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Abstract

The target of my analysis is to investigate ther&ppation Risk in Russia, and in

relation to it, to assess the attractiveness andfifability of Foreign Investment,

particularly considering the “strategic” natural sources sector.

The analysis starts with a look at the politicaésario, when Putin came to power in
2001, to further present, and better understandy off the most striking cases of
Expropriation actions brought by the Government:kd@ and Sakhalin 2.

Furthermore, the research singles out hedging sgms to avoid or reduce the
Expropriation Risk, among which we see Export Grédjencies (such as SACE in
Italy) playing an important role.

The main conclusion is that despite the worseninp@ Expropriation Risk over the
last few years and months, and the current FindnCiasis, Russia still remains a

high-return potential market, which investors shibldok at, while protecting their

projects by implementing successful hedging tools.
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Introduction

In Russia, the dire loans for share privatizatibrthe Nineties have not brought up
the conditions for a fully capitalist scheme orp@ssible corporate management. A
dozen or so oligarchs have come to own and contuah of the Russian economy,
some of whom reportedly orchestrated the privabmaprocess. In 1992 Russians
first experienced the economic “shock therapy” ¢(grd removal of pricing and
currency controls, withdrawal of state subsidied anmediate trade liberalization)
implemented by Yeltsin's first prime minister EgBaydar. Within days the life
savings of millions of people were wiped out by éypflation. Later in 1996,
Yeltsin needed political support by the “new Russfawhich he could only buy by
giving them the remaining state assets. In retangd to protect their own
acquisitions, the oligarchs financed his presidéctmpaign in the gigantic scam of
1996 known as “loans for shares”. In this secontvagization plan, Russia's
industrial base and natural resources were durapedfraction of their real value.
Russia's most profitable strategic resources vadw@ntover by the oligarchy.

Ten years of corrupt capitalism have undermined dbesensus in favor of free
markets even more than several decades of comnpumoghganda. By 1999 Russian
society was so tired and profoundly disappointgdtte political and economic
system, that they were ready to welcome any newaceaty or even dictatorship as
the only way to get back to order and stability.

As result, it is no wonder that he was democrdticalected as President of the
Russian Federation in March 2000, since the mgjaitRussians saw in Putin a
strong man capable of rescuing the country.

The Putin administration's measures against songarohs, (i.e. some leading
business people of oil giant Yukos), showed a gedicy and strategic turnaround.
Indeed, soon after his election, Putin disclosed tie would not continue to tolerate
the hated cliché of ultra rich tycoons known in Slasas the “oligarchs”, and he

wasted no time to revisit the “loans for sharetémy.



The Yukos case is a good example of such an aaien though the chronicle of
penalized oligarchs is extensive. Starting in Y3, a campaign against Yukos,
Russia's biggest private enterprise and one tkeiss managed has been pursued. The
main goal of this campaign was not only the jailafdgvikhail Khodorkovsky and his
business partner Platon Lebedev, but a warningoteeful business groups to stay
out of politics.

After a lengthy trial, they were both sentenced@®5 to 9 years in jail and their
huge oil empire, Yukos, was dismantled.

However, the issue had negative effects on busidegslopment, as the case had
shaken any belief in the sanctity of property rgghtd triggered concerns among
foreign investors of confiscation, expropriatiomdaother similar actions brought
about by the Government.

The Sakhalin issue, a PSA (Production Sharing Ages) project with Royal Dutch
Shell, represents a further case, that demonsthkaiths the government’s lack of
understanding when it comes to the idea of theolakility of contracts, and how the
Kremlin was no longer tolerating foreign investoostrolling strategic assets.
Foreign investors learned that certain strategmetas mainly natural resources,
would be out of bounds and that any large FDI mtoyeould require some form of
Kremlin approval under the present administration.

After a first analysis of the most recent Russiaternal Affairs Policy pursued by
Vladimir Putin (as a result of a more than a deaafdeorrupt capitalism), this paper
will focus on the study of some important movesirgfathe oligarchsYuko$ and
western foreign investors (Royal Dutch Shell) towsho the former to pay their taxes
and avoid conflicts with the Kremlin, to the latteow the Kremlin is no longer
willing to tolerate foreign actors to hold contmi sectors considered strategic for the
country. The questions are, what is exactly megritstrategic’? and is the Russian
Government going to act likewise in other FDI potg®

Later, the analysis will focus on the expropriatr@k, which again turns out to be of

crucial importance, in particular for internatiorzadtors like foreign investors, banks



and credit management institutions (Export Credjeicies, ECAs, like SACE) and

specifically in strategic sectors such as natasburces.

After giving a proper definition of expropriatiofsk, the paper will try to define a

successful strategy in the energy sector.

Finally, considering the latest political and ecomo events involving Russia, the

paper will give some answers and future perspexivecertain posers: how will the

country manage the ongoing bank sector crisis assies of capital? How will the

Kremlin be able to restore investors' faith, ain@twhen the Russian Government is
getting growing control on the economy? What s blest approach that a financial

actor should adopt when dealing with projects/gagm Russia?



1. A Political Overview
1.1 Putin’s Doctrine

Most of the order-loving Russians have still aggent terrible memories of the
liberal ‘shock therapy’ of 1990s, when people’sisgs were wiped out, gangsters
battled in the streets and historic parts of Rugagae lost . It is not surprising,
therefore, to sense an innate abhorrence towarslpdhniod of reforms among the
average Russians, which were wearied by unlimigadatracy.

To fully understand Putin’'s accomplishments anddppeal, one has to recall the
tumult of the 1990s.

Liberal democracy has already disgraced itselfusdta, and hence, in historic terms,
Putin’s ruling period may be regarded as the ingtage of the Russian popular
reaction against the liberal reforms, which haveupght great changes, yet ruined
millions of lives along the way. Behind the dazglinghts of Moscow, which has in
the last 3 years, become the world’'s most expensitye destitution, discontent,
corruption, and resignation to iniquity still remaln The Russian Doctrineuthored
by a collective of 70 Russian academics and cleacsational idea and a set of
guidelines for the next government was laid outcdhtains detailed foreign and
domestic policy proposals, including reforms to adstration, economy, security
system, the military, mass media, education, cejtand a purge of thenew
Russians’from the state apparatus, mass media and oth&ropssof power.The
Doctrinewas approved at the 2007 World Congress of thsiRu$’eople.

The Russian Doctrinbegins with the premise that the Russian Federaidoomed
to extinction because it is unable to cope withdhallenges of global competition. In
the next decade Russia will start to lag behindn€hand India, let alone the
European Union and the United States. In respdhseauthors propose a new state
structure based on the traditions of both the RuasEmpire and the Soviet Union. It
would be based on a system of political and ecoaanstitutions working along the

lines of The Russian Doctrine



1.2 Putin’'s Revanchism

The idea of Russia being tricked, swindled and hated by a well-organized
western camp has led Putin to claim that foreigrestment is being pumped into
Russia to meddle in its internal affairs with thxewse of fostering democracy. After
the 2007 meeting with Italian prime minister Rom&hrodi in Moscow he said:

“In the past, in the era of colonialism, colonialisbuntries talked about their
civilizing role. Today, some countries use slogahspreading democracy for the
same purpose, and that is to gain unilateral adagets and ensure their own
interests. However, as Russia’s economic, politieatl military capabilities grow in
the world, it is emerging as a competitor — a cotmpethat has already been
written off. The West wants to put Russia in soredgfined place, but Russia will
find its place in the world all by itself.

Therefore, self-reliance is the only practical ditien in which Russia can move.
‘Russia is a country with a history that spans mtiten a thousand years and has
practically always used the privilege to carry @ut independent foreign policy. We
are not going to change this traditicoday” °.

Diverging from the Russian foreign policy of thespd5 years when the Red Army
was withdrawing from Eastern Europe and CentrahAsn December 12, 2007 Putin
signed a decree to withdraw Russia from the Comnwealt Armed Forces in the
Europe Treaty (CFE-1, signed in 1990 by NATO arel Warsaw Pact and updated

in 1999, CFE-2) to reflect a new geopolitical rgain Europe.

2 A. RASIZADE, Putin's Place in Russian Histgrinternational Politics , 2008, 45 (531-553)
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1.3 The Energy Diplomacy

Another component of Putin’s foreign policy is tha-called énergy diplomacy—
the use of natural resources to exert power in g@jravhich may be described as an
implement in compelling the countries dependenRoissian energy supplies to an
agreeable demeanor. Putting aside Putin’s angartdbe anti-Russian 200Ro6se
Revolution in Georgia and the 20040range Revolutionin Ukraine, it should be
taken into account that Ukraine alone consumes materal gas (74 billion cubic
meters) than Poland, Hungary, Slovakia and the ICRspublic combined, while
Germany consumes only 100 billion cubic metersas. g

Putin wants to sell his energy for the maximum profh the world market, and he
became exasperated by Ukraine and other ‘newlypengent states,” which paid in
2005 only $50 per 1000 cubic meters of Russianrabgas, while the European
Union countries were paying on average $240. Ir6200th the United States and
the European Union granted ‘market economy’ statusUkraine, prompting,
Russia’s defense minister Sergey lvanov, to wondietJkraine has now a market
economy, why cannot it pay the market price forga®”

Russia has the largest natural gas reserves mdHd; it produces 600 billion cubic
meters of gas and 500 million tons of oil a yealf lof which is exported. While
Russia produces a vast amount of oil and gasvel#ti other countries, it also has a
much greater territory with a colder climate andrger population. Russia produces
only 3 tons of oil per capita, while Norway prodac0 tons. Despite the abundant
energy reserves, Russia cannot, therefore, aftosibsidize its neighbors, as Putin
stated in January 2006. Russia had been in factidming the former Soviet
republics at the expense of Russian citizens foreHss.

On January 1, 2006 the Russian state gas monopapprGm stopped pumping
natural gas to Ukraine and Georgia in responsédun tefusal to pay higher prices.

This is how the ‘energy diplomacy’ worked: as soms Georgia’s anti-Russian

3 See Kommersant, October 21, 2005
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president Saakashvili threatened a military sofutim the breakaway South Ossetia,
Russia shut down its gas pipeline. The Georgianulatipn struggled to endure the
record cold temperatures and heavy snowfalls. A&tedramatic confrontation,

Georgia agreed to pay $235 per 1000 cubic meteiRuskian gas. The Georgian
energy crisis has proved the fundamental handitdprmer Soviet republics in the

face of Russian revanchism. Putin has repeatedifesged that the international
recognition of Albanian Kosovo’s independence, fameed on February 17, 2008,
should serve as an analogy for the recognitionndependence to Pridnestrovie,
Nagorno-Karabakh, Abkhazia and South Ossétide need common principles to
find a fair solution to these problems. If Kosovan de granted full independence

from Serbia, why then should we deny it to Abkl®izia

1.4 Conclusion

Enjoying the energy and natural resources sedtregegic status, and playing a
fundamental role in gaining back international matnen through the “energy
diplomacy”, Putin's decisions have been taken tghultimate goal of getting back
control on these assets. In the next sessiongaper will introduce two important
casesyukosand Sahkalin which we will consider as evidence to understaod the

state re-assertion has been and is being brought &l the Putin's Administration.
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2. The Yukos Case

The Yukos case can be considered as one of theaeastexamples of how the State
successfully managed to topple an undesired CEO disrdantle the largest oll

company, to eventually get full control on its dsse

2.1  The Brief Story of Yukos Group

The beginning of the twenty first century is wetidwn for its corporate governance
and accounting scandals, like the one involvingRhbssian oil companYukos

The Yukoscasecan be taken as a striking example of the Rustate's re-assertion
of direct control over big business. It startedhwiite arrest in the summer 2003 of
Platon Lebedev, the head of tiMenatep company, and one oYukos main
shareholders, and escalated with the arrest inb@ctof that year of Mikhail
Khodorkovskii, CEO of Yukos and its more importahiareholder. The case is also
famous because of the largest tax sum claimed danteRussian history and the
largest amount of laundered funds: the embattlédamnpany was accused of not
paying tax amounting to $3.4 billion for 2000, $iflidn for 2000-2001 and there is
little doubt that the tax authorities would haved@aimilar demands for 2002-2003.
Besides that, the total number of personal crimiagkes, launched against managers,
employees or affiliated people on the company xaseded one hundred. The total
number of individuals, charged or prosecuted isentban 60, the number of court
cases in several jurisdictions, including Russas already exceeded 500, while the
number of individuals on the Interpol search ks1b.

Yukosoil company was one of the largest Russian “vilgumtegrated holding
companies” established with the Russian large spalatization and sold to the
Menatep Group, in one of the infamous post-soVarfs for shares” tenders.

The loans for shares programme of 1995 has beeealywadliticized for its lack of

transparency and for fraudulent arrangements. Uthdeprogramme, the gems of the
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Russian economy, the most promising companiesenniiustrial and energy sector,
were in fact sold out in allegedly rigged auctigaisch as Mikhail Khodorkovsky
buying Yukos)o businesses in exchange for minimal loans t@Gixeernment.

Yukos was no exception. Like most very wealthy Rarss Khodorkovsky founded
his fortune on murky privatisations, and his pusshaf the company drew much
criticism as the auction was arranged by Menatey,bahich he himself owned. For
a majority share stake, Mikhail Khodorkovsky paigstj $170 million, whilst with
11,4 billion barrels in oil reserves (close in siaeBritish Petroleum) the company's
total value was about a $180 billion.

In early October the company merged wiineft Oil.As a result of the $3 billion
deal, the new giantukos-Sibneftbecame the world's leading oil company in terms
of proven oil reserves and its assets of $35 hilhwade it the world's fourth largest
publicly-traded oil producer.

Yukos, under Menatep’s control, widely used ast@tsng techniques, as did the
majority of Russian production companies sold tgasthy groups. This allowed the
controlling shareholders to enjoy the benefits oh4transparency and transfer
pricing, which resulted in excessive profit.

However, in 2000, under the leadership of Mikhahodorkovsky the Company
changed its strategy and began implementing intierad standards of reporting and
accountability. Within several years Yukos, frominge an oligarchic structure,
evolved into a favourite of the Russian Stock exgeamarket and rating agencies
such as Standard and Poor’'s. The Company adoptenvit ADR programme and
published annual and quarterly accounts, auditeed\W¢€.

2.2 Yukos dismantlement process

“The state is not interested in the bankruptcy efabmpany* President Putin said.

On 15 December 2005, based on a bank deposit of &dd/lits American CEO's

* SeeYukos scandal triggers major political reforms insRia, http:/english.pravda.ru, 25.10.2004
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Houston home, Yukos asked for bankruptcy protectiorthe United States. It
accused the Russian authorities dn" unprecedented campaign of illegal,
discriminatory, and disproportionate tax claims a&sting into raids and

confiscations, culminating in intimidation and astg. After some months of

deliberation, the Houston court declared that unu®rconceivable theory could
Yukos assert domicile in the US.

On 25 July 2006, the creditors of Yukos decidedil® for bankruptcy after the

bankruptcy manager stated that the company sheaulidilndated.

2.3 Forced Sale of Assets

On October 31 2003, shortly after the arrest efdbmpany's CEO, the ownership of
44% of the company's shares was frozen by the &ugpvernment. The reason
given was to prevent a group of shareholders le&Htydorkovsky from selling a
large stake of the company to the US oil firm Exxon

The Russian Government sold Yukos's main produatioih, Yuganskneftegasat
auction on December 19 2004, to recover about $8nbin alleged tax debts,
following the loss of an appeal by the firm.

Menatep promised to challenge the sale's legalitg humber of countries and sue
the buyer and any company helping to fund the ddad.buyer was the 38% Russian
state owned company OAO Gazprom. Some EuropeanAamerican oil firms
decided not to bid.

On December 19 2004, the Baikalfinansgroup woratieion for Yukos's subsidiary
Yuganskneftegas with a 260.75 billion rubles (#€lBon) bid.

Proposed lenders to the Baikal Finance Group wampfédm, Sberbank, the Russian
central bank, China National Petroleum Corporateod ONGC (India). The reason
for this arrangement could be that Gazprom fearextnational legal action against it
after a Texas court ruling that barred Gazprom fmdding for the unit. This ruling

was subsequently vacated.
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Only two bidders applied and were present, durifgg tauction process:
Baikalfinansgroup and Gazprom's former oil unit @amneft. Accounts from the
auction reported that the first bid of $8.6 billi@ame from Baikal, which right
after made a second one of $9.3 billion, withowz@omneft placing any or
speaking out.

In the course of these events, the value of Yukases plunged.

2.4 Impact of the Yukos Case on the oil and gas indyst€hanges in taxation

After Mikhail Khodorkovsky was arrested, the Russauthorities started with the
demolition of the mechanisms that had helped th@do chairman of Yukos achieve
excellent results in business. The government estally eliminating the legal
amendments that had been lobbied by Yukos andngdbie legal loopholes which
led to a minimization of taxation.

In November 2003, soon after Khodorkovsky was deti the State Duma cast an
unanimous 371-vote to cancel the so-called “Yukoeradment” to the Law on the
Customs Tariff, which limited the export tax rate @fined products to 90% of the
export tax on crude oil.

The government also made lawmakers annul privilegggeyed by quasi-free tax
zones in Chukotka, Mordovia and Kalmykia from Jagug 2004. These zones were
tax havens for subsidiaries of Yukos, Sibneft, TRR-and other Russian companies.
Such companies paid effective profit tax at the rat only 7-13% instead of the
officially required 24%.

In May 2004 President Putin approved a number oératments to the fiscal
legislation. The export tax rate on oil became &idbr oil prices over $25 per barrel.
Since August 1, 2004, Russian oil companies hay@ajoexport taxes according to
these new rules, and the new rate ($69.90 perigamuich higher than the rate valid

until two months before that date. The same amentirietroduced a new formula
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for the mineral extraction (severance) tax, to conte effect on January 1, 2005.

This implies a larger tax burden on all producéd oi

2.5 Impact of the Yukos Case on Business Relations wtlthorities

2.5.1 Main Financial-Industrial Groups in Russia

Before Vladimir Putin was elected President, thedfan political elite was basically
influenced by a number of Financial and Industfaabups (FIGs), the largest of
which were: Alfa (with assets in oil industry suat TNK [Tyumen Oil Companyy]),
Menatep (owner of YUKOS), Interros (Sidanco), a uproheaded by Boris
Berezovsky and Roman Abramovich (and holding Sipnahother group leaded by
Vagit Alekperov (Lukoil) and several other smalbeganizations.

Once Putin came into power, some FIGs maintainei thfluence and became even
further involved in politics. Those were Alfa, Albnavich’s Millhouse, and, during
the first years of Putin’s term in the office, Méz@ Others kept themselves— or
were kept—away from power (this was the fate oéirds, and also of Berezovsky's
and Alekperov’s FIGS).

A newly formed coterie of the so-called “men from Bete” became a critical new
factor influencing the political scenario. This layne refers to people born in St.
Petersburg who got power because of their persdos¢éness to the President. After
Putin reshuffled all the top echelons of power poditioned his own men at the top
of Gazprom, “men from St. Pete” could also be sasmprominent FIGs with their
own sizeable energy assets—practically the whidRuesia’s gas industry.

Ever since the times of Boris Yeltsin, some gro(gspecially Alfa and the group of
Berezovsky-Abramovich) were named “the Family” hesm of their strategic
relations with members of the Presidential famihey were also nicknamed “men
from Moscow” or “people from Old Moscow”. This terra now quickly losing its

relevance because Berezovsky's former ally Romamawbvich has alienated
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himself from the disgraced oligarch.

However, another re-distribution of power among kagest FIGs in Russia was
already under way as law enforcement bodies anmaltize initiation of criminal
cases against representatives of Yukos. This psaxas be partially explained by the
fact that both “men from St. Pete” and Alfa saw itherger of Yukos and Sibneft as a
threat. They believed the new giant would alterlihkance of political and economic
power in Russia.

Oil companies are aware that the potential of edpanbusiness on the basis of
ongoing fields is not very high. As a matter oftfac a few years it will be necessary
to access new oil and gas provinces in Easterri&jlibe Barents Sea and Sakhalin.
New projects will require huge funds and specifrow-how by international oil
groups. Companies close to Putin will probablyttypersuade him thd&roduction
Sharing Agreementsight be a good solution after all. It will givieet government an
additional instrument for influencing oil companieg awarding PSAs to the most
obedient allies.

Private oil and gas corporations will probably meta niche in the market but they
will have to give up the practice of tax minimizatithrough legal loopholes and start
supporting government-sponsored mega-projects. goeernment is likely to
demand a more active backing of pro-Kremlin pditianovements, charitable

financing of cultural and social programs, and 80 o

2.6 Deterioration of Russian Companies’ Market Performee

The Russian government’s campaign aimed at ratsixgs affected the performance
of domestic companies. In the second half of 2004, ,new export tax on crude oil
and refined products was estimated to increas@vbeall fiscal burden on Russian
oil companies by $1.5-2.0 billion, depending on lgqrices.

On January 1, 2005 the mineral extraction (sevelatax (MET) was changed. This

tax is levied on all oil produced in Russia. Thevegrmment is considering
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differentiated MET rates for various types of resst It might result in a further
decline of the performance of Russia’s most suéecesd companies that operate
high-quality reserves.

The goal of the government’s fiscal policy is td ge much as possible of additional
profits oil compares make because of high international quotations.
Before these amendments of tax laws, the statevestabout 64% of incremental oil
revenues for prices exceeding $25 per bbl. StarbngJanuary 1, 2005, the

government’s take will reach 86%.

2.7 Yukos: Not Simply a Business Issue

The factors and circumstances leading to the cedla Yukos are manifold and can
be analysed from different angles. Even thoughktemlin has always considered
the Yukos' case as a solely economic matter, gquise clear that it has been a
political issue, too.

The Kremlin did not overlook Yukos' rapid expansiand its involvement in
financing opposition politicians before the Decemba&liamentary elections.

Yukos defenders, amongst whom are some prominehticams, lawyers and
analysts, clearly see a political element to theecarguing that Yukos managers
have been prosecuted and the Company is facinglétjon exclusively because of
Khodorkovsky’s political and public activities. s consider Khodorkovsky as a
mere criminal who headed Russia’s most powerful @atgerous “corporate
criminal group”. Russian businessmen have attempgtecchange the Russian
constitution and influence the parliament accordmg¢heir liking; they bribed many
deputies and even whole parties. Khodorkovsky vesad them.

While he was in jail, Russia held parliamentarycetss, which determined a change
in the organization of the State Duma, and theige@sial election, which confirmed

Putin stay in the office for another term. New gats of the laws about referendums,
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meetings and demonstrations were approved and &ussnisters were allowed to
become party leaders.

Russian politicians, experts and even some menadfd?sesident Putin's team define
Khodorkovsky's arrest as the starting point fongigant changes in Russia since the
beginning of the 1990s. The most important politiesult of those years was as
follows: “business is pulling out from politics, and politisxoming into the world of
business.”

In addition to that, the Yukos case is also knownaacomplex and ambiguous
composition of fraud, tax evasion, and other crahitases, launched against several
Yukos shareholders, managers and employees. Thédoee of the case is the
money laundering charges brought against the azgdrariminal group, which was
allegedly composed of the Company’s top managed la@aded by Mikhail
Khodorkovsky. He and his allies have been chargeth whe laundering of
approximately $ 27 billion, approximately the eclent of the Company’s profits
over a four-year period. Some commentators thirgt the Yukos case is the by-
product of the problems caused by partisan andapweg privatization in Russia:
Privatization did create the property owners in fhessian Federation— masses of
small shareholders without any power to influeneeisions over the enterprises they
“‘own”. It also produced few “new Russians”, who Bacquired enormous wealth by
skilfully taking advantage of the transition periagaknesses, including the lack of
transparent and clear rules and diminished lawreafoent abilities of the State. In
the absence of appropriate rules or monitoring, tharket-oriented changes
particularly privatization, stimulated an unprecai#e rise in the legalization of
criminal assets and  property acquired through alleg means.
The moderate analysts see in the Yukos collapselmiration of Putin’s fight
against oligarchs, in his quest to strengthen akwRassian state, and the clash
among different influential Kremlin groups, struigpgl for oil revenues. These
analysts nevertheless recognize the element otteaetreatment in the Yukos/

Khodorkovsky case.
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2.8 Conclusion

In light of this case, the core question is howmpany with audited accounts listed
on international stock exchanges, considered a slmb the Russian corporate
governance and transparency, has become involvaanoney laundering scandal of
unprecedented magnitude ($27 billion)

The conclusion is that the Yukos case has cledmbwed the Russian government
intentions: increasing its control over the indysimdirectly, that is, without re-
nationalising the oil industry on a grand scaleditt so on different ways: stricter
control over hydrocarbon reserves, and increasattaoover export networks (and
therefore limit the construction of private pip&s#). Finally, it has put back in the
saddle the main state-owned companies in which thé main shareholder, namely
Rosneft for oil and Gazprom for gas, thus indigatanreal willingness to bring the
hydrocarbon industry under the umbrella of Russe&ronomic development.
This suggestion is borne out by the foreign pobfyestoring Russia's place on the
world scene through its oil poweEhergy Diplomacy’ To do this, the government
needs to gain control of oil production and rese® well as export strategies, at the
same time avoiding to contribute to the reductionnternational prices through an
excessive supply. These protectionism practiceslaegly not in line with capitalism
principles; a conclusion to be drawn is, thereftinat the Russian government goals
could hinder real wealth and economic growth in thteer industrial sectors.
Further, the analysis will introduce another ca8tate expropriation and violation
of contracts, namely the Sakhalin case. This titlee State by using the
environmental issue tool, put pressure on the ib@as Company Royal-Shell, to
sell the majority of its shares in an uneven asaeip. Once it got full control on the

project, the Russian Government said all the enmental problems were solved.
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3 The Sakhalin 2 Case

The Sakhalin deal was struck in the early 1990srwvthe oil price was around $20 a
barrel and Russia's healing economy needed foragital. But with oil touching

$60, Russia decided to claim a greater share oirggy and it successfully managed
to take control on the project by threatening #eder and majority shareholder of

the project, Royal Dutch Shell, by revoking enmmmeental permits and licenses.

3.1 A brief Introduction on Sakhalin

In the 1976-1982 period, under the Sakhalin-1 ptpjevo fields were discovered.
Chaivo and Odoptu, the prevailing oil price wastegdow and neither field was
deemed profitable. Later on, more offshore fieldsevdiscovered, and in 1988, the
Russian government authorized the Ministry of @ill &5as to develop the first two
of them. Being the domestic oil sector unexperidnite the sub-Arctic offshore,
drilling foreign cooperation was required.

In May 1991, Russia invited competitive internaibbidders for a feasibility study
on two large deposits in northeastern Sakhdlumsky and Piltun-Astokhsky
consortium, which included Marathon Oil, McDermatyd Mitsuiwas chosen to
undertake the exploration process, and a holdingipamy, Sakhalin Energy
Development Compamyas established. Later, Royal Dutch Shell and Wbitshi
joined the consortium and, subsequently, McDernvdtidrew.

The Russian government then decided to tender etf@a and development rights
on several potential sites on the Sakhalin shités svere offered separately in order
to increase competition among potential investant) the exception of Sakhalin-2,

Rosnefta state-owned holding company, was involved lipatiential projects.
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3.2 Sakhalin Energy Investment Company

The Sakhalin-2 consortium, which was the only omengdp foreign-owned, was
successful in discovering commercial volumes of il July 1999, oil production
began under #roduction Sharing AgreementThe operating companyakhalin
Energy Investment Compan($$EIC) brought togetheMarathon (37.5%), Mitsui
(25%), Mitsubishi(12.5%), andshell (25%) in developing the Piltun-Astokhsky and
Lunsky fields. In 2000, the British-Dutch multinatial company,Shell bought
Marathon out and raised its share to 62.5%. In 2001, 2 millionst of oil were
produced; most of which delivered to South Korea.

Infrastructure development for Sakhalin-2 was sgpgoto include roads, a trans-
island pipeline and a Liquefied Natural Gas (LN@y ail terminals at the southern

tip of the island. The total investment in the cegivas projected at $8 billion. The
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main issue constraining this development was wioewpether) renewed Japanese

economic growth would start creating enough denfanddditional LNG.

3.3 Problems in the Production Sharing Agreements&m

In 2000, the status of Sakhalin remaining potergiajects under th&roduction
Sharing Legislationin general, turned out to be highly uncertain.

In September 2000, President Putin attended a P&#emence in Yuzhno-
Sakhalinsk, declaring that “PSAs are for Russial ha appointed German Gref and
the Ministry of Trade and Economic Development asrdinators for the regulation
of PSA activity (Pacific Russia Oil and Gas, Sumn2f01). Since then, the
clarification of existing PSA legislation and lelgisve approval of its
implementation have stalled because of bureauarattries.

The government was considering this investment state expenditure, even though
not one kopeck of budget money went into the ptojec

Total revenues for the Russian side within the &éaork of the project, according to
estimates by Sakhalin Energy, was about $40 — $f8@ntper year until the project’s
development costs would have been covered and #$®nbiper year after
construction expenditures would have been recouped.

Projects developed jointly on the basis of PSAsogerating successfully in over 60
countries and they are used by net importers, ésqsorThird World countries and
those aspiring to great power status.

Natural Resources Minister Yuri Trutnev’'s commemtt“PSAs are for countries
that are in bad shape and don’t have the modneshows Russia's extreme
sensitiveness on the issue.

PSAs are a good solution for any project and be¢hirtvestor and host country: the

state can earn significant revenues from rich $iedahd lower amounts from less

® SeeSakhalin Energy: Cooperation Commitment with Russiénistry of Natural Resources
Oct 23rd, 2006, Friday, October 20, 2006, hitpyéldutchshellplc.com
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important ones, without limiting the relative attii@eness of investment in the
development of fields with significantly differecharacteristics.
In 2003, PSAs were marginalized and the idea wassttiey are only needed when

dealing with the most difficult projects - and Sakh was not one of them.

3.4 Rise in Costs and the Kremlin Block

Serious troubles threatening Sakhalin-2 only betgaarise after Sakhalin Energy
reported that cost estimates for the project haenrifrom $12 to $21.9 billion, in
particular due to an increase in the cost ofNbed-Streanpipeline (due to run along
the bottom of the Baltic Sea to transport gas tm@ay).

This substantially delayed the profitability of tpeoject for Russia as the original
deal struck with Shell gave it the priority to reeo all its costs before sharing any
profits.

On the other hand it has to be emphasized thastorgewere purchasing Russian and
foreign equipment and materials, and after thewestment had been recovered,
everything would have become Russian property. Tineluded offshore drilling
platforms, on-shore oil and gas refineries, 1,6D0nketers of pipelines and a giant
LNG terminal, along with the modernization of tis&ind’s infrastructure.

There was no possibility that the state could liosthe end. Those facilities would
have not only provided the foundation for futuré and gas projects, but also
strengthened the fishing, lodging, tourism andeaton sectors.

The rise in investors' costs also meant an incremfiee value of orders for Russian
contractors, who had already made $8 billion frow two projects and these orders
activated a multiplier effect with an increase ewenues in several economic sectors.
The increased capital expenditure contributed ediversification of the economy
— one of the government’s main goals.

The industrial production index for Sakhalin gretnaaate 50% higher than the one

for the country as a whole in the period 2004 -22(ven before the two projects
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became fully operative, they had already contributie the development on the
island. This happened without any sort of additianalays from the federal budget.
As for the higher expenditure, the threat it posedinal profits was inevitably an
issue for investors as well. The idea of investwadtily inflating costs assumes that
they were interested in incurring losses as wdille Tompany’s board of directors
would not have tolerated unnecessary increasessts ¢ they would have reduced
their dividends.

PSAs also allow the state to exercise significantiol over projects. As the state has
representatives on the boards of directors of tbggts' companies, they have a say
in controlling costs, as well. Moreover, the gowveamt can order audits: in 2006
three different examinations of expenditure for tBakhalin-2 project were
conducted.

In addition, the foreign partners in a PSA get iolgtsfinancing for the projects,
meaning their creditors can also monitor costsestheir reputation is on the line.

As soon as the environmental complaints on Saki2atinrfaced, the European Bank
for Reconstruction and Development postponed asaéciabout whether to grant

credits for the project.

3.5 The Environmental Issue

A further threat to the project development hasnb#ee Ministry of Natural
Resources decision of revoking a 2003 environmegreaiit for Sakhalin-2, which
was still under construction, due to the concennsut disturbing the gray whale
population. The move could have frozen the devetypnby creating a huge cost
over-run. A month-long environmental investigatiamas brought through to
determine how Shell could have amended for allezedage.

Shell denied mismanagement and western governnpotested, against what
seemed to be a ploy to persuade Shell to hand &aissate gas monopoly Gazprom

a generous slice of the project in an uneven as&gb.
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Other foreign energy groups were also accused rajrigg rules to protect nature,
raising suspicions that the Kremlin had decidedige environmental permits as a
new mechanism for putting pressure on uncooperéineggn partners.

Many analysts predicted a cash payoff for Shell ldidwave been the "worst-case
scenario”, and because of that Shell was eventahbllged to hand over the project's

control to the state-owned company Gazprom.

3.6 Gazprom Enters Sakhalin-2 Project

Just after the state-controlled Gazprom took comtrthe $22 billion operation from
Shell in a deal mired in controversy, Vladimir Putieclared that the environmental
Issues surrounding Sakhalin-2 had been settled.

"As far as I've been informed, the fundamentaldsstan be considered resolved,"
the President was quoted as saying by the Interdaxs agency!Russia is satisfied
by a serious and businesslike approach of the pastlf His comments came after
he met officials from Gazprom and Sakhalin 2 shalddrs, Shell, Mitsui and
Mitsubishi. He played down the Kremlin's role ingo&ations, insisting on
Gazprom'sdecision to participate ... was a corporate deaisf .

The move by the Kremlin was seen as a sign thasiRwsould no longer tolerate
foreign investors controlling strategic assets.

Shell owned 55% of Sakhalin 2, with Mitsui of Japamning 25% and Mitsubishi
20%. At first, it was thought that Shell would haygen up about 30% - 35%, and
the other two companies about 10% each. Gazpromohguohally offered Shell a
share of its Zapolyarnoye field as a swap for 25f6Sakhalin-2, but Shell's
announcement of spiraling costs and substantiatiaddl investments the Sakhalin-
2 project strengthened Gazprom's hand, promptirg ntftonopoly gas group to
demand a much higher share.

® S. BOWERSSakhalin issues 'settled' - as Russia takes 50k& stEnvironmental problems vanish with handover
Putin gives backing minutes after ddaécember 22 2006 http://www.guardian.co.uk

7 . .
ibidem
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In December 2006, Shell and its Japanese partroeepid a $7.5 billion cash
payment for a stake of 50% plus one share in tbE gt

Despite its majority of shares, Gazprom left sufitsdéh management and technical
advisory roles to Shell, which is the global leaderliquefied natural gas, an
important component of the Sakhalin 2 project.

Shell definitely lost control over the project, pgiiven Sakhalin's great revenue

potential, it will still benefit from being part af.
3.7 Sahkalin-2 Project's Figures

Sakhalin 2 is the world's largest integrated oitl ayjas project with oil reserves
estimates of about 1 - 1,2 billion barrels of dilaily production capacity was
originally about 80,000 barrels, but the next phatsgevelopment for 2009 at the site
can increase the current production to up to 34D0rels, including 26,000 tonnes
of liquefied natural gas.

Under Gazprom ownership, Sakhalin 2 has pledgedhaiwor contracts to sell
liquefied natural gas to Japan, South Korea anduUihiéeed States according to an
agreed schedule.

Separately, Gazprom, which is the world's largest groducer, reported more than
doubled profits from 154 billion to 332 billion rlds, well in excess of expectations.
The Sakhalin 2 project is still being developedema PSA that includes Gazprom,
Shell, Mitsubishi, and Mitsui. The project’s cosfamore than $20 billion have made
it the largest single foreign investment in Russia.

Due to environmental concerns on the impact ongtiag whales, the consortium
announced in 2005 that it would be rerouting softe@pipelines which go from the
platforms to the shore-based processing facili#®s.these reasons, LNG production

has been delayed, and year-round oil productian, to

28



3.8 Conclusion

The scandal surrounding Sakhalin once again praeeanly the government’s lack
of understanding when it comes to the idea of tivelability of contracts, but also
In the area of direct investment in resource deyrakent in general.

Complaints about increasing costs within a proaducgharing agreement are, in the
best case, an attempt to shift profits from theegtors into the federal budget or, in

the worst one, an unscrupulous approach to congetit

4. The Expropriation Risk

The State intervention in the Russian industryhvdpecial regard to the natural
resources sector, is very intensive. Due to cultaral political reasons, Russian
authorities - and partly also Russians themselvesill- believe that the State's

interests come first and that to the State ultinbateefit anything has to be done. On
such a basis, it is not difficult to understand veleytain anti-capitalist practices, such
as private assets expropriation, are still commoRussia.

It is, therefore, of great interest to focus on ohthe main risk an investor could face

when committing financial resources in the counting expropriation risk.

4.1 Defining the Expropriation Risk

Investors by themselves could easily explain thectance to commit resources in
Russia, and they identify the high level of poléti@and economic risk, high taxes,
corruption, illegal activity, fuzzy property rightsveak rule of law, and weak
corporate governance as some of the major deter@mvestment.

In the sector of natural resources, there are quéati difficulties in defining and
enforcing access rights, access to the world magtet a stable tax and regulatory

framework. Foreign investors sometimes saw theineyship rights threatened by
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the activities of large domestic energy firms,rgyto gain control of the same assets,
as in the Yukos and Sakhalin cases, mentioneceipravious sections.

Without a clear and enforceable framework, thera isigh expropriation risk for
potential foreign investors, either by administrati fiat or by “creeping”
expropriation through unpredictable changes in Jat@gation, and administrative
regulation.

The risk of expropriation has changed remarkabtgesithe 1970s, when it was not

unusual to seize assets without giving a properpemsation.

4.2 The Expropriation Risk: Outright and “CreepingExpropriation

There is a large economic literature which analypesmpacts of expropriation risk
on the behavior of the investing company and thebier of a host country in the
absence of a credible commitment to not expropriliiés section considers to what
implicit extent, self-enforcing agreements can pfeva framework for cooperation.
The problem with self-enforcing agreements is #aath party must be provided with
tools to punish a partner in the case of breatchexx antecontract.

Holdup problems arise when one or more partnemssinwy assets that are specific to
a project. The specificity of an asset is measwaedthe share of the return to
investment that would be lost if the asset werel uggside of the specific project.
When a company invests in an energy project in st lountry, most of the
investment committed to the project becomes a sosk while the return is a quasi-
rent, which must be shared between the investatsree host country.

The inability or unwillingness to commit to not eérpriate penalizes the host country
as well as the company. Unless the structure oagfneement between a host country
and the company provides safeguards against exatiopr, the foreign investor will
not have any interests in financing potential prtge

Expropriation of an investor's asset can be ofediffit types. Early theories of
expropriation, such as the works of Eaton and s (1981,1983,1984) and
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Fernandez and Rosental (1990) consider cases efesgm default. This literature
demonstrates that a host country will repay itgslenly if the costs reneging exceed
the benefits from defaults.

In the case of foreign direct investment, exprdpraor “Wealth Deprivation”, may
take the form of outright nationalization of a @dj without paying adequate
compensation or it may take the form of “creepiegpropriation. In case of formal
expropriation, the investor loses the control gbver the project. In “creeping”
expropriation, instead, the State interferes bywap the quasi-rents of a project by
increasing taxes, transport charges, export datiéy other administrative measures.
The State uses that property or enjoys its benedfiten when the property is not
confiscated and the legal title of the propertgas affected.

In Russia, producers frequently report that theyraquired to deliver a share of their
production to the state at zero or nominal priddghough outright expropriation
occurred frequently in the 1970s, “creeping” expi@ion is more common today.
While the former is a clear violation of internat# law, the latter is hard to prove
and punish. Outright expropriation transfers cdntights to the host country, while
“creeping” expropriation leaves those rights inastors' hands. By retaining control
rights, the company may take actions to reducecthst of expropriation on its
profitability.

The economic literature on expropriation focuseshenability of each party either to
provide an alternative pay-off that is more atikectthan expropriation for each
period or to provide a credible punishment in theecof deviation from thex ante
contract, so that the partner forgoes the shorbamefit of expropriation for the long
run gain of a continued relationship.

The reasons why the Sakhalin project moved forwarda time when other
investment lagged behind were due to the lack péa&nce of Russian producers to
deal with offshore environments, the main risksegolo® the valuable Pacific fishery,
and the significantly higher technical productivitiyforeign-assisted energy projects.

These elements reduce the risk of expropriationiaes easy access to the world
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market. The fact that foreign investors have goadiside options, providing a
credible threat of withdrawal, deters Russia fromcessive taxation or other
“creeping” actions.

However, later on, Russian authorities threatenkdllSthe main shareholder of
Sakhalin 2, by revoking environmental permits, poght to give the state-owned
Gazprom a big stake of its assets, which gaineshtenally full control over the

project.

A formal framework for natural gas users in Jag@nmina, South Korea, and Taiwan
will be required before large-scale production gfgine gas or LNG will become

feasible. The existence of potential users of nd aatural gas in Khabarovsk and
Primorye regions actually increases the expropmatisks for foreign investors,

since these regions contain powerful political ¢dmsncies, they have historically
received energy from Sakhalin on highly subsiditegths.

4.3 The Expropriation Risk Theories and Models tatigate It

4.3.1 Eaton and Gersovitz Theory

The theoretical literature proposes many differaathanisms to enforce agreements.
Eaton and Gersovitprovide a reputation model of foreign direct inwesht in
which expropriation or excessive taxation of exigtinvestors deters potential future
investors, imposing costs on the host country.

In their study, foreign investment provides botternational management skills such
as technology, known-how and capital. In decidinge@propriation, a host country
ponders the benefits of obtaining income from fgmecapital against the cost of
losing access to foreign managerial services.dparse, when the expropriation risk

Is binding, the foreign company chooses to deviedien otherwise optimal factor

8 Eaton, Jonathan & Gersovitz, Mark, 198&heory of Expropriation and Deviations from Petf€apital Mobility,
Economic Journal Royal Economic Society, vol(343), pages 16-40, March
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combination and pricing decisions in order to defepropriation. In the simplest
case, the investor reduces the investment sizeriagshat the expected income from
expropriation is lower than the host country'srewenue from continued operations.
These alternatives are manifold. In the case of fieénce, the foreign investor, M,
licenses technology to a domestic company and dsgteredit to finance investment.
Under the contract, M provides investment, |, inigek0 and B, a domestic company,
contracts to return D = or > | to be paid in peribbtlo compensate M for its initial
capital outlay and for granting a license. In sacteterministic model B invests |,
receiving the return RB > I. After receiving théum, B chooses whether or not to
honor its debt. If it reneges, an exogenously gpenishment ensues, such as loss of

access to capital markets, which yields a utibigsl, -L. Thus, the payoffs are:

. _|D-I
T =':l_1r
|.'R'|'.= —D+Tr-T
LTy =+
#T\R,—L+I-T

M receives<D-I if B pays or-1 if B reneges and B receivRe-D+I-1if it pays ancRe -
L+II if it reneges. Thus, B will repay only D=L. It follows that M will be
unwilling to invest unless the penalty that B fatesreneging exceeds the cost of

investment.

4.3.2 Thomas and Worrall Theory

Thomas and Worrdllconsider an investor's strategy in a dynamic otnt€he
investor anticipates the host country's short-rmmcemntive to expropriate by
committing a small investment amount at the stlms, choosing a time path for

investment offsetting the short-run incentive ofpepriation with a long-term

°® THOMAS JONATHAN, WORRAL TIM, Foreign Direct Investment and the Risk of Exprojioia, Review of
Economic Studies, Blackwell Publishing, vol. Bl (pages 81-108, January
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incentive to gain access to future investment's.flm this variant, M commits a
small investment, 1°, in the initial period, yieidi RB .

If it honors its commitment to repay, then it re@siRs-D+ I°- I +1',
4.3.3 The Cross-Ownership Theory

Perottf® focuses on the ability of each party to penalimviations from the
agreement through cross-ownership. In Perotti'saiaioss-ownership works as an
exchange of hostages by creating incentives fakktaders to give the manager of
the company that violates informal arrangemenltatge penalty.

In the case of FDI, M is assumed to carry out theestment project itself. After
investment costs are sunk, B has the option obnalizing the project. (B is cash
constrained and doesn't compensate M for the ex@atom). After the
nationalization B controls the project, making tk&urn, RB. Again, nationalization
triggers the penalty, -L. Thus, if M invests anch&sionalizes, M receives —I and B
receives B-L.

Instead of nationalizing outright, B can attempftcaépture a share of the returns on
investment by imposing taxes on M’s income. As lasgM controls the project, B
may (partially) withdraw her resources from thethasuntry. If M decides to stay,
the project will then generate a return equal kd. R M shifts production out of the
host country, the project produces a lower retRam (0= Ry <Ry while an
additional profitr is received abroad. Since B can guarantee itselh@me of at
least RVX, it will never chooseT< Rame. Further, he will never choosT= Rur—r,
since this would induce M to withdraw.

The payoffs, therefore, are given by:

0 pEROTTI ENRICOCross-Ownership as a Hostage Exchange to Suppap€ation, Managerial and Decision
Economics1992, Vol. 13, pp. 45-54
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The foreign company receivEa-T-1 if it does not withdraw andl if it withdraws.
The host country receives T if the foreign firm do®t withdraw and RX if M
withdraws.

Schnitzet! introduces further extensions of the model to shioat a profit-sharing
joint-venture with B can create incentives to lower Introducing an uncertain
probability of success into the model generatesrmétion problems if the domestic
firm controls the project, since a foreign lendanmot distinguish from a strategic
default from a genuine bad completion. Howevergtirns are shared between the
foreign investor and the host country, as underRteguction Sharing Agreements,
the host country will trade off tax revenues agaashare of return.

Moreover, if the effort by M can increase the phabiy of success at a cost, K, the

host country will have a further incentive to reddc

4.4 Export Credit Agencies (ECAS)

Other hedging tools aimed at mitigating, or betitansferring risks from the investor
to another subject, are provided by International Export @redgencies.
International ECAs (such &ACEin Italy) insure financial institutions and bartkg
providing a hedge facility in relation to a projdatance loan, including also an
overseas resource or mining investment/project. £@&urance covers financial
losses incurred as a result of the counterpartspayment due under the hedge

facility where the sole and direct cause of nonApayt arises from any of the insured

1 SCHNITZER MONICA Debt vs. Foreign Direct Investment: The ImpacBofereign Risk on the Structure of
International Capital Flow,s2000
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political or commercial events.

4.4.1 Insured Political Events

ECAs provide insurance against the counterpartuttefg on its obligations under a
hedge facility where the sole and direct causehefdefault is one of the following
political events: expropriation war damage; political violence; or currency
inconvertibility and exchange transfer blockagee Tdover is provided against the
payment of a premium, which varies depending otofaancluding the country for
which cover is sought, the region where the investnor project is located, the
transaction tenor, the political risks being insu@nd the type of investment or

project requiring the hedge facility.

4.4.2 Features of ECA Financing

Many ECAs also have specific project finance progavhich are tailored to suit the

requirements of project companies and commeramaldes. These programs combine
the basic forms of financing which meet specifiguieements of a limited recourse
project finance. The repayment schedule will bloted to the expected cash flow of
the project and should not, in most cases, reqepayments before the end of the
construction period. Note that there are limitasian the maximum average tenor
which are usually determined based on the progwtion. The Berne Agreement

and the OECD Consensus

Direct finance to the project company, credit suppand guarantee to the

commercial lenders of up to 100% of the outstanghngcipal and interest are some
of the facilities provided by some ECAs.

When applying for finance under an ECA project fioa program, the ECA

undertakes a due diligence process similar todheabmmercial lenders, but on more

favorable financial terms.
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ECA financing can also be used to support tradanfte and attract finance that
would otherwise be unavailable. In effect, the caroial lenders rely on the
sovereign guarantees provided by the ECAs to stuipperborrowing of the project
company. For example, political risk insurance pted by an ECA often forms a
crucial part of the credit support package provittledommercial lenders. As a result,
if a project isexpropriatedprior to the loan being repaid, the ECA will pay to
100% of the outstanding principal and interest.

Difficulties may arise if financing is sought frotwo or more ECAs because they
often have conflicting rules. For example, USEXIifle Export-Import Bank of the
United States, requires all lending documents taubed by the New York Law
whereas ECGD, UK's official Export Credit Agencys(well as many of the
commercial lenders) is likely to prefer English Law

As a result of the strict rules about what doesdoes not qualify for ECA financing,
it is vital that sponsors and project companies wigh to utilize ECA financing are
aware of those rules from the outset. In additeopyoject company may be willing
to accept a higher contract price if as a resuttositracting with a certain party or by
stipulating certain items of plant and equipmestakerall financing will be cheaper.
It is common for EPCEngineering, Procurement and Construcdiacontracts to
contain local content requirements that obligedbwetractor to source materials from
the country where the project is being developanil& provisions will be required
if ECA financing is used to ensure the project campcontinues to qualify under the
rules of the relevant ECA.

ECA financing is often used in collaboration witther non commercial lenders, for
example, the Asian Development Bank and Europeark Bar Reconstruction and
Redevelopment which further decreases the finanaogts but can increase
complexity, particularly taking into consideratitre differing requirements between
ECAs and banks.
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4.5 Political and Environmental Considerations

Increasingly, ECAs have been targeted by environmactivists and other
organizations concerned with debt burdens of dgwaipcountries. ECAs have been
accused of lending money or issuing covers withbatving taken careful
consideration for environmental or social issueshm countries where the projects
are located. Therefore, many ECAs, lIEKACE, have now dedicated divisions

undertaking environmental analysis of large scatgepts before they agree to lend.

4.6 Conclusion

When committing financial resources and managesidls aimed at developing

projects in countries such as Russia, particuliarigtrategic sectors like energy and
natural resources, investors have to take decidiores very careful way. Projects
need to be structured in agreements, to deter &b @sl possible the host country

from expropriating, or be insured in case of ddfaul

5. The Russian Economic Miracle

Russia continues to be one of the most successfalging markets. Indeed, the
Russian economy has performed astoundingly well twe last eight years. Under
Putin, Russia's GDP rose from $200 billion in 19@0 $1.3 trillion in 2007.
International reserves rose from $ 12.7 billiod @99 to $ 500 billion in 2007

The Stabilization Fund reserves have reached $illién. The Russian economy is
now the twelfth largest in the world.

Although economic growth has been slowing downn{frb0% in 2000 to 7,8 % in
2007), the country is still nonetheless growing &st rate. The economy is not only
booming in the extractive sector, but also in tlmstruction, trade, service and

banking sectors. Russian business has proved ibddf to organize large-scale
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production and compete successfully against intemma corporations. Russia has
repaid its debt to the Paris Club ahead of schealutegovernment external debt is
now below 5% of GDP. Foreign Direct Investment dtab$ 121 billion in 2007, up
120% compared with 2006.

Activity in Russia already showed signs of slowibgfore fall 2008, when the
financial crisis entered a more intense phase, eo&pto the last 5 years. We can
observe a decline in the growth rate of the traslaactor, in contrast to a slight
increase in the non-tradable one (see below tahle [hdustrial production over the
first eight months of 2008 declined by 2.3 poirdsAt9%, compared with the same
period in 2007, and growth in fixed capital investrhalmost halved. Gross capital
inflows did halve to $74 billion in the January—Aisg period, compared with $150
billion for all of 2007. Moreover, the credit crunappeared to be draining domestic
liquidity from the economy either directly (givelmat Russia is Europe’s third largest

bank borrower) or indirectly through the interbamd corporate sectors.

Table 1.1. GI}P growith by main sectors, 2003— 08 (value added )

GDP growth 2003 2004 2005 2006 2007 2008 Q1 2008 Q2
Total GDP growth 7.3 7.2 6.4 7.4 &1 8.3 7.3
Tradable sectors 8.9 6.3 3.5 2.6 4.6 5.2 3.4
Agriculture, forestry 9.5 a0 1.1 36 a1 3.2 3.2
Extraction industries 10.8 79 0.5 L6 0.3 1.5 -1.0
Manufacturing 9.5 6.7 .0 29 74 6 5.6
Nontradable sectors 7.2 7.3 7.3 9.8 9.8 9.9 9.1
Electricity, gas, water production and distribution 1.6 20 12 47 -1.9 53 1.7
Construction 13.0 10.3 10.5 1.6 16.4 283 18.7
Wholesale and retail trade 132 92 9.4 14.6 12.9 119 1.7
Financial services 9.6 99 11.9 10.3 114 9.7 9.7
Transport and communication 7.2 10,9 .2 9.6 17 9.8 9.4

Source: Rosstat; World Bank staff caleulations,

Since the Q4 of 2007 the consumption, net expamsstments and overall GDP

growth has recorded a substantial drop as candreisdigure 1.1.
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Figure 1.1, Demand sources of Russia’s real GDP growth by quarter, 20072008
{percentage change)
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Sowgrce; World Bank decomposition and estimates based on Rosstat data,
* Waorld Bank statf projected estimate.

5.1 Capitalism default and Destabilizing Factors

However, there are factors that could undermineaswbility of the Russian
economic growth. The main cause of the economysess is high oil price, as well
as protection from foreign competition. A collapsfethe oil price could throw the
Russian economy into recession. Wages and incomBsissia have been growing

more quickly than productivity (see figure 1.2).
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* Labor preductivity growth Jan-June 2008, the real wage growth Jan-September 2008
Nete: Labor productivity calculated as output (GDP) per employed person

As a result, consumption as a share of the GDPirn@asased at the expense of
investment (gross investment is lower than 20% BPG as can be seen above in
figure 1.1 in the data on Q4 2008). The governnesannhot lower inflation which, at
the end of 2007, reached 10% and in April 2008 13% banking system is not
fulfilling its role as a monetary policy transmigsi channel : the financial flows
directed to the raw materials sector are not béagsmitted to other ones. The
government had no idea about what to do on thetwegenpact of petrodollars
inflow - namely, the strengthening of the ruble,iethstimulates imports and hurts
Russian industry competitiveness (note that nowadRyssia is going through the
opposite financial scenario: namely the devaluatibthe ruble). The Corporate debt
rose from $ 30 billion in 1998 to $ 500 billion @2008. Russia's foreign trade
accounts for 45% of GDP, which is a warning thats$an products are not
competitive. Russian investors prefer to investoatly a trend calledeXport of
capital’. In 2007 Russian imports grew by 37% and exporty by 6 - 7%. These
are signs that bureaucratic capitalism has sefauts.
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5.2 The State Re-Assertion and Intervention as addeent of FDI and General

Economic Growth

The key problem with the Russian economy is the ablthe government. There has
been a clear increase in direct state intervemtidghe economy since 2003 when the
state nationalized one of the most effective oinpanies, YukosSee Section)2
This event became a watershed in the developmemiudaucratic capitalism in
Russia. This sort of intervention has been mosjueat in the natural resources
sectors, to exert the so calledergy diplomacyparticularly on Europe. In other
sectors the state expansion has increased unct¢grach damaged the business
environment. The state is the economic regulétardoes not respect the supremacy
of law and operates on the basis of slippery, uciaffrules that even the state does
not observe consistently. The expansion of a skaterejects the rule of law makes
corruption inevitable and drives business into graykets. Bureaucratic corporation
has indeed privatized the state, leaving no roonihfe respect of property rights or
any economic laws. No economic reform can stimubatsiness activity while the
state is the servant of bureaucratic corporationd eefuses to operate in a
competitive environment. The World Bank has ranlkagssia 106th out of 178
countries, 10 places lower than in 2007, in ternisease of doing business.
According to Transparency International Russiasigped from 126th to 143rd out
of 180 countries in its annual Corruption Perceptladex, tied with Indonesia,
Gambia and Tongo. In analyzing the Russian econ@eiformance, The Financial
Times observer Martin Wolf admits: “Putin is a ta#, not a success”. Wolf reminds
us that the economies of 11 of the 15 former Sdvreon republics have grown far

more than Russia's.
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5.3 Russia's Economic Model as a Petro-State

The bureaucratic component of Russian capitalismoisthe whole story. Russia's
economic model is slowly evolving into that ofpatro-state The Russian Oil and
Gas sector's share of GDP was 44,5% in 2007, amdhodlities accounted for 63,3%
of exports. True, oil, gas and metals have not lekting Russian growth directly,
that is, the rise in value added, in real termghegse sectors has not been a major
component of the increase in real GDP. In factpoutof gas has been almost
stagnant (over 2002-2007 it increased 1%); oil patidn increased 2% in 2007.
What has been driving growth is thse in revenues from these industries, chiefly
derived from sales to Europe at rapidly rising @sicBesides these points, a petro-
state has certain characteristics: the appearanagemtier class which lives on the
dividends from the sale of natural resources; hanale between the bureaucracy and
business sector; systemic corruption; the dominatiblarge monopolies controlled
by the bureaucracy; an economy susceptible to madteshocks; the risk of “Dutch
disease”, whereby a large increase in revenuesffiatnral resources undermines the
manufacturing sector of the nation's economy; staégvention in the economy; and
a gap between rich and poor. The petro-state hagenest not in modernization but
in preserving the natural-resources economy. All tbése characteristics are

increasingly typical of Russia.

5.4 Main Stumbling Factors to Economic Growth and oBt-Industrial

Modernization

As the state is busy in a re-assertion proceskaretonomy, there is no scope for
reform. This demonstrates that a regime charaeirizy personalized power is
incapable of creating a dynamic post-industrialneoy; its primary concern is to

safeguard its own interests. Anything threatenimgsé interests must be restricted -

competition, property rights, open courts, trangpay in decision-making, business
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ethics, and press freedom. High oil prices tendulioeveryone into complacency.
Bureaucratic capitalism in Russia can produce eoongrowth but this growth does
not mean economic development: the share of higfimtdogy in the Russian exports
amounts to a mere 0,3%. According to the Russiavergment, the share of
companies that uses new technology in Russia % qji Italy it is 36,3%, in
Germany 60,9%).

Moreover, economic growth driven by consumptiorghhioil prices and foreign
borrowing is hardly sustainable. One could expbkat for some time, 5 to 7 years,
Russia could still record further economic growtithie Kremlin maintains prudent
macroeconomic policy and keeps up with consumeratieimif oil prices continue to
be high (hich is not the case, see next seg¢tiand the foreign capital and
technology inflow go on.

However, other negative factors will matter, aslwlcluding a decline in labor
force, lack of competitiveness, the emergence gfehmega corporations linked to
the state, and insufficient new investments. Gawvemt economists have pointed at
four systemic bottlenecks that will soon halt fertheconomic growth in Russia:
growing deficit of electric power; dilapidated roadrastructure; limited labor force
and deficit of high skilled labor. The most negatiglement in this picture is the
statism, the fusion of power and business thatmatl allow Russia to enter the next

stage of post-industrial modernization.

5.5 Are Russians Ready for Liberal Modernization?

We should not overstate the maturity of ordinang&ans or their ability to live in a
State ruled by law. The Russian people are stiitipally inactive and seem unable

of petitioning the regime which will address theierests. The Russian public has no
experience in forming civil associations, and & lin a country where power is
divided among executive, legislative, and judidahnches. Russians are, however,

increasingly ready to move towards European culamd legal standards, and they
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already consider themselves European. The worldb&esme globalized, and Russia
IS now a reasonably developed country with a netiti well educated and well
informed population.

However, two further problems remain: how to engi@eple to recognize the link
between economic aspirations and freedom, and hiWwRwssian people re-gain
faith in democratic principles, after the shockshaf 1990s.

In Russia there are far more people who want ® ilivfreedom, and fight for their
rights, than one might suppose. This is a breaktir in the thinking of people who
for centuries have been used to revere the stdtéhair leader.

Yet we have to consider the growing disappointnmelsted to the ideas of freedom
and democracy in people's thinking in recent ye#tss is the result of several
factors: Kremlin propaganda seeking to convincepfeethat the current democracy
coupled with the traditional one is the only foror fRussia's survival; Russia's
assertiveness abroad as a compensation for seaetyiplexities and misfortunes.

In a March 2008 poll, 63% of respondents said Bagsia is moving on “the right

path”. It is a picture of a quite stable society.

5.6 Scenario for the Medvedev-Putin Russia

What will be the short and longer term paths fos&a under its new format of rule?
Will Russia move forward along the liberal demoicrggath and modernize itself,
will it stagnate, or will it face some sort of ¢&8 For the first time in its history,
Russia is enjoying an extraordinarily favorable dstit and international
atmosphere for change: it has no serious intemmaltithreats or enemies; it has
domestic stability and both its leaders - Dimitrgddedev and Vladimir Putin - have
the popular support.

However, one dilemma remains: is the Russian ety for a new round of
modernization? This is a crucial point, as in ortesucceed, the ruling class has to

restructure the traditional state. While the neVe g still on the process of settling
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down, total disarray could be felt among the pwditiclass and business. There are
those who understand that the centralized powereaitehsive model of economic
development are unlikely to lead to further ecormexpansion. The dissent is heard
even inside official economic circles close to t®vernment. Medvedev himself
indirectly supports these concerns by talking altbatneed to fight corruption and
judicial nihilism and offering an agenda of innawgat. At the same time the majority
within the elite and society at large is silenttet@ng the events unfold and trying to
guess who the next ruler will be and what directialh he choose. The winners of
the Putin years are those most vocal in defendigg dtatus quo — the mega
corporations, the petro-state and the combinatiggower and property. Meanwhile,
Russia continues to move along the route knowresBaviet times, spending the oll
windfall on imports, just as the Soviet Union digridg the Brezhnev stagnation. The
elite has not forgotten the Gorbachev period, whglhconsidered as proof that
weakening control leads to collapse. Society hasfogotten Yeltsin’s years of

chaos either.

5.7 The Medvedev-Putin Tandem is unlikely to Briddpout Significant Changes

In a stagnation environment it is difficult for &dral democratic modernist to
upsurge. Real change can only be provoked by &,0nisthe imminent threat of one.
There is no guarantee, however, that a crisis issRuwould result in freedom,
pluralism or reform. A crisis may be dealt with &ne change in rhetoric, by minor
policy changes or personnel reshuffles in the Kienwhile the old system would
remain unchanged, as it happened in the past. yt Ineathat before Russia has
another opportunity to turn to liberal democradywill have to free itself from the
temptation to approach its problems with a natistial totalitarian regime. Much
depends on when the next crisis will occur and wioaditions will prevail in Russia

at the time.
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So far Russian autocracy, under the disguise ohdgad democracy”, has brought
only frustration for genuine democracy and theréefsir order not to change.

For Russia to achieve a breakthroutjie Law of Failuregoverning its system must
be accomplished. In order to demonstrate that #tle was wrong, the leader has to
spectacularly fail. Gorbachev’s failure to reforhmetSoviet Union showed that it
could not be reformed. Yeltsin’ failure to creat&uactioning capitalism with the aid
of technocrats and oligarchs demonstrated its tafslity. Putin’s failure to
modernize the country from the top could force stycto look for another pattern of
modernization. So far, in the people’s eyes antheneyes of the West, Vladimir
Putin is not a failure, which means that true modation may be a long way off.
Besides, Putin’s presence on the political scemebslizing continuity will hardly
help Medvedev and the elite to think about the mewnd of reforms — this usually
demands that successors bury the past.

Thus, the very model of the new Russian rule —témelem — becomes one of the
systemic obstacles on the path to Russia’s tramsiioon. There are several other
factors: continuing economic growth; renewed so@atimism among part of
society; increased super power ambitions of boghpiblitical class and the ordinary
citizenry; fragmentation of the opposition.

Russians have yet to decide how much freedom amdligim they can handle given
the nationalistic ambitions of some groups. How adawless state be restructured
without plunging Russia back into chaos? This esdternal quandary and stumbling

block of Russian reformers.

5.8 Options for Future Paths Alternatives

In the immediate future, there seem to be threesvi@yRussia: continued political
stagnation; a systemic crisis; or a breakthroumgHideral democracy. The most
plausible option is the continuation of stagnatidaspite economic growth. Some

optimists believe that the Medvedev-Putin status guenario will push Russia
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towards liberal reforms. | do not see how a regiment on continuity and the limits
of the traditional state to competitiveness caul lieareform. It is more likely that, if

it continues, in the longer run it will end eitheith crisis and an subsequent
authoritarian response or with gradual decay. Bmikcomes carry the threat of
national collapse. What matters the most for Rass@ciety and the elite is to find
the means to bring about the liberal transformatbfRussia before it relapses into
the old ways and the most dynamic part of the $pdoses its drive and ambitions.
Each year Russia remains politically steady redubes probability of a liberal

democratic breakthrough. The opportunity is shkre, but for how longer? In this
context the Medvedev political cycle appears tacheial because it can either lay

out the agenda for a new dynamism or squash arg foopevival.

5.9 The Challenges if the Path will be the Liber@nhe

Should Russia try its liberal project once morayaiuld face new challenges. Russia
is unlikely to change its enormous territory withtlue cooperation and assistance of
the developed democracies — especially in devejpfiberia and the Far East, as
well as modernizing the North Caucasus. Russiadvoakd to abandon its stubborn
desire for self-sufficiency and its pathologicahsiéivity over sovereignty, especially
as it becomes increasingly dependent on importérRussian natural resources.
Inviting foreign countries to cooperate on manageand economic tasks is not new
for Russia, but the developed democracies - to ilengvto take part in the new
Russian Project - would have to be persuadedhieagadal is a law-ruled state.
Moreover, Western cooperation is unlikely to beantitionally accepted by Russia.
The West also needs to bear in mind how diffictlmay prove to develop joint
Initiatives on the territory of Eurasia, and hownbal it would be for Russia (more
specifically, for its elite) to find a way to maam the national identity while

integrating itself into the Western world. If Westeoliticians indulge in displays of
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petty egoism, or fail to recognize the magnitudetted challenge, they may give

Russia an additional push in the direction of #oragion.

5.10 Conclusion

The West should not expect the new liberal Russiprove an easy and agreeable
partner. Shared values do not necessarily lealaoed national interest or common
views on global governance.

There is no doubt Russia will stand with the Weastrying times, if only because
Russian society is exposed to many of the samatthi@s the West — primarily,
Islamic extremism, nuclear proliferation, and Clsn&ransformation into a super
power.

For the time being, Russia continues to drift &nd difficult to guess when the new
window of opportunity for structural reform will esrge or what its trigger will be. In
any case, even according to the government ecot®nfisecasts, the truth may
come in 2010-2011, when the resources of the exenmetro economy may be
exhausted. The Russian political class will be édr¢co seek an exit solution. The
guestion remains: will Russian society keep waipagently for the elite to wake up

and understand the challenges Russia is facing?

6 The Financial Crisis

6.1 Global Investors Put a Price on Putinism

The current slump on Russian markets is takingepioid global markets turmoil.
Equity indexes fell 70% from their 2008 mid-May gearough early October to a
level last seen in 2004. The steepest drop wasdeddy banks: 75% since the year

start; and oil, gas and metals companies: 60-658&6 the same period. Sovereign
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external debt spreads tripled over the same péoidd0 basis points, a level similar
to that of countries with lower credit ratings swh Turkey or Brazil. Spreads for
corporate issuers increased even more, to 800-268 points for major state-owned
companies such a&azprom, Rosneft and VTBie country’s second-largest bank,
and well above 1000 basis points for other prontipeivate sector borrowers. CDS
spreads widened in line with those for externalt deib the trouble in Moscow began
before the Lehman's default, and its chief causednamegrown. The bill for eight

years of Putinism is coming due.

6.2 Triggered Mainly by Domestic Factors

Several factors have combined to bring about cladgussia’s financial markets.
They include a sharply deteriorating external esinent, with oil prices at less than
one third their $147/barrel July peak, deepenimdpgl credit difficulties and a much
weaker generalized growth outlook. The triggersirklhe collapse of stock prices,
however, are mainly domestic. Trouble appeared firslate July when Prime
Minister Vladimir Putin lashed out at a Russian imgnand steel companivleche]
for alleged price gouging and appeared to threpemsonally its chief executive.
Mechel stocks fell by a third, and the incidentlleli the market. Investors woke up
to the systemic risk to property rights and trek laf any rule of law in Russia. This
was taken as a signal that another successfultprocanpany would be taken over by
the government or interests connected to it. Ttesrgdted or successful expropriation
of Yukos, BP and Shell assets and the blatant Liset® resources to menace private
business were belatedly considered.

Another element was the 2008 sumr@aucasus warRussians routed the Georgian
army in four days and annexed, in all but namepitszinces of South Ossetia and
Abkhazia. Then Russia got routed by the global eoon The Putin regime looked
rash and untrustworthy. Equity prices took anothee in the wake of the conflict, as
can be observed by the RTS index performance (geeefl.3 axis y), which
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prompted foreign investors to reassess percepébast political risk in the country.
Since the beginning of the war, investors haveeguthore than $56 billion out of
Russian markets, triggering a liquidity crisis, aRdssian businesses are having
trouble getting access to international financiarkets, as foreign lenders see a

higher credit risk and look to other emerging mgskestead.

F 1.3 3 :
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6.3 Liquidity Crunch for Domestic Banks

About $45 billion in foreign debt had to be reficad by the end of 2008, and the
cost of doing so was rising. The situation has riwtted sharply since September
15, when forced selling by over-leveraged investneempanies and banks to cover

margin calls accelerated the share prices fallh\&dcess to foreign markets severely
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constrained, many investors were unable to repdledcalebt, which effectively
triggered the interbank market turbulence. Theapsié of the stock and interbank
markets has had a profound effect on Russia’s ¢mahrsystem. Highly leveraged
investment funds have suffered, with several bealgn over by other domestic
banks, often with government support. At least targe investment bank sold a
controling stake at a high discount to adomestic investor.
Due to the oil and gas windfall of the past fewrge&ussia has built up reserves for
$573 billion that can keep tide the financial systever for a while and avoid a re-
run of the 1998 crisis. Not too long, especiallpiifprices continue their free fall. In
good time the Kremlin pocketed the money and didhawe to worry about pushing
economic reforms, particularly in the second Pptiesidential term on 2004-2008.
The foreign investment needed to diversify the eoon was discouraged by the
Kremlin's backsliding on the rule of law. Now theopl in crude prices is squeezing
the country and the Kremlin is struggling, considgralso, the fact that on the

current budget the Russian state will break evéh @il prices at $70 per barrel.

6.4 The Macroeconomic Outlook Keeps Deteriorating

Intensified financial difficulties will have signdant negative effects for the broader
economy. Bank lending and investment will be atddhe most because an exodus
of foreign capital is forcing Russian banks to speelending. Although recently,
Russia spoke out its intention to broker more fpredirect investment deals to
restore confidence, investors fear Russian compawik be hard hit by the global
financial crisis. Russia is facing its worst crisisce the August 1998 default. The
Russian Stock market has plummeted more than 40%e dlay. According to
bankers and analysts, the real estate and retaodrsewill be the hardest hit by a
slowdown in lending. The country has a great amoficash but the banking system
and capital markets are not particularly efficiahtallocating it. Domestic borrowing

costs for Russian companies have soared becauggeafter refinancing risks.
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Foreign investors have shunned the Russian ruldestack market. Moreover, there
are doubts over Russian companies' earnings paltexiter Mr Putin broadside at
Mechel, increasing economic dependence on oil artdnpgal damage to Russia's
ability to attract foreign investment. Householcersging looks set to decrease as
flagging cash-flows due to lower commodity expait@s and higher debt servicing
costs prompt corporations to lay off workers. Toatvextent the current financial
difficulties affect the economy will depend on te&ze of the commodity price
correction and the depth and duration of the glatvadit stresses. Even when
assuming oil prices for Brent crude at an averag&80/barrel and global credit
conditions start improving by the end of 2009, 188IP growth, as forecasted by the
IMF, looks likely to be negative in 2009, -0.7%,wio from 6.2% in 2008 as the
current account balance shifts to a deficit andi¢lderal government to balance, after
recording sizable surpluses. Metals, energy, awnd faccount for 80% of Russian
exports. It is clear that the commodity boom peakedune-July 2008 and is now in
sharp re-verse. Since July, the commaodity priceexntdas dropped by more than
50% limiting Russia's consumer economy as this has badt on commodities. The
great oligarchic fortunes are based in oil and leefdthough domestic consumption
has contributed significantly to growth in recemays, diversification away from
commodities has barely started since the high miaal strengthened the exchange
rate and sucked imports into the retail sector,levhbil revenues made it easier to
posture as a great power. The downturn in the cafittneconomy will thus have a

multiplied effect on the consumer economy and thesin standard of living.

6.5 Lagging Restructuring Limits Market Recovery

The gradual recovery of global financial marketaulddhelp revive Russia’s strongly
oversold equity market. Share prices are unlikelyegain the peaks reached earlier
in 2008, however, due to the weaker (and less fuatited) risk appetite and dimmer

earnings prospects many Russian corporations noe. fibi remains to be seen,
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moreover, how quickly companies, after years ofy eaxess to markets at negative
real interest rates, will be able to adjust to mbalder budget constraints and higher
funding costs. Sectors heavily dependent on creddh as construction, retail trade
and real estate, are likely to be hardest hit. Bgstkies and consolidation are

growing.

Conclusion and Recommendations

Despite a heavier political risk burden, the Causawar and the financial crisis,
Russia remains a very attractive market for invasstds the Russian economy is not
diversified enough, but otherwise developed inrtariral resources sector (oil price
at about $ 40 per barrel) and commodities sectbo$e prices dropped by more than
20% since July), investors could turn to differéypies of investment: particularly
manufacturing tradable industries. Being highlympetitive, the manufacturing
sector still has a minor role in Russia, and offdlerefore, interesting return
margins. There are, however, still quite a few atdsis such as: inward FDI policy
and approach, labor regulation, corruption, skidlad education of workers,
functioning of the judiciary, business licensinglgermits, and cost of financing.
One of the most important goal to be achieved éesdfeation of a decent business
environment were local and foreign companies caraip in an honest and efficient
way.

More generally, to switch to a more modern poliggp@ach to FDI, Russia's
government will have to carry out reforms on threain pillars of the current FDI
policy: (i) elimination of the relatively extensiveon-tariff protection given to the
domestic market, (ii) elimination of existing taseferences for foreign investors, and
(i) significant reduction on restrictions on FRI a limited number of activities.

The following reforms should be given the highesbnity to improve Russia’s FDI
policy:

54



1. Prohibit the imposition of new and eliminate #dsting investment measures
related to trade (TRIMs), e.g., local content measu export performance
requirements, restrictions on use of foreign exgkarntrade balance measures,
including those prohibited by the WTO, among othersforeign direct investment;
(if) the federal law “On Foreign Investment” sholdd improved to assure that it will
grant non-discriminatory, “national treatment” wrdign investors for both right of
establishment and post establishment operatiomsp@arantee freedom to foreign
direct investment projects regarding all investrretated transfers, (e.g., profits,
royalties, the right of compensation for confisoati requisition, and other
guarantees); (iv) accept binding international teabion for investor-State disputes;
and (v) abide by the international law for exprapan, (i.e., expropriation only for a
public purpose and with prompt, adequate and éfiecompensation).

2. Reduction on the number of sectors where FDduigently prohibited over a
certain period and on the number and incidencexgtieg limitations on FDI in
sectors where it is permitted but restricted. Songasures should address not only
manufacturing sectors but also the infrastructusa@opolies and service sectors.

3. The Government should desist from creating, amtouraging legislative
proposals for establishing, new preferential messuncluding policies in the areas
of taxation and custom duties, among other instnismédor FDI.

4. Enforcement of property rights should be impletad and strengthened.

5. Registration procedures of foreign investorsukhde simplified, rule-based, and
transparent.

Considering the latest political and financial egerRussia and the world have
started to witness the effects on the real econdnggered by the deep financial
crisis, which has caused a recession which wily Vigely last until 2010.

Up to now Russia has been considered in a worldegbrthat does not exist
anymore. Since Putin came to power in 2000, Ruszsabenefited of a great world

economy momentum: abundant liquidity, foreign funggi inward FDI of
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international oil giants in the natural resourcestar and also in other industries,
high oil prices, which have allowed to pile up rm&tional reserves.

As the world scenario is changing deeply, it wobkdof great interest to update this
research on the expropriation risk, to asses tipadmon the Russian economy, and
to consider Russian reactions/strategies to the méallenges in the new

economic/financial, geopolitical equilibrium.
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