GAZ Group unveils plans for its new $300m Volga Siber, built on the first-generation Chrysler
Sebring platform. Prime Minister Putin takes it for a test drive and says “good, but stiff.”

August

Novolipetsk Steel (NLMK) jolts the industry by snapping up American pipe manufacturer
John Maneely Company (JMC) for $3.53bn

Industry
September

AvtoVAZ shareholders endorse the purchase of a license from France’s Renault with an estimated
price tag of $320m to manufacture a five to seven seat car model on the Renault PR-90 platform

October

RF Minister of Industry and Trade Viktor Khristenko says that the global financial crisis had
affected most of industrial sectors except defense industries. Meanwhile, experts predict that
Russia’s industrial sectors would all experience meltdown and be hardest hit in 2009

November

The RF Minister of Industry and Trade announces a federal chemical weaponry destruction
program for 2009 – 2011 and earmarks $4.8bn for the effort
NTC Research and VTB Europe bank publish research showing Russia’s business index for
industry is slumping in November to 39.8 percentage points from October’s 46.4. New orders
and recruitments have shrunk since May 2008. Experts say the dynamics is worse than in 1998

December

Rosstat statistics agency says Russia’s industry plunges 19 % in December 2008.
Russian banks loan domestic auto makers. AvtoVAZ gets $255m from VTB and Globex; Sberbank
loans KamAZ $125m; Gaz Group opens two lines of credit with Sberbank ($1.2bn) and Gazprombank
($145m). Banks are rumored to have agreed to delayed repayment by some car makers.
Italy’s Kerama Marazzi says it plans a $75m investment in the Orel Region to boost
production for its ceramic tile manufacturer there, Velor Corp.
Chinese auto maker Great Wall signs a $25m contract with its Russian dealership, Irito, for a
prospective factory with a starting capacity of 5,000 SUV’s and other vehicles a year
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The domestic Russian automotive sector
has to learn a new set of gears to survive
Russia’s automotive sector experienced a roller-coaster ride in 2008. Like most other sectors, its
extremes reflect the heavy odds that drove the commodity-based Russian economy to its record
highs in the first half of the year and then saw it nosedive to levels that many experts now liken to
the woes of the U. S. Great Depressions of the 1930s.

In the first half of 2008 the Russian pas‑
senger car market continued booming as
the country's economy roared ahead bol‑
stered by rising oil and gas prices. While
Russia's large reserves of coal, oil and gas
helped Russia's huge consumer goods in‑
dustry post record sales in 2008, these
very same factors depressed the passen‑
ger car market in Western Europe and the
United States.
The year witnessed increased de‑
mand for international passenger cars
and brands. As Russian customers were
getting more sophisticated, they showed
increased willingness to choose the com‑
fort and reliability of foreign cars over
the staid and less reliable Russian brands.
The domestic car-makers did everything
they could, including calls for patriotism,
to defend their market shares, but “for‑
eigners” were obviously in the lead – es‑
pecially those built within Russia by in‑
ternational automotive giants.

International car sales soar 40%

According to a report posted by the Asso‑
ciation of European Businesses in the Rus‑
sian Federation (AEB), as of July – Rus‑
sia’s last “calm” month, and one of the
best for the auto market – foreign vehi‑
cle sales rose to 199,332 units, up 40 %
on a year-on-year basis. Mid-sized pas‑
senger and sport-utility vehicles (SUVs)
were in highest demand. Among the most
popular brands over the entire pre-cri‑
sis period were Hyundai, Toyota, Ford,
Chevrolet and Renault. Over the seven
months of the year (and later on too) the
Ford Focus model built at Ford’s facilities
in St. Petersburg and in Leningrad Re‑
gion was the undisputable leader with
56,380 units sold. GM’s Chevrolet Lacetti
was the second best-selling car in Russia,
with the Renault Logan in third position.
GM’s German brand, Opel, was the fast‑
est growing passenger car brand in Rus‑
sia for the seven months of the year.
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The world’s 4th largest market

All the way through the “hot” phase of
Russia’s emerging crisis in August ana‑
lysts of the Association of European Busi‑
nesses in the Russian Federation were
positive about Russia soon becoming the
world’s fourth largest passenger car mar‑
ket, thus overtaking Germany in terms
of sales volume. PricewaterhouseCoopers
anticipated Russia to grow to become Eu‑
rope's largest car market by 2011 with
sales worth $96bn. Foreign auto mak‑
ers would continue investing in install‑
ing new plant capacity in Russia to help
support increased demand.

Russian auto makers
in facts and numbers
GAZ

We’ll start from GAZ Group, Russia’s sec‑
ond largest manufacturer of commercial
vehicles and construction machinery that
now comprises 18 automotive companies
throughout Russia and in Great Britain.
It had had huge plans but the financial
crises forced its management to revise
most of them.
In early February GAZ Group offi‑
cially announced that it would consider
the possibility of producing a passenger
car worth $10,000‑14,000, for which it
planned to buy a ready platform and was
even in talks with foreign producers re‑
garding this, including General Motors.
Eric Eberhardson, head of the car-build‑
ing business at Russian Machines (chief
shareholder of GAZ Group and co-own‑
er of Magna) said that the planned car
would be either “a large B-class car or a
small C-class car.”
In late February as the popularity of its
legendary Volga sedan continued to fade
into the sunset (some say as few as 40,000
were sold last year), GAZ announced
plans to invest $150m in the launch of
production at Nizhny Novgorod’s Gorky

Automotive Works of the Volga Siber, a
new sedan based on the first-generation
Chrysler Sebring platform redesigned by
the U. K.’s UltraMotive atelier. The com‑
pany later announced double the invest‑
ment and the start of the Siber’s serial
production in July 2008. In September
the model was to hit dealerships. Its base
price was estimated at $18,000.
In addition to the Siber, the compa‑
ny also announced plans to invest $130m
in production at its Nizhny Novgorod’s
facilities of the LDV Maxus light-weight
commercial vehicle. Full-fledged pro‑
duction was to start in 2009, but the
first 5,000‑unit batch was to be assem‑
bled from SKD kits to be supplied from
Birmingham’s LDV plant (part of GAZ
Group). That was preceded by a year of
Maxus production development in the
U. K. market.
In April there was more good news.
GAZ trumpeted its JV with Brazil’s Marco‑
polo, named Russian Busses Marco, and
earmarked $12m for the venture. Other
partners in the project included Pavlov‑
sky Buses (PAZ), Nizhny Novgorod re‑
gion (manufacturing Brazil’s Real bus),
and Moscow Region’s Golitsynsky Busses
(GolAZ) where the Andare busses were to
be built. Since October 2007 when PAZ
launched its part of production, 50 Real
busses had been manufactured by April
2008. By 2010 – 2011 the JV is expected to
start churning out 3,000 busses a year.
In June, Canada’s Magna, a leading
auto component manufacturer, shook
up the entire sector with its plans to
build a $500m automotive factory in
the Nizhny Novgorod Region in coop‑
eration with GAZ Group. The capacity of
the prospective plant was 100‑150,000
Chrysler cars a year. A year earlier
Oleg Deripaska, head of the Russian
Machines holding (GAZ Group’s par‑
ent company), had purchased 20 % of
Magna for $1.54bn.

Also in June, a new $46.2m JV was
announced between GAZ Group and
Magna Int. Europe AG to manufacture
auto components. The JV’s initial prod‑
uct would be face panels for vehicles and
their components with a projected capac‑
ity of more than 100,000 sets a year.
In the same month it was officially an‑
nounced that GAZ Group would spend
$1.2bn by 2011 for “further develop‑
ment”.
In July the company raised many ob‑
servers’ eyebrows by announcing it was
seeking a partner to set up yet another
“new line” of autos worth an estimated
$1bn.
As the summer ended, so did GAZ’s
ambitious program announcements. The
financial crisis roared into Russia in the
fall and Reuters quoted Kommersant as
reporting in late October that one-fifth of
GAZ Group's staff now faced the axe due
to the credit crisis (sources in GAZ itself
gave a more conservative estimate of up
to 3 % of the current workforce). The Sep‑
tember 1 launch date for long-awaited Si‑
ber came and went; GAZ had to move it
further into the fall. Preceded by an in‑
conspicuous advertising campaign, Si‑
ber sales would eventually go from bad
to worse as the cold winds of winter ap‑
proached. The Siber’s 2009 production
was cut by more than a third from 45,000
to 30,000 cars, Vedomosti reported in
early November.
Magna's relationship with Russian
Machines and its owner Oleg Deripas‑
ka became another victim of the glob‑
al liquidity crisis. On October 3, Magna
announced that Deripaska was being
forced to cash out his 20 million shares
in the Canadian-based auto parts mak‑
er pledged as security to finance Rus‑
sian Machines' $1.54bn equity interest
in Magna last year. In a press release
Magna insisted that the overall relation‑
ship with GAZ and Deripaska was impor‑
tant and would remain positive. But the
JV and other plans appear to be in per‑
manent limbo.
Moreover, the crisis has sped up De‑
ripaska's plans for the final phase-out of
Volga production. In October it was an‑
nounced that serial production would
cease in early 2009, much sooner than
the originally planned 2012, after the
current stock of components was de‑
pleted. The GAZ management claimed
the financial crisis was not the only
“killer” of the old Volga – a metal price
hike was too. Price hike or not, slump‑
ing sales were the real culprit. In No‑
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vember, Magnitogorsk Steel suspended
shipments of steel sheets to GAZ Group
indefinitely citing the latter’s “outstand‑
ing payables”.
The one hopeful sign that GAZ might
weather the storm came later that month
when Deputy CEO of GAZ Group Elena
Matveeva said the group intended to
prioritize investment in full-cycle diesel
engine production for commercial vehi‑
cles. No investment amount was speci‑
fied at that moment, though. GAZ want‑
ed to produce the YaMZ-530 engine and
the big DCi 11 diesel. “The crisis won’t
last forever, and we would waste time
and lose markets if we decided to sus‑
pend these projects,” said Ms. Matvee‑
va. But she also admitted to the fact that
Maxus production in Nizhny Novgorod
announced earlier in the year had been
temporarily put off.

MARCHMONT Investment Guide • January, 2009

AvtoVAZ

It was a topsy-turvy year for Russia’s
number one auto maker, AvtoVAZ, too.
But the year 2008 brought this Togliat‑
ti-based holding fewer “surprises” that it
did to GAZ.
In February, it was announced that
Russia’s Federal Antimonopoly Service
had okayed a deal for AvtoVAZ stock
purchase by France’s Renault. A memo
of intentions had been signed as ear‑
ly as December 2007. The deal’s value
was unofficially estimated to be worth
$1.1 – 1.3bn.
In June, AvtoVAZ CEO Boris Alyoshin
announced Russia’s largest car manufac‑
turer had pooled efforts with Renault
to draft a $3bn investment program for
2008 – 2012. The amount was double
the investment that AvtoVAZ had been
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making annually over the previous three
years. The companies stipulated invest‑
ment in production of several new Band C-class passenger cars, a new cross‑
over, and another model which was to
be marketed under the Renault brand.
With the new models launched the fac‑
tory’s output was projected to increase
by more than 30 %, up to 1.2 million cars
a year.
In late August when Russia’s invest‑
ment environment had already deteriorat‑
ed substantially, AvtoVAZ struck a deal for
the purchase of Kazakhstan’s Asia Auto, a
local car manufacturer, for an estimated
$70-80m. As CEO Boris Alyoshin told me‑
dia that month, his company also intend‑
ed to invest another $100m in installing
Asia Auto’s additional production capacity
of up to 120,000 vehicles a year (from the
then existing 45,000). The Kazakh facili‑
ty was to start producing AvtoVAZ's Lada
family of passenger cars and later add Re‑
nault and Nissan cars to its product line.
The deal was successfully finalized later
in the year (in late September).
Also in August, the decision was made
to purchase 100 % of Izhavto, an auto‑
motive facility in Russia’s Udmurtia then
owned by the SOK group of companies.
The deal was unofficially estimated to be
worth $488m. The transaction was to be
finalized in October 2008.
In September, at a special meeting Av‑
toVAZ shareholders approved the signing
of several license agreements with Re‑
nault worth a total of $320.3m. As part of
these agreements AvtoVAZ was to obtain
the rights for know-how, production, dis‑
tribution and after-sale servicing of two
versions of engines and their modifica‑
tions, as well as the rights for production,
assembly and distribution of RF 90 pas‑
senger cars and B0 platform.
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October saw the company’s first sub‑
stantial retreats as a result of the finan‑
cial crisis and tougher competition from
foreign brands operating out of Russia.
AvtoVAZ’s net profit between January
and September calculated as per Russian
accountancy standards had plummeted
more than nine times to around $31m.
RoI and RoA dropped too. Sales slumped
to $115m. Pre-tax profit fell five times.
The company had tough times clos‑
ing the Izhauto purchase deal. AvtoVAZ
had already begun experiencing the cred‑
it crunch, but its managers told media in
November that they were ready to sacri‑
fice dealerships to save cash and request‑
ed a brief respite before closing the deal.
The Vedomosti newspaper reported that
month that the Togliatti-based auto gi‑
ant was not backing out of the deal, esti‑
mated at $357m, but was only suggest‑
ing some changes in its terms.
Still, despite all the odds, the compa‑
ny looked much more robust than some
of its domestic competitors (especially
GAZ). Its successful foreign sales were a
significant bright spot.
In November, AvtoVAZ reportedly con‑
trolled 15% of Ukraine’s auto market and
30% of Latvia’s, according to the Auto-Con‑
sulting portal. October sales in Latvia were
449 Lada’s, or one-third of the country’s
total car sales for the month. Analysts be‑
lieve sales in the Baltic states and Ukraine
will continue to do well into 2009.
The Lada Priora, AvtoVAZ’s newest
model, started selling in the Czech Re‑
public in November. According to Prague
Telegraph, the company was offering in
the local market the Ladas powered by
Euro 4 certified engines. In the Czech Re‑
public the Priora will continue selling as
a sedan and a hatchback, with a combi
option coming later in 2009.

In Germany, 11‑month sales results
showed more than 2,000 Lada Kalina
and Lada Priora cars had been sold, the
Rosbalt news agency reported in early
December, up 12.8 % on a year-on-year
basis. And the Ladaonline portal report‑
ed in December that the Lada’s market
share reportedly increased in OctoberNovember to 25 % from August-Septem‑
ber’s 21.5 – 21.7 %.
And finally, on December 10 AvtoVAZ’s
BoD approved an investment program for
2009 – 2012. According to the Vedomos‑
ti newspaper, the earmark was set at an
estimated $1.8bn.
Against the “unlucky GAZ” back‑
ground AvtoVAZ’s results in 2008 sound
more like a success story.

KamAZ

KamAZ, one of Russia’s largest automo‑
tive corporations, is part of the world’s
Top-10 of over 14‑ton truck manufactur‑
ers and ranks eighth in the world in die‑
sel engine production by volume.
In February, the Tatarstan company an‑
nounced the launch of more than $47m
worth of exports to Central Asia’s Turkmen‑
istan. The company said it was planning to
deliver 2,549 trucks to that country.
In July, word came from Germany's
Daimler that the concern was consider‑
ing the purchase of a 42 % in KamAZ for
a reported $2bn. However, Daimler post‑
poned the final decision on the deal un‑
til the end of 2008.
In October, KamAZ and Vietnamese
mining company Vinacomin agreed on a
$23m investment in four KamAZ trading
and service centers to be set up in Viet‑
nam by 2011.
Despite all the good news, everything
turned sour just a few days later. The first
alarm bell rang on October 4, with the
sudden announcement that all produc‑
tion facilities at KamAZ would immedi‑
ately be shifted to a four day work week.
The forced measure was management’s
response to a deteriorating cash position.
It is expected that KamAZ will stay in this
crisis mode until May, 2009. A lay-off of
1,500 workers was also announced that
month and further staff cuts are expect‑
ed in 2009.
On November 24 KamAZ told most of
its workers that they would have to leave
for a forced vacation until December 7.
Later in November, faced with an increas‑
ing cash crunch, KamAZ sought a $450m
government bail-out package.
Also in November, an anti-crisis pro‑
gram was adopted. It stipulates a three‑
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Sollers

Sollers, known before June by its old name
Severstal-Avto, probably fared better than
any of its rivals throughout the entire year.
In January, Severstal-Avto announced
that it would begin producing Fiat’s Duca‑
to in the Alabuga SEZ (a special economic
zone in Tatarstan) in February. The com‑
pany also said that it had invested more
than $140m in the project. The produc‑
tion goal, by 2012, was set at 75,000 ve‑
hicles a year.
In February the firm announced new
production of Isuzu-branded mid-sized
and heavy trucks with production of
25,000 units a year at Alabuga.
In April, the Severstal-Avto – Isuzu JV
put up $14m to begin the assembly of
mid-tonnage (within 5.5‑ton) trucks, also
at Alabuga. The joint venture planned to
manufacture at least 7,000 vehicles by
the year end.
In June when Severstal-Avto was re‑
branded to become Sollers, the firm
signed an agreement with Italy’s Fiat Pow‑
ertrain Technologies to produce a diesel
engine on the premises of ZMZ Zavolzhye
Engines (Sollers’ subsidiary) in the Nizh‑
ny Novgorod Region. Sollers committed
$100m to the JV. Fiat, in its turn, was to
disclose to Sollers its know-how in diesel
engine production technologies.
In October, when other car makers
were cutting back, Sollers announced
intention to put up $150m to make
SsangYong’s crossover SUV. By mid-2010,
the company said it would be pumping
out up to 35,000 of SsangYong’s most ad‑
vanced model, the C200 SUV.
The only real negative news happened
just last month.
In December, faced with its own nation‑
al financial crisis, Japan’s Isuzu announced
on December 16 that it was shelving its
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fold curtailment of funding of 2009 in‑
vestment projects. The original plans
called for more than $250m but citing
the crisis, management slashed develop‑
ment to just $72m. According to the an‑
ti-crisis program, the firm will lay off an‑
other 5,000 people in 2009.
Finally, on December 12 the long await‑
ed announcement came from Germany’s
Daimler. Their July offer to buy 42 % of the
firm for $2bn was now just $250m for only
10 %, according to Troika Dialog.
KamAZ emerges from 2008 in better
shape than many of its automotive broth‑
ers. It has a white knight with Daimler and
its successful international business have
laid the groundwork for a better 2009.
earlier plans for further assembly of Isuzubranded heavy trucks in Alabuga.

“Foreigners” in Russia –
Ford and GM

Both Ford and General Motors are wellrepresented in the Russian market. They
have their production facilities in Saint
Petersburg and Leningrad Region.
After its sales triumph during the first
half of 2008 in Russia, Ford saw its Focus
and Mondeo sales fall steadily. As early as
2007, production plans for the Focus and
Mondeo models called for 125,000 units
a year by 2009. But these ambitious goals
were never met. According to the DWWorld.De portal, Ford’s factory located
in the town of Vsevolozhsk not far from
Saint Petersburg announced in early De‑
cember that its production lines would
be halted between December 24 and Jan‑
uary 21 because of “the Christmas holi‑
days and the necessity to curb production
volume in December and January.”
The production halt occurred as Ford’s
sales across Russia began to plummet. In
October, for instance, Russian sales fell
18 % on a year-on-year basis to 13,500
units.
Just as Ford-Vsevolozhsk was putting
the brakes on production in Leningrad
Region, word came of a halt from Decem‑
ber 20 until January 12 of production
at General Motors’ Shushary facility in
St. Pete’s industrial zone, DW-World.De
posted. That one was “benign,” the GM
management said, as “it had been sched‑
uled for equipment repair purposes” al‑
though the $300m factory had just been
commissioned in early November 2008.
GM boosted its market share in Rus‑
sia in 2008 to 10.9 % from 6.5 % in 2006.
In addition to Russia’s North-West where
General Motors came following Ford,
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Toyota, Nissan, Hyundai and Suzuki, GM
is also churning out 100,000 vehicles a
year as part of the JVs with ZAO Avtotor
in Kaliningrad and AvtoVAZ in Togliatti.
According to Bloomberg, the Shushary
factory is supposed to churn out 70,000
Chevrolet Captiva crossover SUVs and
Opel Astra passenger cars. The launch of
production of the Chevrolet Cruze com‑
pact car is envisioned for 2009.
“Our strategy is to become the lead‑
ing manufacturer in Russia,” Carl-Peter
Forster, GM's chief for Europe, told re‑
porters during the plant opening on No‑
vember 7, Bloomberg reported. “For us
Russia is not an emerging market. Rus‑
sia emerged long ago.”
“Russia will become GM's biggest car
market in Europe in 2009,” he added.
The new plant employs almost 1,000
people and that may increase to 1,700 in
2009. Despite all the optimism, in midDecember, it was announced that in Feb‑
ruary 2009 the Shushary plant’s work
week would shrink to three days, Vedo‑
mosti reported.
Strapped for cash, GM and Ford need
all the success they can get from Rus‑
sian and EU sales. With GM’s cash hoard
down to just months and its share price
at a 60 year low (under $5) and Ford’s
at $3, both American auto makers have
turned to Congress for bail outs. But Con‑
gress voted “no,” a vote that stunned the
industry. $73hr. wages paid to union auto
workers were given as the reason law mak‑
ers failed to grant the bail out. President
Bush, whose presidency ends in on Janu‑
ary 20th is expected to give in and help the
automakers with a special earmark. But
the alarm bells have rung. The Big Two
have to do a lot better to catch up with Ja‑
pan, South Korea and EU manufacturers
to continue to make it in Russia.
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Corporate security begins with creating the right legal
and tax prerequisites and then being constantly vigilant
A corporate raid, or
hostile takeover, is
still a critical issue for
business. However, too
little is done in order to
prevent hostile corporate behavior.

Alexander Smirnov, Partner
Department for taxation and law
consulting, Ernst & Young, Moscow

Alexei Markov, Partner
Department for taxation and law
consulting, Ernst & Young, Moscow
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Starting from a Charter

Corporate security needs to be created as soon
as you start your business. For example, the legal
structure of an LLC (limited liability company) is
considered to be the most vulnerable of all because
it is quite simple to replace its founding members.
All you have to do is register a new Charter, thus
legalizing a new member, submit to a tax author‑
ity your new document as well as a protocol of a
meeting that “adopted” the new document, and a
standard application for its registration.
In contrast, a legal structure of a JSO (jointstock company), both open and closed, pro‑
vides more opportunities to control member
shareholding. These include a requirement
to provide a registrar with a transfer order
signed by a former owner.
It is very important for corporate articles of
association to be prepared by a qualified spe‑
cialist who can take into account a number of
factors affecting the security of corporate gov‑
ernance. An investor takes a great risk if when
drawing up constituent documents, he uses
templates that include minimum legal require‑
ments. These are completely unadjusted to ac‑
tual legal relations that may occur between him
and a co-investor, management or third parties.
After such template-created documents have
been enacted and officially registered, it might
be too late to change anything.
Articles of association need to contain de‑
tailed specifications for all major intra-cor‑
porate procedures. It is essential to work out
all versions of the management body struc‑
ture and assess its ability to impact minimum
quantity of votes cast by members of the com‑
pany and management bodies, sufficient to
endorse essential intra-corporate decisions.

Be on guard but not greedy

In contemporary corporate practice, a most com‑
mon way of business operation is setting up a
group of companies to fulfill a certain aim within
a group. When forming the group structure it is
necessary to embed all defensive measures to en‑
sure corporate security. The defensive measures
include cross-shareholding, encumbering shares
and equity units, spinning-off debts and valuable
assets in separate legal entities, increasing debt
levels on the company's balance sheet, etc.
Additional safeguarding measures have to be
applied when starting or discontinuing activities
within a group of special technical companies.
You should not buy these companies in the mar‑
ket if their founders are not known and if they

all have the same executive body. It is safer to
independently set up similar companies and not
abandon used-up technical companies because
they might be taken over by your adversaries.
Open and closed joint-stock companies also
need to pay special attention to choosing a reg‑
istrar. Companies need to look for the most
reputable registrars, those who have not been
involved in corporate conflicts. And avoid
choosing a registrar simply to save money.

Control all documents

Special attention needs to be paid to intra-cor‑
porate document management as a compo‑
nent of corporate security. All members of staff
should be required to adopt a unified system of
intra-corporate document management used in
the most essential areas of a company's perfor‑
mance. For example, it is necessary to organize
and standardize the keeping of a sole proxy reg‑
istration log issued by a chief executive officer
to regulate incoming and outgoing correspon‑
dence registration so that this information can
be accepted in court as legal evidence of send‑
ing and receiving correspondence.
It is necessary to critically assess company's
payables to third parties, with special focus on
debts in arrears on which the Court Bailiffs Ser‑
vice has initiated execution proceeding. These
debts have to be monitored on a weekly ba‑
sis. Bear in mind that candidacies for court-ap‑
pointed managers are put forward by the first
person to file a debtor’s insolvency notice in
court, including the debtor himself.

Constant vigilance

One of the most common corporate raiders' tac‑
tics involves tax pressure on a company caus‑
ing disruption of its business reputation and
creating various difficulties, including suspen‑
sion of transactions and lengthy litigations. To
prevent such a hostile takeover attempt compa‑
nies are recommended to make sure that they
pay their taxes in full and on due dates. On the
one hand, it allows keeping a close watch on
potential gaps in a company's tax accounting in
due course; on the other hand, it helps advance
company's interests both in pre-trial handlings
with tax authorities and arbitral disputes. For
the same reason, a buyer should conduct due
diligence on a company he wants to purchase.
It should be noted that hostile takeover tac‑
tics are being “improved” all the time, which
means constant vigilance to be able to develop
new defensive measures when needed.
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Samara’s auto future
is riding on a cluster-paved highway

In summer 2007, AvtoVAZ’s president
Vladimir Artyakov made a public state‑
ment vowing to make Samara the front‑
runner in automotive clusters. “We have
basically all prerequisites: human, tech‑
nological, territorial and logistical re‑
sources. What we working on now is piec‑
ing the puzzle together,” he said.
Unlike Kazan, Samara is the only Rus‑
sia’s region participating in the Network
of European Automotive Competence
(NEAC) program launched by the EU
and targeted at developing automotive
clusters.
In 2008, the region kept pushing the
idea forward. Despite the outbreak of the
current crisis and a sharp downturn in
auto sales, the various components of the
prospective cluster were being brought
together.
Analysts are unanimous in their sup‑
port for what Samara is developing. They
underline the importance of developing
world-class auto component manufactur‑
ing capacities. This is the industrial activ‑
ity that creates opportunities for building
a high-tech CBU sector (completely built
units) as opposed to an assembly-based
SKD sector (semi-knocked down kits).
Alexey Prazdnichnikh, an expert in
cluster policy and a partner of Bauman
Innovation, says the success of the clus‑
ter hinges on the amount of investment.
He believes a technopark that AvtoVAZ
plans to set up in near future will con‑
tribute to generating necessary funds for
the cluster.
A total number of employees work‑
ing for the Samara cluster will be about
20,000, the RF Ministry of Economy and
Trade estimates. The endeavor will cost
around $850m.
As the cluster is gaining momentum, it
will inevitably have to address a bunch of
long-standing woes that have been plagu‑
ing Russia’s automotive industry. Experts
from the Volga branch of the Russian En‑
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Plans for the “clusterization” of Russia’s economy have long been under way, but in Kazan and
Samara, automotive hubs have moved clearly in that direction. Sollers, formerly Severstal-Auto,
is a key player in the Alabuga SEZ automotive cluster. In Samara, there is now a strong operational network of SMEs manufacturing auto components for car leviathan AvtoVAZ, but an operational cluster is still not realized.

gineering Academy feel that the tech‑
nological gaps are vast and the lack of
competent engineering centers and poor
interaction between the state, business‑
es, and scientific communities only exac‑
erbates the problems.

No time to squander

AvtoVAZ’s senior vice-president for pro‑
duction Vitaly Vilchek thinks there are
two ways that lead to building a worldclass cluster-based industry in Russia: im‑
proving quality standards of local auto
component production and encouraging
global manufacturers to build their pro‑
duction facilities in Russia. “Globaliza‑
tion is getting a grip on the world and
international auto component manufac‑
turers are lining up to serve the Russian
market. The Samara region stands a good
chance of becoming a regional leader in
the automotive sector. The presence of
AvtoVAZ, Russia’s largest consumer of
auto components, increases the likeli‑
hood dramatically,” he says.
Local auto component manufactur‑
ers do not have time to waste. Ernst
& Young says Russia’s car production
is worth $5.5bn while its imports are
worth $23bn. “If no measures are tak‑
en to counter this trend, by 2010 Rus‑
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sia will be booted out of the automotive
market by foreign competitors,” says Yury
Mikheyev, director of the Volga branch of
the Russian Engineering Academy. The
slowdown of global economic growth is
already plaguing the world’s leading auto
makers and Mikheyev worries that if clus‑
ter and other development plans are derailed, Russia will lose out when the crisis
abates and expansion continues.
Samara market experts also have to
take into consideration the competition
posed by the North-West automotive
cluster. Dominated by “new residents,”
including such world-renowned brands
as Ford, Toyota and Nissan, to name but
three, their already advanced technolo‑
gy gives them a big head start.
Mr. Mikheyev is not surprised the
western car makers have favored the
North-Western region as it has a number
of advantages. But Mr. Mikheyev thinks
that auto component manufacturers will
still look to establish their production ca‑
pacities in Samara and Nizhny Novgorod,
but “success… will largely depend on the
government’s official stance and collab‑
oration among different business com‑
munities. Otherwise business leaders
will refocus on other Russia’s regions,”
he says.
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Russia needs to modernize
to survive metallurgy’s meltdown
The Russian Ministry of Industry and Energy has developed a metallurgy development strategy
through 2015. Its objective is to help the sector re-equip its facilities and lower resource consumption. The RF government expects a newly-energized metal-intensive segment of mechanical engineering by 2010 and the resurgence of hi-tech mechanical engineering between 2010 and 2015.
What was the sector’s performance in 2008, and what lies ahead?

Metallurgy is a cornerstone of Russia’s
economy, accounting for about 5 % of
the national GDP. Metals rank third to
oil and gas in Russia’s exports. Russia is
the world’s number four in steelmaking,
following China, Japan and the U. S. and
number three in metal products exports.
Russia is the world’s number one nickel
producer and ranks second in production
and exports of aluminum. The sector con‑
sumes one-third of all electrical energy
generated in the country, a quarter of nat‑
ural gas, 10 % of petroleum products, and
accounts for a quarter of rail traffic.
But despite its size and domestic and
global impact, metallurgy is facing crit‑
ical problems that continue to limit the
sector’s evolution. It lags far behind in the
export of high-quality processed goods
(most exports are basic raw metals); it is
forced to rely on inefficient state-run rail‑
roads which adds up to 40 % of the cost
of the products being shipped; generat‑
ing plants cannot keep up with the sec‑
tor’s insatiable demand for electrical en‑
ergy; proven reserves of cheap and easily
accessible resources are shrinking rapid‑
ly; and intensifying competition with oth‑
er emerging economies like China, which
is now not only the world’s largest con‑
sumer of metals but also a net export‑
er of steel.

The crisis
has affected all metals

The global financial meltdown of 2008
has only made the situation worse. Now,
all sectors using Russian metallurgy are
affected and global pricing for both fer‑
rous and non-ferrous metals is in disar‑
ray. The E-Craft industrial portal, for ex‑
ample, reported in the fall of 2008 that
non-ferrous producers had to halt oper‑
ation or slash production plans just to
break-even. However, in mid-term, pro‑
duction shrinkage is unlikely to push
prices back up to where they were be‑
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fore the outbreak as the global supply of
metals far exceeds demand. Once cash
flush, even foreign sector giants like Rio
Tinto and BHP Billington have terminat‑
ed thousands of workers, called off merg‑
ers and have had to scramble for credit
as their share prices tumbled. China Alu‑
minum, the country’s largest aluminum
firm, has seen its share price crash from
$90 to as low as $8.
Nickel, priced more than $50,000 / ton
in May 2007, plummeted to a two-year
low of $15,588 / ton this past fall as unsold inventories topped 53,800 tons, the
highest since 1999. Stainless steel was
particularly hard hit – and Norilsk Nickel
and its share price took the brunt of it
According to ILZSG, between Janu‑
ary and June 2008 global production of
zinc grew 9.9 % on a year-on-year ba‑
sis to 6.85 million tons, while consump‑
tion amounted to 6.78 million tons. The
surplus of 70,000 tons to already over‑
stocked warehouses caused prices to de‑
cline sharply. The current price is half of
2006’s record high.
In contrast to those metals, lead dis‑
played fairly robust performance. Lead
inventories worldwide were decreasing
throughout the fall. This metal is usu‑
ally immune from a deep slump in pric‑
es, as there is no alternative to it in the
production of lead-acid automotive bat‑
teries. But the severe drop in auto sales
worldwide will surely have an impact on
2009 prices. (Based on information from
RB.ru, Smart Money, Metallpress.ru,
Ecraft.ru)

Troika Dialog’s view
of Russia’s metal sector

“In the non-ferrous universe, the lever‑
age to domestic growth is almost zero,
so it will have no impact. Softening of
the ruble is a highly positive factor for
exporters (all Russian non-ferrous met‑
als producers), reducing the acute pain

associated with rampant cost pressures.
Higher cost of capital would primarily af‑
fect companies with high debt leverage
(UC RUSAL and ALROSA) and / or with
aggressive growth pipelines. We expect
capex programs to be trimmed to levels
at which the company can ensure selffunding in 2008 – 09, leading to sus‑
pending and / or slow-tracking of some
growth projects. Lower oil prices would
help most producers on the bottom line
due to lower input costs.
For steelmakers, an astonishing drop
in demand is by far the most important
issue, which necessitates significant ad‑
justments to production schedules and
capex. Domestic growth offers little
support in the current environment, as
Russian manufacturing and construc‑
tion are suffering the same problems as
their counterparts elsewhere. Domestic
prices are, as a consequence, essentially
linked to international benchmarks, and
we do not expect Russian steelmakers to
achieve much of the premium on sales to
local customers.
Ruble weakening is generally a pos‑
itive thing for everyone, especially for
companies with significant exposure to
export markets.
Many base metals prices appear al‑
ready to be below the marginal costs of
production, and they may stay there for
some time until demand sees a signifi‑
cant rebound.
Demand is and will remain the most
important variable that will determine
both production volumes and prices. The
availability of bank credit will be impor‑
tant from a price perspective, as the re‑
cent credit crunch was the main reason
for the unprecedented sell-off, with many
traders and shareholders having to liqui‑
date their inventories to get cash. For ex‑
ports, it will be investment demand from
emerging markets and consumer demand
in Western economies that will be crucial
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for the level and dynamics of Russian for‑
eign trade in steel.
Novolipetsk Steel and Magnitogorsk
Steel are Troika's top picks in the steel sec‑
tor. The former enjoys the position of one
of the world’s lowest-cost producers with
record profitability and excellent asset
base, while the latter is Russia’s cheapest
steel stock, with low upstream integration
and flexible costs. Both companies enjoy
strong balance sheets and have no press‑
ing refinancing issues at the moment. We
believe that both companies are relatively
well positioned to get through the market
downturn, which may last until (or well
into) 2H09.” (Based on a Troika Strategy
Monthly corporate survey)

Key players –
the year in review

All players in the domestic metallurgic
market tried to pursue their development
agendas throughout the year 2008. Some
succeeded in most endeavors, while some
others displayed more modest perfor‑
mance.
Novolipetsk Steel (NLMK) was, per‑
haps, most active in the market last year.
In July, the company became the full
owner of all of its subsidiaries after it
paid $12m for the remaining stakes in Li‑
petsk’s Dolomit, mining company Stude‑
novskaya in Lipetsk, and Altay-Koks.
In early August, NLMK announced
plans to start in 2009 construction of a
sixth $639m coke furnace battery at its
subsidiary Altay-Koks to increase produc‑
tion of coking coal to 6.5 million tons a
year.
In the same month, the company made
international headlines after it unveiled
the purchase of American pipe firm John
Maneely Company (JMC) for $3.6bn.
NLMK planned to integrate JMC with
U. S. hot roll manufacturer Duferco Far‑
rell, part of a JV set up by NLMK and U. S.
investment outfit Duferco Steel Invest &
Finance.
To ensure uninterrupted supply of
shells to NLMK's U. S.‑based pipe produc‑
er, which it had just purchased, in early
September Novolipetsk Steel bought anoth‑
er American asset, privately-owned U. S.
pipe shell manufacturer Beta Steel, for
$400m. As with the JMC deal, the trans‑
action was closed in the fourth quarter.
And finally, in early December, when
the financial crisis was already rife and
rampant, Novolipetsk Steel announced
big investment plans in the domestic are‑
na: the firm wanted to get a loan from
state-run Vnesheconombank (VEB) and

invest $1.14bn in construction of an elec‑
trometallurgical plant in Kaluga with the
projected capacity of 1.2 million tons of
fittings and shaped sections and 2 million
tons of bar iron a year. The plant is to be
put into operation in 2011 and reach its
full capacity in 2015.
Nizhny Tagil Steel (NTMK), part of
the EvrAz group of companies, staged a
powerful entry into the year. In January,
Britain’s Bureau Veritas Certification au‑
dited all of its production facilities and
declared the company’s safety system as
fully conforming to Occupational Health
and Safety world standard 18001.
In July, NTMK posted $586.4m worth
of plans for reconstruction of rail pro‑
duction facilities by 2011. Reconstruc‑
tion aims at an increase in rail produc‑
tion capacity to 950,000 tons a year, and
100‑meter-long rails, which are not man‑
ufactured in Russia now, will account for
half of the output.
In October, the company management
announced $469m in NTMK's overall in‑
vestment in development by the end of
2008. Most of the investment was lat‑
er spent as planned on construction of
the factory's second converter shop, thus
boosting capacity to 7.5 million tons of
products per year.
The EvrAz group of companies is one
of the most sizable players in Russia’s
steel and mining markets. It’s metallur‑
gic division incorporates Nizhny Tagil
Steel, West-Siberian Steel and Novokuz‑
netsk Steel, Italy’s Palini e Bertoli and
Czech’ Vitkovice Steel; its mining division
consists of coal companies Yuzhkuzbas‑
sugol and Neryungriugol, Kachkanarsky
Ore Mining and Processing, Evrazruda,
Vysokogorsk Ore Mining and Process‑
ing, and part of mining company Ras‑
padskaya.
In July, the group unveiled plans for
$1.8bn in investment through 2012 in ex‑
pansion of its rolling capabilities. The in‑
vestment is to fund major upgrades and
construction of production facilities at
steelmaking factories in the cities of Ni‑
zhny Tagil, Novokuznetsk and Bratsk. As
a result of investment projects EvrAz ex‑
pects by 2012 to boost shipment of rolled
steel to domestic customers by more than
3 million tons a year.
Moscow-based United Metallurgical
Company (UMC) announced in November $500m worth of plans to build a sec‑
ond stage of a foundry-rolling complex
at its subsidiary Vyksa Steel in Nizhny
Novgorod Region. Timeframes for con‑
struction are yet to be defined, but after
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the second stage is completed, the com‑
plex's production capacity is to double to
3 million tons of steel rolls a year.
In April, one of Russia's leading mining
and metal companies, Mechel Group, an‑
nounced plans to invest later in the year
$29.5m in Korshunovsky Ore Mining &
Processing in Irkutsk Region. In addition
to financial assistance, Korshunovsky had
also received new machinery from Mechel
by that time. The investment was viewed
by analysts as part of Mechel Group's con‑
tinuing focus on reducing its costs by con‑
solidating coking, metallurgic and trans‑
port divisions of its business.
Later in the year, however, the firm
drew the ire of Prime Minister Putin for al‑
leged shady trading practices and its share
price tumbled and has yet to recover.
Russia’s major pipe manufacturer,
TMK, announced in June that it intended
to purchase IPSCO pipe businesses in Can‑
ada. To that end, an agreement had been
reached on providing a $1.3bn syndicated
bridge loan with a group of prominent in‑
ternational banks, including ABN AMRO
Bank N. V., The Bank of Tokyo – Mitsub‑
ishi UFJ, Ltd., Barclays Capital, BNP
Paribas S. A., ING-Bank N. V., Natixis,
Nomura International plc., and Sumito‑
mo – Mitsui Finance Dublin Ltd. The loan
period ends on May 30, 2009 and can be
prolonged for three more months. The
loan was given against security provided
by TMK’s subsidiaries Volzhsky Pipes, Si‑
narsky Pipes, and Taganrog Pipes.
Ural Metal and Mining (UMMC) un‑
veiled in June its total investment in an
electrometallurgical facility under con‑
struction in Tyumen: $865m. The factory
is to be commissioned in mid-2010. The
projected capacity of the new facility is
550,000 tons of rolled metal a year.
In late September, metallurgic hold‑
ing ESTAR kicked off construction of a
$545m electrometallurgical plant in Ros‑
tov Region. The projected capacity of the
facility, named Yuzhnorussky, is 960,000
tons of steel products, including concast
billet, I&H beams, L-steel and U-sections.
The company management announced
that 1,500 new local jobs would be creat‑
ed as a result of this three-year project.

In defiance of the crisis…

As we can see, a lot of daring projects and
long-term investment occurred at the dif‑
ficult time of the crisis in its early stag‑
es. This gives hope that the sector will
get through the current meltdown and
re-emerge restructured, renewed and re‑
inforced.
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Is a single speech worth billions of dollars?
On July 25 Prime Minister Putin delivered a thundering indictment of metalworking company
Mechel that cost the ostensible tax dodger $6bn. Analysts were startled at how a single speech
could cause such financial havoc on a company as solid as Mechel. Mr. Putin’s speech raised a lot
of questions. Is it ethical and legally proper according to international norms for a Prime Minister who is not directly involved in corporate or even state regulatory affairs to cause such havoc?
With these questions we approached Philip H. de Leon, a Washington, DC based International
Trade & Business Development consultant, and Max Gutbrod, Managing Partner
at Baker & McKenzie.
Philip H. de Leon, a Washington, DC
based International Trade & Business
Development consultant
Mechel was hit by comments from
Prime Minister Putin complaining that
the company was charging more to its
domestic customers than to its foreign
ones. Right after, Mechel lost in one day
about $6 billion in stockholder value as
many wondered if Mechel would be a
Yukos 2, whereby Yukos’s owner ended
up in jail for stepping into the political
arena and the company’s assets were liq‑
uidated.
Prime Minister Putin’s speech is
part of a series of events, each one un‑
dermining confidence that Russia is a
good investment destination and pre‑
cipitating capital flight. In chronologi‑
cal order, we have the TNK-BP rift, the
attack on Mechel, the war in the Cau‑
casus (for which the blame should be
equally shared with Georgia), and the
world financial crisis and its rippling
effects.
It is a major mistake to assume that
Russia is always 100 % wrong. Russia
does make some valid points but they are
drowned in a sea of highly mediatized
events that solely focus on the arbitrary
aspects of Russian decisions. That is high‑
ly problematic, as Russia is becoming a
pariah on the world stage when it could,
instead, play a balancing role.
We can say that Prime Minister Pu‑
tin, in the absence of a well-established
civil society that could have served as a
counterweight, fell victim to his over‑
confidence. The harsh comments made
by Putin and other top officials over the
years that had been lost in translation
have finally caught the attention of the
West and Russia is suffering today from
the consequences of the actions of its se‑
nior political VIPs. This is most unfor‑
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tunate as Mr. Putin, as President, had
gained a certain momentum restoring
a sense of stability that made Russians
proud again to be Russians and foreign‑
ers eager to surf the wave of new oppor‑
tunities in this country.
As a result, though Russia is one of
the BRIC countries, it should maybe be
typed BrIC in terms of its current pop‑
ularity among foreign investors. This is
most unfortunate as many foreign com‑
panies present in Russia have been very
successful here, especially in the con‑
sumer goods sector. The increasing au‑
tocratic nature of the bicephalous leader‑
ship and the lack of enforceable limits to
their powers have rendered Russia very
vulnerable to the whims of its leaders. It
used to not be a problem when oil was
over $140 a barrel and GDP growth over
8 % but now the population will more
acutely scrutinize their leaders’ actions
as they adversely affect them.

Max Gutbrod, Managing Partner at Bak‑
er & McKenzie
Legally, hardly any prime minister of
any country would be forbidden to take a
position against a company, and it would
be a misunderstanding of the freedom of
the market economy to find it unethical
that statements by a politician influence
the market. At the same time, when re‑
acting, the market will do no more than,
through buying and selling, giving an as‑
sessment of the economic effect of the
acts of this politician. Of course, pric‑
ing on a global level has been difficult
to interpret since August, and it remains
therefore to be seen how far this and sim‑
ilar events will remain in peoples mind.
Whilst investors are not in blind love with
democracy, they would normally also be
worried if the founder of a company was
involved in every detail of the companies’
business, as the prime minister of the
Russian Federation seems to be.

We asked Mr. Gutbrod another question on the legal aspect of the matter. Following the Mechel scandal in July 2008 some observers were quoted as supposing that Putin’s speech had been premeditated and lobbied by “bearish”
players willing to buy the metallurgic market on the bad news. How plausible
are the speculations and should influential market movers be held accountable for such action?
“I find such speculations neither plausible nor relevant. What a politician says is
ultimately his responsibility, regardless of whom and how strongly the suggestions
to do so have been. Furthermore, introducing sanctions for those who voice the
one or the other suggestion is counterproductive in a market like the Russian one
which would be better understood worldwide if it had more sound and diverse
economic commentary and analysis.
What would deserve prosecution but in very few countries would actually be prosecuted is the – to my mind very unlikely – case that investors had advance knowledge of the statements by Mr. Putin and used this knowledge for speculation. I
suspect that much more attention is given to speculation on such potential gains
than is deserved as the market is unpredictable and nobody will be very interested
in losses”.
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Keys to survival: creating production
efficiency and premium-quality products

Evgeniy Gaisler,
Deputy CEO for Strategic Development
of the Belon group of companies
Ph. D., Graduate of Novosibirsk Electric
Engineering Institute. Before joining
Belon Mr. Gaisler was a head of the
Siberian Agreement Association and
president of investment company Iksi
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Just like metallurgy,
the mining sector is suffering painful problems
stemming from its internal systemic limitations and exacerbated
by the current crisis.
We asked Evgeniy
Gaisler, an experienced
manager, deputy CEO
for strategic development of metallurgic
and mining company
Belon, about his views.
– Mr. Gaisler, prior to all the political and
economic mayhem of the summer and fall
of 2008 when Russia’s WTO accession was
put on hold, many experts felt Russia’s WTO
membership would hit domestic producers,
with steelmakers and non-ferrous producers
most seriously affected. Sooner or later, this
country will join the WTO. What needs to be
done to help metallurgy and mining sectors
benefit from the process?
There is a real problem. I believe the rootcause lies with the peculiarities and priori‑
ties of steelmaking and metalworking in the
Russian Federation, which began in the So‑
viet Union with its Council for Mutual Eco‑
nomic Assistance. Here’s an example: in 2007,
Russian metal makers produced about 73 mil‑
lion tons of steel; 37 million were shipped to
domestic customers and 36 million were ex‑
ported. It is hard for me to estimate how much
of steel exports later returned in the form of
deeper-processed products like automotive
sheets, stainless steels, etc. But I’m sure it is a
sizable amount. Russia’s metallurgy continues
to produce semi-finished items, not end prod‑
ucts. Therefore, one of Russian companies’ ef‑
fective pre-WTO strategies is the extension
of their production chains by purchasing end
producers abroad (EvrAz, Severstal or NLMK
already do that, for example). Another strat‑
egy that Magnitogorsk Steel suggests is the
extension of the domestic production chain
by buying and constructing Russian facilities
to manufacture auto components, metal ware
parts, etc. Both strategies are perfectly viable,
with the former being fast but yielding lower
returns for a number of reasons, and the lat‑
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ter being implemented only step-by-step but
more promising financially.
– Let’s talk about mining. Market analysts and observers say that the main problems of the coal mining sector are: 1) transportation costs, which account for up to 40 %
of the per ton price, making Russian coal less
competitive; 2)declining export markets due
to the increasing number of countries with
lower production costs, like Australia, Indonesia, Columbia, South Africa or China; 3)
lack of hard coking coals, which cause a deficit of high-quality furnace feed coal, resulting in lower-quality steel; and 4) downgrading of coking coals as existing coal mines
are getting depleted (some even forecast that
furnace coal reserves in Russia will be completely depleted in just 10 to 13 years). What
are your views?
Let’s remember one thing first, Russia’s
mining sector is 100 % private and it’s only
been private since 2002. Also, this sector in
Russia is perhaps unique in the world as it has
no assistance from the state whatsoever. Even
the most advanced coal-mining countries like
Australia, the U. S. and China subsidize some
of the sector’s needs in some ways.
Yes, indeed, transportation costs are high
because coal must be delivered to ocean ports
which are very far from the source of excava‑
tion. Furthermore, we have a labor force def‑
icit which is getting more and more pressing
and finally, geological conditions in operating
mines are deteriorating. All of these negative
factors unavoidably drive the cost of produc‑
tion up, pushing profitability down and trim‑
ming capex programs as a result.

47

There’s only one way to meet these
challenges head on: a sharp increase in
labor efficiency. Today, the average labor
efficiency in the Kuzbass mining area is
150 tons per person per month, while in
Australia it is three times as much. How‑
ever, I need to say that since 2002 when
the sector was privatized a lot has been
done to improve things. Companies buy
efficient equipment abroad, breakage
face load is being boosted and efficiency
is rising, but slowly, though.
The downside is that all of this change
inevitably results in some negatives, such
as a higher accident rate because mine
infrastructure has not been designed to
handle such loads. Consequently, the way
to achieve more efficient production is a
major upgrade of all components of the
production chain to eliminate low-skill
and manual labor. This will require au‑
tomation and mechanization of the cur‑
rent mining process. Our estimates show
that there is enormous room for vastly
increasing production efficiency – more
than enough to offset the adverse effects
of high transportation costs.
Speaking of quality… these days, all
coking coal extracted is treated. Coal for
energy purposes is 20 % concentrated.
The alleged low quality of Russia’s coal
is a myth. For example, in 2007 Belon
launched Eastern Europe’s first cannel
coal (a very dense and hard coal), treat‑
ment factory and began exporting this
very high calorie (6,000 kcal / kg calo‑
rie), low-sulfur product. And our firm
took almost no time to find customers
who greatly preferred this coal to that of
Australian, Columbian or South-African
suppliers. In fact, this coal contains only
0.2 % of sulfur – five times lower than the
EU standards within 1 % requirement! It is
attractive beyond all doubt. But to make
coal a market gem, it must meet ALL the
standard requirements for calorie con‑
tent, ash percentage, moisture, etc. This
can only be achieved by treating 100 % of
coal – there’s no alternative to that.
– Over the past few years the government has been pushing a policy of increasing the share of coal in the country’s entire energy balance. Have all
pros and cons been taken into account?
Is this policy difficult to pursue?
The history of industrial production
development cannot be reversed. In the
1970s this country chose a gas-orient‑
ed strategy for its energy development.
It is impossible to simply get up one day
and decide, “let’s change to more coal.”
In some countries, coal accounts for 40 %
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or more of energy generation. In Russia,
it is less than 20 %. How to achieve a 40 %
share? Pretty simple. All new power-gen‑
erating facilities should be coal-based,
and this must become a government pri‑
ority. But the capital expenditure for
coal-fueled electric power stations is 25
to 30 % higher than that for gas-based
ones. Therefore, the state needs to pro‑
vide investment incentives for the con‑
struction of coal-based electric pow‑
er stations that use cutting-edge “pure
coal” technologies. When utilizing such
technologies, a coal station’s efficiency
is as much as with a gas-fueled one. For
these new generating plants, new coals
are required: high-calorie, low-ash and
low-sulfur. This is the only way of in‑
cluding coal in the energy balance. Until
that time Russia will not need our highquality coal because there are no plac‑
es to use it.
– Mr. Gaisler, what was your sector’s
most significant event of 2008?
This might sound immodest but to
me, the sector’s most significant event
that occurred was the commissioning of
Belon’s Kostromovskaya mine. It’s what
we call “green fielding” at its best. For
the first time since 1991 private capi‑
tal brought about, from scratch, a mine
that meets most up-to-date safety and
efficiency requirements, all without any
government investment whatsoever. Cap‑
ital investment in the mine has topped
$200m over a five-year period. It real‑
ly marks a seminal event for the mining
sector. It shows that notwithstanding the
infancy of Russia’s private coal industry;
in spite of little or no government sup‑
port for Russian miners, unlike their in‑
ternational colleagues; despite the fact
that private owners have had to honor
even old commitments of the long-de‑
ceased USSR with regard to coal work‑

ers’ social benefits – in spite of all this,
the coal sector is developing dynamical‑
ly and in a right direction, getting com‑
petitive internationally and attractive for
investment.
– If you had a crystal ball, how does
the mining business shape up in 2009?
The year 2009 will be very difficult
for the entire country, not only for the
coal industry. In the face of the global
economic crisis all the inherent deficien‑
cies of Russian industry will crystallize
into acute and hard-to-solve problems.
As Russia continues to be a commodi‑
ty-based, export-reliant economy with
feeble and unstable domestic demand,
which is likely to be exacerbated by grow‑
ing dependence on imports in a number
of key goods of both industrial and con‑
sumer categories in combination with a
slump in global commodity prices and
lower demand for commodities, the Rus‑
sian ruble will continue to fall. This will
affect finances of Russian businesses very
badly, especially the investment poten‑
tial. This means that our economy will
continue lagging behind in labor and en‑
ergy efficiency.
As domestic demand for coal in steel‑
making drops; chronic imbalance in fa‑
vor of gas as fuel for energy generation
fuels will persists; rail transportation and
electrical energy costs will continue to
rise – in the face of this, mining compa‑
nies’ RoA will plunge. The key challenge
for the management of each specific coal
company, rather than industrial officials,
is how to ensure sustainable operation
of each production area in such a cashstrapped environment. I think a decisive
factor for success will be a product port‑
folio that has enough premium-quality
products that are in strong demand inter‑
nationally to weather overall lower glob‑
al coal consumption.

February

Urals crude hits its highest price ever, $93 barrel
Stockman Development AG sets up shop to develop Russia’s largest Stockman gas condensate
field, the venture includes Gazprom, France’s Total and Norway’s StatoilHydro

April

The Russian International Bourse in St. Petersburg begins to sell oil products both
domestically and internationally. Full-scale trade is scheduled to open in early 2009

May

Gazprom Marketing & Trading USA signs an MOU to fill the Rabaska terminal being built in
Quebec, Canada, with liquefied natural gas from the Stockman field starting 2014
BP-TNK shareholders battle for control, offices raided, expats denied visas

July

Natural gas production flows from the Achimov fields near Urengoy. Owned by Achimgaz, a Gazprom
JV and Germany’s BASF, recoverable reserves are estimated at about 7 trillion cubic-meters
Oil soars to more than $145 barrel, pushing up Russia’s foreign reserves to their highest levels ever

August

For the first time in Russia, a unique 1,000‑m long horizontal well is drilled with four
transverse hydraulic fractures on the Palnikovsky field (Yamal)
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September

Gazprom and Nigerian National Petroleum Corporation discuss a prospective JV for
exploration, extraction and transportation of hydrocarbons in Nigeria (proven gas reserves
amounting to 5.2 trillion cubic-meters)

October

Sakhalin Energy begins pumping oil from its Sakhalin-2’s Molikpak platform. Total reserves are
estimated at 600 million tons of crude oil and condensate and 700 billion cubic-meters of gas
Sakha Yakutia’s first hydrocarbon field, Talakan, starts full operation after being connected
to the 1,100‑km East Siberia – Pacific Ocean pipeline
The RF again reports a downward estimate of the country’s oil production as the full effect of
the global crisis begins to hit Russia harder

November

Gazprom begins drilling off the Venezuelan coast, tapping into the country’s proven natural
gas reserves of 4.1 trillion cubic-meters
Russia’s Sintezmorneftegaz inks a contract with Indonesia’s BP Migas oil and gas authority to
develop an offshore oil field north of Surabaya (East Java province)
Russia, Iran and Qatar announce a decision to establish a” Great Gas Three.”

December

Oil plunges to below $50 barrel. Rosneft shares are selling below its IPO and Gazprom drops
to under $4 share.
Oil and gas producers entreat the RF government to lower tax, as well as royalties and excise
duties on petroleum products. Nothing is decided yet
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The big bust of big oil –
how the roller-coaster finally crashed
The year 2008 will be remembered as the year that the fabulous oil bubble finally burst. A year
when even the most renowned analytical pundits were silenced. From a dizzying top of more than
$140 barrel to today’s under $50 price, the big question is still: what caused the oil prices to make
such a nosedive in such a short period of time..

Some put the blame on America’s insatia‑
ble appetite for crude and runaway defi‑
cit spending; America points the finger at
Great Britain, the global center for trade
in oil futures, for allowing such rampant
speculation. Others cite the greedy ma‑
jors whose collective profits were in the
hundreds of billions. Some defend big oil
because of the the increased cost of de‑
veloping new fields.
The easy answer is speculative ex‑
change deals.
The most ardent proponent of this idea,
by the way, is the billionaire George Soros,
probably, the world’s best speculator of all
times. He said last year that the huge run up
in prices was hardly due to demand. It was
nothing more than a giant “bubble” created
by “blue chip” owners and futures traders
to inflate prices higher and higher.
It’s also true that OPEC also shares in
the speculative version for asking for a price
hike of the first half of 2008. It now blames
speculation and the debacle of the U. S.’s
ailing mortgage market for the oil bust.
But there are contrarians. The CEO of
BP Group, Tony Hayward, for example, be‑
lieves the “speculators’ conspiracy” theory
is a myth, claiming the times of cheap en‑
ergy are long over and we’re now all paying
the price. The International Energy Agen‑
cy (IEA) has been putting forward a simi‑
lar idea, too.
While there’s no question that specula‑
tion helped drive prices through the roof,
what pierced the bubble was the finan‑
cial liquidity crisis. As it spread from the
US to Europe and then Asia, it not only
took the wind out of the speculators sails,
but drove energy consumption down as
car sales plummeted and demand for
metals and other commodities, huge en‑
ergy users, dropped sharply.

The riches to rags year in review

In early 2008. Russia’s Urals crude oil
topped $93 / barrel for the first time in
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history. Brent was traditionally trading
an average of $5 / barrel higher. Russia
was sitting pretty, producing some 9.67
million barrels / day. Then in February,
the International Energy Agency warned
the world that with the current OPEC pro‑
duction quotas, the world we be facing a
shortage of crude by the summer. As if
on command, oil prices commenced their
historic spurt and pierced the psycholog‑
ically sensitive $100 / barrel mark.
As though carried away by the spring‑
time frenzy, CEO of France’s Total SA
Christophe de Margerie spoke in April
about a sooner-than-expected drop in oil
supply unless more oil and natural gas
fields, or other energy resource depos‑
its, were explored and developed. He said
global oil producers would simply have
no capacity to satisfy demand. He also
doubted the oil prices would go down
tangibly given an ever-increasing cost of
new explorations and development of ex‑
isting fields.

The roller coaster begins

In Russia, similar sentiments are starting
to be echoed. Pavel Khlebnikov, head of
the Department for Geological Survey and
Licensing of Oil / Gas, Underground Wa‑
ters and Hydro-engineering of Russia’s
agency for natural resources management,
Rosnedra, shook things up by predicting
that forecasts for a decrease in oil produc‑
tion in West Siberia were “inevitable, as
the fields are aging. Boosting a number
of deposits and therefore augmenting oil
production can only be achieved through
more exploration,” he said.
In April vice-president of Lukoil Le‑
onid Fedun was quoted by The Financial
Times as saying that the year 2007, to
his mind, would be remembered as the
peak of oil production volumes in Rus‑
sia, and there would be no increase in
2008. In another interview in June, to
Russia’s RIA-Novosti news agency, he
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said, “Russia will need about $2 trillion
over the next few years to explore new
oil fields.”
According to vice-president of Ros‑
neft, Mikhail Stavsky, more than 50 % of
Russia’s oil reserves would be much hard‑
er to reach in the next few years, which
would result in a rise in expenses with‑
out any increase in production.
In contrast to these heightened con‑
cerns over a drop in extraction and explo‑
ration, CEO of BP Group Tony Hayward
was pretty optimistic. At a global petro‑
leum congress in Madrid in June, he said
depletion of hydrocarbon reserves was a
myth, adding that his company had pro‑
duced 1 trillion barrels of crude oil and
still had as many in reserves. He claimed
that in a near future, Alaska, the North
Sea, The Gulf of Mexico and Russia would
be main oil-extracting territories.
It’s worth noting that it was exact‑
ly at this time that BP was having deep
troubles with the Russian government,
following the conflict between TNK-BP
shareholders and industrial espionage al‑
legations levied against some high-level
executives of the JV. BP stock was already
getting hammered.
There were other reasons for concern,
too. In his interview to Smart Money in
May Lukoil’s Vagit Alekperov said both
his company and other oil giants from
both within and outside Russia were fac‑
ing tough times keeping profit margins
because services and equipment were
now far more expensive. On May 1 pipe
manufacturers raised their prices by 15
to 20 percent. Lukoil’s number one ex‑
ecutive referred to this as nothing more
than a “dictate by some Russian manu‑
facturers.”
“Oil prices depend on expenses we have
to incur. Costs have pushed prices close to
a level we have factored in, which is a min‑
imum of $85/barrel. And the price will not
go further down,” Mr. Alekperov said.

Putin: Time to buy
Russian stock!

In May Goldman Sachs Group Inc. and
other international and Russian invest‑
ment banks recommended buying Rus‑
sian stock following Prime-Minister
Vladimir Putin’s announcement that in
August the Cabinet would finally pro‑
duce a plan for reducing the crushing
taxes paid by oil producers.
As a result, by the end of spring oil
companies’ stocks were doing marvelous‑
ly because of these positive recommenda‑
tions and, of course, Mr. Putin’s promises

Unlike Russia’s oil sector, natural gas production was a bit more encouraging.
Between January and November it grew 2.5% on a year-on-year basis to 606.94
billion cubic-meters, Interfax reported on December 2. However, Gazprom was
slashing 3% (15–18 billion cubic-meters) off the original 2008 plan, as vice-president of Gazprom Valeriy Golubev told the Rosbalt news agency on Dec. 5. The
decision had been made because of warm winter forecasts and, primarily, because
of a price fall following a drop in oil prices, he said. “Basically, every agreement on
gas supply to 30 countries Gazprom has contracts with is based on a formula that
has oil prices in its cornerstone,” Mr. Golubev said. The crisis has affected demand
from European consumers, too.

in May to lower tax on natural reserves
extraction and even enact tax breaks for
businesses doing surveys and develop‑
ment of hard-to-access reserves on the
Yamal Peninsula, the Timano-Pechersky
oil and gas province, in Yakutia and on
shelf in the Barents Sea.

And they lived unhappily
ever after…

In July the global price soared to its max‑
imum of $147 / barrel. But it was a shortlived month of maximums.
In August, despite the obvious slow‑
down in demand for oil and the sagging
of prices, the International Energy Agen‑
cy adjusted upwards its global oil de‑
mand outlook for 2009 to 87.8 million
barrels a day.
The main factors behind the decision
were: an attack on a pipeline in Nigeria
with a resultant drop in production; a fire
in Turkey that followed an explosion and
caused disruption of crude exports over
the Baku – Tbilisi – Ceihan (BTC) pipe‑
line; and a Russian-Georgian conflict
that “is jeopardizing both BTC and oth‑
er pipelines that run through Georgia.”
But there was more. Much more. The
global recession was on its way.

Black November

After the unremitting price avalanche
between July and November and in the
face of an unmistakable meltdown of de‑
veloped economies that had triggered a
slump in demand for petroleum products
all over the world, in November the IEA
posted a downward revision of its opti‑
mistic 2009 outlook to 86.5 million bar‑
rels of oil / day.
On November 20, the historic $50/bar‑
rel support level yielded, and prices fell
through and downwards. An official ex‑
planation from financial analysts was
that this had happened because of an‑
ticipation of a further drop in demand
for energy-carriers across the globe as a
result of slower economic growth.
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Markets were also under pressure
from U. S. data showing a rise in crude
inventory in America against lower de‑
mand for petroleum products. OPEC had
to announce plans for oil production cuts
for a second time in thirty days. Russia,
which had been so stubborn and reluc‑
tant to follow OPEC’s recommendations,
changed its mind and, according to En‑
ergy Minister Sergei Shmatko, no longer
“ruled out the possibility of slashing oil
extraction volumes to keep global prices
from falling and is ready to act in sync
with OPEC strategies.”
Later during the month, oil produc‑
ers announced a 25‑percent (temporary)
reduction in crude exports because they
had become “detrimental” rather than
profitable. Russia’s Finam.ru said that
suppliers were actually losing $4 per bar‑
rel of exported oil in November. (Declining exports over the entire 2008 was also
due to increased profitability of sales in the
domestic market as a result of a boost in oil
processing in Russia – Editor’s note.)
By December the price was hovering
just above $40 / barrel. Russia was now
facing a painful problem: how to balance
its 2009 national budget based on its very
optimistic estimate of a $95 / barrel av‑
erage annual oil price (and a 24.07 ru‑
bles / dollar rate, too, which is another
surprise given the fact that the dollar was
already trading for 27 rubles at the time
the budget was approved). It wasn't un‑
til early 2009 that the government spoke
of a major – and realistic – revision to a
$32/barrel estimate. Needless to say, the
budget won't be implemented now with‑
out “unlocking” the country’s still ample
cash reserves.
Invincible oil’s Achilles heel has final‑
ly been exposed. Now all the experts are
predicting $50 oil as a base from which
to re-gain their footing, not a trough to be
avoided. For consumers, cheaper oil will
be a short-term blessing but for those who
explore and produce black gold, the fu‑
ture will be filled with even more risk.
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Verkhnechonskoye field – the jewel of East Siberia
It’s commonly known that oilfields of West Siberia and the Volga-Urals that have been providing
the majority of Russia’s oil production for many years, are gradually declining. For example, in
2000 – 2004 Russia’s production was growing at an annual pace of over 10 %. In 2007, Russia’s oil
production grew by only 2.1 % on 2006. Without doubt, these regions have many years of productive life ahead of them, but their development will require significant investment and increasingly
complex technological solutions. All these factors make experts turn to the potentially productive
but under-explored fields of East Siberia.

East Siberia is the oldest oil and gas ba‑
sin in the world. Some of the elementa‑
ry forms of life, which existed 500 mil‑
lion years ago, later became part of an
oil-bearing rock of East Siberia. By com‑
parison, most experts agree that oil in
West Siberian basins was generally form‑
ing 300 – 350 million years later. Which
means that oil deposits of East Siberia are
twice as old as those of West Siberia.
East Siberia holds approximately 600
million tons of recoverable reserves un‑
der Russian ABC1 category and over 700
million tons under C2 category. The qual‑
ity of East Siberian oil is higher than that
of West Siberia – the majority of East Si‑
berian fields bear light low-sulfur oil.

Verkhnechonskoye field

Verkhnechonskoye oil and gas field is the
largest in Irkutsk Region and second larg‑
est in Eastern Russia. Verkhnechonskoye
was named after the river Chona. It lies
4,000 kilometers from Moscow – rough‑
ly the same distance as from New York to
Rome – and is 1,100 kilometer from the
regional capital city of Irkutsk.
The field was discovered in 1978 by
the Soviet geologist Boris Sinyavsky. In
1991, Verkhnechonskoye's reserves were
estimated at nearly 1.5 billion barrels.
But after drilling a hundred explora‑
tion wells, the operation was abandoned
due to the lack of infrastructure, tech‑
nology and project development skills.
The challenge was to find a feasible en‑
gineering and economic scheme to de‑
velop the field and harness the human
and technical resources to bring it to
success.
Today the license holder for Verkh‑
nechonskoye field is Verkhnechonskneft‑
egas (VCNG), which is 68 % held by TNKBP, with the rest owned by Russian oil
company Rosneft. By agreement between
the two partners, TNK-BP is the operator
of the project.
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Verkhnechonskoye is a unique oil res‑
ervoir. In fact there are only two fields of
this kind in the world. Verkhnechonskoye
is a very old Precambrian rock which was
formed around the time the very earli‑
est forms of life began. One of the cen‑
tral challenges of the field is how to work
in the hard rock. There is also a lot of
salt embedded in the rock. Both factors
mean that conventional drilling is not ef‑
ficient.

Stages of development

2003 – 2005. TNK-BP experts carried out
a careful appraisal analysis. The work in‑
volved drilling and extensive testing, in‑
cluding the so-called “interference test‑
ing” – a process when fluids are injected
in one well and a response is examined
in the nearby “offset” wells.
The testing was done to check how
well the zones and geology in the field
were connected. This had caused concern
in the past and it could have become a
key obstacle to economic development if
too many wells had to be drilled.
TNK-BP teams found that the forma‑
tion was of good quality and had high
connectivity. In the tests, several wells
showed higher rates than had been pre‑
dicted.
2005 – 2006. These years were critical for
the development of Verkhnechonskoye.
Firstly, the data that had been by then ac‑
cumulated convinced company manage‑
ment to go ahead with pilot production.
Also, in a breakthrough for Verkh‑
nechonskoye's viability, the Russian gov‑
ernment in 2006 sanctioned the con‑
struction of the East Siberian Pacific
Ocean (ESPO) pipeline. The 4,000‑kilo‑
meter pipeline will stretch from the East
Siberian town of Taishet, the end-point
of the existing pipeline network, to a new
port to be built in the Far Eastern bay of
Kozmino on the Russian shore of the Pa‑
cific Ocean. The ESPO pipeline will have

an initial throughput of 600,000 bar‑
rels per day though its ultimate capacity
could reach 1.6 million barrels per day.
The design also provides for a branch to
China.
The decision to build the ESPO was a
milestone for the East Siberian oil. And
in a second important step to encourage
Greenfield development in the region, the
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government approved tax concessions for
East Siberian oil and gas projects.
Completion of the first stage of the
pipeline is now planned for the end of
2009 – a year’s delay to the original
schedule. The delay, however, will not
hinder the development of Verkhnechon‑
skoye because oil from the field can tem‑
porarily be pumped in a reverse direc‑
tion from East Siberia to the west via the
already constructed stretch of the ESPO
pipeline.
The announcement of the ESPO pipe‑
line construction accelerated the pace
of work at Verkhnechonskoye. The pi‑
lot project was replaced by the so-called
“early oil development”, which stepped
up activity and brought forward the start
of commercial development – which was
then scheduled for the end of 2008.
2007. Verkhnechonskoye produced its
first 220,000 barrels. Progress with infra‑
structure and field development allowed
TNK-BP to add to its books a portion of
Verkhnechonskoye reserves audited by
international standards. For the first
time in the five-year history of TNK-BP
reserves from the company’s Greenfield
project were included in the proved re‑
serves figure.
Under current estimates, Verkh‑
nechonskoye contains between 4 and 5
billion barrels of oil equivalent in place.
TNK-BP believes that at least 1 billion
barrels of this amount are recoverable
reserves.
At present, crude is extracted from
one layer of the field, bearing the same
name, Verkhnechonsky. There are two
further layers in the Verkhnechonskoye
structure, one potentially rich in oil and
the other holding 95 billion cubic me‑
ters of gas. By pushing the technology
to new levels and creating the necessary
infrastructure, the two layers can aug‑
ment Verkhnechonskoye's proved re‑
serve base.
The field development plan envisag‑
es building the 85 kilometer pipeline
to connect Verkhnechonskoye with the
ESPO, along with the construction of a
motor road with seven bridges, oil treat‑
ment facilities and an electric power sta‑
tion which will run on the associated gas
produced with the oil.
2008. This year saw completion and suc‑
cessful testing of an 85‑kilometer pipe‑
line stretch to the ESPO with capacity
of 13 million tons per year. On 15 Oc‑
tober 2008 first oil from Verkhnechon‑
skoye field was fed into the ESPO. This
marked the beginning of commercial de‑

velopment of Verkhnechonskoye. Having
overcome significant difficulties, TNK-BP
made an important step in opening up
some of East Siberia’s inaccessible re‑
serves. “East Siberia is key for the Rus‑
sian oil and gas industry if it is to main‑
tain production at or above current levels
of 9.8 million barrels per day,” says Tim
Summers, TNK-BP Chief Operating Of‑
ficer.
By the end of 2008, investments into
the field will reach $1 billion. The total
investment needed for Verkhnechonskoye
in the next five to eight years is estimated
at between $4 and $5 billion, depending
on the final number of wells.
2009. In 2009, the field will be ready to
produce about 20,000 barrels per day, and
may reach a plateau of 140,000‑180,000
barrels per day in the middle of the next
decade.

High angle

TNK-BP continues to weigh several sce‑
narios to optimize field development. A
key accomplishment has been the choice
of technology, which finally solved the is‑
sue of economic profitability.
The enabling technology is the drill‑
ing of “high angle” wells. As opposed to
a vertical well, a high angle well can in‑
tercept many layers of a reservoir with
one well bore. The idea is to lengthen
the well bore that is exposed to the res‑
ervoir so that more oil flows in. In this
way, Verkhnechonskoye can be devel‑
oped with fewer wells but still attain a
high recovery rate.
A high angle well is more expensive
than a regular vertical well, but it is
cheaper than two or three vertical wells
needed to produce the same volume of
oil. It also means that Verkhnechonskoye
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will have fewer gravel pads, which in turn
is also less expensive and minimizes the
environmental impact.

Siberian pioneers

Organizational capability is one of the
challenges the company faces at Verkh‑
nechonskoye. Unlike West Siberia, this
part of East Siberia remains largely un‑
touched and there is a noticeable short‑
age of oil industry professionals required
for such an undertaking. Investing in the
project, TNK-BP supports a dedicated
training centre at Irkutsk University and
cooperates with other Siberian educa‑
tional hubs in Tyumen and Tomsk.
Verkhnechonskoye currently employs
2,000 people onsite, of which 1,500 work
for contractors. Overall, 45 companies are
working as contractors on the project.
What is it like to work at Verkhnechon‑
skoye? The field lies in permafrost where
the ice penetrates deep into the ground
and never melts. On only about 60 days a
year does the temperature venture above
zero. In winter it may average well below
minus 30 degrees Celsius. Transportation
is mainly by helicopters, which accord‑
ing to safety rules are only allowed to fly
in daylight, which itself is in extremely
short supply so far north.
“The oil industry is to an extent an
improvisation on the basis of knowledge
you believe in. An oilman should have the
intuition for a specific field and the skills,
methods and technology needed for suc‑
cess,” says Sergei Brezitsky, TNK-BP Ex‑
ecutive Vice President for Upstream.
Verkhnechonskoye and the nearby Ta‑
lakanskoye field, developed by Surgutneft‑
egaz, will create a hub for future explora‑
tion in East Siberia, and open up a new oil
and gas basin of global significance.
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January–February

RF Minister of Transport Igor Levitin tells media that continuation of construction and
upgrade of Russia’s most important motorways, including Moscow – St. Petersburg, Chita –
Khabarovsk, and “Don” Is a priority

April

Cushman & Wakefield Stiles & Riabokobylko (C&W/S&R) launches construction of an A-class
warehousing complex, Volzhsky Industrial Park, with a $145m+ price tag and a total area of
180,000 square-meters in the Kstovo District of Nizhny Novgorod Region

May

The Sukhoi-Superjet 100 makes its inaugural flight to the Far East’s Komsomolsk-on-Amur.
R&D and construction of the new generation passenger jet costs the firm about $825m.
Production of the plane is expected to begin in 2009

June

Special economic zones in the Emelyanovo (Krasnoyarsk) and Ulyanovsk-Vostochny
(Ulyanovsk) regional airports and the Sovetskaya Gavan sea port in Khabarovsk Region are
annouced. They are expected to enable Russia to position itself as a “must-choose” channel for
most of the freight traffic from Asia to Europe

Transport

& logistics

July

The RF Ministry of Transport chooses the Republic of Tatarstan for the $480m Sviyazhsk
multimodal logistics complex, by-passing Nizhny Novgorod and Samara. The project will be
funded on a public-private partnership basis

August

Russia’s new Transport Strategy through 2030 gets an earmark of $6.9 trillion. The Strategy
envisions the commissioning of at least 500 more airports, construction of 20,730 km of
railroads and construction and upgrades of 8,000 km of new motorways

September

Company Eurasia Logistik’s A-class industrial parks in Russia become part of the company’s
Greengate project to develop the East-West international transportation corridor from China
to Europe via Russia

December

Eurosib Group airs plans to build a $707m logistics network throughout Russia by 2014. Of
the 20 terminals to form the network, three (two in St. Petersburg and one in Novosibirsk)
are already been completed

transport & logistics

The future is integrated logistics,
but Russia will have to wait
Please give an appraisal of 3pl- and 4pl business in Russia. How real are the prospects for
growth in this market sector, or is the 2pl option is likely to remain for years?
Sergei Shkarupa, Managing Principal of GK
Sanna-Liter
To lay the groundwork for the principles of
3pl, not to mention 4pl, to take effect in practice
it is mandatory that all procedures and indica‑
tors, as well as business management, be tuned
and refined to match the principles. Many claim
they are providers of such services, but none
goes beyond claims. There is strong wish but
no will (or skill) to be one. There have been few
instances of separate 3-4pl elements being in‑
troduced as a “test,” but experiments end fast.
Part of the problem is that some freight own‑
ers utilize inventory, production or sales man‑
agement techniques that are too outmoded for
3-4pl philosophy to be working adequately; or
logistic operators taking on high-quality servic‑
es simply lack skills and experience.
But if we speak of the future, this is logis‑
tics at its best and its most interesting and ef‑
ficient elements will no doubt be introduced
and become widespread across Russia. I think
it won’t happen until 2012 – 2014, though,
when large retail and wholesale chains and
distribution networks are expected to start op‑
erating at no less than 35 – 40 % of their capac‑
ity. Logistic businesses that have the will and
skill to look beyond the current horizon are
already engaged in these matters now.
Leonid Zondberg, director for commerce of
the Armadillo (DPD in Russia) group of com‑
panies
The 3pl services are only arising in Russia
these days. Therefore there are so few thirdparty logistics operators in the domestic mar‑
ket thus far, especially in regions.

The emergence of such operators is a prom‑
ising evolution path for today’s 2pl providers,
which implies long-term relationships with
clients and the flexibility of multiple solu‑
tions, thus impacting the logistics sector and
the market in their entirety. Companies ca‑
pable of providing multifaceted “turn-key”
logistics solutions grow faster and are more
in demand. We expect 3pl business to gath‑
er in momentum as an increasing number of
companies undertake regional expansion with
their inventories that require high-quality lo‑
gistics (warehousing, transportation, welloiled distribution, etc.).
With an eye to “straddling” the trend a
3pl operator in Russia offers services to cli‑
ents that want first-rate compound solutions
for warehousing, cross-docking, packaging
and repackaging of a wide range of industri‑
al products, and pre-delivery arrangements.
Our company, for instance, delivers orders
to 3,500 cities and towns of Russia. This re‑
quires high-capacity terminals equipped with
state-of-the-art warehousing paraphernalia.
Complete with all this, an integrated IT sys‑
tem that effectively controls goods process‑
ing and movements provides efficient thirdparty logistics.
As far as 4pl is concerned, there is little or
no market of such services in today’s Russia.
And there won’t be any until businesses devel‑
op full comprehension of why they might need
them. As 4pl is, in fact, outsourcing of a com‑
pany’s entire logistic process, I do not expect
the need for 4pl services to start surfacing in
earnest until at least five years from now.

© Armadillo

The market is moving away from logistics that are run by a
single freight owner
and narrowly focused
logistics “go-betweens”.
The future is complex 3pl client service
and the emergence of
broad-spectrum 4pl
logistics integrators.
An increasing number
of companies are opting to outsource all or
part of their logistics
to outside professionals. These are the new
trends that are surfacing, but Russia is
not ready for them. It
has notoriously poor
infrastructure and few
world class commercial
and retail clients able
to use them efficiently.
But integrated logistics will come, the only
question is when. To
find out more about
our future, Marchmont
spoke with top managers of European firms
like GK Sanna-Liter
and Armadillo (DPD in
Russia).
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Logistics outsourcing: what’s ahead?
What is more profitable for Russian freight owners: development of their own logistics capabilities or outsourcing of logistics services?
Sergei Shkarupa, Managing Principal of GK
Sanna-Liter
It all depends on how well developed ev‑
ery single freight owner’s business is, and how
real – not theoretical – the company manage‑
ment’s perception of logistics and market
conditions in their specific region is. This is
a very complex problem for Russia with its
highly asymmetrically developed territories
and business traditions, including all busi‑
ness “paraphernalia” from pricing to man‑
agement.
For example, if we speak of Moscow or
St. Petersburg where the cost of land and con‑
struction, a deficit of skilled personnel, and
a level of salaries and competition are much
higher than in the periphery, outsourcing of
logistics seems more reasonable in some in‑
stances. However, promising top quality of
services, logistic companies do not at times
live up to even what they claim they do, let
alone what their clients expect from them.
If we take a sizable branch of logistics, for in‑
stance, transportation, we can see that freight
owners oftentimes try to set up their own trans‑
port companies or forwarding departments.
But, as we know from GK Sanna-Liter’s 18‑year
experience in this business, they seldom last
more than 1.5 – 2 years that way, as a reality
check prompts them to sell out their transport
branches, shut down forwarding departments,
and return the work to professionals.
Another matter is doing business in regions
where most distributors are located, by the
way, and where the level of wages and end cus‑
tomers’ expectations, professional skills and
comprehension of logistics, as well as business
management systems and other aspects, are
considerably lower than in Moscow or St. Pe‑
tersburg. The cost of outsourced logistics there
is way too high, rendering it unprofitable.
Logistics, as viewed from a contemporary
perspective, is indeed a luxury in today’s Rus‑
sia and in demand only from large retailers
that are focused on the strategic development
of their businesses.
Nevertheless, the Russian market is expe‑
riencing an upscaling trend. Companies tend
to expand their retail chains, boost construc‑
tion through greater sophistication of proj‑
ects, etc. Therefore the need for quality lo‑
gistics will only be on the rise. We have to
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work through all stages of its development.
Freight owners first toil to do everything by
themselves; then begin partially outsource lo‑
gistics to professionals; and finally, at a third
stage, stop meddling in logistics whatsoever,
hiring specialized companies as their projects
get started. We are now at the beginning of
the second stage.
Leonid Zondberg, director for commerce of
the Armadillo (DPD in Russia) group of com‑
panies
The nature and needs of a freight own‑
er’s business is a key factor. For instance,
addresses for delivery of goods may vary in
numbers between two or three (when goods
are to be delivered to wholesalers, for ex‑
ample) and several thousands (delivery to
retail chains).
As in any business solution, a financial es‑
timate is your guide. If you can see that out‑
sourcing of logistics is less costly than main‑
tenance of your own transport, warehouse
and staff, as well as admin costs and man‑
agement of logistics, to choose outsourcing
as a possible solution for your business’ lo‑
gistic component is a wise decision of yours.
Such solutions would reflect your business
strategy as a whole, too: whether you do it
as part of aggressive business expansion in
your market or you purpose to cut costs in
the first place.
An image aspect must not be discounted,
either. For this reason some freight owners
prefer delivering goods to most respected
customers by themselves, in person; some
others, on the contrary, use specialized lo‑
gistics providers of a good reputation.
In practice, companies doing intra-city de‑
liveries on their own and outsourcing intercity ones to a logistics operator is a typical situ‑
ation. It is correct as Russian business activity
has intensified over the years, and companies
have found new business partners throughout
the country, including dealers, agents and cli‑
ents, that need to be served strictly on time.
Moreover, even intra-city deliveries are chang‑
ing. For example, in Moscow some car-making
giants are considering outsourcing deliveries
of auto components and car parts to dealer‑
ships and service centers, ensuring, of course,
that the supreme quality and timeliness stan‑
dards are met in the process.

Sergei Shkarupa,
Managing Principal of GK Sanna-Liter
Sergei Shkarupa, 50, graduate of the
Lipetsk Polytechnic Institute (majored
in industrial and civil engineering),
post-graduate of the Academy of National
Economy with the RF Government in
management and foreign trade. Certificate in MBA. Managing Director of GK
Sanna-Liter since 2007
“The crisis will depress freight traffic in
2009, resulting in chaotic market developments and unpredictable pricing. By
mid-Q1 we expect an increased deficit of
return lading (from regions) to affect the
cost of shipments from Moscow as tariffs
will have empty mileage factored in. Any
stabilization is not expected until Q3.
No tariffs will be lasting in a situation
like that. As far as leased warehousing
is concerned, rent has already sagged a
bit, but experts in warehousing logistics
are not predicting any further price fall
in near-term. Still, warehousing services
will get easier negotiable in the crisis
situation.”

Leonid Zondberg,
director for commerce of the Armadillo
(DPD in Russia) group of companies
Leonid Zondberg is a graduate of Moscow
Lomonosov State University and the
Higher School of Economics (majored in
logistics). Joined Armadillo in 2000 as
a sales manager. Appointed Director for
Commerce of the Armadillo (DPD in Russia) group of companies in August 2007
“In a difficult economic situation Russian companies will be optimizing their
budgets in 2009, including those for
logistics. Therefore, more professional
logistic solutions that help cut costs but
maintain a quality level will be in higher
demand. This, in its turn, will imply
stable prospects for operators that will
be in a position to offer such solutions to
the market.”
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Betting on “A”, overlooking “B”
Is there enough demand in Russia for
Class A logistics complexes and will there be
any in the near future?
Sergei Shkarupa, Managing Principal of GK
Sanna-Liter, shares his
view.

Demand for high-class (A and B) warehousing
premises is not fully satisfied today, and the
situation is most likely to remain in the near
future. One should not forget that most ware‑
houses of good quality that exist today are
located in Moscow and St. Petersburg, while
regional logistic markets are still in their in‑
fancy. The quality of regional warehousing
projects commissioned does not always match
the class claimed and are sometimes put un‑
finished into operation.
The costs of building A- and B-class logistic
centers do not differ much, therefore it is an
A-class facility that developers always tend to
construct, as it yields better when leased. As a
result of that, there is unsatisfied demand for
B-class premises throughout the country. De‑
velopers seem to have overestimated a num‑
ber of freight owners that can afford terms
and conditions of an A-class facility, not to

mention an inevitable rise in rent. This is very
typical for Russian regions where freight own‑
ers cannot pay exorbitant rent for an A-class
warehouse but still need quality storage facili‑
ties. Therefore it is so imperative for construc‑
tion firms to pay special attention to a priceto-quality ratio and, most importantly, make
products adapted to every specific market’s
real needs and ability to pay. Today’s client
demands individual approach to his goods,
which calls for highly customized services;
however, most developers continue building
conventional “one-size-fits-all” warehouses.
We have tried to take this into account and
make corrections when designing multimod‑
al logistic centers under our Liter brand. For
example, there will be different temperature
zones created (for dry and low- / medium-tem‑
perature storage), which will be easily cus‑
tomized to every individual client’s needs.
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The Nizhny Novgorod professional Advisors Guild is a non-commercial partnership established in 1996. It unites professional advisors specializing in various business fields.
When implementing their comprehensive projects the Guild’s
members help you:
– develop your company’s strategy;
– improve corporate management and increase your business security;
– perform market research;
– solve legal issues throughout the course of your business activity;
– improve financial policies and tax payment procedures;
– enhance the use of information systems at your business;
– solve HR-related issues.
The Guild holds seminars, business role plays and training sessions for executives and employees looking at enhancing their professional skills. Several members of the Guild teach MBA courses in
business schools of the city.
We are open for collaboration with any and all commercial and
non-commercial organizations, executives and ordinary citizens willing to take up entrepreneurial activity. It will be our endeavor to find
answers to your questions and help you solve your problems.
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Can Russia’s regions save the day?
Philip H. de Leon, a
Washington, DC based
International Trade &
Business Development
consultant with extensive Russian expertise
shares his view of the
problems and prospects
for regional logistics
to help move Russia
ahead.

Philip H. de Leon,
a Washington, DC based International
Trade & Business Development
consultant

It is so obvious that by almost every standard
Russia should be a major transport hub for
Eurasia. Russia is first and foremost its re‑
gions. They have the potential to rescue the
country from the current crisis. But something
seems to be barring them from getting pow‑
erful enough to take the lead in implement‑
ing Russia’s transport strategies.
– Mr. de Leon, what, to your mind, are
Russian regions missing to attract more investment in transport infrastructure?
What Russian regions are missing is a con‑
certed effort at the federal, regional, and lo‑
cal level – in coordination with the private
sector – to attract investment in transport in‑
frastructure. Also, the desire to see foreign
investment is contradicted by the recent Law
on Foreign Investment that requires govern‑
ment approval for any foreign investment in
what has been defined as 42 strategic sectors.
Though it does not identify transportation as
a strategic sector, it does create a question
mark on whether the list could be extended
in the future.
In spring 2008, Prime Minister Putin ap‑
proved a $570bn program to overhaul and
expand the country’s transportation infra‑
structure. So maybe this will give a boost to
transport infrastructure, but it is no guaran‑
tee that it will entice foreign investors to in‑
vest money in that sector or to bid for big con‑
tracts. This being said, the Sochi Olympics will
see a flurry of opportunities in Southern Rus‑
sia as airports, railways stations, highways
and hotels will need to be renovated or built
from scratch.
The regions are where the true potential
of Russia is as Moscow and St. Petersburg are
saturated with competing companies. Each
region is different, hence the importance to
understand who is in charge and who would
become in charge when leadership would
change. Debilitating cronyism exists and can
no longer be sanctioned by free elections since
governors are no longer elected, but each re‑
gion harbors a different reality. Some regions
have done extremely well due to their geo‑
graphical location, transportation infrastruc‑
ture, size, population, etc. Some others will
see major activities as a result of special events
such as the winter Olympic Games.
Regions do need, however, to understand
that competition is fierce in the global econo‑
my and that they have to market themselves if
they want to attract foreign investors.
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Marchmont asked the same question to
executives from Russian transport and logistics businesses. A glance from within
is very important, too. Here’s what Boris Yurchenko, director of the Liner group
of companies from Chelyabinsk, thinks
in this respect:
“Russia must create a transparent law,
tax and anti-corruption system to attract
foreign investment.
Enabling Russia to truly accelerate transport infrastructure development hinges
directly, and entirely, on the opportunities that widespread use of off-budget
investment can offer. The mechanisms of
government-private partnerships must be
vigorously employed.
Concessions provide one of the most flexible and effective forms of such partnerships. The idea suggests that a private
partner, a concessionaire, participates in
construction or modernization of a socially important project and then obtains the
right for its long-term management until
his investment has paid off. We believe the
primary domain for promoting concession
relationships should be federal property
kept outside the government’s privatization lists. In the transport and logistics
sector this is transport infrastructure. A
list of facilities to be involved in concessions must be clearly defined and legally
endorsed”.
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Too many dollars
and not enough common sense
How could the well-oiled global financial system break down
so quickly? Was Russia asleep at the wheel, believing its
commodity based economy and huge Forex reserves would keep
it immune? The most vital question now is: can Russia survive
and grow without making fundamental changes to its current
system? Vasily Kozlov, president of Nizhny Novgorod Regional
Institute of Management and Economics (Green City Business
School), feels that the West’s insatiable desire to create more
and more elaborate financial instruments and the world’s trust
in them, blinded us to what was really happening. Acting more
like Sweden and focusing on innovation is what Russia should
be doing.

Vasily Kozlov,
Professor, Doctor of Science in
Economics, president of Green
City Business School

Biography
Vasily Kozlov graduated
from Leningrad Technical
University, Electro-Mechanical Department. He is
an acknowledged expert in
economic policy, management development and
business education, active
member of International
Futures Research Academy, Russian Technological
Academy and International
Academy of Investments
and Construction Economics
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Common delusions

Vasily Kozlov points out that over the past
50 years Western economies have managed
to avoid serious crises, except for short and
shallow recessions, by knowing how to cre‑
ate new financial instruments. For example,
the U. S., the world leader in capitalism, lib‑
eralism and democracy, has been showing
continuous economic growth since the ear‑
ly 1950s.
Such success however lulled the world into
dangerous complacency. Our ability to cook
up ever ingenious financial remedies to cure
whatever new financial sickness threatened
us seemed infallible. One just had to look at
the growing economic prosperity to feel val‑
idated.
Certainly, there were critics of this free mar‑
ket system who urged that the state needed to
play a more noticeable role in the economy.
Several renowned economists, both abroad
and at home, sounded the alarm regularly
over the past few years about a potential and
even imminent global financial crisis. But no
one listened.

In the name of Monetarism

The past 50 years has seen the creation of a
dizzying array of more and more complex fi‑
nancial derivatives. Almost like hemlines, this
year’s hot derivative can become so quickly
out of fashion that no one really pays atten‑
tion because all eyes are on the next big new
financial technology.
Eventually, the sheer amount of money
circulating in and out of these derivatives
started exceeding the amount the real econ‑
omy needed. “It is not known for certain, but
assumed, that to date, $600 trillion worth
of various paper valuables has been accu‑
mulated in the world while the real econ‑
omy's assets account only for $60 trillion,”
Mr. Kozlov said.

No bubble lasts forever

The last point before a system loses stabil‑
ity, called bifurcation in mathematics, marks
the system’s efficiency limit. In our case it is
the world economic system. For about fifty
years the U. S. dollar was the planet’s only in‑
ternational currency.
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It wasn’t even toppled by the 1973 cri‑
sis when it turned out that the US didn’t
have near enough gold and Forex reserve
to sustain the “greenback” as the world
currency.
This impunity fostered the spread‑
ing of a big, risk-laden monetary game,
Mr. Kozlov claims. All sorts of market sec‑
tors witnessed overvaluation of their real
resources. They were all “bubbles” ready
to burst sooner or later.
The opening of Russian and Chinese
markets postponed an imminent collapse
of the Western financial pyramid by ab‑
sorbing huge dollar volumes. Qualified
American managers felt they could con‑
trol the money flow and the U. S. econ‑
omy continued to grow. Amid well-de‑
served public recognition, the myth that
affluence could last forever became a re‑
ality.
According to Mr. Kozlov, the mort‑
gage crisis of 2007 was nothing more
than manifest greed by professional mar‑
ket participants. Enormous profits were
practically guaranteed by an alliance
of insurance, reinsurance, triple pledg‑
es and other sophisticated financial in‑
struments that saturated the mortgage
market.

A free market
is not a perpetual motion engine

Vasily Kozlov thinks that the time is ripe
to re-visit socially-oriented economies as
a counterbalance to free-wheeling mar‑
ket economies.
“I expect the Swedish and Norwegian
models of socially-oriented economies
to receive renewed attention soon. The
principles they apply to a nation's wealth
redistribution along with high produc‑
tion efficiency deserve keener analysis
than before. For example, Sweden with
its population of nine million people
earns a GDP that is proportional to Rus‑
sia's; in Sweden, labor efficiency is five
times as high as in Russia. The Swedes do
not complain about high taxes that can
reach 60 %. Why? They understand that
this money will be used for the welfare
of the nation. Swedish taxpayers take ad‑
vantage of all sorts of preferences and
receive state compensations for entering
colleges, being health conscious, looking
after the elderly, taking winter holidays
in hot countries, and so on. The Swedes
are proud of their tax system.
The current crisis gives us chance to
ask some penetrating questions. May‑
be there is a reason for being so disap‑
pointed in how a supposedly competitive

market economy so quickly fell from the
heights? It’s a relevant question. People
are starting to re-examine whether the
U. S.'s model is in fact, really that exem‑
plary for all countries to emulate. There
are dozens of other economic models.
The global community should consid‑
er new scenarios of economic progress
to further try and avoid economic ca‑
lamities similar to the one we are going
through now.”

Innovating a plan of action

The ongoing crisis is deeply linked to
globalization, drastic acceleration of de‑
cision-making and the leading role of
knowledge and innovation in economic
progress, Mr. Kozlov believes. Resource
systems based on raw material stocks,
productive forces and developed labor
market, have ceased to be stable. What’s
going on right now as we end 2008 is ev‑
idence to this. Even hundreds of Chinese
companies are closing down after plenti‑
ful growth. Russian business too has suf‑
fered mass staff cutbacks, and more are
expected in 2009. All of a sudden, it turns
out that the market does not require all
the output volume that can be produced.
Even construction of huge state-of-theart production facilities fell victim to be‑
ing a “bad” investment.
“Russian authorities' rhetoric on one
way of beating back the crisis has focused
on efforts to boost the innovative econo‑
my. It is crucially important that the in‑
dustrial development path is no longer
the solution--betting on innovative devel‑
opment is absolutely the right decision,”
Mr. Kozlov said.
“From the point of view of national
economic security it would be absolutely
justified for Russia to seek to establish it‑
self as a world leader in innovation tech‑
nologies. But it requires education, the
population’s health and intellect. These
are the accumulated – and very press‑
ing – problems that our government will
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shortly have to address as they are slow‑
ing down promotion of innovation in
Russia's economy.”

In a changing world

Vasily Kozlov warns against the serene
contentment that Russia used to fall into,
lulled by its multi-billion reserves. Rus‑
sia is at risk of falling into it again, he
believes, if it uses its reserves as quick
“shock therapy” to pay its way out of the
crisis.
“For some time Russia could afford to
stay in an overwhelmingly calm and, I
would even say, lofty mood. The coun‑
try managed to lay in significant supply
of external and relatively independent
resources in a period of soaring world
prices for hydrocarbons. Today Russia's
foreign deposits account for $495bn
(as of November 2008, the date of the
interview – Editor's note). For compari‑
son, the IMF has only $260bn in its pig‑
gy bank, almost twice less. That is why
Russia is referred to as a moneylender
at the moment.
However, China ranks first in reserves
worth $3 trillion. Skillfully using its sav‑
ings, China is taking over new markets
in Asia, Africa and Australia, placing its
production there and resettling tens and
hundreds of thousands of its people to
support expansion. In the ever-shrink‑
ing world its economy occupies a place
proportional to its population within the
country. The quickly developing BRIC
countries play a more significant role in
the world economy.”
Mr. Kozlov is convinced that for Rus‑
sia being on the lookout for ever-accel‑
erating changes on the world’s econom‑
ic map and adjusting its strategic plans
as changes occur is never a task to put
off until tomorrow. “Our country has a
good chance of weathering the world’s
turning point, the crisis, to its own ben‑
efit. The world has become multi-polar,
this is a fact.”
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Promote innovation
and lower taxes to accelerate
investment and savings
What are the implications for future economic and
business development activity? More positively, where in
today’s problems and challenges can we find tomorrow’s
opportunities? Logan McK. Cheek, III, Senior Managing
Director of the U. S.’ Pittsford Ventures Management LLC,
suggests to us shares his views. From his vantage point
as a foreigner, and a top executive with 30 years of experience
in venture capital, he speaks in global terms, none are aliens
to today’s Russia.

Logan McK. Cheek, III,
Senior Managing Director of
Pittsford Ventures Management

Biography
His current offering is a
$500 million BRIC initiative, focused on fostering
cross border technology
activities among these
emerging economies. Prior
to that, he was an executive with the Xerox Corporation, and a consultant
with McKinsey & Company
in the US and Germany
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To the pessimist pundits of the world, the
stage has been set to repeat the world’s eco‑
nomic collapse of the 1930s. But I’m no where
near as sanguine: the world’s economic insti‑
tutions and our greater sophistication in man‑
aging them are radically and fundamentally
improved from 75 years ago.
Consider the following:
– In 1929 and throughout the 1930s, mon‑
etary policies were tight; in 2008 the central
banks and governments responded rapidly to
inject substantial liquidity.
– The former era had limited data for intel‑
ligent policy deliberations; today we are flood‑
ed in information that gets zapped instanta‑
neously into the internet.
– In the 1930s, the world circled the wag‑
ons of their trading systems into the closed
barriers of “beggar thy neighbor” policies and
constant currency devaluations; today, trade
remains open.
– By 1934, the developed economies’ un‑
employment rates reached 25%; today, un‑
employment rates may top out at best at half
of that.
Up to 1935 widespread bank runs and col‑
lapses occurred; today the runs have been re‑
placed with orderly liquidations and reorga‑

nizations supervised by the bank regulators
and insurers.
What has characterized both eras has been
unbridled, wildly exuberant consumer spend‑
ing that has run out of balance with counter‑
vailing levels of prudent savings and invest‑
ment. Western Europe has continued to spend
at unsustainable levels in the social insurance
arena on its retirement and generous health
care systems, and unsupportable in a world of
their shrinking younger populations and col‑
lapsing birth rates. Eastern Europeans have
been furiously catching up on eighty years of
consumer deprivation. And Americans, alas,
have been sustaining the economies of Asia
and Europe with consumer spending by draw‑
ing down the equity in their homes through
borrowing, and financed by loans through col‑
lateralized mortgage obligations sold to the
sovereign wealth and capital assets of others.
When the bubble in housing values collapsed,
so did the world’s house of cards it sustained.
Wishing we had done something else or
that things had happened differently won’t
make the problems and challenges go away.
Yet what is required to right the mess is al‑
ready underway. It is to move the rates of sav‑
ings and investment from its abysmally de‑
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pressed – or even negative levels – back
to rates in excess of 10 %. Success will
come from (1) increased personal savings, (2) increased exports, (3) increased domestic and foreign direct
investment, (4) and government taxation and spending policies that focus
on long term infrastructure, innovative
education, and R&D efforts – and at the
expense of the dinosaurs of antiquated
defense systems more appropriate to the
nineteenth century, ossified education‑
al and health care policies, educational
practices evolved from the Middle Ages
that train the workforce in skills that are
obsolescent within three years of gradu‑
ation, and often two years after matric‑
ulation, and what have evolved into un‑
sustainable retirement systems that have
two or fewer active workers supporting
one retiree. All these anachronisms – po‑
litically popular as most of them are in
the short term – drain investment capital
critically needed for an immediate eco‑
nomic turnaround and sustaining growth
and prosperity into the next decades.
But how, you ask, do we get from here
to there? Lots of solutions are being pro‑
posed. Most unfortunately are palliatives,
often politically expedient, and not the
tough-minded curatives we need: while
their continuing presence will inhibit or
even thwart recovery, reforms that void
them will not assure a turnaround.
What are some of these inhibitors? Let
me suggest the following:
1) Attitudes and policies requiring
technology be treated as a controlled
secret. University and corporate labs sit
on much of what they have no need for,
and discourage its staffs from commer‑
cializing it. At the same time, some gov‑
ernments are thinking of treating it like
oil and gas reserves. (In a real sense, how
is that any different from the “beggar thy
neighbor” policies in foreign trade of the
1930s?) If the world’s prices for commod‑
ity minerals collapse (as they are now
doing), you can stop extracting the stuff
and await better times and higher prices.
Your asset will still be there next year, or
the following year. But technology and
know-how in the twenty-first century has
an extremely short half life – as short as
months in informatics algorithms; and a
few years in other areas. The key point is
that technology, patented or not, can’t be
inventoried, because someone else some‑
where in the world will come up with a
better mousetrap, rendering your asset
worthless. In short, in technology, you
must use it or lose it.

There is yet another lesson for the
world’s business and political leaders
on developing and exploiting technolo‑
gy resources. The world’s economic his‑
tory of the past three centuries confirms
that those industries, sectors, and na‑
tions that develop and exploit technolo‑
gy will thrive. Those dependent on the old
and traditional, or who live off their as‑
sets – such as Spain in its imperial era, or
today’s Middle Eastern petrostates – will
eventually have a reckoning. The fact
that these nations’ exports net of oil are
less than those of Finland, and collective‑
ly they have produced less than a dozen
patents compared to tens or hundreds of
thousands produced by other countries
far smaller than they makes for a grim
long term outlook. There’s nothing really
new here: it is a thesis espoused by Yegor
Gaidar, it is wrong to rely only on oil and
gas, as it creates only a false impression
of prosperity and stability in the country.
What must be done is to promote real eco‑
nomic development. Variants of this poli‑
cy run deep and long in Russian economic
history, back to Peter the Great, through
Peter Stolypin and Sergei Witte.
2) The presence of a strong rule of
law and modern corporate governance
practices. A lack of them will absolutely
deter investors, but having the “best prac‑
tices” in the world won’t necessarily fos‑
ter or assure investment activity. The same
principle applies to ridding the culture and
society of corruption and bureaucratic red
tape – no matter where in the world.
3) A mindset captured in most languages of the world (with the exception of English and a few others) to call
venture capital “risk capital”. Nothing
ventured, nothing gained. More crudely,
no pain, no gain. But in the same vein,
private equity of any form is no panacea
to replace badly needed bank financing.
Private equity’s best and most produc‑
tive economic and social role is to pro‑
vide primary investment capital, not fi‑
nancial engineering better provided by
banks and insurance companies.
4) A cultural mindset to pursue the
safe and secure career paths in the
corporate, public service, educational
worlds, or the professions of law and
medicine rather than creative entrepreneurial endeavors. While all success‑
fully functioning societies need some of
the former, they need lots of the latter.
5) As a corollary to this, autocratic
political and management styles that
assume the leader knows best – which
also assume the leader has all the crit‑
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ical information on which to act. We
know that didn’t work at all in the mi‑
cromanaged corporate world of the West
in the 1970s and 1980s, any more than it
worked in the American conduct of the
Vietnam War, or the Soviet era.
If you want a compelling guideline to
help you think through your organiza‑
tion’s policies and strategies in the com‑
ing years, I suggest you read and re-read
Eric D. Beinhocker’s The Origin of Wealth:
Evolution, Complexity and the Radical Rethinking of Economics. (Cambridge: Har‑
vard Business School Press, 2007.) Many
of his conclusions may seem overstretch‑
ing, but its key lesson is that microman‑
aged autocracies – whether in politics or
business – are doomed, and overdepen‑
dence on a handful of industrial sectors
and technologies will doom an economy.
More positively, what are the policy
prescriptions? Let me suggest the fol‑
lowing:
1) Any and all things to accelerate
the savings and investment rates. My
personal preference tilts heavily towards
a world of no taxes on primary capital
gains, a single tax on incomes but with a
very high deductible, and high value add‑
ed taxes and taxes on speculative second‑
ary capital gains.
2) Any and all policies promoting innovative technologies, innovative edu‑
cational practices relevant to the needs
of the 21st century, and innovative health
care systems other than the triple oxymo‑
rons that we suffer with today.
3) Open societies that foster the
free exchange of information, as a basis for innovation. This is an age old
conundrum pits the need for corporate
and national security and secrecy against
the need to foster creativity through the
open and free exchange and discussion of
ideas among a bunch of “smart guys”. It
has been epitomized in the management
literature that has studied the Manhat‑
tan Project at Los Alamos during World
War II. General Leslie Groves, the proj‑
ect commander, insisted on tight securi‑
ty and compartmentalization. Robert Op‑
penheimer insisted on the open and free
exchange of ideas. He prevailed, but of‑
ten with a lot of back room maneuvering.
Nevertheless, the result was achieving of
the project’s goals on time and to specifi‑
cation in less than two years, and at a cost
that would shame most project and prod‑
uct development initiatives of today.
Certainly, with all the management and
economic challenges we face in the coming
months, it deserves our best efforts.
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Bail outs and more government control
are the wrong way to go
Some experts feel that pumping taxpayers' money into buying out corporate debt in an attempt to
overcome the financial and economic crisis is justified and positive. A contrarian view is expressed
by Konstantin Simonov, Director of the Foundation for National Energy Security. According to
Mr. Simonov, it is dangerous not only for today's Russia but also for the country's future.

Konstantin Simonov,
director of the Foundation for
National Energy Security

Biography
Associate professor at the
Chair of Political Theory of
Lomonosov Moscow State
University and at the Chair
of Public Politics of the
Higher School of Economics. Master of Political
Sciences at the University
of Massachusetts. Author
of books on Russian and
global oil and gas markets, and co-author of the
Social Science. The Global
World in the 21st Century
handbook
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“To date a major trend is emerging and it is
strengthening of the government's role. Rus‑
sia is not the only country where nationaliza‑
tion is under way. By the way, it started be‑
fore the crisis. It is quite a dangerous trend.
The government is wearing the hat of savior
as it is purchasing shares and dishing out mon‑
ey and clearing bad debts. We can see two op‑
tions here: government is purchasing compa‑
nies' shares, granting share secured loans to
them and at the same time it is seeking to in‑
duce the economy by means of promoting in‑
frastructure projects and consumer lending.
These patterns work throughout the world.
Real sector and consumer lending programs
worth $500‑700bn have been adopted in Eu‑
rope, the U. S. and China. Infrastructure proj‑
ects are offered to the real sector as an oppor‑
tunity to receive new orders and profit. The
same is going on in Russia.

rized capital of $100bn and it goes bust, you
get support. But if you sell pies in the street
and things go sour, it’s your “headache”? It is
an absurd situation. To reiterate, a capitalist
is called a capitalist because he or she oper‑
ates on his / her own. A company's size is not
essential! The government's attempts to res‑
cue large companies will adversely affect ev‑
erything.
This is exactly what is happening at the
moment. For example, the U. S. adopted
the Paulson plan that has kept several com‑
panies, including insurance company AIG,
from going out of business. Russia is follow‑
ing the same course. What we are witness‑
ing now is the government starting to res‑
cue top executives who have managed to find
the right people and lobby for a good bailout package, instead of assisting those who
really need it.

Chipping away at the market economy

SMEs will get peanuts

What I view as most worrisome with these
kinds of responses is that they undermine the
very basis of what we call the capitalist econ‑
omy. Why? Because the backbone of the capi‑
talism is the single elementary principle where
at the heart of the economy there is a business‑
man who takes a risk but tries to offer some
unique service and product to the market.
If businessmen find themselves in the right
place at the right time and if their products
or services are really sought-after then they
grow rich. If there is no demand for their of‑
fer then they go bankrupt. But these are busi‑
nessmen's risks.
When a government begins paying off large
companies' debts, it chips away at the foun‑
dation of a market economy. If you take a risk
and fail and can look to the government to bail
you out, it is not capitalism. Today when I hear
suggestions for supporting “strategic” compa‑
nies I do not completely understand what it
means. So, if you set up a company with autho‑

Earlier our oligarchs purchased state property
for next to nothing through shares-for-loans
auctions. It is quite obvious that those schemes
were rigged. Later oligarchs pledged shares
in Western banks, bought assets abroad and
now they are shaking down the government
by threatening to sell Russian assets to West‑
ern companies. And our authorities intend to
help them.
So are only SMEs labeled as high-risk ven‑
tures? This appears to be the case because
few of them will receive any aid. We only hear
Vladimir Putin's statement on easing pressure
on companies to “some extent”. I hope it hap‑
pens. The main trend will be the strengthening
position of the state as a mighty owner.
In conclusion, it’s really difficult to talk
about how and when the crisis will be over‑
come and how efficiently we will deal with it.
No one has yet found the solution to overcom‑
ing a world crisis like the one we are now in.
According to Kommentarii.ru

The Renaissance Hotel is the first international hotel in Samara. Hotel services are provided by Marriott
International, Inc., a leading operator with 3,000 hotels in 67 countries. Marriott's Renaissance Hotel brand
offers a warm and inviting atmosphere, impeccable, attentive and respectful services, for a truly pleasurable
hotel experience.

For upscale relaxation there's a fitness center, tanning salon, indoor heated pool, sauna, massage services, beauty
parlor and hairdressing saloon. If you want to try your skill and have some fun, you can use our bowling alley and
billiard room. The Renaissance Samara Hotel offers seven halls for business and social events that meet the most
demanding customers' desires. Gourmet restaurants will make every meal a memorable dining experience. Dining
options include Sunlight restaurant, serving international cuisine, Viennese Cafe and Italian restaurant In Alto,
where you can enjoy Italian specialties and wine collection of the highest order.
The hotel offers a Sunday brunch to those who love spending their Sunday relaxing. It includes imaginative
menus, live music and entertainment programs with gifts for children.
The Renaissance Samara Hotel is located within 45 kilometers of the Kurumoch Airport, a few-minutes' walk from
the Volga River and 15‑minutes' drive from the city's historic center where you can find the Opera House, the State
Philharmonic Hall, and the Academic Theater.
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The Renaissance Hotel is a place
where simple pleasures turn into unforgettable moments
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2009: Russia needs to watch the bumps
After a glorious 2007, when Russia was ranked as one of the best performing emerging markets, 2008
ended up being the exact opposite. The World Bank predicts a GDP growth in 2009 of just 3% – less
than half the 7% average since 2000. What are the big challenges ahead? We asked Philip H. de Leon,
a Washington, DC based private consultant with significant Russian experience, for his views.

Philip H. de Leon,
a Washington, DC based
International Trade & Business
Development consultant

Biography
Philip de Leon is an independent consultant on
market entry, marketing,
project management and
public relations strategies
as well as private and public sector projects. He spent
ten years with the U.S.
Department of Commerce’s
Business Information
Service for the Newly Independent States (BISNIS) in
Washington, DC rising to
the position of Director.
Mr. de Leon has traveled
extensively to Russia and
Central Asia since 1983. He
has written many articles
on business opportunities
in Russia, Ukraine and
Kazakhstan. Mr. de Leon
can be reached at: Philip@
pdeleon.com
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Russia did fall victim to the world financial cri‑
sis, clearly demonstrating that Russia’s economy
is not decoupled from the rest of the world. With
oil & gas accounting for more than two-thirds of
its export revenue, Russia is confronted with the
harsh reality that its economy remains too depen‑
dent on commodity prices and that the diversifi‑
cation of its economy is still not where it should
be. The collapse of its stock market by two thirds
of its value – about $1 trillion – between its peak
on May 19 and November 7, 2008, is a mirror re‑
flection of the commodity prices fall.
Increased political risks shook the confidence
of investors, resulting in a “run for your life” re‑
action when the financial crisis became dire. A
capital flight reached over $50 billion before the
end of 2008.
In spite of the above Russia remains a market
with a formidable potential, where foreign com‑
panies such as General Electric, General Motors
and Procter & Gamble report sales in excess of $1
billion, which barely makes it to the headlines.

Corporate Russia rears its head

Russia's image cannot avoid being affected by
the statements and actions of its omnipotent
and omnipresent Prime Minister and his en‑
throned heir. They have become so powerful in
the absence of counterweights such as a thriv‑
ing civil society, that the term Corporate Russia
has entered the lexicon. It describes both the
use of large companies – such as Gazprom – as
a foreign policy tool for political leverage, and
interferences in the economy by the executive,
legislative and judiciary powers through deci‑
sions or statements that affect economic play‑
ers. The most recent example was the reopen‑
ing in early November by the Deputy Prime
Minister of a probe against Uralkali, with claims
against the company that could total over $620
million. This sent the stock tumbling down over
80 % from an already battered level.

Why the double-standard?

Another challenge is that Russia is held to
higher standards than other countries and
is barely ever given the benefit of the doubt,
leading it to feel entrenched and, thus, always
on the defensive. Of course, its unique ability
to shoot itself in the foot does not help. Rus‑
sia needs to shake off its bully image and work

on its public relations, explaining its positions
and associated reasoning. Cutting off oil & gas
exports to the Czech Republic, banning import
of Moldovan and Georgian wines and entering
Georgia have been well-covered by the press
but Russia’s view on these events not as much.
Yes, Russia is far from being perfect, but one
should ponder over why a double standard ap‑
plies. Why is Russia not yet part of WTO when
China is, and why is the blame of the conflict
with Georgia only attributed to Russia?

What Russia wants

The question we should ask ourselves is: what
does Russia really want? The answer would
help put the actions of its decision makers in
context. The most obvious is that Russia wants
to have its voice heard and to reassert itself as
an international player, not necessarily as a su‑
perpower it once was but more as an important
player on the world stage, sometimes in a new
field. For instance, President Putin and now
President Medvedev have clearly and repeated‑
ly stated their desire to see Russia become one
of the world’s leading financial centers.
2009 will be the year of all challenges for
Russia, as it will have to face political, econom‑
ic and social issues. It will start the year with
a tarnished public image on the international
stage, an economic slowdown and the challenge
of preventing social unrest. Russia will also need
to make good on its regularly stated objectives to
tackle corruption and legal nihilism – disregard
of the law – and to eliminate the discrepancies
between its statements and reality.

Tomorrow is another day

Today, Russia is a bit like Russia Tower,
which was to be the tallest building in Europe
but saw its construction halted. It still can go
up and higher than everybody else but it needs
to open up to the outside world and allow the
free flow of ideas and people without fear of
losing its identity. In a world of acute competi‑
tion, Russia cannot allow itself to trail and end
up being a land of unfulfilled promises by try‑
ing to create a sort of Third Way for itself.
Note must be made that the new Obama
administration may be able to break the cycle
of miscommunication and confrontation and
initiate a period of reengagement.
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January
Kirovsky, the Urals’ leading food retailer, purchases about 50 % of the Best-Market food chain for an
estimated $21 – 25m
Magnezit Group buys 99.6 % of Central Europe’s largest refractory material producer, Slovenia’s Slovmag

February

Titanium corporation VSMPO-Avisma seals a $300m contract with France’s Safran to become the
French jet engine and gear manufacturer’s prime titanium supplier

April

Standard & Poor’s raises the Republic of Bashkortostan’s rating to BB+ with a stable forecast
Energy company MRSK Urals announces about $40m in investment in Urals’ energy projects in Q1 2008
Mechel purchases its third Romanian metallurgic asset, paying $221m for 100 % of Ductil Steel

May

Ekaterinburg’s Bank24.Ru becomes Russia’s first bank to receive ISO 27001:2005
international standard certification for internet client service

June

Unitrade pays RAO UES about $460m for 21.27 % of one of Russia’s most networked regional
energy systems, Bashkirenergo

Urals
special focus
July

Norwegian investment company WenaasGruppen purchases Ekaterinburg’s Park Inn for
$33.8m. Denmark’s Rezidor Group stays on as the hotel’s manager.
Magnitogorsk Steel inks a $300m framework agreement with the Czech Republic’s Аlta for all
preparatory works on the Prioskolskoye iron-ore field

August

Novouralsk rolls out Russia’s first hydrogen-powered engine for passenger cars

September

The London Stock Exchange taps Ekaterinburg for the site of its second road show

October

Mechel’s subsidiary Mechel-Service announces acquisition of 100 % of Germany’s HBL
Holding GmbH group of metallurgic servicing and trading companies

December

Alfa-Bank buys more than 70 % of Ekaterinburg-based Severnaya Kazna Bank. It marks the
first regional bank bail out by a Moscow bank during the crisis.
The Life Group acquires Russia’s only 24 / 7 bank, Bank24.Ru, based in Ekaterinburg, after
the latter gets insolvent

Special focus on the Urals

Since the turn of the
century the Urals region has been a leader
in the national race
for foreign investment.
Although that the
financial crisis is rife
and rampant the region still has the great
potential. Ms. Jenny
Lock, HM Consul General of the UK in Ekaterinburg, who talked to
Marchmont about her
view of that vast area’s
economic outlook,
declined to speak of
the crisis in the context
of her commentary.
She believes no crisis
is capable of derailing
Ural’s plans for economic breakthroughs
in years to come.

Jenny Lock,
HM Consul General
of the U. K. in Ekaterinburg
She has worked for the Foreign Office
for 30 years. Now she’s getting her MBA
in management at Great Britain’s Open
University. Ms. Lock’s prior experience
includes diplomatic positions in U. K.
embassies in New Zealand, Pakistan,
Bosnia and Herzegovina, Japan, Finland,
Kazakhstan, Tunisia, on the Seychelles,
in Sweden, Poland and the head office
in London
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Resiliency, vision and $130bn worth of projects on the table
helps the Urals weather the storm

I have been working as British Consul Gener‑
al in Ekaterinburg, the Capital of the Urals for
nearly two years. The Consulate General cov‑
ers the following 10 areas of the Urals region:
Sverdlovsk, Chelyabinsk, Kurgan, Tyumen and
Orenburg Regions, Perm Krai, Khanty-Mansi‑
ysk and Yamalo-Nenetsk Autonomous Okrugs,
Republics of Bashkortostan and Udmurtia. An
area about 10 times the size of the UK, and
home to over 20 million people.
The Consulate General has 3 main sec‑
tions – Trade & Investment Section, Consul‑
ar Section and Press & Public Affairs Section.
The primary task of the Consulate is to pro‑
mote trade between the Urals and Western Si‑
beria regions and the UK.
The Urals region is one of the most signifi‑
cant in Russia. It is situated in Central Russia,
on the border between Europe and Asia, along
the slopes of the Urals Mountains.
Traditionally the Urals developed as an in‑
dustrial area and the region is rich is raw ma‑
terials and resources. Some of the most fa‑
mous Russian enterprises are located here.
Uralmash, MMK (Magnitogorsk Metallurgi‑
cal Combine), SUAL-Holding, UGMC (Urals
Mining and Metallurgic Company), VSMPOAVISMA, Surgutneftegas and TNK-BP are just
a few examples.
The region is developing rapidly and there
are a lot of opportunities. Some enterprises
experienced difficulties following the eco‑
nomic crisis in 1998 but the indications are
that economic activity has returned to pre1998 levels. A stable exchange rate and high

oil prices helped kick-start the local econo‑
my again. Economic stabilization and growth
have enabled sustainable operation of local
industry and made companies capable of up‑
grading their production facilities. A number
of enterprises have their own finance resourc‑
es for purchasing new machinery, others are
seeking medium to long term project-finance
opportunities. Most Ural companies are con‑
tinuing to develop and are looking for con‑
tacts with new potential partners from dif‑
ferent countries.
Construction, reflecting the general thriv‑
ing economic situation in the region, is one
of the most dynamic sectors with such ambi‑
tious projects as a new green-field residential
area for 350,000 people or high rise towers
in the middle of Ekaterinburg. Foreign archi‑
tects and engineers are working on these and
many other projects. It is extremely profitable
to invest in property as prices for real estate
have increased dramatically during the last
several years, and only started to slow down
slightly in 2007. Many local industrial play‑
ers are diversifying their activities investing
into real estate development. Some foreign
investment funds are investing into this sec‑
tor as well.
The Sverdlovsk Regional Administration
has developed a list of 110 investment proj‑
ects for the period to 2015 based on the use
of state-of-the-art technologies and the latest
scientific developments. To implement these
investment projects the region will need more
than $130bn of capital investments. The trans‑
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port and logistics centre project, airport
developments are among the top priori‑
ty investments. As to investment volumes
Sverdlovsk Region is among the top five
in Russia.
The rapid growth of industry in the last
few years and the increasing income of
the local population have opened up good
possibilities in the consumer market. The
purchasing power of the population is one
of the highest in Russia and there is a de‑
mand for high quality goods. The local ad‑
ministration is very keen to bring strong
European retail chains to the region to
meet this demand. Currently the follow‑
ing retail chains are present in Ekaterin‑
burg: Metro Cash & Carry, Auchan, Ikea,
Ramstor, also clothing chains Next, Marks
& Spencer, Mothercare, BHS, etc.
International companies have set up ei‑
ther joint ventures or invested heavily in
the region. There are over 1,000 joint ven‑
tures and about 300 offices of foreign com‑
panies. Coca-Cola – formerly Inchcape – has
an investment of about $40m and PepsiCola have $70m in production facilities.
Delcam, Rank Xerox, Caterpillar, AEG, Re‑
uters and DHL are amongst others.

In the last years the EBRD made sev‑
eral investments into local enterprises:
Concern ‘Kalina’ (a producer of cosmet‑
ics and perfumery) obtained $9m into
their main capital; the Verkh-Isetsky steel
making plant received a $5m investment
for construction of new production facil‑
ities. There are other examples of foreign
investment: ABB created a joint venture
with Uralelectrotyazhmash, a joint pro‑
duction of artificial lung ventilation units
for infants was started at the Urals Opti‑
cal-Mechanical Plant (UOMZ) with Brit‑
ish SLE Ltd. (Special Laboratory Equip‑
ment Ltd) in July 2001. TNK-BP deal in
2003 became the biggest single invest‑
ment ever in Russia worth $6.75bn. More
investment followed from oil tool manu‑
facturing companies: Oil Darron Tools,
Weatherford, KCA Deutag all have an
office in Tyumen Region; John Crane,
manufacturer of gas seals, brought about
$666,000 into the JV with Iskra in Perm
Region – the number one supplier of units
for Gazprom.
More examples from other sectors are:
large international trading networks Met‑
ro, Auchan and IKEA, hotel companies

Rezidor SAS, Akkor and Hyatt have come
to the region too. Rexam, a UK manufac‑
turer of cans, in May 2007 started build‑
ing a green-field plant in Chelyabinsk
Region with production capacity of 800
million cans per year. The project is esti‑
mated to cost between $50‑70m.
When we opened our Mission in 1995
only the American’s were here too. At
the time little was known about the area
which had previously been closed to out‑
siders. Today Ekaterinburg is ranked the
third in Russia as to the number of diplo‑
matic representations and there are now
20 Consulates, Trade and Representative
offices. Many of these started operating
in the past 3 – 4 years and are a strong in‑
dication of the growing interest and ac‑
knowledgement of the potential in this
region. For me, it has been an interesting
time to be posted here and our Consul‑
ate has organized a number of events, in‑
ward and outward trade missions and vis‑
its, including the first ever visit of a Lord
Mayor of the City of London to Ekaterin‑
burg. I look forward to being involved in
future events throughout the region dur‑
ing my remaining time here.

IDEAS BUILD THE WORLD

Tebodin Eastern Europe B.V., Ekaterinburg office

opened in 2006 to realize industrial projects in the Ural Region. The company is an international

Ulitsa Karla Libknehta 22,

organization with more than 20 offices in 50 countries and has a staff of over 3,000 employees.

Office 402A

Our 60 years of experience in consultancy, engineering and construction management give us broad

620075 Ekaterinburg

knowledge in various project phases, sectors and disciplines, starting from Site Selection to

Russia

Due Diligence and from Conceptual and Basic Design up to full Construction Management and

Telephone: +7 343 371 70 70

Commissioning. Tebodin is active in the Russian market since 1993 and has worked for many local and

Fax: +7 343 371 20 50

foreign investors from various market sectors. Furthermore, Tebodin has established good relationship

ekaterinburg@tebodin.com.ru

with equipment providers, national and local authorities, as well as International Financial Institutions.
MARCHMONT Investment Guide • January, 2009
www.tebodin.nl
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Tebodin Ekaterinburg is one of the four Russian offices of Tebodin Consultants & Engineers and was
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The Ural Federal District manufacturers' meeting hosted by
Chelyabinsk city is to hold its Second In‑
ternational Industrial Exhibition-Forum
between March 24 and 27, 2009. The
Forum’s official slogan is Industrial En‑
terprise Upgrades – Metallurgy and Ma‑
chine Building Industry Breakthrough
Technology. Sponsors of the forum are
Chelyabinsk foreign trade center, Inter‑
national Union of metallurgists and Inter‑
national Union Metallurgmash supported
by the Ministry of Industry and Natural
Resources of the region.
The upcoming Exhibition-Forum’s
goal is to introduce ways of upgrading
current metallurgy and machine build‑
ing industrial enterprises and construct‑
ing new industrial facilities using innova‑
tive technology to cut production costs,
improve product quality and enhance
ecological safety.
The First Industrial Exhibition-Forum
was successfully held in Chelyabinsk in

2007 with 181 enterprises from 40 Rus‑
sian cities and 17 foreign companies
participating in it. The number of par‑
ticipants and display area are forecast to
rise at the upcoming forum. International
companies from Germany, Italy, France,
Spain, Japan, the USA, Ukraine, Belarus,
Kazakhstan and Switzerland have con‑
firmed their participation in the event.
Under the Exhibition-Forum a large
workshop conference program is to take
place covering various aspects of met‑
allurgy and machine building industry
with presentations from Russian and for‑
eign businesses.
Join us at The Second International In‑
dustrial Exhibition-Forum, Industrial Enter‑
prise Upgrades – Metallurgy and Machine
Building Industry Breakthrough Technol‑
ogy, between March 24 and 27, 2009.
To find out more, call (351) 239‑45‑77
or email www.wtc-chel.ru
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Chelyabinsk foreign trade center

Staff members of Chelyabinsk-based design institute CHELYABGIPROMEZ
demonstrated projects relating to innovative design technology such as 3D modeling and other software. The projects were
presented to the company's top managers under Project Rost, personnel reserve
training modular program.
CHELYABGIPROMEZ JSC is a rapidly
developing company, a leader in metallurgical works designing in Russia.
The company's key advantages are its design engineers' experience and professionalism, creativity and intelligent potential
and combined solutions to design process.
Modern regulatory and engineering provisions as well as software and new design and
management processing technology are extremely essential nowadays as a design company's success is determined not only by scientific potential and skilled staff, but also by
its ability to make the best use of information processing technology.

In order to arrange a reliable and highspeed engineering document flow system
it is required to create a clustering solution providing information security and
integrity by automated distribution of a
load on a server which signficantly increases the document flow speed.
3D modeling enables labour productivity increase which is an indispensable
condition for competitive growth on the
design market. The technology helps to
create a three-dimensional model which
provides design engineers with necessary work design documents such as layouts, sectional drawings and product data
sheets.
CHELYABGIPROMEZ realizes the
great importance of computer-aided
design as it allows the institute to enhance the quality of engineering design and increase efficiency factor to
drastically affect the institute work on
the whole.
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Information processing technology role in design management
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Big Urals gearing up
for an economic turnaround
The Third Inter-regional Conference on Big Ural Investment Projects, held in the middle of November 2008, focused on how cooperation between business associations and locals governments can
help find common solutions in the face of global economic instability. The crisis will end, but if the
groundwork is not prepared now for the recovery, it will take longer.

Less tax revenues
will mean less development

Almost all conference participants agreed
that fiscal revenues will drop sharply.
Analytical center ExpertUral predicts a
15 – 20 % loss in Sverdlovsk and Chely‑
abinsk regions' fiscal revenues alone.
Both of these regions rely heavily on
profits from largest metallurgy and con‑
struction industries that are doing poor‑
ly. Even their vaunted mechanical engi‑
neering segments are struggling.
Faced with these conditions most re‑
gions of the Federation will be forced to
shelve development programs and move
to a patchwork system to shore up social
systems in towns dependent on these ail‑
ing industries. Plans for setting up in‑
dustrial parks, building roads and sup‑
porting investment projects in energy
and transport infrastructure may have
to wait for better times. In case this hap‑
pens, how will the region be able to keep
up with a new boom cycle after the cri‑
sis is over?

Working with government
to keep it going

The conference participants came to the
conclusion that in the short term only the
government has the instruments and the
capacity to continue carrying out invest‑
ment projects. These include fostering
public-private partnerships, participa‑
tion in federal programs and setting-up
regional ones to ensure that current in‑
vestment projects and those on the draw‑
ing board can continue. The challenge is
to prioritize projects and find the best
way to keep them going.
The Urals have a lot on the table. For
instance, the $331.7m metro construc‑
tion currently under way in Chelyabinsk
is expected to be completed in 2012. De‑
spite the crisis, Chelyabinsk authorities
have said they fully intend to meet the
current construction schedules.

Investment company Sinara Group re‑
cently announced that it received financ‑
ing for the final stage of Central Stadium
reconstruction in Ekaterinburg. An addi‑
tional $36.1m was needed to finish re‑
construction in summer 2009 as planned.
The required funds have been provided
by state-run Vnesheconombank in a loan
secured by guarantees from the Sverd‑
lovsk regional administration.
Ekaterinburg’s Koltsovo International
Airport has been undergoing a massive
transformation for years, providing pri‑
mary and ancillary employment to thou‑
sands of people. This year it will receive
around $198m from federal coffers for
reconstruction of its second runway, lo‑
cal officials report. Currently the airport
is completing reconstruction of its first
runway, which is to be put into opera‑
tion next May. Sverdlovsk regional offi‑
cials plan to earmark a total of $313.7m
for all airport upgrades.

Sverdlovsk Region's optimism
triggered by past success

As reported in the Russian Gazette, in
Sverdlovsk Region alone investment in
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fixed capital rose 20 % in 2007. Overall,
investment in the Federal District exceed‑
ed $36.1bn in 2007.
A money flow from abroad rose signifi‑
cantly as, for example, foreign investment
in Sverdlovsk Region’s economy account‑
ed for $1.4bn in 2007, with $1.2bn alone
in H1 2008 almost doubling to $2bn by the
year end, as originally planned.
“The region's GDP went up 9 % to
$28.8bn in 2007. This year we will pass
the $36.1bn mark to double the region’s
economic capacity in 2009,” Sverdlovsk
Governor Eduard Rossel announced at a
panel session of the Legislative Assembly
in October 2008.

Chelyabinsk
is attracting foreigners

Chelyabinsk Region has also gained sig‑
nificant ground in the Urals investment
arena. Between January and October
2008 investment in fixed capital amount‑
ed to around $5bn, up 25.4 % on a yearon-year basis, according to the Ministry
of Regional Economic Expansion, which
estimates investment in fixed capital at
$5.05bn by the year end.
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From January to September 2008 the
regional economy received investment
from 50 countries which amounted to
over $2.5bn and is expected to grow over
$2.8bn by the year end.
Chelyabinsk authorities report to be
currently in talks with several French
companies, such as retailer Auchan
(shopping mall constructor and man‑
ager), multinational corporation SaintGobain (construction material manu‑
facturer), construction and electrical
engineering company Vinci (commer‑
cial and residential real estate develop‑
er), and others
Investment prospects for 2009 look
promising. According to news agency
Uralinformburo, in early December local
rail equipment firm Uralvagonzavod and
Czech supplier of plant and equipment
Alta signed a contract for implementing
a joint investment project aimed at con‑
structing the Verkhotursky oil refinery.
The involvement of Czech oil and gas
company Moravské Naftové Doly is also
possible at a later stage of the project.

Urals energy

The Urals power grid is also receiving in‑
vestment funds for upgrades despite the
crisis. Regional power supplier MES Ural
has started construction of the 500 kW
Severnaya-BUZ power line in Sverdlovsk
Region, which is scheduled for comple‑
tion in 2009. Total investment in the proj‑
ect will amount to $198.3m, including
$72.1m spent in 2008.
State energy giant FSK-UES has vowed
to earmark a total of $335.3m for the
Urals grid upgrades in 2008, according
to news agency RosFinKom.

Some big dreams
will have to wait

2007 was a watershed year for the Ura‑
ls. The sheer numbers and scope of an‑
nounced projects was so vast that their
combined total was projected to increase
the Urals’ GDP by 40 % over five years.
But the 2008 crisis has taken its toll.
According to analytical center Exper‑
tUral, up to 40 % of these Urals invest‑
ment projects might be shelved for the
time being. Those that survive will not be
implemented by 2012. Expert feels that
the average project’s implementation pe‑
riod will increase by 60 %.
The fall out is already being felt. Sver‑
dlovsk Region’s steel pipe manufacturer
TMK announced it has to cut investment
by 80 % to $150m in 2009 because of the
financial crisis. The firm is postponing
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Special focus on the Urals

the launch of several production facili‑
ties until 2011 – 2012 to re-focus on re‑
financing and reducing its debt, Depu‑
ty CEO Vladimir Shmatovich announced
earlier in December.
In December 2008 the board of direc‑
tors of Ekaterinburg-based Russian Cop‑
per Company voted to cancel all invest‑
ment projects planned for 2009 – 2011,
worth a total of $3bn.
Among the projects called off were
construction of two nickel production
plants in Chelyabinsk and Altay Regions
with investment projected at $640m,
and construction of a zinc factory worth
$650m.

$19.6bn for Industrial
Ural – Polar Ural

Despite these setbacks, other Big Urals
projects for making and carrying out in‑
vestment plans are on track. The RF is
collaborating on a huge $19.6bn project
called Industrial Ural – Polar Ural. The de‑
velopment site exceeds 390,000 squarekilometers.
The project focuses on setting up a
unique industrial and infrastructure
complex for development of mineral re‑
sources of the Subpolar and Polar Urals.
Construction of transport and energy in‑
frastructure has been prioritized.
The project will require an initially es‑
timated investment of $19.6bn. The Rus‑
sian government's Investment Fund will
allocate $3.8bn while another $2.9bn is
to be assigned by the regions of the Ural
Federal District. Under plans, around
$13bn is to come from private funds.
Over 20 potential investors have con‑
firmed their prospective participation in
the mega project. Among them are Chely‑
abinsk Metallurgic; Urals Mining and

Metallurgic; Magnitogorsk Steel; gas gi‑
ant Gazprom; government-controlled oil
company Rosneft; Moscow-based ore and
mining group of companies Mechel; Rus‑
sian-British oil company TNK-BP; state
rail operator Russian Railways; produc‑
er of fertilizer, phosphates and feed phos‑
phates PhosAgro; and others. RAO UES
of Russia has signed an agreement on
strategic investment.
Tyumen and Chelyabinsk Regions,
Khanty-Mansiysk and Yamalo-Nenetsk
Autonomous Regions have set up an open
joint-stock company, Industrial Ural – Po‑
lar Ural Corporation, in which they are
principal shareholders.
The Polar Ural project is of paramount
importance in the Urals area because the
region has almost exhausted its resource
base for extensive development, as well
its natural resources in developed ar‑
eas. This has led to stagnation in a num‑
ber of the area’s main sectors and, above
all, in mechanical engineering. The focal
point of the new project is on-site min‑
ing instead of importing ore from oth‑
er regions.
If local sources of iron, chromium
and manganese ore are developed, they
will generate an estimated $234.4bn
for the local economy. The use of local
coals in energy generation instead of
those shipped from afar will save anoth‑
er $43.3 – 54.1bn.
Entire new cities will be also built
in the Urals mining areas as a result of
the Industrial Ural – Polar Ural endeav‑
or. When fully up and running, the proj‑
ect is expected to create approximately
66,000 jobs. With workers’ family mem‑
bers taken into account, the population
of those prospective cities will number at
least 129,000 people.
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