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Introductions

“The report “A ‘New Wave’ of Privatisation in Russia: the Political and Economic
Context and Investment Risks” is a highly relevant document in the current inter-
nal and external economic climate. It offers an analysis of strengths, weaknesses,
and opportunities offered by the Government’s privatisation plan.

Today, nearly five years after the economic crisis, the Russian Government is try-
ing to re-launch the privatisation process. In doing so, it is prioritising such im-
portant targets for the proceeds of privatisation as improving financial stability,
offering social security to the population, and developing infrastructural facilities.
Privatisation is also a way of involving the general public in the ownership and
management of economic assets, promoting the entrepreneurial spirit, and in
fact, offering them a share in running the country. The private ownership right is
one of fundamental human rights.

While the risk assessment presented by the authors of the report is fair and ob-
jective, it seems that today, the Government has all the tools and resources at its
disposal in order to hold a managed privatisation and to make the denationalisa-
tion process more transparent.

Russia has to reckon with the fact that the global corporate world is a community
of companies with various ownership forms, the majority of which are privately
held. Support of private ownership, promoting competition, encouraging dereg-
ulation are crucial for Russia and its economy as these measures lead to greater
industrial and operational efficiency.

Privatisation, international listings of Russian companies’ shares, IPOs are
a global acknowledgement of the competitive potential of the Russian economy,
its maturity and independence. Privatisation also provides an important gauging
mechanism which makes it possible to produce an accurate inventory of national
economic assets, which ultimately makes asset management more efficient.

This is why privatisation is not just an issue of prestige but a necessary prereq-
uisite and instrument which can significantly raise the capitalisation of Russian
companies (which are largely undervalued), bring about an effective production
of added value and make Russian companies more attractive for investors.”

Alexander Torshin

Chairman of the Council of the Russian Taxpayers Union,
First Deputy Chairman of the Federation Council,
Federal Assembly of the Russian Federation

Introductions

“In the recently published World Bank’s Doing Business economy rankings, Rus-
sia has moved up 20 points. The country continues to attract the attention of
investors and businesses, despite its negative economic performance. And it is
trying to ensure this interest is justified.

One of the measures the Russian Government is planning in order to overcome
the persisting crisis is the sale of state-owned assets. Despite a great number of
affluent potential buyers within the country, the authorities are interested in at-
tracting foreign capital. At the same time, the plethora of terms (formal and in-
formal) conditioning the purchase of Russian assets may be challenging for an
international investor.

I'have heard this mentioned many times in conversations with international part-
ners at forums and conferences. They do not have sufficient information to high-
light the ins and outs of investment in such areas as the regulatory characteristics
of individual industries, tax regulations, potential investment targets, apparent
risks and risk management options. Even players who have been on the Russian
market for many years believe that Russia is ‘opaque’ for investors in terms of
information disclosure.

In our report, prepared jointly with the Institute of Lobbying (Russia), we have
tried to evaluate Russia’s most attractive assets and the potential scenarios of their
privatisation, including the estimation of potential risks for foreign investors.

We hope that our work will be useful for a wide range of experts. Making exten-
sive use of civilised lobbying instruments is a necessary prerequisite for making
progress with any plans involving Russian assets. For further information, please
visit www.state-solutions.com.”

Pavel Morozov
Founder & Managing Partner, State Solutions LLP (London)



Introductions

“State Solutions have produced an authoritative and incisive report on the forth-
coming wave of privatisations in Russia. The report hits the key issues head on —
the history of recent privatisations, the factors behind the delay in the overall
process, the reasons for the Russian government’s determination to initiate a new
wave of privatisations, the governmental and other groupings for and against,
and the implications for foreign investors.

Thanks to the high level of political insight that runs through the report, it will be
of interest to all “Russia watchers”, but potential investors will find it of particu-
lar use. It examines the results of the key privatisations that have already taken
place, with detailed information on the returns investors have achieved. The au-
thors then turn to forthcoming opportunities: which companies? what size stakes
will be on offer? how will the process work? will it be transparent? what risks for
investors — can they be reduced and and how?

The Russo-British Chamber of Commerce is seeing a rapidly increasing level of
interest in Russia, not only from UK exporters but also from those looking to
invest into key sectors of the economy. Now is the time for a candid report that
provides objective insights into the opportunities in Russia, and this is it — deliv-
ered by State Solutions and very readable.”

Trevor Barton
Executive Director, Russo-British Chamber of Commerce

Introductions

“Those looking at Russia from outside may get the impression that Russian Government
reneges on its promise of privatising a large number of assets and often ignore that:

1. The current state of Global capital markets does not necessarily warrant a large
number of privatisation deals as there is a fair question whether the weak mar-
kets would value assets at the right level if such assets are put for sale;

2. M&A deals in Emerging Europe countries in 2012 decreased by 19% in value
and 40% in a number of deals with Russia luckily doing far better than that;

3. With the current level of budget deficit Russia does not really need to sell its
assets unless it is convinced that such sales will increase much needed produc-
tivity.

Given the external factors, lack of urgency and a slowdown of Russian economy it
is all natural that the Government is watching closely price valuations being con-
cerned amongst other things with the ability of Russian equity markets to absorb
a large number of offerings in a current situation. At the same we often forget that
the secondary public offering of Sberbank was the 2nd largest placement in Europe
in 2012 and the largest ever Russian privatisation deal.

We also should not ignore the increasing role of the Federal Agency for State Property
management. Its not so new anymore team is actively preparing companies for pri-
vatisation, getting valuation right, selecting proper candidates for board placement,
enforcing legal rights, etc. All of the above contributes to Russia being in the 2nd
place following China when it comes to M&A Maturity index of BRICS countries.

A remark on Russia would not be complete without talking about risks and overall
investment climate. Often at the conferences and in newspapers I hear that ‘things
are different’ in Russia and it is true, Russia is different in the same was as every
country is unique and its risks and rewards should be analysed and accounted for
in the same way as investors do when they consider investments in other mature
and developing markets. If we review the results of our 2012 Russia attractiveness
survey we will see that those executives who are already working in Russia are more
optimistic about the future of Russian economy compare to those who are only
thinking of Russian investments. Bridging this gap between existing and potential
investors will be crucial to increasing investment in the country.”

Petr Medvedev
Partner, Head of CIS / UK Traderoute, Ernst & Young (London)



Introductions

“The report provides a very comprehensive overview of privatisation in Russia.
It covers political, legal as well as economic aspects of privatisation, drawing on
a large number of case studies. The report touches upon the history of privati-
sation but is also very much forward looking, providing valuable insights into
potential future developments in the state-owned companies and sectors.

Russia’s economy stands to benefit from the new wave of privatisation in multi-
ple ways. Privatisation can raise revenues for the government at a time when oil
prices may no longer be rising and the economy is slowing down. Perhaps even
more importantly, it can support further restructuring and modernisation of en-
terprises in key industries of the economy. Privatisation can also boost overall
investor interest and investor confidence in Russia, in particular if conducted in
an open, transparent manner. All this could help to lift Russia’s potential long-
term growth rate.”

Olga Ponomarenko
Economic Analyst, EBRD

STATE
A' SOLUTIONS

State Solutions LLP are specialists in official government relations, lobby-
ing and public affairs consulting to support businesses in Russia and the
CIS. Our expert knowledge and thorough understanding of legislative, reg-
ulatory and administrative systems in the region enable us to provide ef-
fective and practical solutions for businesses across industries. Our stra-
tegic and practical advice enables our clients navigate markets, safeguard
investments and run effective business operations in the region. All our ser-
vices are provided in strict compliance with UK, Russian and CIS legislation.

www.state-solutions.com

INSTITUTE OF LOBBYING

The Institute of Lobbying (The Foundation for Legislative and Public Pol-
icy Studies) is Russia’s think-tank studying lobbying and the practice of
government decision-making in Russia. It aims at increasing the effi-
ciency of public policy by advancing effective and legal lobbying, as well
as setting and increasing standards of government relations in Russia.
www.lobbyinst.org



Executive summary

EXECUTIVE SUMMARY

Russia is about to embark on a new
major wave of privatisation. The Gov-
ernment is planning to sell large stakes
in such giants as VIB Bank, Alrosa,
RZhD (Russian Railways), Aeroflot,
Rosneft, Sovcomflot, RusHydro, as
well as Sheremetyevo and Vnukovo
airports, before 2017. Another 1,500
state-owned regional companies and
land plots are also earmarked for pri-
vatisation.
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The first attempts to launch a large-
scale privatisation date back to 2010,
when Dmitry Medvedev was President
of Russia. In 2011, he asked the Govern-
ment headed by Vladimir Putin to pre-
pare a fast-track state asset sale plan. It
was envisaged that as early as 2013, V4
of shares in Russian Railways, Rosneft
and VTB would be sold to private buy-
ers. The initiative was aimed at reducing
the public sector of the economy (which
currently still accounts for about 50%
of the GDP), stimulating competition,
attracting foreign investment, and se-
curing ready cash for the treasury that
could be used to offset the state budget
deficit. But these plans have been de-
railed by objective economic factors as
well as political considerations.

From the economic point of view, the
privatisation plans have coincided with
unfavourable market conditions. The
Eurozone crisis and the slower growth
in China are causing the global oil prices
to go down (in April 2013, Brent crude
oil once again dropped below $100 per
barrel, climbing back to $110-115 by au-
tumn primarily because of the Syrian
factor and the instability in the Middle
East), which has a knock-on effect on
the shares of Russian companies. Many
of the assets earmarked for privatisa-
tion require additional investment in
order to bring their performance in-
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dicators to the level that would justify
private investment risks. If the crisis of
the global economy continues, the state
budget deficit will grow and the value of
Russian assets will drop.

From the political standpoint, the key
question is the control over the pri-
vatisation process and the possibility
of forming conglomerates of business
and politics (oligarchic alliances) that
could bring in free or cheap borrowed
funds in order to buy state assets at
a premium price.

Over the past two years, the liberals sur-
rounding Dmitry Medvedev and the po-
tential beneficiaries of privatisation con-
trolled by the current government (the
“new oligarchs”, some current private
co-owners of partially privatised com-
panies, etc.) have been opposed by the
influential clans involved in state compa-
ny management and linked to Vladimir
Putin’s inner circle. Medvedev’s gov-
ernment had to keep rescheduling deal
deadlines and compromise over a num-
ber of key assets: instead of direct auc-
tion or IPO, what was offered was an ad-
ditional issue of shares and the dilution
of the state shareholding in the charter
capital with a view of recapitalisation.

The Government had originally intend-
ed to sell over $13 bn worth of assets
in 2013 alone. It was assumed that the
raised funds would help to reduce the
planned budget deficit, which amounts
to $17 bn in 2013, but now it looks like
the treasury will be receiving $1 bn at
most, while the remaining funds will
be left to the privatised companies
themselves, to be used for recapital-
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isation. Meanwhile, according to the
Federal Treasury figures, the privati-
sation plans were implemented by only
4% in the first 6 months of 2013, with
only $500 million worth of assets sold.
Government representatives have had
to acknowledge that they would not be
able to close the deals before 2014 even
in the most favourable circumstances.

In summer 2013, the Russian Gov-
ernment was forced to make further
adjustments to its privatisation plans,
extending them to 2016: the majority
of large-scale assets will be privatised
later than planned. All in all, over $51
bn worth of assets are set to be sold be-
fore 2016; over half of these ($30 bn)
would come from the sale of the state
interests in the largest national compa-
nies: Rostelecom, VIB Bank, Russian
Railways, and Rosneft.

According to the experts and the sourc-
es close to the Kremlin administration,
the turning point in the ‘reset’ of the
large-scale privatisation program will
be provided by the change of the cur-
rent Cabinet.

This is quite likely to happen before
the spring of 2014, which would mark
the second anniversary of the start of
Putin’s third term in office. In a move
much reminiscent of Putin’s second
term (2004-2008), the ‘political’ Prime
Minister Medvedev would be replaced
by a ‘technical’ Prime Minister (the
role played in 2004-2007 by the cur-
rent head of the Foreign Intelligence
Service Mikhail Fradkov), while the
political decisions would be taken by
the Kremlin.

This report analyses the state of the larg-
est and most attractive assets, the poten-
tial timescales and conditions of their
privatisation, as well as the risks faced by
international investors if they take part
in this ‘new wave’ of privatisation.

The deals which look the most likely for
2014-2016 are as follows: Sovcomflot,
Alrosa, Aeroflot, Arkhangelsk Trawl
Fleet, Novorossiysk Commercial Sea
Port, Rostelecom, as well as a minority
stake in Transneft (3%). After a while,
these may be followed by Uralvagonza-
vod, the United Grain Company, and the
airports of the Moscow Aviation Hub,
The privatisation of Russian Railways,
Rosneft, and the electricity industry
companies will follow bespoke scenarios.

The economic and political factors make
it problematic for government participa-
tion in state-owned banks to be reduced
any further, while the state-owned stakes
in the United Shipbuilding and United
Aircraft Corporations (which are not set
to be privatised until 2024) will not be
sufficiently attractive to private investors
in the foreseeable future.

The involvement of international inves-
tors in privatisation deals is welcomed by
the Government, and the vast majority of
the planned transactions are not meant
to be in any way restrictive with regard to
foreign participation. At the same time,
in view of the nature of the Russian po-
litical and legal environment and its poor
property rights protection record, the
prior approval of a deal by the country’s
top-level authorities has a crucial im-
portance for reducing political and legal
risks. This applies to direct purchases

Executive summary

and buying up of stakes in publicly trad-
ed companies large enough to influence
corporate governance, as well as to stra-
tegic investment in the FDI format. The
most comfortable scenario for foreign
investors would involved taking part
only in those deals where an attempt to
purchase an asset would not infringe on
the interests of the most powerful figures
in Vladimir Putin’s inner circle, namely
Igor Sechin (Fuel and Energy Complex),
the  Timchenko-Kovalchuk-Vorobiev
alliance (oil trading, gas deposits, con-
struction, infrastructure projects, trans-
port, aviation, electric power industry),
Sergey Chemezov (military industrial
complex, shipbuilding), Arkady and
Boris Rotenberg (construction of infra-
structure facilities, pipe manufacturing,
gas industry, chemical industry, alcohol
market), and Vladimir Kogan (construc-
tion of infrastructure facilities).

; The high risks
and the unfavourable
global economic conditions

privatised Russian assets at

. comparable emerging
X markets.
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OVERVIEW

Nearly five years after the economic
crisis, the Russian Government is try-
ing to re-launch the privatisation of
major government assets. The plan is
to sell stakes of various sizes in such
giants as VTB Bank, Alrosa, RZhD
(Russian Railways), Aeroflot, Ros-
neft, as well as Sovcomflot, RusHy-
dro, and transport infrastructure as-
sets such as the largest seaports and
airports (including the vital passen-
ger hubs of Sheremetyevo and Vnu-
kovo) before 2017.

At the same time, the authorities have
initiated a number of projects aimed
at improving the investment climate
and have announced their intention
to liberalise international access to
assets in ‘strategic’ areas, which in
Russia include not only the military,
aircraft and space industries, but also
the extraction of mineral resources
from subsoil areas ‘of federal impor-
tance’. It has been decided to make it
obligatory for state-controlled com-
panies to allocate at least 25% of their
IFRS net revenue to dividend pay-
ments, which makes minority pack-
ages in state-owned companies more
attractive and more transparent by
effectively proclaiming the priority of
international accounting standards
over the Russian Accounting Stan-
dards (RAS).

Overview

These initiatives are meant firstly to re-
duce and ideally to reverse the outflow
of capital from the country that has
been going on since 2008 (in 2012, net
capital outflow from Russia amounted
to $56.8 million, while in the year be-
fore it was $80.5 billion), and second-
ly to reduce the planned state budget
deficit which stood at 521 billion rou-
bles (c. $17 bn) in 2013.

The original privatisation plan was
prepared in 2011 on the instruction
of Dmitry Medvedev, the then Pres-
ident of Russia. It envisaged that by
2013 the state would already have
been able to dispose of considerable
interests in Russian Railways, Ros-
neft, and VITB. By 2016, Inter RAO,
Aeroflot (including Sheremeyevo Air-
port) would have become completely
private, and the Government would
no longer have stakes in Rosneft and
Zarubezhneft. As far as the strategic
and infrastructural companies (such
as Rosneft, RusHydro, Inter RAO
etc.) are concerned, the Government
was planning to introduce and retain
the so-called ‘golden share’ as an in-
strument of preserving state control.
After a year of discussions, Govern-
ment Ordinance No. 1035-p dated 20
June 2012 approved the list of assets
to be privatised in 2011-2013, moved
the privatisation of many stakes to the




Overview

period ‘before 2016’, but generally re-
mained true to the ambitious spirit of
the ‘second wave’ of privatisation.

Despite the fact that the 2012 privati-
sation brought in a record $6.8 billion
or 205 billion roubles (of which more
than three quarters, or 159 bn roubles,
came from the sale of 7% of shares in
Sberbank), the majority of the sched-
uled ‘breaking-news’ auctions and
IPOs had to be postponed for various
reasons. By the start of 2013, Prime
Minister Medvedev only mentioned
two large companies in public as ear-
marked for privatisation later in the
year: Sovcomflot and VIB Bank. Sub-
sequently, the privatisation of Sovcom-
flot was moved to 2014, and VITB Bank
attracted $3.3 billion (102.5 bn rou-
bles) from a follow-on offering: the
Government’s stake was thus diluted
while all the funds raised by the place-
ment remained under control of the
state-owned bank.

Although the ambitious plans had not
been scrapped, the future of the re-
maining key transactions of the 2013-
2016 programme was still uncertain:
Deputy Prime Minister Igor Shuvalov
said that the BP deal could be interpret-
ed as the privatisation of Rosneft, while
the privatisation of the additional stake
belonging to the Rosneftegaz Holding
could be postponed until the market
conditions became more favourable (in
5 years, the market share prices had
not yet bounced back to pre-crisis lev-
els, while the company’s P/E ratio was
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3-4 times less than the industry average
for peer world companies); the priva-
tisation of Zarubezhneft is likely to be
postponed till 2020, while the inter-
est in Transneft to be sold, for which a
‘road map’ had already been approved,
has shrunk to a symbolic 3%. The sale
of 5% in Russian Railways, originally
mentioned by the Ministry for Econom-
ic Development and Trade, has been
tentatively put off till 2014.

The
last three
years (2010-2013) saw
a prolonged and largely
open conflict between the
supporters and opponents
of this ‘new wave’ of  /
b privatisation. 4

There were three main ‘blocks’ in the
camp advocating a mass fast-track pri-
vatisation.

First of all, there is Mr Medve-
dev’s ‘inner circle’, including Arkady
Dvorkovich, Deputy Prime Minister,
Mikhail Abyzov, businessman and
Federal Minister, and a number of in-
fluential lobbyists traditionally seen
as the so-called ‘family’ group with-
in the Russian power circles (close

to the family of the former President
Boris Yeltsin): Alexander Voloshin,
the former Head of the Presidential
Administration, Yeltsin’s son-in-law
Valentin Yumashev, and the business-
man Alexander Mamut. In the Russian
business circles, the ideas of a new
large-scale privatisation were also lob-
bied by its potential beneficiaries, the
businessmen brought into the sphere
of government in the Medvedev years:
Suleiman Kerimov, entrepreneur and
SenatorfromDagestan(Nafta-Moskva),
Ziyavudin Magomedov (Summa Group
Holdings), and Igor Yusufov, ex-Ener-
gy Minister. The Medvedev group allies
also include such prominent oligarchs
as Vladimir Yevtushenkov (named by
some observers as the nominal holder
of Bashneft in the interests of Mr Med-
vedev himself) and Viktor Vekselberg
who is in charge of Mr Medvedev’s pet
project of Skolkovo.

The second group includes the ‘expan-
sionists’ around German Gref, ex-Min-
ister for Economic Development: An-
drey Belousov, the current Minister,
Elvira Nabibullina, head of the RF
Central Bank (although she has repeat-
edly spoken against a fast reduction of
the Central Bank’s interest in state-
owned banks since she was appointed
its Head), and German Gref himself,
who is currently the head of Sberbank
and continues to influence economic
decisions despite not holding an offi-
cial government position. Some ex-
perts believe that Mr Gref’s stance was
based on both ideological and utilitar-
ian considerations: Sberbank would
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be a source of cheap liquidity for the
majority of large-scale privatisation
transactions, and decision-making at
this level would fall within Mr Gref’s
personal remit.

The third group are the ‘monetarists’
and advocates of fiscal discipline: the
Finance Minister Anton Siluanov and
his predecessor Alexey Kudrin, who
still has some influence over Presi-
dent Putin and may yet return to the
Kremlin for a position of power within
the Presidential Administration or the
new Government.

First Deputy Prime Minister Igor Shu-
valov is worthy of special mention as
he is largely an independent figure
within Medvedev’s Government who
has the trust of the President and is
named by many sources as a poten-
tial new head of a ‘technical Govern-
ment’ in case the present Cabinet is
dismissed. For the past three years,
Mr Shuvalov has acted as a ‘condi-
tional’ supporter of privatisation or
a ‘cautious ally’ of the Medvedev
group, believing that privatisation is
not an end in itself and should be held
only if circumstances are favourable
and postponed if they are not.

The long-term undisputed leader of
the anti-privatisation camp has been
Igor Sechin, President of Rosneft.
Those actively opposed to privatisation
expectedly include the senior officials of
the major companies likely to be taken
private and the leaders of associated
influence groups who had started their
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careers in the KGB or FSB: Vladimir
Yakunin, President of Russian Rail-
ways, Nikolay Tokarev, President of
Transneft, and others. The idea of not
‘pushing ahead’ with privatisation has
been voiced by influential business-
men close to President Putin such as
Gennady Timchenko, Yuri Kovalchuk,
Sergey Chemezov, and Arkady and Bo-
ris Rotenberg. Certain observers believe
that it was President Putin himself who
sanctioned the postponement of the
‘massive privatisation’ by the manage-
ment of the very companies which were
meant to be taken private, effectively
sabotaging the Government’s efforts.
Some in his inner circle were worried
that Mr Medvedev’s team was going to
turn privatisation to its own advantage
and consequently against the business
interests of the Putin group, concentrat-
ed — importantly — exactly in the areas
likely to be most affected by the ‘mas-
sive privatisation’, i.e. infrastructure,
transport, communications etc.
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These fears materialised in the autumn
of 2012, when CJSC RN-Trans, a sub-
sidiary of Rosneft, was barred from
taking part in the privatisation auction
of SG-Trans, Russia’s leading railroad
transporter of liquefied petroleum
gases (LPG) which controls 36.6% of
the market. The asset was bought by
Vladimir Yevtushenkov’s AFK Sistema.
Rosneft even tried to freeze the auction
results through a court order and only
dropped its claims after a personal in-
tervention by Prime Minister Medve-
dev (notably enacted through public
channels) and after Mr Yevtushenkov
guaranteed that his company would
sign a long-term contract with Rosneft
to transport its LPG on the conditions
agreeable to the oil giant.

There
are three major
factors to consider in
the context of the ‘second
wave’ of privatisation: fiscal,
economic, and political. Intrigue ?ﬁ
surrounding privatisation  //
\proposals involves all three of?;f":

these aspects. /

The fiscal aspect

Privatisation is clearly one of the few
remaining means the Russian author-
ities can have recourse to in order to
raise budget funds necessary for fiscal
expansion and financing development
projects amid slowing growth and im-
pending stagflation.

The forecasts for the yearly budget defi-
cit in Russia over 2012-2014 estimate it
as up to 1% of GDP, while the growing
sovereign debt in the hostile global con-
ditions (the continuing Eurozone crisis,
slowing EM growth etc.) restricts the
option of financing budget spending by
additional borrowing. The yearly with-
drawal of 300-600 bn roubles ($10-20
bn) from the Reserve Fund, which held
2,838.58 bn roubles (c. $88 bn) as of
1 September, to fund the budget deficit
may in a worst-case scenario lead to its
total depletion by 2017-2018 when new
elections will as usual call for 10-20%
more spending from the budget.

Increasing the Federal Treasury reve-
nue by means of privatisation of state
assets is thus a key motive for the Min-
istry of Finance and the ‘monetarists’.
They see privatisation and the attrac-
tion of foreign capital as a key alter-
native to monetary expansion and its
associated risks.

Here it is necessary to mention a key
‘bifurcation’ of privatisation strategies.
The fiscal objectives of privatisation
will be met if stakes are sold on the
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stock market or to a strategic investor
for ready cash which is then added to
the budget. At the same time, a large
number of companies which have been
earmarked for privatisation are not in
the best shape financially and will clear-
ly be in need of recapitalisation to en-
sure proper development and positive
cash flows in the future. In this case, the
only channel which privatisation can
take will be the issuance of additional
shares and thus the dilution of the state
interest, otherwise it will be impossible
to find investors for non-performing
assets;but this means that the revenue
from privatisation will remain in the
control of the company rather than be
added to the state budget.

According to Finance Ministry data, the
Treasury is likely to get only about 60
bn roubles in ‘ready cash’ out of 427 bn
roubles included as privatisation pro-
ceeds in the 2013 budget, while a fast-
track privatisation involving the sale
of expensive and high-performance
assets was thought to be one of the few
ways of ensuring the implementation
of the fiscal plans of Mr Medvedev’s
Cabinet. In spite of this, the Minis-

17



Overview

try of Finance was forced to admit in
September 2013 that the plans would
need to be adjusted: the proceeds from
the sale of state assets received by the
Treasury in 2013 amounted to just 18.8
bn roubles ($580 million), and this fig-
ure is definitely not going to meet the
planned target by the end of the year.

The main fiscal counter-argument of
the opponents of privatisation is the
low price of the shares. The thrust of
the objections raised by Igor Sechin and
his experts is that the sale price of the
government holding in privatised pub-
lic companies must not be lower than
the IPO value. However, the shares of
most such companies, Rosneft includ-
ed, are currently traded at prices below
those of IPOs that were held at the peak
of the pre-crisis investment boom.

Igor Sechin
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The economic
aspect

From the economic perspective, the
situation can be tentatively seen from
both ideological and ‘practical’ points
of view.

From the standpoint of traditional lib-
eral economic thought, the so-called
‘institutional’ aim of privatisation is to
reduce state involvement in the econ-
omy, thereby boosting competition,
making company management more
efficient and attracting investment.

Although the direct material participa-
tion of the state in Russian economy has
formally shrunk over the first decade of
the new century, the role of the public
sector in economic operations has ex-
panded considerably. While in 2006, the
public sector share of GDP amounted to
38%, according to the Gaidar Institute
experts, by the end of 2012 it was as high
as 50% (the global average being 30%)
according to the Russian Ministry for
Economic Development. The experts of
BNP Paribas estimate that the state cur-
rently controls around 40-45% of the oil
sector, nearly 49% of the banking sector,
and 73% of the transport sector'. The
Government’s growing involvement in
key areas of the economy was aided by
the economic crisis of 2008 and the use
of state-owned companies for large-scale
international projects such as the Sochi

! See ‘Another Budget’ in Vedomosti of 06.11.2012

Olympics, the APEC summit in Vladivo-
stok and the 2018 FIFA World Cup.

The main objection raised by the oppo-
nents of privatisation is criticism of lib-
eral ideology itself with reference to the
negative effects of ‘total privatisation’
held in Latin America and Russia in
the 1990s. Some of the expert opinions
fuelling this criticism come from the
team of the economist Sergey Glazyev,
Advisor to the President (formerly one
of the leaders of the Kremlin’s Nation-
al-Socialist project Rodina and the ide-
ologist of the levying of ‘resource rent’),
and from Mikhail Delyagin, Director of
the Institute for Globalisation Studies.

Moreover, it has to be said that regard-
less of liberal or paternalist ideology,
the current Russian political and eco-
nomic climate provides no guarantees
that privatisation itself will bring about
a real reduction of the public sector.
On the contrary, the privatised com-
panies will invite ‘strategy experts’
from state-owned banks and compa-
nies close to their management that
have obtained debt financing secured
against acquired assets, often by fraud-
ulent means, as well as the subsidiar-
ies of companies which are ultimately
controlled by the state (sometimes, as
in the case of RN-Trans, with a 20%
stake controlled directly by Rosneft in
order to avoid the formal 25% thresh-
old — see chapter “The Main Principles

?  An integral index which ties the value of the Hefindahl
Index for the relevant industry with the degree of in-
frastructural specificity (replaceability) of its key assets.
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and Mechanisms of the Future Privati-
sation. The Regulatory Base”). This is
exactly what happens in less prosper-
ous areas where the inflow of private
capital is hampered by both political
and economic factors.

The analysis of the list of companies
selected for privatisation reveals that
the majority of them belong to the
industries and segments where mar-
ket mechanisms are the weakest and
the so-called transaction costs are the
highest: high-concentration indus-
tries characterised by oligopolisation,
infrastructure facilities with highly
specialised assets, and giant compa-
nies of great social importance, who
were shown by the 2008-2009 crisis
to have silent government insurance
by default (the ‘too big to fail’ princi-
ple), regardless of formal control exer-
cised through ownership instruments
(see Figure 1).

Figure 1 shows the key characteristics
of the industries to which the largest
companies earmarked for privatisation
belong. On the vertical axis, they are
listed in accordance with the concen-
tration index? that reflects the degree
of monopolisation and competition
restriction (from o to 10 where the
most competitive industries with many
small interchangeable businesses are
fighting over customers tend towards
zero, while the top end of the scale (10)
belongs to the infrastructural compa-
nies, natural monopolies and oligop-
olies). The horizontal axis follows the
foreign trade openness index (the rel-
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Companies to be privatised by industry
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Figure 1

ative share of foreign trade operations,
i.e. the export of goods or services, in
the industry’s gross manufacturing
product). The size of the ‘bubbles’ re-
flects the shares of the industries in
Russia’s GDP.

The graph shows that the bottom left
sector, occupied by classic competition
between private businesses in a closed
market, is left largely untouched by the
privatisation plans (the majority of the
companies in this sector have already
been privatised over the past 20 years).
The top left sector represents the rel-
atively closed national infrastructure,
where competition is restricted by the
specific nature of the industries; top
right includes large international play-
ers in open, globalised markets which
are inevitably linked to state interests.
And finally, the bottom right sector
contains smaller players in global or
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macro-regional markets and is also
an area of competition between juris-
dictions and territories rather than the
businesses themselves (taxation re-
gimes, customs policies and subsidies).

means that the
privatisation is hardly
likely to meet its institutional

mechanisms;

targets unless it is accompanied '
by robust reforms of the relevant
sectors, and by the introduction of}}
. market instruments or effective
L. anti-monopoly restriction

a formal change of owner will not
boost competition or economic ef-
ficiency if oligarchic control is not
lifted. But reforms of that kind are
either not carried out at all, or are
moving at too slow a pace even when
launched by the ‘liberal’ Medvedev
Government. It is highly likely that
if the assets earmarked for privati-
sation move into the sphere of con-
trol of the business tycoons from
Vladimir Putin’s inner circle, with
a ‘technical Government’ in place,
they will put an end to any prospects
of reforms aimed at boosting compe-
tition in these industries.

From the practical standpoint, it is
important to consider sources of in-
vestment and the financial resources
of privatisation. Thus, the ‘oligarchic’
privatisation of the 1990s (on which
see more in the following chapter) was
made what it was by the political goal
of creating large national businesses on
a very tight schedule ahead of the 1996
Presidential elections. If the privatisa-
tion had been honest and transparent
and allowed the participation of inter-
national capital, the newfangled Rus-
sian ‘co-operators’ would have had no
chance to amass enough funds to gain
control over the most valuable assets of
the post-Soviet economy.

Overview

In other words, the question of the fi-
nancial resources of privatisation can
be rephrased as ‘who has enough avail-
able funds or can raise the funds to pur-
chase the state shares’. In this sense, the
potential ‘second wave’ of privatisation
can have three main beneficiaries:

1) the existing owners, the management,
and the ‘vertical partners’ (B2B sup-
pliers or consumers) of companies
still partially owned by the state (they
can attract credit funding, sometimes
secured against their own stakes, to
increase their interests and grow
them to gain blocking or even con-
trolling powers),

2) large banks (primarily the state-
owned ones), who accumulate the
relatively cheap liquidity at low refi-
nancing rates set against high credit
risks in the real sector, and

3) transnational corporations.

Among those who will inevitably lose out
after the privatisation are the owners of
large assets who had to increase their
debt load during the 2008-2009 crisis
and have no available liquidity for in-
vestment, and the managers of the more
troubled large state-owned companies
who are in control of shadow cash flows.
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The political aspect

Privatisation policy has become one
of the central agenda-setting items
of Vladimir Putin’s third presidential
term. By and large, Mr Medvedev and
his close allies have banked on priva-
tisation as an instrument for alinging
the business elite, especially its new
generation, with the West around a lib-
eral political platform. A dismissal of
Medvedev’s government in the current
climate would translate into holding
a ‘new wave’ of privatisation on the
same, if not a larger, scale, but in the
interests of a narrow circle of ‘St Peters-
burg’ financial and industrial groups
and business magnates from President
Putin’s inner circle.

Privatisation was the issue for an ef-
fectively open standoff between Mr
Sechin and Mr Dvorkovich, which led
to a string of sensational moves and
resignations, not overall typical for the
problem-solving style of Putin’s first
two terms in office and the ‘tandem’
period: the Government did everything
to champion privatisation, while Mr
Sechin was publicly calling for the sale
of state assets to be postponed.

According to analysts, the positions of
the parties in the conflict will probably
be reversed after the change of Govern-
ment, which is likely to happen before
the summer of 2014, when Russian po-
litical architecture will be reconfigured
in the run-up to the electoral cycle of
2016-2017 and in preparation for the
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selection of an heir to Vladimir Putin as
head of state. The most plausible sce-
nario is that a ‘technical Government’
will be formed (similar to Mikhail
Fradkov’s Cabinet of 2004-2007,
when all decisions were made in the
Kremlin, while the Government was
in charge of enforcing the ready-made
decisions) headed by Igor Shuvalov or
another apparatchik ‘equidistant’ from
the main business and political groups,
with a possible return of Sergey Ivanov
and Alexey Kudrin to the White House
as heirs apparent or ‘mock heirs’. The
new power architecture will then put
a final end to the Putin-Medvedev ‘tan-
dem’ model, which creates the risks of
instability for Putin’s inner circle.

After the change of Government, the
managers of state-owned companies
and the pro-Putin oligarchs are likely
to force a massive ‘landslide’ privatisa-
tion in unfavourable market conditions,
when assets can be bought at a consid-
erable discount timed to end before the
start of the electoral cycle in 2016. The
foundation for this has already been put
in place in a ‘compromise’ privatisation
plan adopted this summer.
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THE MAIN PRINCIPLES AND
MECHANISMS OF THE FUTURE
PRIVATISATION. THE REGULATORY BASE

In accordance with the RF Government
Ordinance No. 1 dated 4 January 1999
‘On forecasting the development of the
public sector of the Russian economy’
(in the new reading approved by the
Government Ordinance No. 939 dated
30 December 2002), the public sector
includes the following institutions at
the federal and regional levels:

state unitary enterprises;
government institutions;

joint-stock companies with a gov-
ernment holding of over 50% stocks
(shares);

joint-stock companies with over 50%
stocks (shares) owned by administra-
tive companies in the public sector.

Unitary enterprises are the most quan-
titatively numerous commercial seg-
ment of the public sector (over 7 thou-
sand SUEs (GUPs) at the end of 2010).
The main legislation which regulates
the operations of unitary enterprises
at the Federal, regional and municipal
level (FSUE (FGUP), SUE (GUP) and
MUE (MUP) respectively) is the Feder-
al Law No. 161-FZ ‘On State and Mu-

nicipal Unitary Enterprises’ (adopted
in 2002). Unitary enterprises have no
ownership rights to the assets allocat-
ed to them which are indivisible; they
are restricted as to how they manage
it, with many types of transactions re-
quiring clearance by the relevant gov-
ernment agencies.

Joint-stock companies are another type
of state-owned commercial organisa-
tion. Their operations are regulated by
the Federal Law No. 208-FZ ‘On Joint-
Stock Companies’ (adopted in 1995).
Among the public-sector JSCs are large
open companies with partial state par-
ticipation: Gazprom, Rosneft, Sber-
bank, Vneshtorgbank (VTB), Aeroflot,
Transneft, and others. Their shares are
traded on the stock markets. But a great
number of JSCs are 100% state-owned,
like Russian Railways, Sheremetyevo
International Airport, the United Ship-
building Corporation (OSK).

The extent of government participa-
tion in the Russian economy has grown
over the past years primarily through
the growing number of companies with
a government equity stake3. The state-
owned companies themselves have
started to expand and diversify their
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business as integrated holdings con-
trolling a number of strategic indus-
tries (aviation and nuclear industries,
shipbuilding), and there was a mass
creation of state corporations in 2007.

Each state corporation is founded by
a separate Federal Law, which high-
lights their special legal status as a va-
riety of non-profit organisations. The
Government serves as the founder of a
state corporation by transferring cer-
tain assets to it, but does not accept the
corporation’s financial liabilities. At the
same time, the bankruptcy legislation
does not apply to state corporations.

State corporations include Vne-
sheconombank, Rostekhnologii, Rosa-
tom, Rosnanotekhnologii, Olympstroy,
the Support Fund for Housing Sector
Reform, the Deposit Insurance Agency.

According to the legislation drafted by
Dmitry Medvedev’s Government, the
state corporations and the Avtodor
State Company will be transformed
into a new type of legal entity, the
public sector companies. These will be
non-profit organisations with invest-
ment rights and a wide range of func-
tions — from government policy vehi-
cles to control over industries.

The reform of state corporations fol-
lows the logic of the major reform of

*  Strategy-2020: New Growth Plan — New Social Policy.
A Concluding Report on the Results of Expert Study of
the Current Issues of Russia’s Socioeconomic Strategy
up to 2020. Moscow, 2012.

26

civil law relations involving legal en-
tities that Dmitry Medvedev was pre-
paring when he was still President of
Russia. The amendments to the Rus-
sian Federation Civil Code he intro-
duced in April 2012 envisage a major
reduction in the number of types of
legal entities and introduction of new
criteria for their classification, which
make Russian corporate law closer to
comparable Anglo-American regula-
tions. The suggested changes involve
the division of legal entities into pub-
lic and non-public, corporate (corpo-
rations) and unitary. In fact, different
corporate governance procedures are
intended for public (open joint-stock
companies) and non-public (closed
joint-stock companies) entities.

However, brakes were put on the adop-
tion of these ‘revolutionary’ amend-
ments after the change of Presidents
and due to opposition from the Par-
liament. So far, this bill has only been
passed in the first reading.

main legislation
which regulates
_f privatisation processes is

~and Municipal
Ny Property”.
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The key factor which determines the
nature and direction of privatisation
processes in today’s Russia is making
privatisation the exclusive remit of the
executive authorities.

According to Russian laws, the role of
the key player on the privatisation field
is allocated to the Federal Government
which approves and enforces a yearly
forecast plan (programme) for privati-
sation of federal property and submits
a yearly report on its implementation
to the State Duma.

The President of Russia can influence
privatisation processes by approv-
ing the list of companies which have
strategic importance for national se-
curity and which can be privatised
following a special procedure. These
companies can only be taken private
after the President makes the decision
to reduce the government holding or
to strike them off the ‘strategic’ list.
Moreover, insofar as it does not con-
tradict the Privatisation Act, President
Boris Yeltsin’s Decree No. 986 dated
30 September 1995 “On the deci-
sion-making procedure of in manage-
ment and disposal of shares in federal
ownership” is still in force, giving the
head of state unlimited decision-mak-
ing powers for the management of
state assets.

At the same time, First Deputy Prime
Minister Igor Shuvalov was recently
forced to quash the rumours of im-
pending changes to the legislation cur-

rently in force, which would return the
privatisation of government property
to the direct Presidential remit.

Igor Shuvalov

The participation of international in-
vestors in the privatisation of Russian
assets is regulated by Federal Law No.
160-FZ dated 9 July 1999 “On Foreign
Investment in the Russian Federation”
and Federal Law No. 57-FZ dated 29
April 2008 “On the Procedure for For-
eign Investment in Business Companies
of Strategic Importance for National
Defence and State Security”, and the
regulatory system based on these laws.

The reading of the Law No. 57-FZ in
force as of April 2013 stipulates a spe-
cial clearance procedure for transac-
tions which result in foreign investors
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gaining over 25% of voting shares in
the equity capital of ‘strategic’ compa-
nies or over 50% of voting shares in
companies which use subsoil areas of
federal importance.

In April 2013, on Prime Minister Med-
vedev’s instructions, a bill on foreign
investment into strategic companies
was brought to the State Duma after
Government approval. This legisla-
tion would get rid of the need for pri-
or clearance of transactions involving
the use of state-owned subsoil areas if
5% of interest in the investor compa-
ny is directly or indirectly controlled
by the state and if this share remains
unchanged after the deal is completed,
and in cases when foreign investors al-
ready own two thirds of the equity of a
strategic company. The Law No. 57-FZ
would no longer apply to companies
owned by Federation Subjects; the
access of foreign investors to the food
industry would also be liberalised.

Both in its general provisions which
establish the rights of foreign inves-
tors to invest in Russia in any forms
allowed by the country’s legislation
and in its specific clauses, Law No.
160-FZ upholds the basic principle
of equality between foreign nation-
als and Russian Federation residents
when it comes to their rights, includ-
ing the right to take part in the priva-
tisation of entities with government
or municipal ownership on the con-
ditions and following the procedure
established by the privatisation laws.
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The legislation provides for the follow-
ing types of trading leading to priva-
tisation of government or municipal
property:

» auction with open bidding
for assets;
» auction with closed bidding
for assets;
« specialised auction;
« tender;
« sale of assets by public offering;
« trading without price disclosure.

An important condition for the com-
pletion of a privatisation deal is its
compliance with Federal Law No.
135-FZ dated 26 July 2006 ‘On the
Protection of Competition’. Accord-
ing to this Law, companies must get
the approval of the Federal Anti-Mo-
nopoly Service (FAS) when acquiring
a 25%, 50% or 75% stake in a differ-
ent joint-stock company or a 1/3,
1/2, 2/3 interest in a limited liability
company.

But in spite of the considerable prog-
ress in privatisation regulations in
comparison to the 1990s, the incom-
plete, contradictory and ambiguous
nature of the existing privatisation
laws still has an adverse effect on the
privatisation of state property and
gives rise to a number of violations
of transaction and conflict resolution
procedures.

The main principles and mechanisms of the future privatisation. The regulatory base

The following aspects can be noted as
problematic:#

« An imperfect system of federal asset
sales allows the organisers to restrict
the accessibility and transparency of
auctions.

« Legislative mechanisms do not
prevent the interested government
companies from evading the ban on
buying state assets by using subsidi-
ary structures on a regular basis.

e The absence of a single methodol-
ogy for evaluating the assets to be
privatised or the criteria for select-
ing this or that privatisation chan-
nel makes it impossible to obtain
a fair assessment of the value of
state-owned assets.

According to the privatisation pro-
gramme adopted by the Government
in June 2012 and adjusted a year lat-
er, the Government is planning to sell
its stakes in the equity of ‘non-oil and
gas sector’ companies which are not
the subjects of natural monopolies or
defence organisations. On the whole,

*  Report by the Panel of the Russian Auditing Chamber
on the outcome of the control measure “Audit of the
Results of the Implementation of the Forecast Plan
(Programme) of the Privatisation of Federal Property
for 2008 and the Key Areas in the Privatisation of
Federal Property in 2008-2010”, Auditing Chamber
Bulletin No. 8 (152), 2010; Strelnikov, S.I., member of
the Russian Government Expert Council. “Everything
Has Been Privatised Before Your Time”, Expert No. 48,
03/12/2012; Sukhov, O., head of Oleg Sukhov’s Legal
Centre. Privatisation of Government Assets

1,408 government companies out of
2,714 existing joint-stock companies
with government holdings are meant
to be affected.

The Russian Federation State Pro-
gramme of Federal Property Man-
agement adopted in February 2013
is remarkable in that the Ministry for
Economic Development has for the
first time suggested that the Govern-
ment should fix the rate of large-scale
asset sales at no less than four a year.
Moreover, the Programme requires
that 250 Federal State Unitary Enter-
prises (FSUEs) be turned into OJSCs
by 2015, and that all the FSUEs not in-
volved in financial and economic oper-
ations be liquidated by 2018.

According to the Forecast Plan (Pro-
gramme) of federal property priva-
tisation for 2014-2016 adopted in
Summer 2013, 1,201 joint-stock com-
panies and 638 FSUE:s in total are to
be privatised by 2017, so that the over-
all number of OJSCs with government
participation is reduced to approxi-
mately 200 and the number of FSUEs
is reduced to 100.

Nevertheless, the conflicts and rows
around a number of major privatisa-
tion deals of 2012 point to serious as-
sociated legal risks.

The sale of shares of the United Grain
Company (OZK), Apatit and the Vani-
no Port raised questions as to whether
the procedures were transparent and
competitive enough and whether their
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Company name

VTB
Rosselkhozbank
Rosagroleasing
Sovcomflot
Sheremetyevo

Aeroflot

United Grain Company

(0ZK)
ALROSA
RusHydro
Rosneft
Zarubezhneft

Inter RAO UES
RZhD

FGC UES
Transneft
GTLK

Rostelecom

Rosspirtprom
Rusnano

United Shipbuilding
Corporation (OSK)

United Aircraft
Corporation (OAK)

Uralvagonzavod
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Government Interest to be Interestto be

interest as of 1 retained by

o S
60.09% 0%

100% 0%

99.9% 0%

100% 0%

83.4% 0%

51.17% 0%

100% 0%

83% 0%

67% 0%

69.5% 0%

100% 0%

13.76% 0%

100% 75% + 1 share
77.7% 75% + 1 share
78.3% 75% + 1 share

100%

Reorganisation 0%
in progress

100%

100% 0%

100% 50% + 1 share
93% 50% + 1 share
100% 50%

retained by 2017
(the 2013 plan)

50% + 1 share
Cancelled
Cancelled

25% + 1 share

a special scheme
25% + 1 share

0%

25% + 1 share
50% + 1 share
50% + 1 share

90% (50% +
1 share by 2020)

0% + 9 shares
75% + 1 share
75% + 1 share
75% + 1 share
75% + 1 share

0%

0%
0%

Postponed till 2020:
75% + 1 share

Postponed till 2020:
50% + 1 share
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outcomes were in line with the strategic
and fiscal interests of the state, while
the SG-Trans auction led to a lawsuit
which was caused by the insufficiently
detailed criteria of state company in-
volvement in privatisation.

At the same time, the tender privati-
sation procedures involving the most
important federal assets enacted af-
ter Federal Law No. 178-FZ came into
force show that their participants pre-
fer not to sue despite having multiple
grievances and complaints.

Out of 20 transactions involving the
sale of the most important and valuable
assets (at least $70 million) between
2002 and 2012, only three resulted
in court cases: the sale of the state-
owned stake in OJSC Polyef (2005),
Mosmetrostroy (2010), and SG-Trans
(2012). Apart from the largely negotia-
ble rules of engagement on privatisa-
tion platforms, this situation can also
be indicative of the scepticism of the
losing stakeholders as to the possibil-
ity of recourse to legal remedies to de-
clare transactions null and void, which
was only confirmed by the above-men-
tioned lawsuits.

Rece

the Federal
executive authorities have
been putting more effort into
strengthening the institutional and
ideological basis of the privatisation
process. Observers have noted the

economic system:

o The President’s instruction to the
Government, given following his
annual address to the Federal As-
sembly in December 2012, to favour
Russian stock market for their share
offerings. (According to the Ministry
for Economic Development, Russia
has the smallest share of domes-
tic placement among six emerging
markets: 35% alongside 40% for Ar-
gentina and 71-96% for South Afri-
ca, India, China and Brazil.)

« The use of corporate procedures to
block privatisation deals involving
state company subsidiaries. Accord-
ing to the Government regulation
dated 1 November 2012, if the trans-
action amount is over 15% of the
book value of the subsidiary, the sale
has to be cleared by the Board of the
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parent company, which in turn will
require an approval by the Prime
Minister or Deputy Prime Minister.

+ The reform of the state asset sale
system, started by the Federal Agen-
cy for State Property Management.
Preference is to be given to sales us-
ing electronic platforms, while the
sales are to be handled by indepen-
dent brokers.

» The suggestion of the Federal Agen-
cy for State Property Management
that additional privatisation in-
struments be introduced. It may be
possible to use convertible bonds in
state asset sales — a key privatisation
mechanism in developed countries
that would be especially attractive
for foreign investors.

This final point deserves a special com-
ment since the assets to be privatised
as part of the ‘new wave’ can largely
be described as infrastructural, which
suggests a naturally low profit margin
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and a long-term payback period. The
ROI for these companies can be com-
parable to the profits from sovereign
debt instruments. In this situation,
investors will understandably prefer
to choose fixed-income and low-risk
stocks; they are not attracted either to
expected returns or to nominal control
which will always be restricted by tight
government regulations.

In order to attract investment to
these state-owned assets, the state
would be justified in using mezzanine
financing instruments which com-
bine fixed income with stakes in the
equity bearing a medium level of risk.
Firstly, there is the preferred share
instrument (which can turn into vot-
ing shares at a certain stage, in a so-
called ‘Brazilian’ model). Secondly,
there are the convertible bonds men-
tioned above. A number of parame-
ters render these forms preferable to
the direct sale of stakes to a ‘strategic
investor’, since they would lead to an
increase in liquidity.

The main principles and mechanisms of the future privatisation. The regulatory base
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History (1991-2012)

HISTORY (1991-2012)

The history of privatisation involv-
ing foreign capital in Russia between
1991 and 2012 can be divided into five
main stages:

The Initial Stage

The initial stage is characterised by the
transformation of the Russian econo-
my, the lack of clear institutional mech-
anisms, high risks and low amount of
foreign capital inflow.

Privatisation was launched and regu-
lated by Presidential Decrees, among
which should be mentioned Decree
No. 341 dated 29 December 1991
‘On Accelerating the Privatisation
of State and Municipal Enterpris-
es’, Decree No. 66 dated 29 January
1992 ‘On Accelerating the Privatisa-
tion of State and Municipal Enter-
prises’, Decree No. 721 dated 1 July
1992 ‘On Organisational Measures
for Reorganisation of State Enterpris-
es, Voluntary Unions of State Enter-
prises into Joint-Stock Com panies’,

the initial stage (1991-1998)

the post-crisis stage (1998-2006)
the ‘mass’ stage (2006-2009)
the ‘quiet’ stage (2009-2011)

the current stage (2011-present).

Decree No. 914 dated 14 August
1992 ‘On Introducing the Privatisa-
tion Voucher System in the Russian
Federation’, and Decree dated 24
December 1993 ‘On the State Priva-
tisation Programme for State and
Municipal Enterprises in the Russian
Federation’.

The majority of these regulations
did not establish any procedures for
foreign investment. The number of
privatisation deals with foreign par-
ticipation was very small. The major
obstacle at this stage were the in-
vestment risks, arising both from the
economic conditions (the downward
macroeconomic trend which persisted
for the greater part of the 1990s) and
the political factors.




History (1991-2012)

Transactions

SVYAZ G ® INVEST

June 1997 saw the privatisation auction (using the loans-for-shares’
scheme) of the blocking stake (25% + 1 share) in the state-owned
telecommunications holding Svyazinvest. The winning bidder was
Mustcom Ltd., a consortium headed by the Quantum Investment
Fund controlled by the global investor George Soros, who paid $1.85
billion for the company. Most of this amount was paid by Soros, who
originally held a 50% stake in the consortium, and in 2000 he bought
out the shares of his Mustcom partners (including ONEXIM IFC, Re-
naissance International Ltd, Deutsche Bank, Morgan Stanley).

Quantum’s investment in Svyazinvest is estimated as at least $1.4
billion. But a considerable decrease in the value of the company and
anumber of other factors forced Soros to sell his stake in Svyazinvest in
2004 to structures controlled by L. Blavatnik. The deal value was $625
million. Thus, the investment resulted in a loss: the average ROI was
-51.92% at the moment of sale. It is not surprising that George Soros
later referred to Svyazinvest as ‘the worst investment in his life’.

The main outcome of the ‘first wave’ of privatisation in Russia was a considerable
contraction of the public sector, on the one hand (the assets variously estimated
to account for between 45% and 55% of the GDP were privatised), and the cre-
ation of the so-called ‘oligarchic capitalism’, on the other. The latter was charac-
terised by a low level of competition, total corruption and the absence of effective
mechanisms for the protection of ownership rights.
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By the start of the global financial crisis of 1997-1998, over 50% of Russian econo-
my was controlled by six oligarchic conglomerates, three of which are still the key
players in the economy of today:

The ‘Family’

(the clan surrounding the family of Russia’s first president Bo-
ris Yeltsin which is traditionally thought to include Roman
Abramovich, who gradually seized the assets and leverage over
the decision-making in the Kremlin from Boris Berezouvsky, in-
cluding control over Sibneft; Nikolay Aksenenko, who controlled
Russian Railways, Valery Okulov, the head of Aeroflot, etc. Lat-
er, such powerful and familiar figures of today’s Russia as Oleg
Deripaska, Alexander Mamut and others also joined the clan)

Alfa Group

(the business tycoons Mikhail Fridman, Ex-Minister of the first Post-So-
viet Government Pyotr Aven, Alexey Kuzmichev and German Khan:
Alfa Bank, Sidanko oil company, later TNK-BP and other assets)

Interros-ONEXIM-IFC

(Vladimir Potanin, Mikhail Prokhorov, Alexander Khlopo-
nin: Norilsk Nickel, ZIL, Perm Motors, Novolipetsk Steel Plant
(NLMK), etc.)

The following conglomerates eventually lost their positions or fell apart:

Menatep-ROSPROM-YUKOS (businessmen Mikhail Khodorkovsky, Leonid
Nevzlin, Platon Lebedev and others: Menatep Bank, YUKOS OC etc.), Rossiys-
kiy Kredit (until recently, Senator Vitaly Malkin and the current Georgian Prime
Minister Boris Ivanishvili), and Vladimir Gusinsky’s MOST Group and Alexander
Smolensky’s SBS-AGRO.
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The Post-Crisis Stage

The post-crisis stage was marked by
a more active involvement of foreign
investors in Russia, some of whom
were drawn by privatisation schemes.

This was largely due to an improved
condition of the Russian economy which
managed to overcome the impact of the
1998 default, as well as the adoption of
the 1999 law ‘On Foreign Investment in
the Russian Federation’, which regulat-
ed many aspects of foreign investment.

Besides, the early 2000s were the time
of important institutional changes which
contributed to the growth of foreign in-
vestment. A watershed moment was
when Russia was given an investment

Deals

credit rating by international rating
agencies. In January 2004, Russia’s
Standard & Poor’s rating was raised,
an important event which largely off-
set the negative impact of the YUKOS
criminal case initiated in 2003.

The oil and gas sector held the great-
est attraction for investors. In the pe-
riod between the mid-1990s and the
early 2000s, a number of key produc-
tion sharing agreements were signed
in this industry, and some strategic
alliances were formed. For instance,
the British concern BP plc and the
Russian Tyumen Oil Company merged
their interests to form a joint venture
called TNK-BP.

TM{LUKOIL

OIL COMPANY

The ‘Mass’ Stage

History (1991-2012)

The third, ‘mass’ stage of privatisa-
tion deals involving foreign capital
was marked by a change in privatisa-
tion procedures.

The majority of key privatisation
deals with foreign participation at
this stage took the shape of public
offerings, which implied an unlim-
ited number of investors. The most
illustrative sphere in this respect
was the electric power industry,
where wholesale generating com-
panies (OGK) and territorial gener-
ating companies (TGK) separated
from the RAO UES Russia energy
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holding were taken private over the
course of 2006-2008. Moreover,
this stage saw the adoption of a
number of legal standards aimed
at the regulation of foreign in-
vestment in the Russian economy.
These included the Federal Law No.
57-FZ dated 29 April 2008 ‘On the
Procedure for Foreign Investment
in Business Companies of Strategic
Importance for National Defence
and State Security’ and Federal
Law No. 135-FZ dated 7 June 2006
‘On the Protection of Competition’
(with amendments to Article 33
clause 2).

ROSNEFT
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In September 2004, ConocoPhillips bought a 7.58% stake in LUKOIL.
The auction of the company’s shares was the final stage of its priva-
tisation (the government had previously sold a 5.9% interest as ADR
in 2002). The transaction amount was $1.99 billion. According to the
strategic partnership agreement, the American oil company was to
increase its stake in LUKOIL'’s shareholding capital to 10% by the end
of 2004, and to 20% by 2006. Over 2004-2006, ConocoPhillips in-
vested between 7 and 7.5 billion US dollars in LUKOIL shares. But
after the start of the global financial crisis of 2008, the American com-
pany was forced to sell its stake in LUKOIL in order to reduce its debt
load. By the end of 2010, it had disposed of its interest, gaining around
$9.5 billion. On the whole, the ConocoPhillips investment in LUKOIL
turned out to be rather effective: the return on investment ratio at the
moment of sale amounted to 39.24%, which is a very good result (the
average ROl in the oil industry is around 20-25%).

In June 2006, 14.3% of the company’s shares were sold in an IPO,
raising over $10.4 billion. Around 36% of the aggregate demand
(around $3.74 bn) came from international investors. The larg-
est among them were the Malaysian oil concern Petronas, which
invested $1.5 bn (1.6% of the shareholding capital), the British BP
plc with $1 bn (1.3%), and the Chinese China National Petroleum
Corporation (CNPC) with $0.5 bn (0.7%). In 2010, BP was near
to closing an asset swap deal with Rosneft which would increase
its stake in the company to 9.6%. On the whole, despite the con-
siderable amount invested in the Rosneft shares, the profits were
no higher than the industry average with a ROI ratio of 22.23%.
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In May 2007, the Russian Federal Agency for State Property
Management sold a 22.5% in this credit organisation on the open
market and raised $7.8 billion. According to VIB management
and the Russian Central Bank, the foreign participation in the
Bank’s shareholding capital was as high as 12%. Thus, around
half of the shares sold in the IPO were bought by international in-
vestors, primarily investment funds such as BlackRock Fund Ad-
visors, DWS Investment, Danske Capital Finland. This happened
despite the clearly inflated share offering price ($0.0056), which
later dropped to less than half of that amount. The result was
a negative ROI of -59.71% (based on capitalisation).

,% SBERBANK

February 2007 saw an SPO of 12% of Sberbank shares from the
state-owned holding. These raised $8.8 billion on the market.
Around 45% of the aggregate demand came from international
investors who were quite active. The ROI based on capitalisation
amounted to 20.17%.

W

In June 2007, the Italian energy concern Enel bought a 25.03%
interest in the wholesale generating company No. 5 (OGK-5) for
39.2 billion roubles at a privatisation tender, and later consol-
idated as much as 59.3% through offers made to other share-
holders. It is estimated that Enel invested around 2.2-2.6 billion
Euros into this purchase. Nevertheless, despite the growth in in-
dustrial and financial performance, Enel’s investment in OGK-
5 has so far yielded negative profits. The capitalisation-based
ROI stands at -58.72%.

History (1991-2012)

E.On Russia (OGK-4)

In May 2007, the German energy concern E.On bought a 69.34%
stake in OGK-4 at a privatisation tender and later increased its
interest to 78.3%. The total amount of investment in the gener-
ating company was around 4.5 billion Euros, which made this
acquisition of a controlling interest in OGK-4 the biggest deal in
the history of the Russian energy sector.

But despite the massive amount of investment in E.On Russia (the

new name of OGK-4), this has yet to yield any profits. The capi-
talisation-based ROI amounts to -10%.

©@Fortum

In March 2008, the Finnish energy concern Fortum acquired
a 76.49% stake in the territorial generating company No. 10
(TGK-10) which unites a number of TGKs in the Urals and Si-
beria, at a privatisation tender and after a subsequent addi-
tional issue of shares. By the end of 2008 Fortum managed to
consolidate around 90%, and further increased its stake to 95%
in 2010, which allowed it to hold a mandatory buyout of shares
and to de-list the company. Nevertheless, the total investment of
2.3-2.5 billion Euros has not brought profits. The company’s ROI
1s -79.8%, which is the lowest ratio of all Russian companies with
stakes bought by foreign investors in the course of privatisation.

The main reason for the negative ROI
of the energy sector companies (not
necessarily involving international in-
vestors) is the special nature of the in-
dustry. At the moment, energy tariffs,
which are the main source of income

for generating companies, are tight-
ly controlled by the state. This means
that the companies in the sector have
no opportunity of raising their profits
or investing in the modernisation of
their facilities.
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The‘Quiet Privatisation’

In 2009, the Russian Government
developed and approved a privatisa-
tion programme for federal state uni-
tary enterprises (FSUEs/FGUPs), and
joint-stock companies which do not
serve government functions, for the
years 2010-2012. At the start of 2009,
the state was the owner of the property
of 3,765 federal state unitary enterpris-
es and the (only) shareholder of 3,337
joint-stock companies

The first stage in the implementation
of this programme was the corporat-
isation and privatisation of 250 fed-
eral state unitary enterprises which
started in 2009.

The second stage was meant to consist
of the offering of shares in around 450
joint-stock companies (including the
incorporated FSUEs) from different
spheres of the economy, from railways
to publishing and printing. The excep-
tion were the joint-stock companies
included in the list of strategic JSCs or
those participating in integrated struc-
tures in strategic industries and sectors
of the economy. The most prominent
companies with stakes earmarked for
privatisation included TGK-5, Rosgor-
strakh, and Moskovsky Metrostroy.
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According to Government estimates,
the privatisation of federal property
in 2010-2012 was meant to ensure the
inflow of 29 billion roubles to the fed-
eral budget. All in all, 750 joint-stock
companies with government holdings,
250 FSUEs and 62 other organisations
were auctioned, with only a quarter of
them sold and 22,668 billion roubles
raised in total.

This programme was characterised
by its choice of privatisation channel:
privatisation tenders (auctions) rather
than public offerings. This largely nar-
rowed down the pool of potential in-
vestors and increased the impact of the
affiliation factor (e.g. in the case of Ros-
gorstrakh, when the only bidder for the
13.1% state interest was RGS Assets,
a company controlled by Danil
Khachaturov, the owner of Rosgor-
strakh.

In view of the above, and considering
the difficulty of holding an objective
evaluation (the majority of the FSUEs
which were turned into JSCs and pri-
vatised were not transparent struc-
tures), the involvement of foreign
investors was effectively reduced to
Zero.

History (1991-2012)

The Current Stage

The current stage is determined by the
programme of state property privatisa-
tion which was adopted in 2012.

The plan for 2012-2013 is to hold the
privatisation of

7.58% -1 share in Sberbank,
25.5% -1sharein VTB,
25%  -1share in Russian
Railways,
50% -1 share in Sovcomflot,
10% in Rusnano,

Before 2016, the Government is set to
dispose of its interest in VIB, Sovcom-
flot, Sheremetyevo, Aeroflot, Ross-
elkhozbank, Alrosa. The state-owned
stake in Transneft and FGC UES is to
be reduced to 75% + 1 share, while its
100%  in the United Grain stake in the United Shipbuilding Com-
Company, pany and the United Aircraft Company
49,9% -1share in Rosagroleasing.  is to be reduced to 50% + 1 share.

Deals
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As part of the implementation of the privatisation programme
in September 2012, a secondary public offering of 7.58% of Sber-
bank’s shares was held in September 2012. Unlike 2007, the
PO was held both in Russia and internationally, including the
London Stock Exchange, and Sberbank was able to raise $5.21
billion. A sizeable part of the offered stock (around 4.9%) was
bought by foreign investors, notably by large investment funds
like the American TPG Capital, which invested $650 million. On
the whole, the purchase of Sberbank shares was a right move as
the ROI stands at 9.57% at the moment.

43



History (1991-2012) History (1991-2012)

At the moment, Russian authorities « The small number of potentially at- Th e b|gge st P rivatisation de a IS W|th
are actively striving to improve the in- tractive investment targets; . . .. .
vestment climate in the country and to fO re|g N Ca plta| pa rtici pat|0n
stimulate foreign investment. When do- + Low ROI and relatively high invest- H .
ing that, they are focusing primarily on ment risks; N RU SSla over 1 99 1 20 1 2
the attraction of portfolio and direct in-
vestment, and on removing restrictions e« The insufficiently potent institutional
on investment by non-residents (e.g. by mechanisms protecting the rights of No.Name  Year Investor Privatised Privatisation Total ROI
relaxing the requirements of the law on investors; of asset stake (%)  type foreign (%)
foreign investment in strategic sectors glj‘é;smm?;:)
of the Russian economy). However, in- + Excessive number of bureaucratic
vestors are currently faced with a num- procedures and a high level of cor- 1. Svyazinvest 1997 Mustcom Ltd. 25%+1 Privatisation 1,100-1,400 -51.92%
ber of challenges: ruption. (G. Soros’ share tender
Quantum)
2. LUKOIL 2004 Conoco 7.58% Privatisation 7,000-7,500 39.24%
Phillips tender
3. Rosneft 2006 Petronas, 14.3% Public 3,200 22.23%
BP Plc, CNPC offering
(IPO)
i
l 4. VTB 2007 Black Rock 22.5% Public 985 -59.71
- Fund Adyvisors, offering
i DWS Investment, (IPO)
i Danske Capital
.i Finland etc.
i 5. Sberbank 2007 Prudential, 12% Public 3,960 20.17%
’ Lehman Brothers, offering
g Merrill Lynch, (SPO)
Credit Suisse,
Goldman Sachs,
JP Morgan etc.
6. OGK-5 2007 Enel 59.3% Privatisation 2,200-2,500 -58.72%
tender
7. OGK-4 2007 E.On 69.34% Privatisation 4,500 -10%
tender
Sheremetyevo airport .
8. TGK-10 2008 Fortum 76.49% Privatisation 2,300-2,500 -79.72%
tender
9. Sberbank 2012 TPG Capital, 7.58% Public 3,217 9.57%
Credit Suisse, offering
Goldman Sachs, (SPO)
JP Morgan,
Morgan Stanley etc.
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RELEVANT SITUATIONS

The most likely major privatisation deals
which have already been given the green
light for the next 3 years are as follows:

+ Sovcomflot — 25.5% -1 share (by
IPO in New York)

+ Alrosa — 14% (7% from federal share
+ 7% from Yakutia share, by IPO)

+ Sheremetyevo Airport —
83.4%; the channel to be confirmed
by the ‘road map’ which is currently
being prepared by JP Morgan; be-
fore 2016, although a fast-track pri-
vatisation cannot be ruled out; this
asset is one of the few from which
the Government expects to receive
ready cash for the budget; also Vnu-
kovo Airport; the issue of the consol-
idation of state-owned stakes in the
Sheremetyevo and Vnukovo Airports
is to be discussed by the Government
before the end of September 2013 on
instructions from President Putin
given on 31 January 2013.

Aeroflot — up to 25% of shares, to
strategic investors

Arkhangelsk Trawl Fleet —
100%, auction, strategic investor

Uralvagonzavod — 25%-1 share,
most likely through an auction and
to a Russian strategic investor (no
sooner than 2015, after the separa-
tion of the military production fa-
cilities)

Transneft — a minority stake of
3.1% ordinary shares in 2014

Rostelecom — up to 100% by
2015.

It is also conceivable that a 5% stake
in Russian Railways and a 10% stake
in Rusnano will be sold despite the
management’s requests to postpone
and change the scheduled privatisation
procedure.
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SVTB

VTB is the second largest bank in
Russia with assets worth just under
4.5 trillion roubles (as of the start of
2013). It has recently taken over Tran-
sCreditBank and the Bank of Moscow
and created an impressive network
of subsidiary financial structures in
CIS countries (Ukraine, Belarus, Ka-
zakhstan and others), Europe and
countries which used to fall within the
sphere of Soviet economic interests.
The state is planning to dispose of all
its interest in VTB before 2016. So far,
the Government still controls a 75.5%
stake in the Bank.

Groups close to Suleiman Kerimov,
who managed to survive the 2008-
2009 crisis with only a few losses, have
expressed interest in the stake; sover-
eign funds from emerging markets in

Asia-Pacific and the Middle East may
also become involved.

The planned sale is beset with prob-
lems stemming from unfavourable fi-
nancial conditions: the financial sector
stock prices are far from their pre-cri-
sis levels; the banks are worth half
as much as they were at the height of
the pre-crisis period, while VIB’s own
shares have dropped by around 60% in
comparison to the IPO prices of May
2007 (0,055 roubles per share as op-
posed to 0.136 roubles).

VTB’s head Andrey Kostin has repeat-
edly voiced his doubts as to whether
the Bank would manage a follow-on
offering before the end of this year, and
has also spoken against a combination
of the follow-on offering with an SPO.

CURRENT FINANCIAL PERFORMANCE

(RUB MILLION)

2011
EBITDA 115,500
Net debt 957,200
Net book value 6,789,600
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2010 2009
71,100 -68,300
714,900 512,500
4,290,900 3,610,800

The company’s current capitalisation
amounts to 500-600 bn roubles (over
700 bn in 2012), which means that at
the moment, VIB’s market value is
only 10-12% of its net book value, while
for Sberbank, the figure is 15-17%.

The 2001 privatisation plan had orig-
inally implied that the government
would sell the majority of its stake in
VTB before the end of 2013, retaining
only the blocking stake of 25.5%, which
would also be disposed of by 2016.
However, when the privatisation plan
was finally approved in June 2012, the
most likely scenario was no longer a di-
rect sale of the state interest but a pro-
tracted follow-on offering which would
dilute the government’s share in order
to meet the programme targets.

In May 2013, the Bank placed 2.5 tril-
lion shares worth 0.041 roubles each,
raising 102.5 billion roubles ($3.4 bn)
for its shareholder’s capital. The exist-
ing shareholders used their pre-emp-
tive right to buy 351.2 bn shares, or
14% of the issue. The government hold-
ing was reduced from 75.5% to 60.93%.

Despite the fact that the privatisation
forecast plan (programme) adopted by
the Government in the summer of 2013
requires the state-owned interest in
the company to be reduced to a 50%+1
share by 2015 through a direct sale of
10.9% of the company’s shares, it is not
very likely to happen. Both the Bank’s
management (Kostin) and represen-
tatives of the Government (Shuvalov)
and the Central Bank (Nabiullina) have
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advocated a synchronisation of the re-
duction of the state share in Sberbank
and VTB so that neither bank loses its
competitive advantages over the other;
they have all opposed a fast withdraw-
al of the government interest from the
state-owned banks.

At the same time, a cancellation or post-
ponement of the privatisation of VIB
will reduce the anticipated 2015 budget
revenue by at least 60 billion roubles
(just under $2 bn), which is the estimat-
ed value of the 10.9% stake based on the
current capitalisation figures.

SOLUTIONRS

Sovcomflot is one of the largest mari-
time shipping companies in the world.
It specialises in the transportation of
energy supplies and is headed by the
former Presidential Envoy Ilya Kle-
banov (Chairman of the Board) and the
ex-Transport Minister Sergey Frank
(whose son Gleb is married to Ksenia,
daughter of Gennady Timchenko; both
father and son are among Mr Timchen-
ko’s trusted business associates).

The company provides a strategic link
in the oil and LNG downstream sector
and is a leader of the maritime ship-
ping segment for Russian hydrocarbon
products. The fleet mostly consists of
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oil tankers plus 6 LNG tankers (the
number soon to be increased to 10).

The Government Ordinance dated 22
June 2012 had originally provided for
the privatisation of 50%-1 share, but now
a much smaller stake of 25%-1 share is
on the cards. The state has to dispose
of another 50% later on, but this will be
done by finding a ‘strategic investor’. The
company’s IPO scheduled for late 2013
or (more likely) early 2014 has been her-
alded as a landmark moment’.

Sovcomflot seems to be one of the most
attractive assets in the imminent ‘sec-
ond wave’: its key role in Russian LNG
transportation (especially after Gazprom
lost its monopoly on LNG exports) will
most likely ensure that the company has
a stable and considerable cash flow in the
future with EBITDA margins of 40-45%
and ROA of up to 15% against the current
30-35% and 7% respectively.

Nevertheless, the current econom-
ic climate (the tanker market has
reached a historic low, the company’s
revenue in IQ 2013 dropped by 6.4%
to $201.8 million, while its EBITDA
was reduced by 30% to $93.1 mil-
lion), the Treasury is not likely to
gain more than 10 billion roubles
(c. $300 million) from the sale of
the state-owned interest, while an
estimate using the discounted cash
flow method which includes the LNG
project and is adjusted for key risks
produces a figure closer to 30 billion
roubles or around 8* EBITDA, which
is 2.5 times higher.

Experts believe that the most likely
scenario for the company will involve
a takeover by Gennady Timchenko’s
business empire before 2016, with
the government retaining its blocking
stake (25%+1 share) and with a free
float of 22-23%.

Current financial performance

(USD million)

2011
EBITDA 521.3
Net debt 1,773
Net book value 6,739
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2010 2009
580 549.7
1363.8 2,195.9
6,513 6,002

& rusnano

0OJSC Rusnano was created in 2007 as
a state-owned corporation which in-
vested in high-tech venture projects in
nanotechnology.

After Anatoly Chubais became Chairman
of the Board, preparations were started to
transform Rusnano into a joint-stock com-
pany. In 2010, it was reincorporated as an
OJSC. Rusnano funded the launch of over
30 nanotechnology-related production fa-
cilities in Russia; the total net book value of
its assets is over 180 billion roubles.

It was originally planned that 10% of
Rusnano shares would be sold by pri-
vate placement through a follow-on
offering. The company was due to is-
sue 5,971,300,000 ordinary shares,but
in July 2013, Rusnano asked the Gov-
ernment to change the privatisation
scheme and to postpone the deal. The
letter signed by Anatoly Chubais and
addressed to Dmitry Medvedev offered
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to create a management company (an
investment partnership) before the end
of the year, while Rusnano itself would
become a private equity fund, an in-
vestment portfolio to be managed by
the Management Company (the gener-
al partner) alongside other ‘portfolios’
which would attract private investors in
the capacity of limited partners. Accord-
ing to this plan, the state-owned share
in the newly-formed MC would be re-
duced to 80% as early as 2013-2014 and
would reach zero by 2020.

Using the standard method for estimating
the equity value of venture capital funds
as the net asset value (total asset value less
net debt) with a 30% discount, the current
value of Rusnano is between 80 and 100
billion roubles, or 120-130 billion if the
discount is not applied. Privatisation can
thus raise between 8 to 13 billion roubles.
If it is the management company that is
taken private, the amounts are going to be
much more modest, and the MC shares
can (and will if the Government approves
the plan suggested by the management)
be bought out by Mr Chubais himself and
his partners.

Current financial performance

(RUB million)

2011
EBITDA 5,912
Net debt 61,277
Net book value 181,036

2010 2009

6,185 N/A

9,009 N/A

117,731 N/A
51



Relevant Situations

The placement will be brokered by Mer-
rill Lynch and VTB Capital. The compa-
ny is trying to invite ‘quality’ and ‘estab-
lished’ international investors in order to
lay the groundwork for the future IPO.

"
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Alrosa is one of the leaders of the glob-
al diamond industry, with reserves of
1.23 billion carats (1.014 bn proved and
0.211 bn probable). It controls the pro-
duction of 97% of diamonds mined in
Russia and Y4 of the world market.

A two-stage privatisation plan may be
on the cards for Alrosa, with the first
stage involving small stakes privatised
in an IPO, followed by a sale of a large
stake to a strategic investor. Suleiman
Kerimov and Zayavudin Magomedov
have been named as potential candi-
dates for the role of such an investor.

It is expected that the first stage of the
privatisation (14%) will take place be-
fore the end of 2013 and take the form
of an IPO. According to Olga Derguno-
va, head of the Federal Agency for State
Property Management, this stake size,
valued at 30 bn roubles ($1 bn) can
provide sufficient liquidity to attract
portfolio investors, and thus ensure
placement at a premium.
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The Government of the Republic of Ya-
kutia, on the other hand, are against
a sale to a strategic investor. In their
opinion, the Government’s exit will
require an early call of Eurobonds to
the value of $1 bn, which will have a
negative impact on macroeconomic
performance and create obstacles for
the investment programme. According
to Yakutia’s President Yegor Borisov,
‘Alrosa’s shares should be traded on
MICEX in small lots and should defi-
nitely not be sold as one lot to any stra-
tegic investor who would subsequently
be able to influence the company’s op-
erations’.

The key problem, as the experts see
it, is that for various industrial and fi-
nancial groups (IFGs) in Yakutia who
hold Alrosa shares between them, their
ownership effectively determines their
real status and authority in the region.
There are also established informal
schemes for distributing revenue from
the ‘common’ stake held by the Repub-
lic’s Government. If even part of that
stake were privatised, it would create a
lot of unease since no local IFG wants
to lose its access to the dividends, while
they all believe that they are entitled to
a certain share of the proceeds from the
sale of these assets.

It is thought that Mr Borisov is trying
hard to defend the position of the lo-
cal elites, at least by making Moscow
offer certain guarantees that the finan-
cial interests of the Republican elites
will be taken into account during the
company’s privatisation. According to

informed sources in the Kremlin, Pres-
ident Putin personally entrusted the
First Deputy Head of his Administra-
tion Vyacheslav Volodin with finding
a quick solution to the Alrosa priva-
tisation issue, while Volodin, in turn,
put considerable pressure on Yakutia’s
President. In late April 2013, the Yakut
Parliament approved the privatisation
of 7% of Alrosa shares from the stake
held by the Republic’s Government.

According to the privatisation plans,
the Government is due to withdraw
from Alrosa completely by 2016. How-
ever, this scenario has met with op-
position from a number of stakehold-
ers. The company’s supervisory board
recommended that the Government
should retain a controlling stake.

The company’s market capitalisation
amounted to 240-250 bn roubles in
March 2013, which equals the mul-
tiplier of 3.1*EBITDA if net debt is
equal to 106% of EBITDA. The cur-

Relevant Situations

rent market estimates point to a po-
tential growth of the company’s val-
ue, with a healthy trend in the profit
margin according to EBITDA and
ROA.

Current financial performance

(RUB million)

2011
EBITDA 78,218
Net debt 83,539
Net book value 240,964

2010 2009
46,216 30,751
97,829 112,858

222,427 236,239
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AEROFLOT «*

—=m=  Russian Airlines
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Aeroflot is Russia’s leading air carrier,
which, together with its subsidiaries
and the merged assets of the scrapped
Rosavia project, accounts for 40% of
the domestic flight market and around
one third of the scheduled internation-
al flight market in terms of passenger/
kilometres and the number of passen-
gers carried. The company is the tenth
largest airline in Europe. Nevertheless,
itis relatively small by world standards:
Aeroflot carries 10 times fewer passen-
gers than British Airways or Lufthansa
Airlines, and its revenue minus inter-
national royalties is 8 times less than
that of their SkyTeam Alliance partner,
Air France-KLM operated by France
and the Netherlands.

The idea of taking the national air car-
rier private had originally come from
German Gref, who was Minister for
Economic Development at the time
and initiated the preparation of a draft
Presidential decree that would take the
company off the strategic list.

The company management insist that
the prospects of its sale should be
viewed in the context of its infrastruc-
tural and social functions: Aeroflot
cannot be regarded merely as a busi-
ness structure: the vast majority of
domestic flights, especially those serv-
ing destinations in Siberia and the Far
East, are losing money but are essen-
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tial for maintaining the country’s single
transport area.

At the moment, the state (represent-
ed by the Federal Agency for State
Property Management) is the majority
shareholder with 51.17%. Rostec con-
trols 3.55% of shares (the state-owned
corporation received them in late 2011
in exchange for Rosavia assets: Rossi-
ya Airlines, Vladivostok Avia, Kavm-
invodyavia, OrenAir, Saravia and SAT
Airlines). The National Reserve Bank
run by the business magnate Alexan-
der Lebedev holds 5.15%. The rest of
the shares are controlled by the man-
agement or traded on the stock market.

The complexity of the situation arises
from the fact that the 25% stake offered
for sale (so that the Government retains
25% + 1 share) cannot automatically
guarantee control to any of the poten-
tial stakeholders. The key players, Yuri
Kovalchuk and Gennady Timchenko,
prefer controlling the company’s cash
flows through the so-called ‘manage-
ment privatisation’ scheme which was
first used in Aeroflot a long time ago by
the late Boris Berezovsky: Chairman of
the Board Vitaly Saveliev is Mr Koval-
chuk’s business partner and protégé.

The Government is also considering
the option of selling its stake to an in-
ternational strategic investor, possibly
a SkyTeam Alliance partner. This may
also prove problematic because the
global aviation industry is also experi-
encing difficulties at the moment: thus,
the above-mentioned Air France-KLM

has been losing money for several years
in a row, with the losses incurred over
the past two years estimated at over 2
billion Euros. An Aeroflot merger deal
would require an investment of around
1 billion Euros and could probably only
happen as an LBO.

An alternative scenario would involve
an intermediate sale to VEB or a con-
sortium of Russian banks and Western
investment funds with a subsequent
sale to an international strategic in-
vestor. If the Russian Government is
reluctant to sell its flag carrier to an

e
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international owner, the state-owned
stake will ultimately remain under the
Government’s control which would be
exercised through VEB.

Aeroflot’s shares on MICEX have ex-
hibited a steady growth trend in expec-
tation of an SPO. On the last trading
day (28 December 2012), their price
was 44.99 roubles per share. As of 16
September, the company’s capital-
isation amounts to 58.7 billion rou-
bles with a fundamental potential for
growth between 25 and 50% on top of
the current performance.

Current financial performance

(USD million)

2011
EBITDA 609.4
Net debt 352.4
Net book value 5335.9

2010 2009
683.7 423.1
647.4 844.6
4525.9 3985.3
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Arkhangelsk Trawl Fleet is a large
regional fishing company which
manages 21 fishing boats and an on-
shore infrastructure including a fish
processing plant. It supplies the Rus-
sian and international market with
cod, haddock, herring, blue whiting,
mackerel and other types of fish and
seafood, including those of the pre-
mium class.

The transaction will be organised as
an auction. The estimated value of the
asset is 1.9 billion roubles. The final
valuation will be held by July 2013.
Potential bidders will be allowed to
take part in the auction only if they
sign the social partnership agreement

which imposes considerable social
obligations on the investor who buys
a 100% interest in the company. This
condition was a concession to the
Russian Federal Fisheries Agency, the
company’s employees and the adminis-
tration Arkhangelsk Region who were
afraid that the privatisation of the Fleet
would lead to mass redundancies and
have a negative impact on the regional
economy.

Privatisation agent: Gazprombank.
The key potential bidders are: OJSC
Russian Sea Group, owned by Gen-
nady Timchenko, an oil magnate and
member of President Putin’s inner cir-
cle and the company founder Maksim
Vorobiev; the Murmansk-based North-
West Fishing Consortium; Meridian,
one of Russia’s largest fish processors,
and OOO UCP Severnye Investitsii
(controlled by the management and
owned by the Cyprus-incorporated
UCP Sea Resources Ltd).

Current financial performance

(RUR million)

2011
EBITDA 443
Net debt 1,016
Net book value 2,621
56

2010 2009
179 323
331 188

1,851 1,660
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PROBLEM SECTORS
AND DEALS

In the context of future privatisation,
the problem sectors and deals are
those which are generating the greatest
amount of lobbying against reducing
state participation, to the extent that
it is conceivable that the privatisation
of these sectors and companies will be
postponed indefinitely or even aban-
doned altogether.

There are two groups of such problem-
atic assets: performing and non-per-
forming. In the former case, priva-
tisation may carry risks in terms of
strategic national interests and secu-
rity matters. In the latter case, priva-
tisation may be put off because of the
need for a prior recapitalisation and
‘pre-sale preparation’ of companies so
that assets are not sold to private buy-
ers for a pittance.

The key problem zones are the fuel and
energy complex (which includes both
the ‘strategic’ oil and gas assets and
the problematic electric power sector,
where the government is putting a cap
on tariffs and costs remain high be-
cause of material inflation, high time
input and low energy efficiency), the
strategic railway sector (Russian Rail-
ways); the finance and credit sector,
where Rosselkhozbank is in need of re-
capitalisation in the amount of 100 bil-

lion roubles, of which 40 billion will be
provided by the Ministry for Economic
Development and the regional banks
who would lose their key competitive
advantages without government sup-
port; aircraft and shipbuilding compa-
nies; and the Rosatom structures.

Rosneft and the Fuel
and Energy Sector

Rosneft was included in the privati-
sation plans by the Medvedev Gov-
ernment despite fierce opposition on
the part of Igor Sechin, the company’s
head and the Prime Minister’s oppo-
nent within the establishment.

The forecast plan for the privatisation
of federal assets adopted on 20 June
2012 stated that ‘it is planned to dis-
pose of the shares in the open joint-
stock company Rosneft Oil Company
held by the open joint-stock company
ROSNEFTEGAZ starting from 2013
with the Government share in the
equity capital to be completely with-
drawn by 2016’.

However, a month before the fore-
cast plan was due to be approved, Mr
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Sechin initiated the signing of a Pres-
idential Decree No. 688 dated 21 May
2012, which included Rosneft (as
1 share) in the list of strategic com-
panies alongside System Operator,
RusHydro, and MRSK Holding.

Decisions on the follow-on offering
by the company included in the list of
strategic enterprises and joint-stock
companies and the determination of
the size of the state-owned stake in its
equity capital are within the personal
remit of the President of the Russian
Federation. Although this does not
formally preclude privatisation, many
observers have interpreted this move
as a signal that Rosneft and the Fuel
and Energy industry are Igor Sechin’s
domain where no-one can make deci-
sions that do not involve him.

Moreover, the Decree brought other
companies, such as Transneft, FGC
UES, Uralvagonzavod, the United
Shipbuilding and United Aircraft Cor-
porations, from the Government’s re-
mit to the sphere of exclusive Presiden-
tial authority (on which see below).

Instead of the originally discussed
placements and SPO, in 2012 Rosneft
took over TNK-BP and is going to sell
a 5.66% stake to the British company
BP as part of the deal. This is meant to
‘count’ towards the privatisation plans
for 2013. The SPO of 6% of the com-
pany’s shares owned by Rosneftegaz
planned for this year will probably not
take place at all because of ‘unfavour-
able financial conditions’.
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Rosneftegaz is currently a technical le-
gal entity which has no operations of its
own and is used as a vehicle for govern-
ment ownership of its interests in Gaz-
prom and Rosneft. It is Rosneftegaz
that accumulates the dividends that
both Gazprom and Rosneft pay to the
state as their majority shareholder. Mr
Sechin’s strategy was aimed at turning
the virtual Rosneftegaz into a proper
state holding in the fuel and energy sec-
tor which would ensure the protection
of Russia’s interests on global energy
markets, but it has probably failed.

Among other options that were dis-
cussed was a suggestion that Rosneft-
egaz should be temporarily granted
the functions of a quasi-Government
investment mechanism (similar to
VEB) that would consolidate assets in
the fuel and energy sector ‘for recapi-
talisation aimed at the subsequent pre-
sale preparation of these assets’. How-
ever, Deputy Prime Minister Arkady
Dvorkovich, who was in charge of the
fuel and energy sector in Dmitry Med-
vedev’s Government and represented
the key target of Mr Sechin’s insider
attacks, managed on the whole to sink
these plans: the recapitalisation of
RusHydro was held at the end of last
year following the Government-sug-
gested scheme, i.e. directly rather
than through a follow-on offering by
the hydropower-generating company
for the benefit of Rosneftegaz, as Mr
Sechin would have wanted.

Despite Mr Sechin’s failed attempts to
use Rosneftegaz as the base for con-

solidating the grid energy assets, he
managed to retain control over Inter
RAO which oversees Russian elec-
tric power exports and to regroup his
leverage resources.

Within Mr Sechin’s scheme, Rosneft-
egaz remains an instrument of finan-
cial and investment control, while the
Presidential Commission on Fuel and
Energy, where Mr Sechin is the Exec-
utive Secretary, provides the political
leverage over the industries within the
fuel and energy complex.

Many analysts agree that what Mr
Sechin lost last year was a battle and
not a war. The privatisation of grid en-
ergy companies such as FGC, MRSK
Holding, and 5 regional grid compa-
nies can be postponed until these com-
panies are merged as OJSC Russian
Grids. Transneft will only take 3.1% of
its shares private, while the privatisa-
tion of Zarubezhbank has been effec-
tively postponed until 2020.

100% of shares in OJSC System Op-
erator of the Unified Energy Sys-
tem were listed as strategic assets in
the Presidential Decree, alongside a
60.38% interest in RusHydro; the pri-
vatisation of even the non-strategic
stake in the latter company will most
likely be postponed until the invest-
ment programme is completed and
the markets recover.

Problem Sectors and Deals

pla Russian Railways

The forecast plan of privatisation ap-
proved in June 2012 mentioned 25%
minus one share in the railway monop-
oly that the Government was meant to
dispose of as early as 2012-2013.

Vladimir Yakunin, the head of the Com-
pany, subjected these plans to harsh
criticism by calling them ‘entirely un-
realistic’. In his opinion, shares in Rus-
sian Railways can only be sold after the
comprehensive reform of the industry
is completed, when the monopoly no
longer relies on state subsidies, and
when the general economic outlook be-
comes more positive — which tentative-
ly translates as ‘no sooner than 2015’.
But even this date looks like a vague
equivalent of ‘in the fullness of time’.

Far from putting a seemingly disloyal
manager in his place, the Government
itself was forced to rein in its ambitions,
first by reducing the size of the state-
owned stake designated for the first stage
of the privatisation to a negligible 5%, and
ultimately by conceding that even this
share would be impossible to sell in 2013.

The outlook for the next 2 years seems
to suggest that the privatisation of Rus-
sian Railways will indeed be restricted
to the symbolic 5%. A more large-scale
privatisation of the railways will be
a task for a new ‘technical’ government
after the end of the reform, when the
monopoly’s assets can be amicably di-
vided between business tycoons from
Vladimir Putin’s inner circle, including
the current head of Russian Railways.
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Finance and Credit

The scenario of the privatisation of
Rosselkhozbank and Rosagroleasing
had seemed far-fetched from the start:
both companies are in need of recapi-
talisation, with one of them requiring
100 billion roubles and the other 10 bil-
lion. In the summer of 2013, the Gov-
ernment was forced to shelve the plans
of taking these structures private; in a
reverse move, they were transformed
into ‘development institutes’.

At the moment, Rosselkhozbank is a
state-owned credit institution which
was created to fund agricultural and
agrobusiness projects. 100% of shares in
the company belong to the state, and the
Bank is headed by Dmitry Patrushev,
son of the Secretary of the Russian Se-
curity Council and former FSB chief Ni-
kolay Patrushev. The bank is the fourth
largest in the country in terms of the
value of its assets (over 1.7 trillion rou-
bles), ahead of VTB-24 and Alfa Bank.
In 2011, the Government transferred
40 billion roubles to the Bank’s equity
(37.0%) in relation to the follow-on of-
fering held by private subscription for
the benefit of the Russian Federation
represented by the Federal Agency for
State Property Management.

The maximum exposure indicator per
one borrower or a group of associated
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borrowers (H6) as of 1 January 2012
was 18.4%, according to the bank’s an-
nual report. The corporate client loan
portfolio value was 807 billion roubles
in 2011, 76% of which are deposits in
the agroindustrial sector.

The attraction of Rosselkhozbank
for private investor is not clear. Ac-
cording to its statements, the bank
raises capital on the market secured
against fixed-income instruments
(Eurobonds) at a rate of 7-8% p.a.
This means that the expected returns
for a private investor from buying
into the company’s equity should be
at least 12-14% p.a. (including the
premium for market risks). If the
average net profit margin amounts
to 1-1.3 billion roubles a year, and
even if all the profits are turned into
dividend payments, the purchase of
a 100% interest in the bank will not
be worth the risk if the value of this
block exceeds 10-15 billion roubles.
With assets worth 1.7 trillion, such a
deal does not seem realistic.

As for Rosagroleasing, its value is also
estimated between 10 and 15 billion
roubles, while the value of the 49.9%-
1 share stake, without the control pre-
mium, may be far below a half of that
amount.

OAK and OSK

The United Aircraft Corporation (OAK)
and United Shipbuilding Corporation
(OSK) were created in 2006-2007 after
a consolidation of public and partially
privatised aircraft- and shipbuilding
companies and design offices. It was
envisaged that these companies would
use synergies and an efficient cen-
tralised government support to rebuild
Russian aircraft construction and ship-
building industries so that they are able
to compete with European and Ameri-
can companies on global markets.

Both companies are losing money;
OSK’s net losses amounted to 9 billion
roubles in 2008 and 0.6 billion in 2012.
OAK’s losses amounted to a record
20.1 billion roubles in 2012. OAK’s net
assets are worth 190 billion roubles.

OAK itself thought that the Government’s
decision to reduce the state-owned stake
in its capital was premature and was in-
structed by the Ministry for Industry and
Trade, to develop its own privatisation
concept for a period leading up to 2020,
when it is due to be transformed into an
attractive holding. The idea of involving
the state-owned company Rostec as the
strategic investor was rejected by Rostec’s
head Sergey Chemezov.

In Summer 2013, the Government decided
to put the privatisation of the corporations
on hold until 2020-2024, and to retain its
share in OSK at the level of 75% + 1 share
as opposed to 50% as in the original draft.

Problem Sectors and Deals
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FOREIGN INVESTORS:
RISKS AND PROSPECTS

Based on both declarations and actions
of the country’s Government, it is pos-
sible to say that the Federal authorities
are on the whole prepared to allow for-
eign investors access to the large-scale
privatisation which has now started.
The President has expressed a favour-
able view of Renault-Nissan’s decision
to expand its presence in Russia, in-
crease the number of employees and
production volumes, and to modernise
its facilities: ‘if privatisation produces
such results it can only be welcomed’s.

Government officials are always keen
to state how desirable foreign invest-
ment is for Russia, although they usu-
ally stress their preference primarily
for long-term capital investment®.

At the same time, it is worth noting that
for a number of organisations, foreign
equity participation is restricted by
Federal Law No. 57-FZ of 29.04.2008
‘On the Procedure for Foreign Invest-
ment in Business Companies of Stra-
tegic Importance for National Defence
and State Security’ with regard to for-
eign ownership of stakes of 5% or more.
Among other things, the law mentions
‘geological surveying, exploration and
extraction of mineral resources’. In
practice, the requirement for clearance
of foreign investments in the energy

sector was dropped in December 2005.
Thus, non-residents no longer need to
obtain clearance from the Federal Fi-
nancial Markets Service in order to buy
shares of fuel and energy companies;
this clearance had been granted in the
past in accordance with decisions by
the Russian Government.

It is also conceivable, if not very like-
ly, that restrictions will still be applied
during the privatisation of a number
of other companies, including Aeroflot
and Alrosa.

It is significant that the Government
has been looking for ways to protect the
internal banking market from rival in-
ternational financial groups after Rus-
sia became a member of the WTO, and
it follows from Igor Shuvalov’s words
that it will not be selling its Sberbank
shares in a rush.

®  Speech given at the meeting of the Council of Legisla-
tors, 13.12.2012.

¢ Igor Shuvalov: ‘We are planning all these institutional
changes precisely so we can insure an inflow of direct
foreign investment. We need it for modernisation,
which is impossible without capital. I stress that what
we need most of all is not venture capital but direct in-
vestments, for which, of course, we need new projects’
(Kommersant 16.01.13)
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The situation involving key assets can
be tentatively divided into 4 main mod-
els from the point of view of foreign in-
vestors:

Model 1

Free portfolio access to relatively liquid
assets.

Model 2

‘Political’ access to assets as a ‘strategic
investor’ in the foreign direct invest-
ment (FDI) format.

Model 3

Access restricted for political reasons.

Model 4

The ‘risk zone’: access not formally
restricted but high corruption risks
persist.
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MODEL 1
Free access

The ‘free access’ model implies unlim-
ited opportunities for buying stakes
in relatively liquid assets which are
either already listed or preparing for
IPO. Restrictions in this case can ap-
ply only to the size of the block, if it
is significant in relation to free float
and can allow the investor to exercise
real influence over the company man-
agement.

This category includes: Sberbank (if
additional stakes are privatised), VTB,
Sovcomflot, Alrosa (sale of small free
float lots), RusHydro.

This model is exposed to the smallest
amount of risk and can bring consider-
able returns:

« Portfolio participation allows for di-
versification

« Country exposure is reduced to the
market value of the country risk pre-
mium (for Russia, it is between 3%
and 7%)

» Relatively high liquidity

» Current low market value of assets
caused by unfavourable conditions and
considerable upside potential if the
quality of corporate governance and
operational efficiency are improved.

Foreign Investors: Risks and Prospects

Recommendations:

 Limit the size of the block to port-
folio standards without making at-
tempts to buy more shares to con-
solidate a controlling block (such
attempts can provoke a negative
reaction from the authorities unless
they are cleared with the Kremlin
and the Government in advance).

« Pay special attention to the quality of
financial information and not to trust
the relative appraisals using financial
multipliers: benchmarking analysis
would not always be a reliable tool for
assessing these companies, there are
too many hidden agendas and risks
that have to be taken into account us-
ing scenario-adapted DCF models or
the real option methodology.

Pay special
attention to the quality of
financial information and not
to trust the relative appraisals using
financial multipliers: benchmarking

b thereal option methodology.
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MODEL 2

FDI by ‘strategic investor’

The foreign direct investment (FDI)
model often entails much higher risks
and much greater returns. When using
this model, the Russian Government
would as a rule be interested both in
raising cash from the investor and in
their intangible assets: know-how, ac-
cess to international markets, potential
synergies etc. Occasionally, the politi-
cal authorities may allow in an ‘outsid-
er’ foreign investor in preference over
the warring local business factions.

Giving access to a strategic investor in
the FDI format is always a political de-
cision. It is very likely that if a poten-
tial investor is invited using this model,
they would need to take on consider-
able social commitments.

Among the assets which may be pri-
vatised using this scenario are: Aero-
flot, Rosnano. It is also possible that
the political authorities will opt for
a foreign strategic investor (a sov-
ereign fund or a large transnational
corporation) as a compromise ‘peace-
maker’ figure in return for geostrate-
gic preferences if conflicts over such
assets as the Novorossiysk Commer-
cial Sea Port escalate.
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This is a model more exposed to risk
but one that may yield higher returns:

» Asset liquidity is quite low even if
listed (trading volumes are small
in relation to the size of the stakes
offered to the ‘strategic investor’; it
is impossible to use small lots), the
option of selling to a third party over
a limited time period may also be
restricted by special privatisation
terms and conditions.

» High political risks caused by the
social significance of assets or their
strategic/monopoly position on the
market. Open interference risks (e.g.
using antimonopoly legislation) and
informal pressure on pricing or ex-
penditure (minimal wages, social
security, etc.) are also high.

+ A market-based asset appraisal
in this category — due to the fi-
nancial position of the company
or external conditions — makes it
impossible for the Government to
opt for PO (initial or secondary)
as a solution, which suggests a
significant discount during block
offering.

Recommendations:

+ The ‘two keys principle: when
agreeing to take part in a deal, do
not place all your bets on a single
Russian official, however senior; a
failure of the key apparatchiks to
agree may wipe out even an agree-
ment involving very influential play-
ers, whilst clearance with the Gov-
ernment without the approval of the
Presidential Administration, and
in some cases, the law enforcement
agencies (and vice versa) may cause
a deal to collapse at any moment.

 Transparencyin discussing the strat-
egy for developing the privatised as-
sets with government officials: the
worst-case scenario is when any
subsequent moves to optimise ex-
penditure or regroup resources are
interpreted as a violation of original
terms which damages the national
interests.

Foreign Investors: Risks and Prospects
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MODEL 3
Restricted access

In this case, foreign access is restrict-
ed because of the specific nature of
the assets or a very low probability of
such access. The key reason is to do
with defence or strategic aspects of the
company’s operations which somehow
involve national interests. Sometimes
the risks to national interests entailed
by the sale of the state-owned share in
such companies are deliberately ex-
aggerated by Russian lobbyists linked
to the current management or other
potential investors interested in these
assets, to discourage their rivals from
taking part.

It is fair to say that the participation
of foreign investors is very likely to
be severely limited during the priva-
tisation of OJSC RZhD (international
participation is likely to be restricted to
IBRD or EBRD), Uralvagonzavod, the
strategic stake in Sovcomflot, as well as
Zarubezhneft and Russian Grids.

Even if no formal restrictions are im-
posed on the involvement of foreign
investors in such tenders and auctions,
the risk/return ratio for such assets
would not favour the participation of
independent foreign players.
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MODEL 4
‘The risk zone'

This category includes situations where
international investors will probably
encounter no considerable political or
legal hurdles, but where the Russian
players are so keen to gain control
over the assets in question that there
are hardly any chances of an ‘outsid-
er’ victory. Even if the offer made by a
foreign company at a tender or auction
has objective advantages over the com-
petitors, corrupt means will most likely
be used to ensure the desired results,
down to the cancellation of the deal etc.

The Federal authorities will by default
remain neutral in these conflicts, so
that bidders should count only on their
own lobbying resources.

The companies in this category include
those of regional importance (fisher-
ies, local non-infrastructural transport
companies, construction companies,
etc.) as well as such iconic assets as
the Novorossiysk Commercial Sea Port
and Sheremetyevo International Air-
port (or the holding controlling the
merged assets of the Moscow aviation
hub which includes Sheremetyevo and
Vnukovo airports).

Thus, the NCSP is the stage of a fierce
battle between Igor Sechin’s group (rep-
resented by Rosneft and Transneft) and
Dmitry Medvedev’s Summa Group.

Foreign Investors: Risks and Prospects

NCSP Group is the largest port ter-
minal in Russia and third largest in
Europe in terms of cargo turnover.
The controlling stake (50.1%) was
bought by Transneft and Summa in
2010 from organisations owned by
Alexander Ponomarenko and Alex-
ander Skorobogatko for $2.5 billion.
The Federal Agency for State Property
Management holds another 20%, and
Russian Railways hold 5%. Rosneft
(jointly with Transneft) has voiced
the suggestion that the state interest
should be transferred to Rosneft. In
April, the Abu Dhabi Investment Au-
thority has declared its intention to
buy between 5% and 20% of the port’s
shares. The Fund’s representatives
have already started negotiations on
the deal. In March 2013, the Investi-
gative Committee initiated a criminal
persecution of the Port’s CEO Rado
Antolovic, which experts believe may
have been caused by a possible bear-
ish operation (the Port’s capitalisa-
tion currently stands at c. 70 billion
roubles) and putting pressure on the
rivals ahead of the imminent privati-
sation.

Another example is provided by the
Moscow aviation hub (Sheremetyevo,
Vnukovo and Domodedovo Airports).
The above-mentioned Summa Group is
interested in buying these assets (hav-
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ing put in an offer for Domodedovo
Airport in 2012), as are the structures
controlled by Arkady Rotenberg, a man
close to President Putin (who created
TPS Investment Company jointly with
former NCSP owners Ponomarenko
and Skorobogatko), who appointed
their protégés to senior positions in
Sheremetyevo management.

International participation in such
deals is possible either within alliances
with local players or within the frame-
work of wider agreements with Rus-
sia’s political leadership (which would
transfer this asset to the category de-
scribed in the previous section).

The assets which are worthy of special
attention are those that have attracted
the interest of players from President
Putin’s inner circle: Igor Sechin (fuel
and energy), the Timchenko-Koval-
chuk-Vorobiev alliance (oil trading,
gas deposits, construction, infrastruc-
ture projects, transport, aviation, elec-
tric power industry), Sergey Chemezov
(military industrial complex, ship-
building), Arkady and Boris Rotenberg
(construction of infrastructure facili-
ties, pipe manufacturing, gas industry,
chemical industry, alcohol market),
and Vladimir Kogan (construction of
infrastructure facilities).
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