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Foreword by Elvira S. Nabiullina, Minister for Economic
Development of the Russian Federation

Elvira S. Nabiullina

Dear colleagues and friends,

I’m pleased to welcome you to yet another edition of the AEB guide, espe-
cially now that the Russian Federation has successfully completed the nego-
tiations on its accession to the World Trade Organisation.

Effective dialogue with the business community, both foreign and Rus-
sian, is very important for us, as this results in a very welcome improvement
in the investment climate. We have already achieved a lot in the past years.
In 2010 and 2011 alone, we simplified procedures in the construction sector
and improved migration policies; substantially reduced the costs of providing
greenfield investment projects with power, engineering and communication
infrastructure; adopted laws aimed at perfecting the customs administration
and liberalising the procedure for foreign investment; introduced investment
ombudsmen on federal and regional levels, amongst others.

This was reflected in the World Bank’s international research “Doing Busi-
ness”, which assesses the ease with which business is done. This survey
placed Russia among the top 25 countries out of the 183 studied, with regard
to progress made in improving the investment climate in the past 6 years.

None of this would have been possible without the presence of the busi-
ness community. We hope for a continued cooperation, with the expectation
that this will result in the most comfortable conditions for doing business in
Russia.

E.S. Nabiullina,
Minister for Economic Development
of the Russian Federation
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Statement from Mr. Reiner Hartmann, Chairman of the Executive Board
and Dr. Frank Schauff, CEO, Association of European Businesses

Mr. Reiner Hartmann

Dear Readers,

Welcome to the 2012 edition of the AEB “How to
Invest in Russia” guide.

What makes Russia important is its sheer size
and natural resources. The Russian economy is
commodity-driven: payments from the fuel and en-
ergy sector in the form of customs duties and taxes
account for nearly half of the federal budget’s rev-
enues. Russia is the largest oil producer in the world
and biggest exporter of natural gas, nickel and
palladium. Metals and energy accounted for more
than 80 per cent of Russia’s exports in 2011. In the
past decade, poverty and unemployment have de-
clined steadily and the middle class has continued
to expand. Given Russia’s size, communications
are critical when it comes to successful operation
on the market. Following substantial reforms and
upgrades, the Russian telecom sector is now the
country’s most modern industry.

Now, with Russia’s accession to the World Trade
Organisation (WTO) as its 154" member, the inter-
national business community’s expectations are
nothing but optimistic with regard to an improved
business climate.

Perhaps the most important implication would
be greater certainty in the country’s trade relations
with other WTO members. Furthermore, Russia will
have a seat at the table during negotiations and be
actively involved in the implementation of set rules.

Mr. Reiner Hartmann,
Chairman of the Executive Board

The Association of European Businesses

Dr. Frank Schauff

Aside from the policy implications, WTO mem-
bership is also an indication of positive economic
changes to come. According to a World Bank study,
in the medium term, WTO accession would increase

Russia’s Gross Domestic Product (GDP) by 3.3
per centand, in the longer term, by 11 percent. Toa
greater extent, this increase will be as a result of the
measure that Russia would take to liberalise foreign
investment in services. Also, the increased GDP will
be in part, though small, due to a more efficient al-
location of resources as a result of reduced tariffs
and increased competition from imports. Improved
terms of trade, including An increased demand for
Russian exports will also play a minor role in increas-
ing the country’s GDP.

In all, the prospects for 2012 and beyond are
extremely promising. This edition of the “How to In-
vest in Russia” guide will bring you the most recent
updates on greenfield and brownfield investments,
joint ventures, industry specific aspects of invest-
ing, investing in the regions and the status quo on
Small and Medium Enterprises (SMEs). In addition,
this guide will take an inside look into investing in
Russia — from the companies’ perspectives.

We hope this publication will serve its purpose,
which is to bring more investors to Russia and pro-
mote a business environment that is beneficial to all
concerned parties.

Dr. Frank Schauff,
Chief Executive Officer
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RUSSIA IS THE RIGHT PLACE FOR INVESTING

A green light for foreign investors

Igor Artemiev, Head, Federal Antimonopoly Service of Russia

Mr. Igor Artemiev

Mr. Igor Artemiev is the Head
of Federal Antimonopoly Ser-
vice of Russia.

Mr. Igor Artemiev was born
on November 27", 1961, in
Leningrad. He graduated from
the Leningrad State University,
Faculty of Biology. Afterwards,
he obtained his Masters from the Faculty of Law of
the St. Petersburg State University. Author of 43 ar-
ticles and patents, he is also the author of 6 budget
and economy monographs. He also holds a Ph.D.

From 1989, Mr. Artemiev took an active part in
politics in Leningrad, which later became St. Pe-
tersburg. He was elected as a deputy to the Lenin-
grad Council and later to the Legislative Assembly.

From 1992 to 1994, he was Head of the Com-
mission for Ecology and Communal Economy of the
Leningrad Council. From 1994 to 1996, Mr. Artemi-
ev was Chairman of the Commission for the Munici-
pal Economy and Chairman of the Budget Commit-
tee of St. Petersburg Legislative Assembly. From
1996 to 1999, he was the Vice-Governor of St. Pe-
tersburg and Chairman of the Finance Committee of
the City Administration. From 1999 to 2004, he was
Head of the Economic and Political Research Fund
“EPICenter — St. Petersburg”, where he annually
presided over the Alternative Budget of the Russian
Federation. Mr. Artemiev is also the draftsman of
the “Concession Agreement Statute”, “United So-
cial Tax Statute”, “Derivative Financial Implements
Statute”, “Statute of Reductive Taxation System for
Subjects of Small Entrepreneurship”, a cluster of
Family Business Laws, Amendments to the Criminal
Code, the Criminal Procedural Code and the Civil
Procedural Code of the Russian Federation.

Since December 1999, he has been a Member
of the State Duma of the Russian Federation. He
has held positions of Vice Chairman of the “YABLO-
KO” faction and Vice Chairman of the Committee
for Credit Organisations and Financial Markets.

Since the 10" of March, 2004, Mr. Artemiev has
been the Head of the Federal Antimonopoly Ser-
vice of the Russian Federation. He was appointed
based on directive Ne 329-p, of Prime Minister
Mikhail Fradkov dated 3 of March, 2004.

The Russian legislation on foreign invest-
ments control has been changed. The altera-
tions can be rightfully called liberal: their adop-
tion reduces the scope of administrative barri-
ers in Russia.

The Federal Antimonopoly Service (FAS) of Rus-
siais a federal body of executive power authorised to
exercise control over foreign investments in the Rus-
sian Federation. The issues related to the acquisition
of stocks (shares) of business entities of strategic im-
portance or to settlements of transactions aimed at
establishing control over such business entities are
regulated by Federal Law No. 57-FZ of 29.04.2008 -
“On the procedure for foreign investment into busi-
nesses that are of strategic importance to the de-
fense of the country and State security”.

Within the three and a half years of coming into
force of Law No. 57-FZ, FAS received 260 petitions for
the preliminary approval of foreign investors’ transac-
tions in relation to Russian business entities and 514
notifications of acquisition (holding) of entities’ stocks
(shares). Bythe end of 2011, the Government Commis-
sion' had considered 137 petitions and only 8 of them
were not granted preliminary approval for transactions.

The implementation practice of Law No. 57-FZ
shows that the legal control mechanisms over for-
eign investments in strategic business entities are
applied in full measure.

At the same time, the work of FAS stressed the
necessity of liberalising the state’s control over
foreign companies investing into strategic indus-
tries within the Russian economy and introducing a
range of alterations to the investment legislation of
the Russian Federation.

First of all, it was necessary to:
® reduce the number of strategic activities;

m |iberalise control over foreign investments in the
sphere of using land with subsoil of federal impor-
tance;

B exclude the transactions executed by interna-
tional financial organisations to which the Russian
Federation is a party and the transactions made

' The Government Commission for Control of Foreign Investments
in the Russian Federation. The resolutions on petitions for trans-
actions, within the framework of the law on foreign investments in
strategic enterprises are made by the Government Commission.
The Russian Federation Federal Antimonopoly Service (FAS), be-
ing an authorised body, evaluates submitted petitions, preparesin-
formation and analytical materials and gives proposals on possible
resolutions, to the Government Commission.
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by foreign companies controlled by Russian own-
ers, from the area of state control.

Thus, for example, the practice of considering
petitions submitted by foreign investors showed
that many business entities exploit various radiation
emitters under relevant licenses: X-ray machines,
fault detectors for monitoring the manufactured
products’ quality, feeler gages, devices for luggage
and goods inspection, etc.

Transactions made by foreign investors in rela-
tion to such business entities required preliminary
approval by the Government Commission.

Therefore, in order to improve the investment
climate, the Federal Antimonopoly Service, with the
participation of concerned ministries and depart-
ments, representatives of foreign investors, and the
expert community, have undertaken the task of per-
fecting the legislation of the Russian Federation on
investments into strategic business entities.

This resulted in the adoption of Federal Law No.
322-FZ, dated 16.11.2011 - “On amending Article
6 of the Federal Law “On foreign investments in the
Russian Federation” and the Federal Law “On the
procedure for foreign investment into businesses
that are of strategic importance to the defense of
the country and State security” that came into force
on 18" December, 2011.

Key innovations:

1) The list of activities of strategic importance
has been shortened. Thus, the list does not consid-
er the following activities as strategic:

m exploitation of radiation emitters in the civil sec-
tor of the economy by business entities for whom
such activity is not a basic one;

® work of banks on cryptography and information
encoding, which the Russian Federation is not a
party to.

2) The transactions between organisations con-
trolled by Russian citizens or companies, as well as the
transactions by international financial organisations,
to which the Russian Federation is a party (the list of
such international organisations is subject to the Gov-
ernment’s approval) are excluded from the controlled
sphere. Thus, the number of persons obliged to appeal
to an authorised body, with petitions for preliminary ap-
proval of transactions has been substantially reduced.

3) The criterion that defines a strategic enter-
prise in the sphere of subsoil management, as being
controlled by a foreign investor, has been changed.
Now, a foreign investor may have at his disposal 25%
of the votes represented by voting stocks (shares) of
an enterprise without preliminary approval, where-
as, in the past, a preliminary approval was required
following a purchase of 10% of the shares.

4) Transactions associated with using land, with
subsoil of federal importance that do not resultin raising
a foreign investor’s share in the equity capital of such
enterprises have been excluded from the list as well.

5) Applicants who have an agreement with FAS,
which guarantees the fulfillment of their commit-
ments as stipulated by Law No. 57-FZ, enjoy a sim-
plified procedure with regard to petitions submitted
for the preliminary approval of a transaction by the
Government Commission. This reduces the time for
the consideration of such petitions to 2-3 months.

Therefore, the adopted changes are aimed at
eliminating the administrative barriers, for foreign
investors carrying out transactions in strategic
spheres of Russia’s economy.

Although this is not the last hurdle, it is definitely
a major step in perfecting the Russian Federation
foreign investments legislation.

In December 2011, in view of implementing Law
No. 322-d3, the FAS Russia has prepared and sub-
mitted to the Government of the Russian Federa-
tion a draft Order of the Government of the Russian
Federation on Approval of the List of International
Financial Organizations the transactions with which
are not subject to preliminary approval according to
provisions of Law No. 57-®3 and the Federal Law
“On Foreign Investments in the Russian Federation”
(approved by Order of the Government of the Rus-
sian Federation No. 119-p on 03.02.2012).

This list includes 12 international financial orga-
nizations, such as the International Financial Corpo-
ration and the European Bank for Reconstruction
and Development.

Such international financial organizations are
free from preliminary approval of the transactions
performed by them in relation to Russian business
entities by the Government Commission.

At the same time, these international financial
organizations remain subject to notification proce-
dure of informing the authorized body on the trans-
actions committed as well as to a prohibition of es-
tablishing their control over strategic entities.

The Russian Federation Federal Antimonopoly
Service is also working on amending the procedures
for the preliminary approval of transactions and ap-
proving the establishment of a control system for
foreign investors over strategic entities that were
adopted by Order No. 838 of the Russian Federa-
tion Government dated 17.10.2009. Such changes
are necessary due to the amendments introduced
to the foreign investments legislation.

The Russian Federation Federal Antimonopoly
Service will continue to perfect the control procedures
on foreign investments into Russian business entities.
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Russia in the international trade. Today and tomorrow
Sebastian Worsztynowicz, Head of International Business, HSBC in Russia

Sebastian Worsztynowicz

Sebastian Worsztynowicz is the
Head of International Business
HSBC in Russia.

Sebastian has over 12 years
of Corporate Banking expe-
rience, working for top tier
Global Financial institutions.
His career has been predomi-
nantly focused on Relationship Management and
Managing customer facing teams. Sebastian has
managed international relationships in the Diver-
sified Industries, Telecom Media Technology and
FMCG sectors, and has practical experience in
Cross Border Credit, International Cash manage-
ment and Trade Finance. He has worked in Po-
land, the Netherlands, Belgium and Russia.

After joining the HSBC Group in 2006 as Senior
Relationship Manager, Sebastian was running the
Warsaw Corporate Banking team for two years.
Further on, he was responsible for the develop-
ment and implementation of the Leading Inter-
national Business strategy in Poland. He joined
HSBC Russia in May 2011, where he heads the
International Business team in the Commercial
Banking department, looking after mid-sized and
large international companies, delivering a full
scope of Corporate Banking Services.

Sebastian studied Business Administration in
Antwerp. He speaks fluent Polish, English, Dutch
and German.

Growth in International Trade has successively
outpaced global GDP for the past decades. More
recently, the growth of the Emerging Markets would
not have been possible without the increasing ease
at which supply and demand from various parts of
the world meet, agree and exchange goods, creat-
ing the global marketplace. And these new econo-
mies, which have embraced each others growing
demand and create new trade corridors, like the
“Southern Silk route” — connecting South East Asia,
Middle East, Africa and Latin America.

There is a discussion pending, whether Rus-
sia should be counted as part of the BRIC. Despite
that discussion and its outcome, the continuing
growth of the Emerging Markets, and in particular
China’s — as Russia’s largest trading partner — will
have a significant impact on Russia’s economic per-

8

formance. Today, it’s the US but, in twenty or thirty
years’ time, Brazil and Russia, in combination, will
likely be threatening to overtake the US as impor-
tant destinations for Chinese exporters. The scope
for India, Brazil and Russia to trade with each other
is big enough to eclipse trading relations with the US
and Europe.

Looking at Russia and China, it is close vicin-
ity, strong relations at the highest political levels,
as well as historic ties that fuel the trade between
the two nations. And although there is nothing left of
the dominant position of the USSR over the PRC -
best evidenced by the lengthy negotiations of the
gas contract — with its vast natural resources Russia
is poised to benefit from the opportunities China’s
growth will provide.

HSBC, as the Best Global Trade Finance bank!,
does extensive research and analysis of the world’s
trade, as well as looks at the trends and main drivers
behind it, which in turn drive the economic growth.
Therefore it is interesting to have a closer look at
Russia’s position in this rapidly developing environ-
ment. We’'ll have a look at the findings of the “HSBC
Trade Forecast™” from the perspective of the global
developments, as well as how these will impact Rus-
sia. In conclusion we’ll have a look at key industries,
which will benefit most from the growing demand for
resources, as well as those that present export op-
portunities to Russia.

The Global Trade Forecast

The world economy is expected to slow down dur-
ing 2012 as the risks of contagion from the euro
crisis, the impact of natural disasters during 2011
and the sluggish growth in developed economies
persists. The Trade Forecast suggests that between
2012 and 2014 world trade will continue to grow,
but at a slower rate before then accelerating after
the middle of 2014, leading to improved economic
performance globally: a trend which will continue to
2020. From 2021 it is predicted that growth in world
trade will decelerate as international trade stabilizes
around the world.

The Trade Forecast predicts that world trade
will grow due to stronger growth after 2014 and
robust emerging economies. Emerging economy
trade growth, especially in Latin America and Asia,

" GTR Awards 2011 of December 2011
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will be stronger than developed world trade growth.
For example, the Trade Forecast predicts that trade
growth in the Asia Pacific region will be 6.50% annu-

in the trade competitiveness of these economies
but rather points to a substantial shift of the glob-
al supply chain to emerging economies. China will

alized over the next five
years and in Latin Amer-
ica will be 6.70%. This

Russia is a key player in the oil sector;
its two largest export sectors are crude

overtake the USA as the
world’s largest trading
nation by 2016. It alone

compares to the 3.78%
forecast for the world as
a whole.

The growth oppor-
tunities in the emerging
world demonstrate the
pace of change in these

and non-crude oil and it has markets
across the world. However, there are
also emerging markets in Europe and
the Asia-Pacific; Sweden, for example,
is expected to increase its imports
of Russian non-crude oil by 16.86%

will account for 12.30%
of world trade. Although
China’s imports and ex-
ports are not set to grow
as fast as India’s, for
example, the sheer size
of the trade base from

economies over the next
five years. Trade hubs
are emerging: countries

annually over the next five years, Latvia
by 13.72% and Belgium by 9.64%.

which this growth is hap-
pening means that China
will become the world’s

that are developing or ex-
panding their role as gateways in key trade corridors
or between regions. For example Panama, ahead
of the Canal widening scheduled for completion in
2014, is developing shipping lanes to Singapore and
between North and South America and is forecast to
expand imports by 8.80% and exports by 9.52% over
the next five years.

Share of world trade

Countries which will see increases in their share of
world trade to 2026 include South Korea, which will
replace the UK as the sixth largest trading nation
due to trade expansion, particularly in infrastructure
imports into the MENA region; Singapore, which will
account for 2.40% of world trade by 2026 reinforc-
ing its role as a major shipping hub connecting the
emerging economies, and India which will grow by
0.50% to 2.25% of world trade in total. There are de-
clines in share of world trade for many of the devel-
oped world nations. This does not suggest a decline

trade powerhouse.

Russia’s trade outlook

The Trade Forecast expects that Russian trade will
perform increasingly better than the world average
over the next 15 years. This not only demonstrates
the strength of Russian trade, which is driven by
exports of commodities such as oil and coal and
demand for motor vehicles and technology, but
also the benefits of the trade relationships that are
emerging between Russia and countries within the
Asia Pacific region, such as the Philippines, Hong
Kong and China, which are forecast to account for
accelerated world trade growth after 2015.

(See table 1 Annual growth rates year on year,
Russia and World 2012-2026, power point file)

Trade corridors and trends

As mentioned Russia’s largest export partner is
China, forecast to grow annually over the next five

Table 1. Annual growth rates year on year, Russia and World 2012-2026
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2012 | 2013 | 2014 | 2015 | 2016 | 2017 | 2018 | 2019 | 2020 | 2021 | 2022 | 2023 | 2024 | 2025 | 2026
Russia | 111,43 | 121,41 | 129,29 | 137,23 | 144,12 | 150,78 | 164,82 | 187,99 | 197,82 | 210,77 | 221,18 | 232,12 | 243,38 | 254,57 | 265,54
World | 106,86 | 111,21 | 113,93 | 117,46 | 120,37 | 125,35 | 138,88 | 153,56 | 157,11 | 162,80 | 168,85 | 176,88 | 185,32 | 192,64 | 199,25




How to Invest in Russia

years by 6.96%. Its other two largest export partners
are Turkey and the Netherlands. Exports to both of
these countries will grow significantly over the next
five years. India is Russia’s fastest growing large ex-
port partner with a forecast growth of 11.48%. This
will be driven partly by growth in the export volumes
of commodities and infrastructural materials such as
iron and steel. Exports to Japan are set to increase
by 9.70% annually over the next five years driven
by exports of non-crude and refined oil, forecast
to increase by 14.14%

it has markets across the world. However, there are
also emerging markets in Europe and the Asia-Pa-
cific; Sweden, for example, is expected to increase
its imports of Russian non-crude oil by 16.86% an-
nually over the next five years, Latvia by 13.72% and
Belgium by 9.64%. In the Asia Pacific region Japan
is predicted to import 14.14% of non-crude oil annu-
ally over the next five years, Singapore 12.49% and
South Korea 11.44%. This demonstrates the impor-
tance of Asia Pacific to Russian growth. Russia’s oil
sector is highly innovative

and 10.31% respec-
tively. Growth in the ex-
port of oil is also set to
drive trade with many of

The Trade Forecast suggests that
between 2012 and 2014 world trade will
continue to grow, but at a slower rate

and dominates global oil
supply, therefore grow-
ing global demand for
oil will likely fuel its eco-

emerging export part- pefore then accelerating after the middle nomic growth. Compa-

ners. Trade with Latvia
is forecast to increase
at an annualized rate of
10.66%, with exports of
non-crude oil growing
by 13.72% to 2016. Rus-
sia’s largest import part-
ner is China, growing by

of 2014, leading to improved economic
performance globally: a trend which
will continue to 2020. From 2021 it is
predicted that growth in world trade
will decelerate as international trade
stabilizes around the world.

nies will need to expand
international activities
by between 5.21% and
7.43% in order to take
advantage of the oppor-
tunities in these sectors.

Consumer electro-
nics: Russia’s imports of

11.00% annually over

the next five years. This will mostly be driven by im-
ports of consumer electronics and commodities. For
example, electric apparatus for line telephony and
telegraphy is forecast to grow by 15.20%. Russia’s
third largest import partner is the USA, with growth
in imports predicted to increase by 8.70% over the
next five years. Growth will be mainly fuelled again
by consumer electronics, but imports of printing and
ancillary machinery will also grow. Emerging import
partners in Asia Pacific and Latin America will be-
come increasingly important; imports from Vietnam
are forecast to grow (12.37%) and from Paraguay
(11.82%).

Sector opportunities

Oil: Russiais a key player in the oil sector; its two larg-
est export sectors are crude and non-crude oil and

Table 2. Sector watch

Russia’s Fastest Growing Export and Import Sectors by Partner (2012-2016)

consumer electronics are
driving the development of the economy’s services
sector. For example, Russia’s printing and ancillary
machinery sector is rapidly growing with imports
forecast to grow 11.98% over the next five years,
suggesting that the Russian economy is developing
its service sector and improving its infrastructure to
do so. As one of the largest sectors in the World in
2012 and worth an estimated $58,571,035,394, the
increase in Russia’s imports suggests that the econ-
omy will greatly benefit from development in this area.
The main trade corridors appearing will be with China
and Japan. Another interesting large import sector is
parts for radio, television transmitters and receiving
equipment, forecast to grow by 6.46% over the next
five years. This suggests, again, that services devel-
opment will be a key national focus. In order to maxi-
mize opportunities here, businesses will need to grow
above 6.46% annualized over the next five years.

Export Sector CAGR Import Sector
(2012-2016)

Qils petroleum, bituminous, distillates, except crude Sweden 16.86% Bodies (including cabs), for motor vehicles Slovakia 16.97%
Oils petroleum, bituminous, distillates, except crude Japan 14.14% Parts and accessories for motor vehicles Slovakia 16.22%
Oils petroleum, bituminous, distillates, except crude Latvia 13.72% Electric apparatus for line telephony, telegraphy China 15.20%
Oils petroleum, bituminous, distillates, except crude Singapore 12.49% Printing and ancillarymachinery Japan 14.76%
Petroleum oils, oils from bituminous minerals, crude South Korea 11.44% Parts for radio, tv transmission, receive equipment China 14.07%
Unwrought aluminium USA 10.71% Women'’s, girls overcoats, capes, windjackets etc, woven |China 13.70%
Petroleum oils, oils from bituminous minerals, crude Japan 10.31% Electric generating sets and rotary converters USA 13.46%
Petroleum oils, oils from bituminous minerals, crude USA 9.93% Fish, fresh or chilled, whole Norway 13.17%
Diamonds, not mounted or set Belgium 9.64% Trunks, suit-cases, camera cases, handbags, etc China 13.16%
Oils petroleum, bituminous, distillates, except crude USA 9.35% Parts and accessories for motor vehicles China 13.15%
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In the future, there will be no
markets left waiting to emerge.

Even as soon as 2050, 19 of the top 30 economies by GDP are forecast
to be countries that we currently describe as ‘emerging’.*

HSBC was established to finance and facilitate the growing trade
between China and Europe.

That's why we have Trade and Supply Chain teams on the ground

in the major and emerging trading economies, helping you make new
business connections and navigate local regulations. So when you are
thinking of emerging markets we can provide the support you need.

For more information visit www.hsbc.com/tradeconnections

*Source: HSBC ‘“The world in 2050"
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Metals: Metals account for five of Russia’s top 10
largest export sectors and are expected to be areas of
substantial growth over the next five years. Including
unwrought steel, unwrought nickel, semi-finished prod-
ucts of iron and non-alloy steel, these products are inte-
gral to Russian export trade. Demand for these sectors
is predominantly driven by infrastructural development.
New trade corridors and opportunities for international
trade are becoming apparent. Exports of unwrought
aluminum to the USA are forecast to grow over the five
year period by 10.71%, driven by demand for new in-
frastructural developments. Exports of semi-finished
products of iron or non-alloy steel are to increase to ltaly
and Iran by an annualized rate of 9.13% and 7.89%. This
provides new and exciting opportunities within a strong
and highly innovative Russian sector. Companies seek-
ing to benefit should increase their international activity
by at least 4.83% over the next five years.

(See table 2 Sector watch, power point file)

About HSBC Trade Forecastz

The Trade Forecast predicts how trade is going to
develop over the next 5, 10 and 15 years. It fore-

2 000 HSBC Bank (RR) (HSBC in Russia). General license issued
by the Bank of Russia Ne3290. 2 Paveletskaya Square, Building 2,

casts overall trade growth (exports, imports and
total trade) globally, in global regions, and individ-
ual countries. Spanning 37 countries, it covers the
top 10 sectors for exports and imports for each of
these. The forecast has a special approach to un-
derstanding the drivers of trade from a business
perspective, informed by: trade trends, macroeco-
nomic and market influences trade (for example
GDP, oil prices, inflation, foreign direct investment),
and business environment influences on trade (in-
cluding regulation, demographics, access to capital
and finance). The research has been commissioned
by HSBC and undertaken by Delta Economics. The
economic and business narratives stem from a
broader documentary search that includes mate-
rial from National Statistical Offices, the World Bank
and International Monetary Fund, economic blogs,
the Economist Intelligence Unit, Bloomberg, the Fi-
nancial Times and other professional and financial
services news websites.

Moscow 115054 Russia. The HSBC Group, HSBC, we means HSBC
Holdings plc, the company established in accordance with and reg-
ulated by the laws of England and Wales, and/or HSBC Bank plc,
the Bank established in accordance with and regulated by the laws
of England and Wales, and every company that is a member of the
group, controlled by this Bank.
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BEFORE YOU START

Practical recommendations on how to set up a business in Russia

Falk Tischendorf, Lawyer, Partner, Head of BEITEN BURKHARDT’s Moscow office
Bilgeis Mamedova, LL.M., Senior Associate, BEITEN BURKHARDT Moscow

Falk Tischendorf

Falk Tischendorf is an Equi-
ty Partner and the Head of
BEITEN BURKHARDT’s Mos-
cow office.

After graduating from the
Law Faculty of Hamburg Uni-
versity in December 1999 and
completing a two year trainee-
ship at the Higher Regional Court of Dusseldorf,
Mr. Tischendorf was admitted to the bar in Ham-
burg in September 2002.

Mr. Tischendorf specialises in commercial and
contract law, real estate law and structuring real
estate investments, as well as public procurement
law and is ranked in Who’s Who Legal in the fields
of real estate and construction for the Russian
Federation. Mr. Tischendorf is registered with the
Ministry of Justice of the Russian Federation in the
register of lawyers of foreign states carrying out
attorney activities in the Russian Federation.

Mr. Tischendorf has authored numerous pub-
lications, such as the chapter on the Russian
Federation in Handbuch des Vertriebsrechts
(Martinek/Semler/Habermeier/Flohr, 3. Auflage,
2010), and regularly lectures at conferences in
Russia and abroad.

Russia is currently in need of foreign invest-
ments and the experience of Western companies. It
is well known that in many sectors, European com-
panies substantially outstrip their Russian coun-
terparts in terms of development; they possess
state-of-the-art technologies that could enable the
Russian economy embark on a course of moderni-
sation. This means that Russia continues to offer
serious opportunities for the businesses of foreign
companies. How should such operations start?

The starting point differs for each company, de-
pending on its potential and ambitions. For some
companies this may mean large-scale projects,
such as the establishment of production facilities in
Russia. For others, it may involve the supply of cor-
responding industrial goods, the performance of
work or provision of services in a respective area.
For others still, the starting point may be the de-

Bilgeis Mamedova

Bilgeis Mamedova is a Senior
Associate in the Real Estate
Practice Group at BEITEN
BURKHARDT’s Moscow office.

Ms. Mamedova’s core ac-
tivities include consulting on all
issues pertaining to real estate
law, commercial law, commer-
cial activities regulation and project financing. Ms.
Mamedova also specialises in legal risk assess-
ments on entry into various civil law contracts, as
well as developing different methods for securing
contractual obligations.

Ms. Mamedova has authored numerous pub-
lications and regularly lectures at conferences in
Russia and abroad.

After graduating from the Moscow State Law
Academy Ms. Mamedova studied at the Univer-
sity of Bremen in 2005-2006, obtaining an LL.M.
degree. Since 2007 Ms. Mamedova has been a
post-graduate student at the Moscow State In-
stitute of International Relations (MGIMO) of the
Ministry of Foreign Affairs of Russia.

velopment of a sales and distribution system for
consumer goods in Russia, etc. The scale and indi-
vidual specifics of a project will also dictate the cor-
responding individual approach, which is based on
internal experience and the strategy of the individual
company. Thus, the needs and conditions for set-
ting up business in Russia are very different.

Nevertheless, irrespective of the type of invest-
ment project, there are a number of universal prac-
tical aspects that all investors should consider on
each occasion. We would like to draw your attention
to some of them:

1. Be informed

When entering the Russian market, you need to have
a clear understanding of doing business in Russia.
Most investors tend to base their views on Russia
on the information that they receive from the foreign
mass media. In practice, this information is mostly
subjective and reflects a particular political outlook.
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However, as a rule, foreign companies already
operating in Russia have a far more positive attitude
to the country than new entrants, whose impression
of Russia is formed mainly on the basis of the infor-
mation provided by the Western media. The former
base their opinions on facts and objective reality,
and then submit them to their own analyses.

If we now go into the implementation of a spe-
cific project, it is necessary, as a first step, to iden-
tify whether this will involve interaction between the
investor and the state, or will be based on business-
to-business relations.

The second step is to search for information
about potential partners and market conditions, and
at the same time, establish some reliable contacts
with regional authorities, experts and organisations
that represent, promote and develop the interests
of business. As a rule, experience shows that posi-
tive contacts can play a key role in the development
of a business project in Russia.

If you are interested in starting up production in
Russia, the proper investment site must be chosen.
Russian regions have recently started becoming
more proactive in their attempts to attract foreign in-
vestments; therefore, regional authorities are open
to investors. It’s now quite clear that investments will
only go to a specific region if that region has estab-
lished favorable terms and conditions for doing busi-
ness and has an investment framework in place. As
a result, regions may offer an investor established
utilities’ networks and transport infrastructure, staff-
ing and administrative support, as well as the provi-
sion of investment concessions and preferences.

In business-to-business relations, business con-
tacts take precedence over the deal, where appro-
priate opportunities to assess your potential busi-
ness partner exist. For this reason, both publicly ac-
cessible and private sources of information may be
used. There are now a number of sources in Russia
of inter alia information about the business history of
a potential partner, the negative experiences of do-
ing business with him or any past or present litigation
involving the partner. This also applies to any poten-
tial leader or CEO of your representative office or
subsidiary company. Finally, it is necessary to gath-
er information about potential competitors of your
business. Today’s business requires that you always
stay informed and be on top of issues at all times.

2. Think about compliance

Unfortunately, Russia is still ranked as one of the
leaders in lists of countries with high levels of cor-
ruption. Therefore, the concept of compliance has
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gained particular prominence, and for many com-
panies it has become a standard requirement.

What does compliance mean to you? Would you
like to pay particular attention to compliance with
respect to your business in Russia?

Obviously, each company develops its own in-
dividual norms of business ethics. To what extent
could particular actions prove useful for the com-
pany if implemented, and to what extent could they
prove harmful if not implemented?

3. How would you like to be represented
in Russia?

The presence of a foreign company on the Russian
market can take different forms. Generally, the form
chosen depends on established business goals and
the selected strategy for project implementation.

One possibility is to supply goods directly to
Russian customers from abroad, which does not
require the opening of a representative office or
subsidiary company in Russia. This approach may
be advantageous if you do not plan to have a perma-
nent business in Russia.

Another possibility is to develop your business in
Russia and expand on the Russian market. This would
require your permanent activity in Russia and the es-
tablishment of a Russian subsidiary of your company.

In practice, the establishment of a wholly-owned
Russian subsidiary is relevant to most companies
that are involved in the sale of goods, performance
of work or provision of services in Russia. The most
common form of business structure in Russia in
such cases is a limited liability company (Russian
acronmym “O0Q”). The brief amount of time re-
quired to register the company and the minimum
requirement for the charter capital enable foreign
investors indicate their presence on the Russian
market and develop their business.

However, when setting up production facilities,
the situation is not as clear-cut. Frequently, in such
cases, investors prefer forming a joint venture with a
Russian partner. A joint venture appears preferable,
particularly, in cases where the Russian partner al-
ready possesses the relevant production capacities or
other resources that make it possible to implement a
project as rapidly as possible and at a lower cost. The
establishment of a joint venture has, nevertheless, its
own advantages and drawbacks; thus, it is important
to secure your interests at the very beginning in order
to be protected from unfavourable developments in
the future and avoid potential disputes and conflicts.

Present Russian legislation makes it possible to
structure relations within the framework of a joint
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venture so that the parties may determine, in detail,
their rights and obligations, and structure the gov-
ernance system of the company when entering into
the Joint Venture Agreement.

4. Pay attention to the legal
requirements

The performance of any business assumes the ex-
istence of a specific legal framework. This differs
from country to country. In Russia, rigid formalism is
a distinguishing feature.

Consequently, before starting up a business, it
is necessary to understand the mandatory require-
ments that effective legislation imposes on a specific
activity. A number of activities, for example, pharma-
ceuticals, construction, etc., assume that a party has
a special permit (license) or requires an access per-
mit to carry out work, which may take several months
to obtain, and stipulate that the applicant complies
with the terms and conditions established by law. For
example, specific standards or technical regulations
can have a number of special requirements for par-
ticular kinds of goods to be sold in Russia.

In a number of instances legal mechanisms that
are employed successfully in Europe may not be
available in Russia, or their practi-
cal application may be complicated

f ht with terial risks. Con-
cequonty, coing usness m russn. MU DA CONSULTING

assumes, above all that the business
conforms to Russian legal realities.

In practice, things do not always
run smoothly for the following reason:
foreign investors usually have exten-
sive experience of doing business
abroad and tend to be accustomed
to European public and legal realities.
Accustomed to a practically focused
and rational European approach, the
investor may not always be willing or
able to understand and accept the le-
gal formalism frequently encountered
in Russia. This can be a stumbling
block for the investor, as the rules es-
tablished by law represent the only le-
gal option for doing business in Rus-
sia and for the legal protection of an
investor’s rights and interests.

Consequently, consideration of
the mandatory requirements of ef-
fective legislation that must be met
when engaging in individual types of
activity is a key point.

Interim Management ¢ Accounting e Tax e HR « Office «IT

5. Protect your trademark

If you are planning to operate in Russia under a specific
trademark, this trademark will have to be duly protect-
edin Russia. First, you should review whether the same
or a similar trademark is already in use in Russia, to
avoid any conflict with a competitor. Subsequently, you
should register all the trademarks that you want to use
in the Russian market at the Russian Patent Office (Ro-
spatent). Note that the trademark should be registered
in both Latin and Russian characters. Otherwise, your
trademark may be used in Russia by a third party and
you will have no legal basis for protecting your rights.

6. How to build a distribution system

Developing a business in Russia frequently involves
the development of a distribution system. This is
particularly relevant in Russia owing to the geo-
graphical scale of the country.

How can such distribution system be built?

As a rule, a product manufacturer does not en-
gage directly in its distribution to end consumers.
The following main variants are used:

m the manufacturer sells the product on a wholesale
basis to distributors that sell it to the final buyers;

RUSSIA CONSULTING is your partner in the search for
competent, experienced experts for your Accounting,
Finance and Tax Departments:

Chief Accountant
Accountant
Financial Controller
Finance Director
Tax Expert

EXPERT RECRUITING

UIf Schneider, Ekaterina Vilenkina, Oleg Abashev

+7 [ 495 / 956 55 57
info@russia-consulting.eu
www.russia-consulting.eu
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® the investor establishes a so-called subsidiary
“sales” company, which acts as the intermediate
link between the manufacturer and the distribu-
tion network.

The reason for this structure is that Russian dis-
tributors are generally more familiar with the needs
of the Russian market. Russian legislation makes
provision for reaching an official agreement with dis-
tributors on certain terms and conditions regarding
exclusivity and the division of a market (for example,
based on the territorial principle or the composition
of buyers, etc.). Such relations can be structured
through the conclusion of distribution agreements
on special terms, the existence of which may make
such relations favorable for both parties. By these
agreements it is also possible to minimise the risks
for the investor.

7. Contract law: Take due care with
contractual documentation

Apart from establishing a subsidiary company for
distribution, appropriate contractual documentation
is essential to avoiding future headaches. However,
as trust builds, when business relations develop be-
tween partners, it is often the case that a number
of understandings are reached orally and are not
confirmed by supporting documentation. This is the
wrong approach to take, and may entail huge risks.
When registering contractual relations, as a first
step, it is necessary to decide on the governing law.
Russian legislation allows the parties to select the
law that will apply to their contractual relations in
cases, where one of the parties is a foreign party.
However, please note that Russian law also makes a
number of national mandatory provisions that must
be adhered to regardless of the chosen law.
However, many foreigners are initially skeptical
about Russian law. This is attributable primarily to
the fact that Russian law constitutes unfamiliar ter-
ritory and this unfamiliarity breeds at the very least
a certain degree of caution. However, Russian law
is on the contrary a more preferred option when it
comes to certain aspects. For example, Russian law
provides rules for license agreements; whereas,
German law for instance lacks such rules.
Nevertheless, this issue should be treated with
caution. In a number of instances legislation does
not permit liability to be limited or allocated to a third
party, and thus, any agreement of the parties in vi-
olation of such imperative requirements of the law
will be null and void. Accordingly, when entering into
contractual relations, it is necessary to have a clear
understanding as to what is permissible under Rus-
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sian law and whether the provisions of the contract

are capable of protecting the interests of the party

in future and preventing the onset of negative con-

sequences for the party. In any event, the following

steps should be taken when preparing a contract:

m parties have to agree on applicable law and juris-
diction (see point 8 below);

m the goal and intentions of the parties should be
clearly and precisely determined;

® the arrangements of parties should be adapted to
Russian law.

8. Enforcement through the courts:
Keep the worst-case scenario in mind

The requirement on appropriate document manage-
ment is particularly relevant in cases when disputes
arise. You need to take precautions with regard to po-
tential developments tomorrow, today. Nobody is in-
sured against the risk that difficulties in relations with
partners may someday arise, for economic or other
reasons.

As a result, the investor needs to protect his in-
terests, inter alia in court. As a rule, the parties se-
lect the jurisdiction at the conclusion stage of the
contract. Here, the following should be borne in
mind.

It is often the case that the investor believes that
he will receive more reliable legal protection in his
country of origin than in Russia, and insists that a
provision in a contract stipulate the state court of his
own country as the place of jurisdiction. At the same
time, however, please note that the judgments
made by courts outside the Russian Federation are
only recognised and enforced in Russia in cases
where Russia and the corresponding country have
a treaty on the mutual recognition and enforcement
of court judgments. As a result, in the event of a dis-
pute an investor may end up in a tight spot, if the
investor’s country does not have such a treaty with
Russia. Even if it wins a favorable court judgment in
its country, the investor may not be able to enforce
it in Russia, and to all intents and purposes ends up
with nothing.

To avoid such an eventuality, it is recommended
that you agree either on a Russian state court or an
arbitration tribunal, both in Russia and abroad, as
the awards of foreign arbitration tribunals, unlike
the judgments of the state courts, are enforceable
in Russia. In connection with this, one recommen-
dation would be to opt for the Russian law as the
governing law in order to avoid situations where a
Russian judge has to make a decision according to
the legal provisions of another country.
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Russian tax law developments: what to expect in 2012
Alina Lavrentieva, Partner, PricewaterhouseCoopers

Alina Lavrentieva

Alina Lavrentieva is a Partner
at PricewaterhouseCoopers
Russia B.V. Alina holds a Ph.D.
in Economics and is a Certi-
fied Auditor. Alina is one of
the leading specialists wit-
hin PricewaterhouseCoopers
Russia B.V. providing consul-
tancy services to major multinational and Russian
companies; she has extensive experience and
knowledge in dealing with corporate tax, account-
ing and related issues.

Prior to PricewaterhouseCoopers Russia B.V.
Alina was the Finance Manager of a large multina-
tional company, as well as was working for a pro-
fessional firm of advisors. She is the chairperson
of the Taxation Committee of the Association of
European Businesses in the Russian Federation.

Alina is a regular speaker at conferences on
Russian tax and related issues, both in Russia
and overseas and has represented organisations
such as the Association of European Businesses
in the Russian Federation, Adam Smith Institute,
Association of International Pharmaceutical Man-
ufacturers in Russia and the Russian Union of In-
dustrialists and Entrepreneurs at several confe-
rences.

The Russian tax law underwent some significant
changes last year. The most important of these was
the passage of a new transfer pricing (TP) law, which
took effect on 1st January, 2012. In light of these
new rules, companies operating in Russia will need
to review their transfer pricing approach, especially,
as the new law makes some major changes in how
TP is regulated compared to the old Tax Code provi-
sions.

The main changes are:

m areduced list of transactions subject to the Rus-
sian tax authorities’ control for TP purposes;

® an expanded list of those entities that may be
deemed related parties for tax purposes;

m cancellation of the 20% “safe harbour” rule and
introduction of the market price range concept;

m new methods for determining arm’s length pric-
es, and fine-tuning current methods to align them
with OECD transfer pricing principles;

® the possibility of correlative TP adjustments for
transactions within Russia;

m the establishment of formal reporting and TP doc-
umentation requirements;

m the introduction of unilateral and multilateral ad-
vance pricing agreements for companies regis-
tered as “large” taxpayers.

Although the new law reduces the list of transac-
tions for which the Russian tax authorities can con-
trol prices for tax purposes, at the same time, it con-
siderably expands the list of those cases in which
parties can be declared related for tax purposes.
Controlled transactions may include not only certain
international trade transactions, but also, in certain
circumstances, domestic Russian transactions con-
ducted by related parties.

Taxpayers must submit information to the tax
authorities on their controlled transactions and
substantiate the arm’s length level of the prices ap-
plied. This involves preparing a standard package of
documents and data, the so-called TP documenta-
tion, as defined in the new law. The law also provides
for imposing penalties on tax arrears resulting from
the application of non-arm’s length prices. But, the
tax authorities will be able to impose such penalties
only from 2014, provided that no TP documentation
is available. Bear in mind that the tax authorities will
have to prove that prices of controlled transactions
are not in line with market prices.

During the legislative process, it was assumed
that the bill would bring Russia’s transfer pricing
rules in line with OECD TP principles. While the new
law does this to a certain extent, there are still many
differences. Multinational corporate groups will still
have to review whether their global TP policies will
work in Russia and whether they may need to adapt
their documentation to meet the Russian standards.

In other developments, a new law was passed,
establishing the legal status of a consolidated group
of taxpayers (CGT). The new CGT regime took ef-
fectin 2012, alongside the new TP rules and can be
applied by any Russian corporate group consisting
of two or more companies, where one group mem-
ber holds a direct or indirect equity stake of at least
90% in the charter/share capital of the other CGT
members (for as long as the group applies the CGT
regime). To take advantage of the CGT regime, all
group members must have:

m at least RUB 10 billion in total corporate income
tax, VAT, excise tax and mineral resources extrac-
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tion tax (MRET) (excluding taxes paid on ship-
ments of goods across the Customs Union bor-
der) paid during the calendar year preceding that
when CGT registration documents were submit-
ted to the tax authorities;

m atleast RUB 100 billion in sales proceeds and oth-
er income, based on accounting records for the
calendar year preceding that when CGT registra-
tion documents were submitted;

total assets worth at least RUB 300 billion, based
on accounting records as of 31st December of the
year preceding that when CGT registration docu-
ments were submitted.

Notably, transactions between CGT members
are not controllable un-

assume that the new Tax Code provisions will signif-
icantly change the document flow process between
those companies that currently use credit notes.

These new VAT provisions may also require ad-
justing certain clauses of existing contracts, as well
as changing the document flow process between
counterparties for specific types of operations.
Additionally, companies may need to assess their
available IT resources so as to ensure that the new
“adjustment” VAT invoices are issued properly and
on time.

Finally, employers should be aware of key
changes regarding social contribution charges. The
insurance contribution rate applied to the stated

cap of RUB 512,000 will

der the new transfer
pricing law. This is prob-
ably the greatest ben-
efit for those groups that

During the legislative process, it was
assumed that the bill would bring
Russia’s transfer pricing rules in line

be reduced from 34% to
30%, with an additional
10% charge payable to
the State Pension Fund

have numerous intra- with OECD TP principles. While the new ©°n" any compensation

group transactions. But,
there is one exception to
this exemption: transac-

law does this to a certain extent, there
are still many differences. Multinational

over this cap. For cer-
tain limited categories
of taxpayers, the rate on

tions involving extracted corporate groups will still have to review the established cap has
mineral resources that ywhether their g|oba| TP policies will work decreased from 26% to

are subjectto MRET cal-  j, Ryssia and whether they may need to
adapt their documentation to meet the
Russian standards.

culated as a percentage
of the value of the min-
erals extracted will still

20% (Simplified Tax Sys-

tem, etc.).
Unexpectedly, the

lawmakers extended the

be controlled.

In calculating cor-
porate income tax for CGT members, their profits
and losses can be consolidated (without having to
carry forward the losses of one or several of the CGT
members not exceeding the profits of the other CGT
members).

Overall, however, given the extensive require-
ments for establishing a CGT, not many companies
will be able to take advantage of this option.

Taxpayers should also take note of the Russian
Tax Code amendments on value added tax (VAT)
that took effect on 1st October, 2011, including new
provisions establishing how the VAT base should be
determined if changes occur, either up or down, in
the value of sold goods, work or services, or proper-
ty rights. To document such operations, the law in-
troduces a new type of VAT invoice: the adjustment
(in Russian: korrektirovochny) VAT invoice, which
serves as the grounds for adjusting the relevant tax
amounts with both the seller and buyer. So, the VAT
amendments set new procedures for documenting
changes in the value of sold goods (work, services),
as well as property rights. These procedures differ
significantly from current practice. Moreover, we

18

mandatory pension in-
surance coverage to for-
eign nationals temporarily staying in Russia. The only
exception was for “highly qualified specialists” (HQS,
or foreign employees with HQS work permits) and
employees with a labour contract for a term of less
than six months. So, effective 1st January, 2012, the
insurance part of the pension contributions (22% of
earnings up to RUB 512,000 + 10% of earnings ex-
ceeding the cap) is payable for foreign employees
temporarily staying in Russia and working under em-
ployment contracts for six months or more.

Overall, these amendments will place a signifi-
cantly larger fiscal burden on employers with highly
paid employees. So, employers should factor in the
extra costs for contributions on foreign employees’
earnings (except HQS), when calculating total as-
signment costs and HR budgeting. Given its exempt
status, the HQS regime seems to be the most cost-
effective option from an immigration, tax and social
security standpoint.

In general, taxpayers should pay close atten-
tion to emerging developments in Russian tax law to
avoid errors, minimise risk and obtain the maximum
benefit from these new opportunities.
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In choosing an investment strategy, the investor
is usually influenced by the business environment,
sector preferences and appetite for risk. Although
taxation is not usually viewed as a factor defining
investment priorities, addressing tax issues in an
appropriate and timely manner could result in sig-
nificant savings.

The options available to a business considering
entering a market fall under three main groups:

m Greenfield strategies, where a new business is
founded and the investor chooses the location,
purchases or leases land and begins construction
of the production facilities;

m Brownfield strategies, where the investor pur-
chases existing facilities, such as the land on
which construction has already started and which
requires additional investment;

®m Acquisition strategies, where the investor pur-
chases a business as a going concern with estab-
lished production and distribution functions.

When implementing all of the above strategies,
investors face specific tax issues requiring timely
action and the involvement of experienced profes-
sionals. This article addresses some of the issues
typical to the Russian tax environment. An aware-
ness of the tax issues related to each investment
strategy may give the investor a competitive advan-
tage, not only through reducing risks and additional
tax costs, but also by ensuring that the available tax
benefits are utilized in full.

Greenfield strategies involve a high degree of
uncertainty regarding the outcome of the investment
and require attention in relation to the product port-
folio and site selection, the ability to enter the mar-
ket, the cost of establishing the new business and the
availability of the resources required by the business
(e.g. land, labour, equipment, natural resources).
The investor has the opportunity to select an ap-
propriate location, employ the right people and es-
tablish all processes properly from day one, without
the involvement of Russian partners or co-investors.
When implementing a greenfield strategy, the inves-
tor does not inherit any inefficiencies or historic risks;
however, several bureaucratic procedures must be
completed during the start-up stage, these include
registering the newly established legal entity with
the state; acquiring permissions, licenses and prod-
uct certification; and the conclusion of contracts,
with natural monopolists and the state authorities.
In practice, significant administrative work should
be performed within a short period of time to ap-
propriately establish all of the business’s functions.
Although the establishment of tax and accounting
functions is often considered to be a low priority task,
tax compliance could cause difficulties for the inves-
tor as knowledge of the local market is required to
selectareliable service provider (tax compliance ser-
vice provider) or employ highly professional in house
staff. When an investor establishes a branch, even
if its activities trigger a permanent establishment in
Russia, the statutory and tax reporting requirements
are more relaxed than those for Russian companies.
However, if licenses and permissions are required,
or if the investor plans to enjoy tax concessions, the
establishment of a Russian legal entity is necessary.

Greenfield strategies require that tax issues be
considered when choosing the location of the busi-
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ness, as the tax environment may differ in various
Russian regions. Regions focus on the development
of specific sectors and provide different tax conces-
sions depending on their priorities. Most regions of
the Russian Federation encourage investors to con-
clude investment agreements with the state authori-
ties, stipulating that the investor is exempted from
regional taxes during the investment project pay-
back period, provided that the agreed amount is in-
vested in the region. Enjoyment of tax concessions
under investment agreements could involve signifi-
cant time and administrative effort, and require the
involvement of local consultants. As foreign inves-
tors frequently face difficulties in negotiating and
concluding investment agreements, some regions,
including St. Petersburg and the Moscow region
grant concessions to investors, which are available
based on application and do not require the conclu-
sion of an investment agreement. The regulations
on concessions are transparent and very attrac-
tive for investors, as they rule out the possibility of
encountering unforeseen difficulties, as can be the
case when negotiating an investment agreement.
Another opportunity to reduce tax costs is to
implement a greenfield project through registration
in a special economic zone (SEZ). During recent
years, both the Russian government and investors
have demonstrated increasing interest in SEZs. As a
result, effective from 1t January, 2011, a number of
technical amendments were introduced to the leg-
islation in order to establish clear rules and extend
concessions to make SEZs more attractive to for-
eign investors. The status of SEZ resident provides
an opportunity to enjoy a reduced profits tax rate’
and to deduct certain expenses for profits tax pur-
poses, and also provides property tax exemptions
(for a 10 year period starting from 1t January, 2012)
and land tax exemptions. SEZ resident companies
can benefit from exemptions from customs duties
and customs VAT in relation to goods imported into
the Russian Federation, providing that certain con-
ditions are met. However, the number of SEZs is
limited and their favorable regime is only available
to investors operating in specific sectors (technical
innovation, industrial production, tourism and rec-
reation, and ports). The possibilities for tax planning
with the involvement of SEZ resident companies are
limited, as tax consolidation with such companies is
prohibited and operations with related parties resi-

' According to recent changes in tax legislation coming into force
from 1st January, 2012, the profit tax rate has been additionally
reduced by 2% for residents of technical innovation SEZs and rec-
reation/tourism SEZs. This means that the statutory profits tax rate
for investors would be from 13.5% to 18% depending on the legis-
lation of the region where the SEZ is located.
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dentin a SEZ (if the amount of such transactions ex-
ceeds RUB 60 million) are recognised as controlled
transactions under new transfer pricing rules com-
ing into force starting from 1%t January, 2012.

An investor could also apply for an investment
tax credit, which is granted in the form of a deferral
of payment of tax that is subject to interest. Howev-
er, an investment tax credit is only available for cer-
tain types of investment activity (including research
and development, investing in new technologies
and priority regional development projects) and re-
quires the conclusion of an agreement with the state
authorities.

Consequently, the two main tax focus areas un-
der greenfield strategies are establishing the tax
function (either in house or through outsourcing)
and identifying tax concessions and special regimes
available to the investor, which is important for re-
alistically forecasting the tax burden and tax cash
flows of the investment project.

Brownfield strategies, like greenfield strate-
gies, involve focusing on the market entry strategy,
however, they also allow the investor avoid certain
bureaucratic formalities. Russian partners or co-in-
vestors could participate in the investment process.
From a legal perspective, a brownfield investment
may be structured as an acquisition of land, prop-
erty, plant and equipment (asset deal) or sharesin a
company owing such assets (share deal). Both op-
tions require the involvement of experts to assess
the related legal risks (legal due diligence), tax risks
(tax due diligence), financial risks (financial due dili-
gence) and the market value of the acquired assets
(independent appraisal).

If the investor chooses an asset deal, it is com-
mon practice for a professional appraiser to be in-
volved in evaluating the transaction price and pro-
posing an allocation of cost between the acquired
assets. A physical stock of all of the acquired assets
is highly recommended, prior to the transaction.
These procedures help ensure that the investor
pays an appropriate price for the existing assets.

The acquisition of assets within the Russian Feder-
ation can result in the creation of a permanent estab-
lishment of the investor in Russia, which requires reg-
istration with the tax authorities and payment of taxes
on assets and profits generated in Russia, in a manner
similar to that applicable to Russian taxpayers.

Under an asset deal, potential claims and his-
toric liabilities (including those in relation to tax) are
generally left with the former owners. However, cer-
tain tax risks attributable to acquired assets (such as
risks relating to purchases from “bad faith” suppliers
and improper customs clearance) may be inherited
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by the investor. A key risk for the investors relates
to purchases from “bad faith” suppliers. Under a
“bad faith” supplier challenge by the tax authorities
the buyer could lose the right to recover input value
added tax (VAT) and deduct the value of the assets
through depreciation for profit tax purposes, if the
seller or its suppliers are proved to be “bad faith”
taxpayers. If it is determined that the assets are pur-
chased from “bad faith” suppliers, the investor must
fully repay any refunded VAT to the budget (18% of
the historic cost of the assets), and will be subject to
a 20% fine and late payment interest. The profit tax
risk relates to the non depreciated value of the as-
set, as no profit tax deductions will be available to the
investor in this regard, in the future. This could have a
significant adverse effect on the investor’s projected
cash flows (20% of the residual tax value of the assets
applying the statutory profits tax rate). To mitigate
this risk the investor may perform a forensic check of
the suppliers of assets prior to the purchase.

If a brownfield investment is carried out in the
form of a share deal, cleaning out the target com-
pany’s balance sheet prior to the acquisition is ad-
visable. The investor should ensure that the selling
price corresponds to the market level, by determin-
ing an accurate net assets amountas a starting point
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in the valuation. In this regard, it is important that all
impaired assets are written off and liabilities are not
understated. Although companies acquired under
a brownfield strategy are not usually operational,
there could be historic risks attributable to the core
assets, such as tax risks relating to a “bad faith”
suppliers challenge and improper customs clear-
ance of imported assets. Therefore, in the case of
a brownfield investment both asset and share deals
result in comparable historic tax risks.

In summary, a proper tax due diligence and a fo-
rensic check of the suppliers of assets are advisable
to mitigate the investor’s tax risks when implement-
ing a brownfield strategy.

An acquisition strategy is implemented when
the investor is interested in the business as a whole,
rather than in particular assets. The investor could
decide to involve a minority Russian co-investor or
remain the sole investor. In the course of an acquisi-
tion, the investor primarily focuses on the operation-
al and financial performance of the target company
(assessment of the productivity of operations, tak-
ing into account costs in a local environment, prof-
itability and financial viability) and integration risks
(reputation, political, environmental, commercial
and industry-specific risks).

]-['g

pepeliaev group®
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This strategy entails less business risk than the
greenfield and brownfield options, as information
on historical performance, as well as strategic plans
and budgets, could provide comfort in relation to
the sustainability of future cash flows. Commercial
and financial due diligence and valuation of the core
assets are required to understand whether the in-
vestor’s assessment of the business’s potential are
realistic and the acquisition is worthwhile. Tax and
legal due diligence is required to ensure that the in-
vestor is not exposed to significant historic risks.

In practice, the acquisition of an operational busi-
ness in Russia is usually structured as a share deal,
unless the target company is subject to significant
historic tax or legal risks, which cannot be effectively
mitigated to an acceptable level through warranties
and indemnities in the sale-purchase agreement
(SPA). Acquisitions through asset deals are rare in
Russia. Similarly, the acquisition of a business as a
going concern (consisting of selected assets and li-
abilities, but not the whole legal entity) is also not a
common method of structuring acquisitions in Rus-
sia, as the sale of a property complex is subject to
Russian VAT, while the sale of shares is not.

The main disadvantage of a share deal is that
the tax and legal risks of the target company are ful-
ly transferred to the investor. The historic tax risks
the investor could face relate not only to the core as-
sets (such as land, property, plant and equipment),
but also to the day-to-day activities of the target
company. These operational risks include those re-
lated to non-compliance with tax legislation (where
additional tax liabilities could arise as a result of the
understatement of taxes payable due to technical
errors or omissions, or internal control weaknesses)
and industry-specific risks (relating to a lack of clar-
ity in the legislation governing specifics of the tar-
get’s business). Therefore, a tax due diligence is an
essential part of the preparation for share deals.

However, as a result of a share deal the investor
could inherit not only tax risks, but also tax assets and
upsides. In particular, in Russia, a change of owner-
ship does not prevent the utilisation of the accumu-
lated tax losses of the acquired company. This could
be a significant advantage in relation to the acquisi-
tion of a business in the start-up phase or a business,
which requires substantial investment in research
and development. As such, it is important for the in-
vestor to understand whether the target company’s
reported tax losses are recoverable, and what impact
they could have on its future tax cash flows.

The target company could have significant VAT as-
sets, corresponding to the excess of input VAT on ex-
penses incurred over output VAT accrued, with regard
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to reported sales. As taxpayers face administrative dif-
ficulties when claiming a VAT refund from the budget,
many either defer claiming input VAT for recovery in
tax returns or report VAT receivable from the budget
but postpone the initiation of the refund itself. In either
case, the nature and aging of VAT assets should be
examined during tax due diligence, in order to under-
stand the future VAT cash flows of the target company.

The possibility of enjoying regional tax conces-
sions is normally not affected by a change in the tax-
payer’s ownership, unless this is specifically stated
inthe relevantinvestment agreement, and the inves-
tor will be subject to the pre-transaction conditions.
For concessions that are available based on an ap-
plication, the investor is not required to observe the
conditions of the relevant investment agreement
and the concession may be claimed as soon as the
requirements established by legislation are fulfilled.
Even if the seller has not utilised a tax concession,
the investor has the right to file adjusting tax returns
and claim for tax refunds, if the conditions neces-
sary to apply the concession are fulfilled.

In the worst case scenario, when the historic tax
risks are so significant that the investor is not pre-
pared to accept them, pre-deal structuring could
be performed. In this case, the business is usually
transferred from the target company to a new le-
gal entity (through the sale of property, plant and
equipment, transfer of personnel, and conclusion of
contracts with customers and suppliers by the new
legal entity). The investor then purchases shares in
the new legal entity, which is free from historic tax
risks generated by the operational activities of the
target. However, the transfer of the business to a
new company does not fully eliminate tax risks at-
tributable to assets (such as “bad faith” suppliers’
risks and customs risks) and the investor will lose
the right to utilise tax assets and tax concessions
applicable to the target company.

When implementing a greenfield strategy inves-
tors should address tax matters appropriately; care-
ful planning is required to ensure that tax conces-
sions can be enjoyed. Tax due diligence is an effec-
tive instrument to mitigate tax risks under brownfield
and acquisition strategies, which could relate not only
to the operations of the target company, but also to
the acquired assets. In light of the peculiarities of the
local tax environment, the high level of professional
expertise and extensive knowledge of industry spe-
cifics that are required to support investors entering
the Russian market, in the majority of cases, the in-
volvement of a local advisor is recommended.
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The Russian labour market has changed sub-
stantially during the last three and a half years of an
overall unstable economy. The changes have been
so profound that it is evident we may never return
to the pre-crisis position.

Since the economy started recovering in 2010,
almost all the investors on the Russian market have
been experiencing its growth: businesses expand-
ing further into the Russian regions, new companies
coming to invest in Russia, new vacancies opening
not only for replacement needs (as it used to be

back in 2008-09) but also for expansion purpose,
the majority of the market players looking to the fu-
ture quite optimistically.

All of us know that the areas which any investor
has to study thoroughly and consider (preferably,
before making a final decision about a project) are
not limited to the general investment climate and
overall economic opportunities in the country. One
of the most important fields for deeper research is
the labour market and human resources (HR) avail-
ability, especially with the current Russian demo-
graphic situation.

In this article | will try to give you the most gener-
al “feeling” concerning the recent HR trends in Rus-
sia. It is my sincere hope that an idea of the Russian
labour market peculiarities will help you make better
decisions and succeed in this competitive environ-
ment.

I will divide the trends of the labour market
into three major areas — recruitment and retention;
compensation and benefits; assessment, training
and development — and concentrate on the most
interesting trends in each of them.

The revival in the recruitment field started
at the very beginning of 2010, bringing not only
hope and activity to the market, but also troubles
and problems to employers. We all know that
the demographic situation in Russia is (and will for a
certain period of time be) in a poor condition. While
headcounts increased and business startups were
followed by necessary team recruitment, potential
candidates (those who managed to secure their
jobs and held their breath during the crisis) started
exploring their own perspectives and possibilities,
“feeling” the market and trying to evaluate their per-
sonal position on it. Factoring in on the overall poor
demography, this resulted in a quick and predict-
able switch back to an employees’ market, when
potential employees tend to dictate to potential em-
ployers the terms and conditions of their further em-
ployment contract.

When looking at the main drivers for changing
jobs, these are common to Russians and have not
changed significantly — money and opportunities.
Coming to a potential employer, the job-seeker is
usually trying to raise his basic salary by a minimum
of 30 percent.

In 2011, we unexpectedly found ourselves
deeply immersed in a new wave of war for talent —
the relaxed times for recruiters having passed away.
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Realising the poor perspectives of the nearest can-
didates’ market due to the obvious shortage of can-
didates born in the early ‘90s, they are hunting
nowadays for talented youngsters of almost kinder-
garten age, trying to attract them as potential future
employees and “sell” their companies as potential
future employers. Companies tend to be very cre-
ative in this field and readily spend budgets without
even the slightest guarantee that those young peo-
ple will really come to work for them. Generation Y is
different, we are still studying its peculiarities, ways
of behavior, attitudes, wishes and desires, self-es-
timations, needs and abilities. In any case, we will
have to adapt our internal policies in each and every
HR zone to ensure that they fit our business struc-
tures.

offer decision-making processes have lengthened
sufficiently when compared to pre-crisis data.

Due to the lack of potential and highly profes-
sional candidates on the Russian market and be-
cause of the difficult demographic situation, com-
panies are now paying a lot of attention to enforcing
their retention policies, not only attracting future
employees but ensuring they stay with the company
as long as is mutually beneficial.

Key HR roles in the present reality have trans-
ferred to employees the engagement, leadership-
development and talent-management fields, all
of these developed policies being certain “anchors”
keeping employees inside organisations, maintain-
ing their interest and motivation for professional
and career growth within

Ingeneral, employer-
brand creating and sus-
taining has become criti-
cal and obvious to the
majority of companies
on the Russian mar-
ket. And although not all
of them have appropriate
policies and procedures

The budgets for the assessment,
training and development field have
been raised for 2011 two fold, when
compared with the previous period -

the top three HR priorities here being
performance management, leadership
development and succession planning.

companies.

In the last couple
of years, one emerging
trend is the rising mo-
bility of Russians within
the country. Although
geographical attractive-
ness for relocation is
rather limited to Moscow,

in place and an appropri-
ate deep understanding
of how it should be done (especially Russian-based
businesses), almost everyone is talking about em-
ployer branding and trying to apply these practices
in the modern Russian reality.

The tough economic situation has played a tricky
role (if | can use these words in a positive sense)
for HR in Russia, since the crisis forced companies
to involve their HR departments more deeply in stra-
tegic business planning processes and understand
that without human resources no business is able
to survive and develop. | believe this understanding
is pretty new to the majority of Russian top execu-
tives and will have a very positive outcome not only
for our HR community’s further professional devel-
opment, but for businesses on the whole as well.

In 2011, the increase in placements was
achieved through references and headhunting,
the latter techniques being used by recruitment
agencies more and more often, even in their search
for middle-management positions. Saving bud-
gets on recruitment providers, which started back
in 2008, has resulted in higher internal HR head
counts nowadays, with internal recruiters “digging”
the market themselves, using the whole spectrum
of Internet resources, both existing and newly aris-
ing, and the most complicated positions being of-
fered to providers. Internal interviewing and job
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St. Petersburg and the
Southern and Central
Federal Districts, the overall trend is new and prom-
ising for the Russian labour market. Still, European
and North American countries remain the most desir-
able places for Russian employees’ labor migration.
In the compensation and benefits area, actual
average salary increase will exceed inflation rates,
similar to the previous year’s results, but here
the real figures are going to be lower than those pre-
dicted at the end of 2010 . According to preliminary
market analyses from different survey providers,
the figures lie somewhere around 9 percent of the
average salary increase - more precise data are de-
pendent on the company’s business sector, level
of employee’s position, region, etc. The predicted
average salary increase for 2012 does not differ
from that of 2011 and is equal to 10 percent.
Judging by reality (as opposed to survey data),
| would say the actual salary increase in many of the
companies operating in Russia was much higher
than the abovementioned figures. Many current em-
ployees who were “curious” about the market situ-
ation after the crisis came back to their employers
with a demand for a certain salary increase, which
lay above the company’s possible expectations.
Still, we observed an increased number of counter-
offers, where current employers were forced to do
everything possible to keep high-potential employ-
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ees within their organizations, not letting them go
to competitors.

Overall benefits are broadly stable over time,
with a marked trend toward flexibility and compen-
sation schemes much more “tuned” than ever to tal-
ent and potential.

Short-term incentives are nowadays well tied
to performance-management systems and linked
to long-term benefit programs, newly installed pen-
sion schemes and other motivational tools aimed
at constant retention, involvement and engagement
of existing employees.

The budgets for the assessment, training
and development field have been raised for 2011
two fold, when compared with the previous period —
the top three HR priorities here being performance
management, leadership development and succes-
sion planning.

Full-time training and development programs
are becoming more individualised and “tuned”
to talents, as well as compensation schemes.

E-learning has developed significantly during
the crisis, primarily due to its evident cost-saving
possibilities. Furthermore, it provides different op-
portunities, is much more flexible and often better
suits the companies’ needs.

Some legal and technical issues should be men-
tioned, while talking about the labour market in Rus-
sia.

First is the tax reform, which is already being la-
beled the “mistake of the year.” Unfortunately, its
further perspectives though yet unclear, are already
frightening. Although | am not a specialist in the tax
area, the general HR concern for the future here is
the likely return to grey salary schemes (especially,
in the Russian businesses), with the purpose of di-
minishing the increasing income tax burden.

Migration issues have also been constantly
on the agenda for all international and Russian com-
panies with expatriates on their books. Despite all
the positive changes and amendments to the Rus-
sian migration law in 2010, in the beginning of 2011,
we faced new changes and amendments (registra-
tion issues), which caused another headache, not
only for expatriates themselves but also to the HR
departments of their companies. Notwithstanding,
the very fast adoption of positive new changes in this
area (bringing the situation back to normal), the feel-
ing of uncertainty and instability with regard to the
employment of foreign highly qualified personnel still
exists, especially, in view of the adoption by the State
Duma at its first hearing of the draft law banning out-
staffing and secondment. The draft law was initiated
in November 2010 by State Duma deputies Isaev

and Tarasenko
and is aimed
at prohibiting all
forms of agen-
cy labour as
well as second-
ment schemes
in our country.
It means
that not only will
organisations
fail to minimise
their costs us-
ing agency la-
bour (outstaff-
ing, temporary
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ing), as soon as
the law is ad-
opted,  highly
qualified for-
eign employees
(those working
on secondment
agreements)
will likewise,
immediately
find themselves
in the Russian Federation illegally, despite all the pos-
itive changes in the migration law. It might totally ruin
the investment climate in the country, especially, on
the brink of the new wave of the economic crisis.

Fortunately, the Association of European Busi-
nesses has established a fruitful dialogue with the
government of the Russian Federation (in particu-
lar, the Ministries for Health and Social Develop-
ment and for Economic Development), and its ex-
perts from the HR committee have been working
on changes to the draft law before the second hear-
ing. From the very beginning, AEB members were
in favour of legalising existing forms of agency la-
bour and secondment in Russia in accordance with
the world’s best practice and knowledge.

Thus, when investing in Russia, building new
plants and factories, competing for customers
and opening new regional markets for their further
development, companies find themselves fight-
ing for talent with each other, creating outstanding
employer brands and trying to secure their organ-
isations from employee losses, while the country is
falling down a demographic hole. HR issues have
already become hot and urgent, and this appears
to be continuing for a while yet.
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Recruitment is the first and perhaps one of the
most important objectives of any organisation, in
that this process enables the procurement of an
ample, reliable and adequately skilled work force.
Ideally, the aim is to capture the interest of the most
capable individuals who will be able to lead the or-
ganisation to new heights in business. Real life,
however, is often somewhat different from this ideal.

Recruitment Sources

The biggest recruitment challenge is the difficulty of
finding adequately qualified candidates. The prob-
lem is not simply whether there is enough talent to
go round - it is also an issue of whether organisa-
tions are able to reach out and capture whatever
talent does exist. It is not a secret that in the recent
few years some of the recruitment sources have
changed dramatically — e.g. printed advertisements
are losing their popularity to web recruitment, which
is totally natural in our web-based environment. The
biggest benefit of this method of recruitment is ex-
tending the reach of the recruitment campaigns and
being able to market employer creatively on the web.

Another technological and effective source of
recruitment is a central database, which allows not
only to manage applicants more efficiently but also
to track prospective hires even when they are not
actively going through the recruitment process - for
example, by keeping in contact with high-quality
applicants who applied when there were no suitable
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vacancies open, or for tracking and keeping contact
with high-potential students in the run-up to gradu-
ation and even through their first job. This candidate
relationship management approach provides a cre-
ative, proactive response to talent shortages and
also makes the image of the employer more attrac-
tive to the market.

Interviewing Candidates

After a candidate is found and identified, the next
stepis to efficiently manage the interview and job of-
fer processes. Here, speed is vital, as it is important
to go through the recruitment cycle quickly enough
to beat competitors to job offers. If the recruitment
process includes several internal interview stages
(and this is almost always the case in larger organ-
isations), irritating delays are often caused by line
managers who are reluctant to promptly find slots
in their “busy busy” schedules to meet the candi-
date. These kinds of delays can have a significant
business impact, frustrating candidates and in the
worst cases, opening the door to nimbler competi-
tors who can get job offers out more quickly to top
candidates.

It is strange, but not many employers use tech-
nologies, such as automated workflows, to man-
age the different steps of the recruitment process,
though these technologies can deliver tangible
business benefits and are an obvious rescue kit in
situations, where your recruitment capacity is re-
stricted. If used directly by businesses and not only
by HR, they can provide line managers, with an ef-
fective application tracking tool with, let’s say, an
alert-triggering function that allows them to control
the recruitment process for their departments di-
rectly and to reduce the time consuming communi-
cation with HR. In other words, such involvement of
businesses into the recruitment process improves
direct information access and gives managers bet-
ter visibility into the progress of applications. A good
instrument for prodding managers to better recruit-
ment responsiveness and activity is letting them see
what proportion of a process is eaten up by their
own inactivity.

Quality of Selection

Worth noting is the changing nature of recruitment.
In a highly competitive market, where talent is at a
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premium, organisations need to take an aggressive,
professional approach to recruitment and adapt les-
sons learned from customer-facing functions such
as sales and marketing. Recruitment should be
viewed as a sales and marketing exercise, not pure-
ly an HR administrative task. You need a good cor-
porate image, good marketing skills to identify the
best candidates, and good sales skills to encourage
them to join. The professionalism of recruitment —
from the design of your adverts and website to the
way you respond to telephone enquiries — directly
influences candidates’ joining decisions. HR should
actively seek to learn lessons from colleagues in
sales and marketing in order to improve recruitment
effectiveness. Known sales techniques (e.g. SPIN
selling) are worth using

Now, don’t ask me where to find and how to identify
efficient HR or recruiters for your team - alas, they
are rare birds indeed, maybe like any good profes-
sional? Anyway, this is exactly what we are talking
about...

Onboarding and Retention

After the hectic rush of finding and buying the right
candidate over, it would be a mistake to relax and
rejoice on the good job done. There still remain on-
boarding (the activities that take place between re-
ceiving a job offer acceptance and getting the new
hire up and running) and retention, which are often
overlooked. Their importance cannot be underesti-
mated, as our goal is not

not only to win candi-
dates but also to channel
our customer’s opinion
in the direction that we
think is the best (note:
we all work for custom-
ers - if we are an HR ser-
vice, our customers are
internal
if we are consultants or
recruiting agency, our

Worth noting is the changing nature
of recruitment. In a highly competitive
market, where talent is at a premium,

organisations need to take an
aggressive, professional approach to
recruitment and adapt lessons learned
departments; from customer-facing functions such as ;nigniy professional HR,
sales and marketing.

just successful hire, but
long-time employment
of reliable and produc-
tive professionals for
the benefit of our busi-
ness. If you are a recruit-
ing agency and you are
lucky to have a client with

smooth onboarding on
the client’s side is ben-

customers are external

clients). These techniques can be obtained through
specialised trainings, and of course they are auto-
matically gained with time and experience (look at
successful recruiters — they all are using them, of-
ten not even knowing that this is a professional sales
approach). It is worth mentioning here one aspect
of recruitment that is difficult to define or measure —
the gut feeling for the right candidate. Professional
recruiters and experienced managers develop this
feeling with years. It’s like chemistry in a romantic
relationship: either something clicks or it doesn’t.
However, you need to be careful and not to rely
solely on this personal chemistry, as there is a risk
of selecting a candidate who may not at all appeal to
your customer just because your customer is a dif-
ferent person, with his own view of the world.

Recruitment Resources

The nexttwo challenges are centred on financial and
resource related issues: meeting salary or compen-
sation expectations of high-quality applicants, bud-
getary constraints and having sufficient HR or re-
cruiting resource. The efficiency of the recruitment
methods and HR’s professionalism may significant-
ly reduce the adverse impact of these constraints.

eficial for you too - you
will save your time and effort on guarantee cases
(the guarantee period is a normal market practice
- arecruitment agency undertakes to provide a free
replacement for its candidate if he/she leaves the
new employer within the probation period).

Smooth onboarding makes the right start for a
newcomer and it convinces him/her that the deci-
sion to join this particular company was the right
one. It does have noticeable effect on the future
professional results of a newcomer. Good employ-
ers use carefully designed practices to adjust the
recruit to the new environment and to make him/her
feel comfortable and taken care of during the ad-
aptation period. As for retention, needless to say,
it is extremely important to care for the garden that
you have sown. A good working atmosphere and
environment in a company supported by a profes-
sional, approachable and caring HR team equipped
with the most up-to-date knowledge and motivation
practices are the absolute must-haves.
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This article will attempt to outline some of the le-
gal issues that are of relevance to foreign business
in Russia. These will be addressed from a business
standpoint rather than a strictly legal one; thus, allow-
ing all readers understand fully what these issues are.

1. Supply of goods

(a) Customs
For companies involved in import and export activi-
ties, customs is an important issue. Hard to believe,
but some studies suggest that up to 80% of the car-
go that crosses the Russian border is examined by
the customs officers.

Local technical regulations are rather unclear and
EU certificates are yet to be recognized by default.
Therefore, all products should have certificates and/
or declarations of compliance. Products intended for
personal usage would need a so called SES-certifi-
cate (from sanitary — epidemiological services).
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Those bringing in equipment that uses radio sig-
nals or transmits or stores encrypted data may need
additional permits. One way of clarifying this issue
would be to have all the supporting documents
checked by customs beforehand; thus, avoiding a
situation whereby the goods have to be first stored
at a custom’s warehouse. Whatever the case, if
goods are being delivered to a local partner in Rus-
sia, this eases the entire process as the local part-
ner usually takes care of all these formalities.

(b) Exchange control Rules

When dealing with monetary transaction that may
involve a transfer of funds from abroad, a Russian
company must present the “Passport of the deal”
to its bank to meet the exchange control rules. To
do this, the hard copy of the contract is needed.
Thus, importing goods to Russia requires a supply
contract to be signed prior to shipment. In light of
the recent changes made, commercial transactions
under 50 000 US dollars ($) do not require this par-
ticular procedure.

2. Creation of a Representative office

This step is a common procedure for those compa-
nies that need “on the ground” control of their op-
erations in Russia.

(a) Registration

The registration of a representative office is done

by the “State Registration Chamber” (http://www.

palata.ru/en/). To do this, the following documents

must be submitted:

® g written application;

®m an extract from the registry of the foreign legal
entity’s country of origin;

m the legal entity’s charter;

® aresolution to establish a representative office in
Russia;

m regulations for the representative office of the for-
eign legal entity in Russia;

® the certificate of solvency from a foreign bank;

m reference letters from Russian business part-
ners — at least two;

m g certified copy of the general power of attorney
(POA), with regard to the head of the Russian of-
fice, with all the requisite powers;
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m g certified copy of the POA, attested by a notary
and issued to the person v authorised to handle all
registration matters;

® an official document indicating the representative
office’s legal address;

® a completed data sheet on a foreign legal entity’s
representative head.

All documents should be legalised by the con-
sulate or apostilled. The fee for registering a repre-
sentative office is 120 000 Roubles (RUR).

(b) Permitted activities and financing

The Russian legislation makes a clear distinction
between a representative office and a branch. A
representative office can only be involved in market-
ing activities and cover all necessary expenses/ex-
penditure incurred: it is not entitled to any revenues.
Financing a representative office is very simple, all
monetary transaction are carried out via any Rus-
sian bank and do not require a passport of the deal
or any supporting documents other than a refer-
ence - “transfer of own fund”, since the representa-
tive office is actually just a part of the company.

(c) Accounting and taxation
Though the representative office does not generate
any profits its accounts must be kept in accordance
with the Russian Accounting Standards (RAS). The
office must, likewise, pay its employees’ taxes.
There are several employee taxes that must be
paid, regardless of the employee’s country of origin.
By law, the personal income tax is paid by the
employee; this however, is calculated and withheld
by the employer. Therefore, a 13% (for residents)
and 30% (for non-residents) rate should be applied.
For tax purposes, a resident is any person staying in
Russia for more than 183 calendar days at a stretch,
per year, foreign or local.
In addition to the salary, the so-called “social in-
surance” must be paid.
22% to the Pension fund;
2.9% social security fund; and
5.1% to the medical insurance fund.
This makes a total of 30% which should raise back
to 34% in 2014.

Given the significant difference between the RAS,
GAAP and IFRS systems of accounting, some repre-
sentative offices may need to convert the former to
the latter two. As long as no revenues are generated,
a representative office will not be treated as a perma-
nent establishment (PE) when it comes to taxation;
hence, it will not be exposed to local tax on profit.

(d) Visas and work permits
An application for a multiple business visa or a work-
ing visa can be submitted to any Russian embassy.
Usually, such visas are granted for a period of one
year. The head of a representative office can come
to Russia with a business visa and receive a work-
ing visa on arrival. Having received a Russian visa in
any country outside Russia, you may subsequently
renew it in Russia The head of a representative of-
fice and all foreign nationals in employment at that
office do not need a working permit. The number of
foreign nationals to be employed should be agreed
upon with the State Registration Chamber.

The representative office itself does not require
a special permit to hire foreign workers. In general,
rep. offices are often used by financial institutions
not selling their products in Russia directly, but ad-
vertising here.

3. Creation of a branch

The procedure for establishing a branch is similar to
that for creating a representative office. The same
applies to the issue of work permits.

(a) Permitted activity and liability issues

The main difference between a representative of-
fice and a branch is that the latter can actually per-
form commercial transactions. Opening of a branch
means that the company has full powers to execute
all transactions, which the company itself can per-
form. The Head of a Branch acts on the basis of the
regulations of the branch and the POA issued in his
name. Since the branch is actually a part of the com-
pany, the company itself may be held liable for all
actions of the branch. As the branch itself is a non-
resident body, all the transactions with residents
above the sum of $50, 000 should be performed in a
manner described above.

(b) Accounting and taxation

A branch is treated as PE; therefore, in terms of tax-
ation it has the same status as any Russian compa-
ny. Thus, amongst others, it has to pay Value Added
Tax (VAT).

Value Added Tax

Value Added Tax in Russia is set at 18%. Some catego-
ries of goods are taxed at the lower rate of 10%. The
principles of VAT are identical to those in the EU; how-
ever, the procedure is complicated; to begin with, the
company will need to have an original of the VAT invoice
from the supplier. The VAT return should be filed quar-
terly, within 20 days following the end of the previous
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quarter. Value Added Tax can be paid in three equal in-
stallments, after the end of the reported quarter.

Income tax

Capital gains of resident corporate taxpayers oper-
ating under general tax framework are taxed as or-
dinary business profits at the common rate of 20%,
regardless of the ownership period. Small busi-
nesses operating under a simplified tax framework
only pay a 6% or 15% tax on gross receipts. Some
income, like dividends may be taxed at a lower rate.

Generally, all the normal expenses are deducta-
ble; however, the administrative procedures in this
regard may differ from those in Europe. In general
every operation requires not only an invoice, but a
signed contract and papers proving acceptance. In-
come taxis calculated and paid on a quarterly basis,
within the 28 days, following the end of a quarter.

Russia has a wide network of Double Tax Trea-
ties (DTT) with EU countries; thus, passive income
(dividends, royalties, interest, etc.) may be taxed at
an even lower rate: sometimes even at the rate of
0%. However the arm-length principle for taxation
on interest may apply in certain cases. One major
advantage of opening a branch, in comparison to a
subsidiary, is the absence of taxation of dividends —
all the income is attributed directly to the company
and can be withdrawn at any time. The rules regard-
ing personal income tax and accounting are the
same as for a representative office.

Branches are commonly to start commercial
operations that do not require a large number of
personnel. Also, this is an option when a company
is yet to decide on how long it intends to stay on the
Russian market. A branch can also be easily closed,
while the liquidation of a subsidiary requires addi-
tional time and cost.

4. Creating a subsidiary

As an alternative to opening a branch, a subsidiary
company may be created. This allows a strong pres-
ence in the market, with a limited exposure to risks.
In this case, the subsidiary is fully liable for all ac-
tions, not the “mother” company as is the case with
a branch or representative office.

(a) Registration

There are three most commonly used legal entities:
a limited liability company (called “O00”) in Russia,
Closed joint stock company (called “ZAQO”), Open
joint stock company (called “AO”). The third option
involves attracting public investors; therefore, most
companies are either ZAO or O0O0.
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A closed joint stock company (ZAO) is probably
the most “western” in nature and can be described
as a “company limited by shares”. Therefore, a lot of
the rules and regulations from a legal and corporate
standpoint are similar to analogous companies all
over the world.

A limited liability company (O0O) is similar to an
Ltd. (in the UK) or an LLC (in the US); it is the most sim-
ple and most commonly used option when opening a
company in Russia. It differs from the ZAO in that the
company has no shares but “right of participations”,
which are in effect, “property rights”. Though in prac-
tice it makes little difference (please see table 1).

A company is incorporated at a notary and the
notarised papers must then be submitted to the tax
authorities, in person.

The following documents from the main com-
pany, based abroad, must be presented:

m an extract from the foreign company’s registry;

m Charter;

m the Director’s passport details;

® the company’s registered office’s official ad-
dress.

If an individual wants open a company in Russia,
only the apostilled and translated copy of his passport
are needed. If one of the owners of this company is
a foreign company, all relevant documents must be
apostilled, translated into Russian and notarised (this
can be done locally). The address indicated in the reg-
istration form wil be the company’s official, legal ad-
dress. Should the company decide to relocate, prop-
er notification must be made to the tax authorities.

The registration process is in itself very impor-
tant. Although a 100% subsidiary company may be
created, only its founders may present all relevant
documents, in person, at the registrar’s office. If one
of the founders is another company, then a director
of the “parent” company should appear in person.
The same applies to the notarisation process. A di-
rector/CEO of the newly founded company must
likewise, be appointed beforehand. If this person is
aforeign national a work permitis required. One way
of addressing this issue would be to appoint a Rus-
sian citizen as director/CEO, with a nominal share
of, say, 0,01% in the company. This will allow him
take care of all the registration formalities related
to the employment of foreign nationals. This share
may later be bought back by the company, making
ita 100% subsidiary, once again.

It should be noted that ZAO also have to register all
issued shares, with the Federal Commission for Secu-
rities Market (FCSM): this may take up to two month.
Within this period, the company remains operational,
but the shares can not be transferred to third parties.
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Table 1. 000 vs. ZAO

Registration Simple procedure

Requires registration of shares with FCSM

Share capital 10,000 RUR

10,000 RUR

Management of Directors can be created

General meeting, Director, Board

General meeting, Director, Board of Directors
can be created

Registry of participants/
shareholders

All participants are registered
in the state registry

All shareholders are registered in the sharehol-
ders registry, which can be kept with depositary
or with the company’s director

Transfer of shares

transfer

Notary deed and registration with the
tax authorities required to make the

Transfer can be done within the registry

The registered share capital for both types of
entities is 10, 000 RU rubles which is approximately
250 Euros (EUR) and the time taken to complete
the registration process is five working days. Usu-
ally 100%-owned subsidiaries are opened as 00O,
while JV’s and/or companies who intend to transfer
shares are registered as ZAO.

(a) Permitted activities and financing
A subsidiary may be engaged in all types of activi-
ties in Russia, although, some may require permits.
Also, there are some strategic spheres such as in-
surance, banking, defense, etc. that might require
special permits for a foreign-owned company. Gen-
erally, a subsidiary can be financed through debt or
equity. The arm’s length principle can be applied
debt financing. Financing through equity may be
done through share capital or capital contribution.
In both cases, there are pros and cons (table 2).
Subsidiaries are most commonly financed via
intra-group loans, even though “mother-daughter”
loans are not tax-wise.

(b) Accounting and taxation
In general taxation and accounting procedures are

similar to those for a branch. The main difference

Table 2. Share capital vs. Capital contribution

occurs when the subsidiary’s revenue exceeds 10
million RUR per quarter. One may run into difficul-
ties during documentation of tax returns and book
keeping as this involves monthly statistic reports,
payroll reports, income tax returns, etc. Upon dis-
tribution of dividends the company is entitled to
the withholding tax. Generally, it is set at the rate of
15%, but if DTT applies, it is usually reduced to the
rate of 10%. In many cases, if the foreign investment
in a Russian company exceeds a certain limit then
the rate of 5% should be applied with regard to DTT.

(c) Visas and work permits
This may require some effort. A permit must be ob-
tained for the company and employee as well. Tech-
nically, the company intending to hire foreign na-
tionals applies for both permits. The procedure can
be quite costly and time-consuming. It may take up
to 3 months. The recent introduction of the Highly
Qualified Specialists category for foreign employ-
ees has, however, in many cases eased the permit
obtaining process.

This brief overview does not cover all the issues
at hand, however, it is our hope that it will make a lot
of choices easier to make.

Capital contribution

| Share capital

Registration

Each increase in share capital must be
registered with the tax authorities

No registration required

Corporate procedures

Requires decision of the General meeting | Requires decision of the General meeting

Possible tax consequences of the subsidiary

Does not create any profit on the side

Might create a profit and lead to the income
tax in case a contribution is made by the
shareholder, who owns less then 51% of the
shares in the subsidiary

Further tax deductions the disposal of the shares

Can be deducted from the income upon

Can not be deducted from the income upon
the disposal of shares

Return of the funds
parent company

Share capital might be reduced on the
later stage, and thus, returned to the

Capital contribution can not be returned

Possible form of transfer

Can be done as a cash transfer orin a
form of a waiver of an existing debt

Can be done as a cash transfer or in a form
of a waiver of an existing debt
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In the past 18 months, the Russian government
has adopted various changes in tax and immigration
legislation which are aimed at attracting top-talent
foreign specialists to work in Russia. Generally, this
category includes management and highly qualified
specialists of the companies doing business in Russia.

The major changes in immigration law were in-
troduced in July, 2010. The new simplified immi-
gration regime was established for highly qualified
specialists (HQS) coming to work in Russia, and
their accompanying family members. Since then,
the Federal Migration Service has issued more than
14,000 HQS work permits.

These changes in immigration processes were
highly appreciated and supported by the Russian
and foreign businesses employing expatriates in
Russia. According to the new procedure, an organ-
isation may obtain all the necessary immigration
documents for HQS personnel in one month. Un-
der the law, Highly Qualified Specialists are defined
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as foreign employees, with annual earnings of not
less than 2,000,000 Rubles. The HQS expatriates
and their employers may benefit from the system
from various aspects, including the 90-day rule for
initial immigration enrollment, absence of the quota
requirement and requirement to obtain various cor-
porate documents, including the company’s permit
and consent for hiring foreign labour. Moreover, the
HQS work permit and the related visa are issued for
a 3-year period, with possible prolongation on Rus-
sian territory of both documents.

Another benefit established for HQS expatriates
relates to personal taxation; whereby, from July,
2010 qualified foreign nationals became subject to
Russian tax at the rate of 13% irrespective of their
tax status in Russia, under the general tax rules.

All of the above changes to immigration law were
developed by the state and government authorities,
including the Ministry of Economic Development,
Ministry of Healthcare and Social Development, and
the Federal Migration Service, with the active in-
volvement of representatives of businesses in Rus-
sia. As a result, the law takes into consideration the
recommendations of Russian and foreign investors.
This was a good example of a fruitful cooperation
between the state and business representatives in
order to achieve the most effective results, where
both legislative and practical aspects were consid-
ered in the course of drafting the law.

Furthermore, the readiness of the government
and ministries in charge to continue effective dia-
logue with the investors was confirmed by another
quick reaction and related legislative change. On
February 15, 2011 the law concerning significant
changes in immigration enrollment procedure came
into force. Under the new law, the obligation to en-
roll foreigners in Russia was passed to the landlords
(legal entities and physical persons). Although the
intention of the legislators was to further simplify
the enrollment procedure, and relieve employers
from this obligation, the new requirement seemed
to be not feasible from the practical standpoint.
Many concerns regarding negative practical con-
sequences of this change were shared by investors
and various business associations directly with the
Russian government and the President. The new
law, which restored employers to the list of hosting
parties for enrollment purposes was urgently adopt-
ed in March, 2011. Again, this quick reaction by the
government has demonstrated willingness to work
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closely with the inves-
tors and respond to their
needs and concerns.
Another immigration
related document came
into force in March,
2011. Russia and France
signed the Agreement
regulating immigration
and labour issues ap-
plicable to the citizens
of both jurisdictions

Currently, a number of business
associations in Russia, including
the Association of European
Businesses continue discussions eficial enrollment rule
with the government regarding the
adverse impact that the prohibition of
secondment of personnel in Russia
could have not only on the investment
climate, but also on the potential

the whole territory of the
Russian Federation, and
visas can be extended in
Russia, for a period of up
to 3 years. A more ben-

has been established for
the qualified individuals,
i.e. 10 days upon arrival
to the country.

An analogous agree-
ment between Russia,

working on the territory unemployment of a big number of locals, Belorussia and Kazakh-

of the other country -
party of the Agreement.
The document stipu-

especially, those whose services are
needed on a temporary basis only.

stan, with effect from
January 1, 2012, fore-
sees a relief from the

lates more beneficial im-

migration rules for the

French citizens working in Russia (and vice versa
with regard to Russians working in France). For ex-
ample, no quotas applied to certain groups of expa-
triates, including those working in affiliated compa-
nies, heads of the companies, highly qualified work-
ers and young specialists. Russian work permits is-
sued to these groups of foreign workers are valid on

COLEMAN
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Russian work permits for

citizens of the respective
countries, under the condition that they hold local
employment agreements with the host companies
in Russia.

Although the main trend of the legislative devel-
opments has been positive for the foreign and Rus-
sian investors, there are still areas of concern for the
business.
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One of the most recent legislative developments
relates to the Russian social security system. The new
law effective as of January, 2012, foresees reduction
of the overall social contributions rate from 34% (valid
in 2011) to 30% (on the first 512,000 Rubles in earn-
ings). However, it also establishes additional contribu-

Russian Tax Code has yet been taken up by the State
Dumain afirstreading and its second reading would
most likely occur during the 2012 spring Duma ses-
sion. Thus, the likelihood of a draft law being adopt-
ed hasincreased. If the law is adopted, multinational
companies would not be able to continue using sec-

tions payable to the Pen-
sion Fund at a 10% rate
on income that exceeds
the 512,000
threshold. The introduc-
tion of additional contri-
butions leads to a signifi-
cant increase in payroll
costs for many employ-
ers (primarily those with

Another benefit established for HQS
rubles €XPatriates relates to personal taxation; i, |iewise, recruiting
whereby, from July, 2010 qualified
foreign nationals became subject
to Russian tax at the rate of 13%
irrespective of their tax status in Russia,
under the general tax rules.

ondment agreements to
deploy expatriates into
their subsidiaries in Rus-

firms will not be able to
continue providing the
core service of leasing
temporary labour to cli-
ents. Currently, a num-
ber of business associa-

a large number of highly
paid employees).

Moreover, the law now imposes additional bur-
den on employers hiring foreign nationals who are
in Russia, on atemporary basis. An exception is only
made for highly qualified foreign specialists who will
continue to be exempt from social contributions.
Therefore, the earnings of temporarily located for-
eign employees, who do not have an HQS status
will be subject to pension contributions at the rate
of 22% on the annual income up to 512,000 Rubles.
Income exceeding this cap will be subject to contri-
butions at the rate of 10%. This is in addition to tem-
porary and permanent residents, who are currently
subject to social contributions in full scale.

The provision related to foreigners would per-
haps make sense if the state were prepared to pro-
vide equivalent pension benefits for all foreign, na-
tionals working in Russia. However, foreign natinals,
not holding residency permits in Russia are current-
ly not entitled to Russian pensions.

Another serious concern relates to potential
abolishment of secondment of personnel in Russia.
The draft law abolishing the respective articles in the
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tions in Russia, including
the Association of Euro-
pean Businesses continue discussions with the gov-
ernment regarding the adverse impact that the pro-
hibition of secondment of personnel in Russia could
have not only on the investment climate, but also on
the potential unemployment of a big number of lo-
cals, especially, those whose services are needed
on a temporary basis only.

Currently, the state authorities in charge and the
representatives of business associations, including
recruiting agencies have developed alternative pro-
posals to the draft law, which may replace the ini-
tial text adopted in the first reading. However, it is
not clear whether only recruiting agencies (duly ac-
credited, with the state authorities) would be able to
continue using the secondment structure, or other
multinational companies would also be able to ap-
ply secondment, provided the necessary changes
to the Labour Code are introduced.

In this regard, there is a hope that the Russian
government would again take into account business
concerns of the Russian and foreign investors, while
making decisions on the above mentioned issues.
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Investing in Russia: Important Aspects of the Customs Union Legislation
Wilhelmina Shavshina, Head of Foreign Trade Regulation and

Ksenia Sizova, Associate, DLA Piper

Wilhelmina Shavshina

Wilhelmina Shavshina (PhD in
Law) is the Legal Director and
Head of Foreign Trade Regula-
tion at DLA Piper.

Wilhelmina is an expert in
customs law, with extensive
experience in customs admin-
istration, as well as the imple-
mentation of customs policy in investment activi-
ties. Best Lawyers voted Wilhelmina Russia’s best
lawyer in the regulatory sector in 2011.

At DLA Piper, Wilhelmina implements the inte-
grated support and structuring of international in-
vestment projects, cross-border transactions, ad-
vises on the issues of customs value and customs
administration to the requirements of customs,
currency control, tax and accounting recordkeep-
ing, the use of simplified customs clearance proce-
dures, and customs risk profile actualization. Wil-
helmina oversees the process of customs duty rate
reduction, assists in solving customs disputes and
protecting right holders’ interests as well as advises
companies on all other aspects of customs regula-
tion and the taxation of foreign trade operations.

Acting as a Deputy Head of the advisory council
on customs regulation and a member of the advi-
sory council on tax law at the State Duma Commit-
tee for Budgets and Taxes, Wilhelmina focuses on
the legal basis of the public governance of over-
seas trading activity. She is also a member of the
expert committee for customs tariff policy with the
Industry Committee. She was actively involved in
the preparation of the model CIS Customs Code
under the CIS Interstate Parliamentary Assembly.
She also sits as an expert on one of the commis-
sions in the Parliamentary Assembly of the Eur-
asian Economic Society.

Wilhelmina is a professor (docent) at St. Peters-
burg State University. Wilhelmina is an associate
professor at the St. Petersburg State University.
With the support of the Law Faculty of St. Peters-
burg State University, at the initiative of Wilhelmi-
na, a continuing education programme on the le-
gal groundwork of foreign economic trade activity
for corporate legal advisors and senior manage-
ment was launched. Wilhelmina is the author of
over 60 publications on customs and tax matters.
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Ksenia Sizova (PhD in Eco-
nomics) is an Associate at DLA
Piper.

Ksenia Sizova is an expert in
customs legislation at the St.

Petersburg office of DLA Piper.
| Ksenia specializes in cus-
toms-tariff regulation of for-
eign trade activity, possesses profound knowl-
edge in the sphere of customs, tax and admin-
istrative legislation in Russia, which all affect the
customs sphere. Ksenia is an expert in the regula-
tion of customs issues faced by companies with
foreign economic activities. In particular, Ksenia
possesses expertise in the following areas:

m Full-scope project administration related to
the application of customs-tariff and non-tariff
measures regulating foreign economic trade
activity, including the preparation of project
feasibility studies, their approval at the respec-
tive ministries and departments as well as im-
plementation;

= Organizing company’s interaction process with
the customs authorities as regards the develop-
ment of a unified position on conducting cus-
toms clearance and customs control of import-
ed (exported) goods;

® Preparation of requests to the customs (tax)
authorities with respect to payment, and re-
funds (offsets) of monetary funds in relation to
goods crossing the customs border;

m Representation of foreign trade participants at
court and quasi-court dispute settlement pro-
ceedings related to the application of customs
and tax legislation;

m Defense and representation of companies be-
fore the customs authorities in administrative
proceedings;

® Developing goods supply schemes on the cus-
toms territory of the Russian Federation and
subsequent customs clearance.

Kseniais the author of over 30 research articles.

When making the decision to invest in Russia,
foreign investors come across a lot of questions,
which require legal and economic evaluation. The
creation of the Customs Union of Russia, Belarus

35




How to Invest in Russia

and Kazakhstan has changed the regulation of for-
eign trade; this has a directimpact on the implemen-
tation of investment projects. This article is devoted
to the main provisions of the customs legislation of
the Customs Union and the evolving law enforce-
ment practice that should be taken into consider-

Please note that according to the Protocol on
the accession of the Russian Federation to the
World Trade Organisation (WTO) signed in Gene-
va on 16th December, 2011, Russia has assumed
particular commitments upon itself with respect to
the Customs Union nomenclature of goods. On the

ation by foreign compa-
nies investing in Russia.

Tariff Regulation

Changes in tariff regula-
tion that have taken place
in connection with the
creation of the Customs
Union have affected ab-
solutely all the compa-
nies engaged in foreign

It would be worth noting that since
1st January, 2012, the new edition
of the Uniform Customs Tariff and
that of the Uniform Nomenclature
of Goods has taken effect (by
virtue of decision No. 850 of the
Customs Union Commission dated
18" November, 2011).

whole, tariff rates are
to be cut gradually, but
at the initial stage they
may be increased with
respect to a number of
goods. We, therefore,
would expect that during
the ratification process,
the Russian Federation
should initiate nego-
tiations with Kazakhstan
and Belarus on the ad-

trade. This is mainly con-

nected with the enactment of the Uniform Customs
Tariff of the Customs Union and the introduction of
the Uniform System of Customs Concessions & Pref-
erences and the Uniform Nomenclature of Goods at
the level of the Customs Union member states.

Tariff rates have been generally cut. To be more
precise, tremendous changes have been intro-
duced with respect to process equipment, devices
and mechanisms the tariff rates for which have been
brought to zero. It would be worth noting that since
1st January, 2012, the new edition of the Uniform
Customs Tariff and that of the Uniform Nomencla-
ture of Goods has taken effect (by virtue of decision
No. 850 of the Customs Union Commission dated
18th November, 2011).

Technically, the uniform customs tariff rates
are subject to revision on the basis of the decision
of the Customs Union Commission. Any company,
however, may initiate a change in the tariff rate, with
respect to a particular kind of goods.

For example, in 2011 the Customs Union Com-
mission made decisions to change tariff rates, with
respect to various kinds of foodstuffs, grain, paper
and cardboard, accumulators, aluminium foil, agri-
cultural machinery, presses, and other goods.

In Russia, as is clearly shown in practice, the ini-
tiative of a tariff rate increase has been adopted pri-
marily as a result of the initiative to protect domestic
production.

Atthe sametime, starting from 1stJanuary, 2012
companies suffering losses from the increased tariff
rate may approach the Russian federal authorities,
with a counter-initiative to decrease the tariff rate,
providing a calculation of the real damage suffered
from the increased tariff.
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justment of import tariff
rates, with respect to such goods.

Itis not clear at the moment how the future Cus-
toms Union tariff will be established: whether (i) just
another tariff will be introduced in one step or (ii) the
manufacturers’ and consumers’ applications will be
collected and a new tariff established, based, there-
on, in compliance with the applicable procedure.
However, the earlier companies commence filing
their applications to the Russian Government, while
having reviewed the new trading conditions evolving
due to Russia’s commitments, the better.

Tariff Concessions

With respect to tariff concessions (a complete or
partial exemption from import tariffs), the legislation
of the Customs Union has preserved the main types
of exemptions. As before, companies will be able to
take advantage of a concession if they import goods
as a contribution to the authorised capital of a Rus-
sian company. A tariff exemption will also be granted
with respect to vehicles transporting cargo and pas-
sengers overseas. Goods imported as free aid are
exempt from tariffs upon the import thereof to Russia.

The procedure for granting tariff concessions is
generally written into the legislative acts of the Rus-
sian Federation.

Alongside this, the legislation of the Customs
Union has introduced an utterly new tariff conces-
sion. We are referring to an import tariff exemption
with respect to equipment, their components, spare
parts and raw materials that are imported in the
course of the implementation of investment projects.

A similar concession was established in Russian
legislation by the 1999 Foreign Investment Law, but



Before You Start

it was not applied owing to the absence of a regular
mechanism (the relevant regulatory acts in further-
ance of the Law were not passed).

The concession being introduced is very im-
portant for business, especially, for companies that
import raw materials and supplies and pay tariffs
ranging from 5% to 20% of the value of the goods
they import. For the time being, however, the con-
cession is not being applied, as a lot of the issues
concerning its application remain unsettled. To be
more particular, the legislation does not give a clear
definition with regard to projects that will fall under
the investment category or if the evaluation criteria
for the investment size and the foreign investor s
shareholding will be put in place and so on.

Value Added Tax (VAT) concessions on
the import of process equipment

When importing process equipment that has no
domestic counterparts to Russia, companies may
claim a concession on the VAT charged by customs,
with respect to imports.

The mentioned concession is granted with re-
spect to a limited list of equipment, as adopted
at the Russian government level. This list is not a

closed one and may be extended on the application
of the company to the competent authorities.

Customs Value

For the time being, the issue of adjustments to the
customs value of goods imported to Russia still re-
mains the most sensitive of all issues in the sphere
of foreign trade administration. A change has been
introduced within the framework of new legislation
to the customs value adjustment rules. A series of
agreements have been adopted with respect to de-
termining and declaring customs value and exer-
cising control. On the whole, the main principles of
customs value determination and control have not
undergone a drastic change. New norms, within the
framework of the Customs Union regulation con-
form to the main principles of article 7 of General
Agreement on Tariffs and Trade (GATT).

The principles of customs value control are
aimed at shifting control towards the post-release
stage. The customs authorities will, thus, be able
within three years after the release, to check the ac-
curacy of the customs value declared.

The Customs Union Commission has published
the procedure of exercising control, which sets forth
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a clear-cut action algorithm for a customs authority
to follow at the stage of customs value control. The
legislation of the Customs Union provides for three
possible solutions at the customs control stage: (i) to
accept the customs value, (ii) to issue the decision on
conducting an extra check or (iii) to issue the decision

The decision on making adjustments to the cus-
toms value, before the release of goods is made if
the customs authority is sure that the company has
declared inaccurate data (including instances, when
the company has chosen the wrong customs value
determination method). This is drastically different

on making adjustments
to the customs value.

By virtue of law, in the
absence of the above-
mentioned grounds, the

Recently, based on resolution No. 565
dated 12 July, 2011, the Russian
Government has adopted the list of

from the wording «has
identified the signs of the
declaration of inaccurate
data». In this case, an
additional check is not

customs authority may goods which qualify for the preferential conducted and the com-

not adjust the customs
value before the release
of the goods if it has

procedure of processing for domestic
consumption .

pany may not release the
goods against security.
In such a situation, even

doubts as to the reliability The idea is that |mported g°°ds that are if the company does not

of such a value. In such
a case the customs au-
thority is obliged to either
accept the customs value
declared or commence
an additional check, of

on the list can be brought into Russia
on a duty-free basis and when the
procedure is complete, the companies
will apply the tariff rates established for
the processed products.

accept the customs val-
ue adjustment, the cus-
toms authority will still
have the right to make
such an adjustment on
its own and if the sur-

which it must notify the
declarant within the re-
lease timelines (one day). In addition to the notice,
the customs authority must furnish the declarant
with a demand and a calculation of the sum of se-
curity for customs payments and release the goods
immediately after the provision of security. Following
the goods’ release, the customs authority shall con-
duct an additional check, with respect to the customs
value.

Accordingly, the provisions of the Law are aimed
at: (i) preventing a delay in the release of goods, in
the event that the customs authority has doubts as
to the correctness and reliability of the customs val-
ue declared and (ii) conducting an additional check,
with respect to the goods that have already been
released into free circulation. An additional check
may be more preferable for the company, as it will
be able to have the goods released against security
and then liaise with customs within the framework
of the additional check (for example, provide docu-
ments, submit explanations, etc).

In the meantime, practice demonstrates that lo-
cal customs are not ready to speedily process the
security instruments; representatives of customs,
as well as some of the importer s customs brokers
unwillingly fulfil these provisions, as this would mean
double work for customs and the customs broker —
first, goods are released against security, then the
final release of the goods is to be effected. There-
fore, in this case the insistent approach of the im-
porter and its customs broker is very important.
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charges remain unpaid,
the customs authority
will have the right to not release the goods.

In addition, it would be worth noting the statuto-
ry right of the customs authorities to consult the par-
ties concerned on customs value matters. Though
during such consultations the customs authority
may not check documents and make any prelimi-
nary decisions on the customs value. In this regard,
the practice of consultations on customs value mat-
ters has not been established yet.

In conclusion, one should note the importance
of competent and professional cooperation with the
customs authority at the stage of the customs value
control, which usually helps to defend one srights and
to prove the legitimacy of the customs value declared
either through administrative or court proceedings.

Classification of Goods

The Customs Code of the Customs Union has pre-
served the opportunity for companies to obtain a
classification decision on applying a uniform HS
code, with respect to vehicles and equipment im-
ported as distinct components during a certain pe-
riod (within three years at most).

Accordingly, as before, companies will be able to
apply to Russia s Federal Customs Service to obtain
a favourable decision if the equipment being import-
ed by them cannot be for some reason produced to
the customs authority at a time during the declara-
tion process and its shipment is spread out over time.
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The legislation of the Customs Union has also left
the companies the right to apply to customs for ob-
taining a preliminary classification decision which is
issued ahead of the import of goods to the Customs
Union. Such a decision remains effective for a pe-
riod of three years and is binding on local customs.

It would be worth noting that this is the first time
that Russia’s legislation (the Law on Customs Reg-
ulation in the Russian Federation) stipulates that a
preliminary classification decision may be issued,
with respect to particular groups of goods by the re-
gional customs department, upon the application of
the party concerned. Earlier, only the Federal Cus-
toms Service of Russia had such an ability. In prac-
tice, the specified innovation should reduce the time
for issuing such decisions.

Particularities of Declaring Goods

The main rule of the declaration, as is written in the
Customs Regulation in the Russian Federation Law,
consists of the submission of a declaration with re-
spect to goods in electronic form. Article 322 of the
Law on Customs Regulation in the Russian Federa-
tion envisages transitional provisions, with respect
to the application of this rule. Until 15t January, 2014
the customs declaration process shall be carried
out in written or electronic form at the declarant s
option. It would be worth noting that declarations
in electronic form have become widely spread; the
complete transition to electronic declaration since
2011, however, was not possible owing to the im-
perfections of the electronic declaration process in
the customs system due to Internet outages, cus-
toms server outages and problems of logical and
format control, with documents in electronic form.

As concerns the list of documents to be submit-
ted to customs, the following should be noted. Ar-
ticle 183 of the Customs Code of the Customs Union
sets forth an exhaustive list of documents that must
be submitted together with the customs declara-
tion. It consists of 13 points.

The specified list is considerably vague. For ex-
ample, the company must submit documents on
the basis of which the code of goods was declared.
Which documents are meant is not clear. In this
case customs may apparently require any docu-
ments which it finds necessary for confirming such
information.

Release Time

The Customs Code of the Customs Union stipulates
that the release of goods should be completed by

the customs authority not later than one working
day following the registration date of the customs
declaration. It would be worth noting that initially,
the time of release was set at three working days.

Customs officials may extend the time of release
by no more than 10 working days. When working on
the Customs Code of the Customs Union, the busi-
ness community expressed concerns regarding
the unjustified extension of the release time, which
would result in considerable losses for the parties
involved in foreign trade.

These concerns were factored in, when arti-
cle 220 of the Law was written: it lists the exclusive in-
stances, in which the release date may be extended.
For instance, the date may be postponed if an addi-
tional check is needed to determine the accuracy of
the classification code and customs value of goods.
Moreover, the date is postponed if certain documents
such as licences, certificates, approvals or docu-
ments confirming the data shown on the customs
declaration have not been presented. The declarant
may also apply to have the release date postponed.

Significant changes have been introduced to the
timeframes for various procedures. The following
changes have become the most significant:

m customs charges may now be paid within 4
months instead of the earlier given 15 day period,;

® customs declarations are now registered within two
hours of submission to the customs authorities.

Authorised Economic Operator’s (AEO)

The institute of authorised economic operators
introduced by the Customs Code of the Customs
Union is not a new development to the Russian cus-
toms regulation — authorised economic operators
were preceded by entities that enjoyed simplified
procedures, within the framework of the national
legislation (article 68 of the Customs Code of the
Russian Federation).

In point of fact, a new term has been introduced
for the already existing group of entities, which the
customs authorities trust and which may simplify
customs clearance and control.

The status of an authorised economic operator
gives companies the opportunity to enjoy certain
privileges. These include the opportunity to store
and clear imported goods within the operator s terri-
tory (warehouses), and to release and use imported
goods even before a customs declaration has been
submitted to that effect.

For the first time, companies can deliver import-
ed goods directly to their warehouses (onto their
premises), without submitting them for inspection
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to the internal customs authority, on arrival to their
point of destination.

In addition,this status allows for a special agree-
ment between the company and the customs author-
ity. This agreement outlines the nature of the cooper-
ation between the customs authority and the compa-
ny in question, with regard to information exchange,
use of the official customs seal and other matters. A
model of such an agreement has already been de-
vised by the Federal Customs Service of Russia.

It would be important to note that this agreement
may be used as a document stipulating the terms &
conditions of the operator s application of the pro-
cessing procedures (processing within the customs
territory, processing outside the customs territory
and processing for domestic consumption). Such
an agreement will, thus, relieve the operator from
the duty of preparing

m The absence of expenses related customs con-
trol operations (visual examination/inspection)
carried out by customs authorities, when releas-
ing goods in the port: loading/discharge, weigh-
ing, counting, unpacking/packing of goods, etc.;

m Goods have no restrictions and are circulated
freely from the moment they are accepted from
the carrier at the operator’s site (even before the
customs declaration has been processed);

m A significant decrease in the time needed to re-
move the means of identification, unload goods
and accept them from the carrier, when complet-
ing the transit procedure at the operator’s site in
comparison with regular road transportation to
internal customs check-points;

® The agreement entered into between the customs
body and the AEO may be used as permission to

carry out a number of

a distinct set of docu-

customs procedures,

ments for submission to
customs for the purpose
of obtaining permission
with respect to process-
ing.

Should the company

It is important to note that the Law on
Customs Regulation in the Russian
Federation contains provisions that
allow senior customs authorities to
exercise departmental control over

other customs divisions.

such as processing with-
in the customs territory,
outside the customs ter-
ritory and for domestic
consumption;

m The agreement en-

apply for such a status

tered into between the

in its pre-declaration

(which involves submitting a customs declaration

regarding goods to be imported prior to their arrival

to Customs Union territory), the customs author-
ity may notify the company of the customs screen-
ing, prior to the arrival of its goods. This gives the
company enough time to prepare for the customs
screening and schedule a time of the customs clear-
ance of its goods.

Below we have summed up the advantages of
enjoying this operator s status:

m Customs audits can be exercised once in 3 years
only (other importers must submit to a scheduled
annual audit);

® Reputable status vis-a-vis customs bodies. A
number of largestinvestors (including those in the
automotive, tobacco, pulp and paper sectors) are
seriously considering obtaining the AEO status;

m A sufficient decrease in transport cost, making
the delivery logistics more effective, when trans-
porting goods from the Russian border directly to
the locality of the operator, excluding the internal
customs authorities’ site;

® Reduced time and cost for port services (incurred
while processing import customs declaration at
port customs);

m Filing a transit declaration is easier than an import
customs declaration;
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operator and the Federal
Customs Service of Russia permits such compa-
nies to use this status when carrying out similar
activities in other member countries of the Cus-
toms Union.

Risk Exemptions

Some customs, in other countries, may have more
lax rules regarding the risk profiles when it comes
to companies. Being exempt from the risk profile
means a company will not have to pass a customs
screening; thus, allowing it to clear goods on a first
priority basis.

Unfortunately, unlike in the EU, in Russia, the
operator s status does not allow for such exemp-
tions. However, in 2011, the Federal Customs Ser-
vice of Russia launched this procedure on an ex-
perimental basis, excluding companies in particular
regions in Russia from the risk area.

The list of companies that qualify to be consid-
ered for this category has been submitted to the
Federal Customs Service of Russia for consider-
ation. This was done on the initiative of the compa-
nies themselves, while the risk management system
itself foresees such cases.
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Customs Controls

The Law aims at enforcing the main principle of
customs regulation - the selectiveness of customs
control. Currently, there are no set mechanisms and
practices of dividing the parties to foreign trade into
those whom the customs authorities trust (besides
the authorised customs operators) and others.

At present, quite a lot of companies that con-
duct their business openly and transparently may
be considered good faith parties to foreign trade by
the supervising authorities. In practice, the cargo
of such companies may sometimes be unjustifiably
screened several times, with repeated requests to
provide the same documents and show other un-
necessary requirements. These, for example, in-
clude the provision of security for customs pay-
ments, the submission of an enormous number of
documents regarding adjustments to the customs
value of goods or the non-acceptance of the de-
clared HS code by customs.

The Law also provides for a shift towards post-
release controls (that is, the exercise of control fol-
lowing the release of goods). This is confirmed by
an extension of the time of post-release customs
control from one to three years.

The next change concerns the introduction of
new forms of customs controls. The first form is the
registration of goods under customs control and the
operations carried out with respect to such goods;
the second is the auditing of the record keeping
system and accounts.

Yet another confirmation of the shift towards
post-release control is the establishment since
1 February, 2012, of a distinct subdivision within the
Federal Customs Service — the Chief Department
for Post-Release Control.

Departmental Control

It is important to note that the Law on Customs
Regulation in the Russian Federation contains pro-
visions that allow senior customs authorities to ex-
ercise departmental control over other customs di-
visions. The Customs Code of the Customs Union,
however, does not make provision for such a clause.

The practice of the past years has shown that
overruling decisions made by the junior customs
authorities almost always lead to setbacks and in-
evitable losses for companies engaging in foreign
trade. A striking example of this are the numerous
decisions by Russia s Federal Customs Service re-
garding the revocation of permits with respect to the
processing of goods issued to companies by local

customs. As a result, companies suffered multimil-
lion dollar losses and were forced to seek the pro-
tection of their rights with the judicial bodies. The
main reason for such adverse consequences for
companies is the fact that companies do not partici-
pate in the examination of the decisions by the su-
perior customs authorities and therefore are unable
to properly protect their approach.

Preferential Customs Procedures

Recently, based on resolution No. 565 dat-
ed 12 July, 2011, the Russian Government has ad-
opted the list of goods which qualify for the prefer-
ential procedure of processing for domestic con-
sumption .

The idea is that imported goods that are on the
list can be brought into Russia on a duty-free basis
and when the procedure is complete, the compa-
nies will apply the tariff rates established for the pro-
cessed products.

The procedure will, thus, be effective only if the
tariff rates for raw materials are higher than those
for the processed products.

In fact, the procedure of processing is applied
only in the case of a breach of the tariff escalation
principles, which is recommended by the WTO. Ac-
cording to the principle, the higher the degree of
processing, the higher the tariff. An example of a
deviation from this principle is the industrial assem-
bly scheme, where components are imported at a
reduced or zero-rated tariff on the condition that
they are used for their intended purpose (the man-
ufacture of vehicles or automotive components),
while raw materials for the manufacture thereof are
imported at a standard tariff rate.

Alongside this, in all such cases of deviation
from the tariff escalation principle, processing for
domestic consumption remains vitally important for
encouraging production in Russia.

The resolution specified is of great importance
for stimulating the activity of production companies
engaged in processing on the Russian territory, with
the use of foreign materials.

41



How to Invest in Russia

Fundamentals of Intelectual Property (IP) Due Diligence to help investors
to protect their IP rights when entering the Russian market with

technology-based projects

Ekaterina Tilling, Special Counsel, Head of IP, Moscow, Baker Botts, L.L.P.
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Ekaterina Tilling is Special
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Introduction

Foreign companies are looking to expand technol-
ogy investments in the Russian market, targeting
software development, IT, medicine, energy and
other technology-based spheres.

The base models for a standard investment
project may be described as follows:
® the investor acquires the right over an off-the-

shelf technology in Russia;
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® the investor comes with its own technology;
m g technology is developed from scratch in Russia.

Irrespective of the model selected for an invest-
ment project, the investor needs to evaluate exist-
ing and potential risks. This is exactly why investors
need an instrument enabling them to check the le-
gal status of a target technology and determine its
value. Such an instrument is IP due diligence that
serves to protect the investor.

The goal of IP due diligence is to analyse how
well the technology fits the investor’s business ob-
jectives, whether it provides exclusivity on the mar-
ket and may be effectively enforced against others.

In the case of an off-the-shelf technology that
is purchased, the goal of the investor may be either
to purchase or invest in a company holding a cer-
tain technology or purchase individual rights over a
technology of interest for setting up its own manu-
facture.

In all of these cases, it is particularly important
to conduct IP due diligence before purchasing tech-
nologies. Where the goal of the investor is to pur-
chase a company, financial and corporate due dili-
gence may be needed, too.

This article covers specifically IP due diligence,
as it is of main importance in technology transac-
tions. While a technology transaction may involve
different intellectual property rights, it mostly relies
on know-how and patent rights to inventions, utility
models and industrial designs. This is why this ar-
ticle focuses on know-how and patent rights.

Patent Rights

IP due diligence should first of all address the exis-
tence and strength of patent rights. When properly
protected and used, patents can increase revenue,
bar competitors from certain markets or technologies
and serve as an in-kind contribution to corporate cap-
ital. If atechnology is not properly protected by patent
rights, the value, future competitiveness and even the
survival of an investment project may be at risk.

m Territory

In checking patents one needs to take into account
that under the general rule patents are protected
under the principle of territoriality, i.e. patents are
valid only on that territory for which protection has
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been claimed and in which they were issued. In par-
ticular, for a technology to be afforded patent pro-
tection in Russia, a patent for it should be issued by
the Russian Patent Office (Rospatent).

Importantly, it is sometimes impossible to pro-
hibit the use of a technology in countries, where
the technology is not protected by patents. Based
on the results of IP due diligence, it may be recom-
mended to pre-determine a list of countries of po-
tential interest and secure due legal protection for a
technology in them.

IP due diligence often uncovers assignment
agreements or licensing agreements on transfer-
ring in Russia the rights over patents issued in other
countries, but having no patent protection in Russia.
Please note that because patents operate under the
principle of territoriality such a transfer of rights can
not be effected.

shows that existing patents or know-how do not cover
atechnology completely or that patents are weak and
may be challenged, in full or in part, by interested per-
sons for a failure to match the patentability criteria.

In this case, the investor may encounter the risk
of being unable to prohibit the third-party use of the
technology in Russia.

= Freedom to Operate

A significant risk can arise that the use in Russia
of a technology that is not completely covered by
patents or know-how may result an infringement of
the rights of other persons that may, for example,
hold patents for any of its individual parts or com-
ponents. Beside the fact that infringement actions
are time-consuming and expensive, the risk that the
use of the technology is prohibited may be revealed.
Accordingly, due

Thus, if an investor
comes to Russia with its

velops it specifically for
the Russian market, to
gain the rights over such

The specifics of know-how under

own technology or de- RuUSsian law are that preservation of the

title over know-how does not always
depends on its right holder’s will.

diligence may involve
a check for freedom to
operate, i.e. for poten-
tial infringement of third-
party rights by the use of
a certain technology not

a technology one may

either secure its patent protection in Russia or sat-
isfy the necessary conditions for it to be protected
in Russia as know-how. The same general rule ap-
plies, where an investor gains the right over an off-
the-shelf technology in Russia, i.e. one needs to
satisfy itself that the technology is duly protected
in Russia. For example, in Russia, unlike the U.S.A.
and Japan, business methods are not patentable.

= Patentability

Irrespective of the model for an investment project,
IP due diligence may establish whether technical
results developed in other countries, as well as pat-
ents issued abroad are patentable in Russia.

Such a conclusion will help to decide whether
patent applications need to be filed and, accord-
ingly, whether information about a technology be-
ing patented need to be disclosed in this regard. If
due diligence uncovers certain problems that may
potentially result in denial to patent, it may be rec-
ommended to update technical solutions before fil-
ing applications or keep such solutions in secret and
protect them as know-how.

= Coverage

In checking patents, one would specifically accen-
tuate whether a technology or products to be made
using it is/are sufficiently covered by issued patents
and know-how. Legal due diligence rather frequently

yet protected by patents.

Such a check may cover both Russia and other
countries, where the technology is planned for use.
Thus, a check for freedom to operate in other coun-
tries may be needed, in particular, when the planis to
make productsin Russia, but distribute them abroad.

m Effective Term

Due diligence may also reveal that the effective term
of the rights being purchased is elapsing shortly and
may not be extended; whereupon, the technology
will become available in public domain. This fact
may also significantly impact on decisions made by
the investor.

Know-how

Know-how is a very important part of any technol-
ogy. There is a balance between patents and know-
how. While a patent provides the exclusive right, it
may in some circumstances be beneficial to protect
information as know-how rather than seeking its
patent protection.

In particular, new developments before the date
on which patent applications are filed, when their
completion requires time, may be protected as
know-how. Besides, developments not patentable
for their failure to meet the patentability criteria, but
still having commercial value for their right holder
may be protected as know-how, too.
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® Trade-secret Regime
As far as know-how is concerned, we note that un-
like the law of many foreign countries, under Rus-
sian law, the right over know-how will not arise until
its owner introduces a trade-secret regime (or so-
called “confidentiality regime”), with regard to such
know-how. This regime involves a set of measures
to be taken that is quite complicated and is, there-
fore, rarely complied by companies properly.
Accordingly, the central risk normally identified
in checking know-how is that because the statutory
measures for applying the trade-secret regime are
not complied with, the right over know-how does not
exist. Moreover, even if the investor wishes to use in
Russia know-how created beyond Russia and is pro-
tected under a foreign law, the mandatory provisions
of Russian law still require proper application of the
trade-secret regime for

due diligence is designed to cover at least the fol-
lowing areas:

® Transfer of Rights from Employees to the Em-
ployer
Where the right holder of patents and know-how of
interest to the investor is a legal entity, due diligence
verifies a due transfer of rights from its employees
to it as employer. If creation by an employee of such
developments forms part of his/her job responsibili-
ties or there is a specific assignment in place from
the employer, the exclusive rights over such em-
ployment developments are held by the employer.
The key problem, often revealed in the course of
due diligence is an insufficiently specific wording of
an employee’s responsibilities in relation to employ-
ment developments, which may mean that the rights
over such developments

such know-how to be
protected in Russia.

= Confidentiality

The specifics of know-
how under Russian law
are that preservation
of the title over know-
how does not always
depends on its right

Thus, if an investor comes to Russia
with its own technology or develops it
specifically for the Russian market, to
gain the rights over such a technology

one may either secure its patent
protection in Russia or satisfy the
necessary conditions for it to be
protected in Russia as know-how.

created by him/her are
not transferred to the
employer. In this case,
entering into additional
agreements with em-
ployees to ensure the
proper transfer of exclu-
sive rights shall be rec-
ommended as an option.

Such due diligence

holder’s will. Thus, the
key test for the title over
know-how is that the right exists until information
about it has not been disclosed to third parties. Ac-
cordingly, the main risk for the title is that a disclo-
sure of know-how to third parties may occur, for in-
stance, without the knowledge of the right holder.
Thus, the exclusive right over know-how may be
susceptible if no proper measures to protect it un-
der Russian law are taken. Besides, if a technology
is disclosed in any public source in the world, includ-
ing, by publishing a patent application, then since
information has been disclosed to general public,
this technology cannot enjoy risk-free protection in
Russia as know-how. In this case, there is a substan-
tial risk that any company will be able to use such a
technology in Russia and the right holder will most
likely be unable to prevent them from doing this.

Developments created in the course
of employment

Most of technologies are created in the course of
employment. Such employment developments exist
in any of the above types of investment projects. IP
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should be conducted
generally, within all the
above types of investment projects. Thus, for exam-
ple, even if the patentable item was developed by an
independent-work contractor under an agreement
with the investor, as described below, for example,
by a scientific laboratory, the investor needs to check
in advance that relationships between that laboratory
and its employees are duly formalised for ensuring a
proper transfer of rights from the employees to the
laboratory, as well as needs to insert relevant war-
ranties into such agreement.

= Authors’ Remuneration

If the investor’s goal is to purchase a company to-
gether with patents and know-how owned by it, due
diligence should check whether the payment of remu-
neration to employeeswho are authors of employment
developments has been competently addressed. It’s
important since according to the established court
practice, this is the employer of such an author who is
always obligated to pay said remuneration to the au-
thor for the use of a corresponding employment de-
velopment, irrespective of a change in its ownership
or further assignment of this patent to a third party.
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The risk is that the author may claim remunera-
tion over the entire effective term of a patent, and if
an agreement on the amount of such remuneration
has not been reached with the employer, this issue
shall be solved by a court.

Developments Created or Transferred
under an Agreement

Where third parties engaged to carry out research
and development work or technologies are trans-
ferred under IP-related agreements, due diligence
should focus at least on the following issues:

m Transfer of Rights from Developers

If a target technology has been developed under in-
dependent-work agreements (order), due diligence
should thoroughly address a due transfer of rights
from its developers to the client, as well as analyse
the scope of the rights transferred and any restric-
tions arising from such agreements.

Under the general rule, IP rights over a develop-
ment created under an order belong to the indepen-
dent-work contractor (developer), unless provided
otherwise by a contract between it and the client. If
the purpose of such a contract is to transfer the right
over the development to the client, this should be
expressly stated in this contract.

requirements on mandatory registration means that
agreements are invalid and that the rights over pat-
ents have not been transferred. The requirement on
registration of such agreements is a mandatory pro-
vision and applies, irrespective of the applicable law.

Conclusions

As a result, IP due diligence helps the investor as-
sure if it is appropriate to proceed with a particular
technology-based project and estimate its value.
The scope of due diligence depends on the spe-
cific project. An experienced lawyer may advise
the investor on the best scope of due diligence for
it, based on both the primary objective of asserting
rights and the prospects of further use of a tech-
nology, including through further sale of products,
which are manufactured using that technology or in
which it is used.

Due diligence helps generate a model for the
creation and use of technologies that is risk-free to
the maximum possible extent. The three key guide-
lines for creation of such a model are:

= Structuring of IP and Perfection of Rights

Identification of IP, definition of the form of its pro-
tection and understanding how to make a “product”
of IP for subsequent commercial purposes. Check-

Likewise, for exam-
ple, such developer may
reserve the right to inde-
pendently use a technol-
ogy created under the
contract. Besides, if the
contract involving as-
signment of IP rights is
drafted incorrectly, such
rights may be treated
not as assigned but as
licensed. In this case,
the right holder will be
the developer, while the

In particular, licensing agreements
and agreements to alienate rights over
patents issued in Russia are subject
to state registration with the Russian
Patent Office ( Rospatent). Failure
to comply with the requirements on
mandatory registration means that
agreements are invalid and that the
rights over patents have not been
transferred.

ing of the rights over
existing technologies
for defects. Competent
perfection of contractu-
al relationships, with all
parties involved in devel-
opments.

m  Territory
Regions of presence
(national and interna-
tional protection of IP)

] Protection

client will only hold the
right to use the technology; this right will be con-
fined to a certain period and scope.

® Requirements for the Form of an Agreement
In addition, due diligence verifies compliance with
all formal requirements set forth by Russian law for
an agreement.

In particular, licensing agreements and agree-
ments to alienate rights over patents issued in Rus-
sia are subject to state registration with the Russian
Patent Office ( Rospatent). Failure to comply with the

This is important to de-
termine a competitive environment that defines,
inter alia, the form of IP protection and the regions
of presence. Two key stages are implied - primary
protection (title documents) and subsequent pro-
tection (against unauthorised third-party use - ex-
trajudicial and judicial).
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Introduction

The existing Health & Safety (H&S) culture can be
challenging for an owner of an operating industrial
facility or potential investors, and call for additional
expenses related to integration and mitigation of
risks to reputation. Project experience of H&S con-
sulting companies in Russia shows that production
companies that possess assets constructed in the
Soviet times, are still on their way to achieving H&S
culture maturity.

For instance, in terms of safety, the high level of
risk acceptance in Russia is leading to blindness to
hazards, which could undermine attempts to imple-
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ment “safety first” and “zero harm” ideas. Another
problemis lack of training, ineffective communication
between line managers and workers and lack of be-
lieve that such things as culture can be ever changed.

To be fair, major international companies have
been facing similar challenges on their journey to-
wards H&S maturity. The most common and signifi-
cant corporate issues are described below.

Challenges

Key challenges on the H&S culture change journey

are:

m Lack of H&S leadership among senior managers
and ineffective approach to addressing challenges;

m Focus on formal compliance rather than on man-
aging performance targets;

®m Underestimation of risks and application of tech-
nical solutions to non-technical issues;
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m |ack of personal motivation;
m |nsufficient communication;
® |Inadequate training.

Lack of H&S leadership among senior
managers and ineffective approach to
addressing challenges

Although, it must be noted that Senior managers usu-
ally do understand the risks related to H&S; however,
they sometimes have conflicting points of view on who
is responsible for safety in their companies: some
think that it is the "responsibility of the H&S depart-
ment or person”: others believe that it is the responsi-
bility of other or more senior managers. In some cas-
es, especially, working in challenging conditions cre-
ated in the former Soviet Union, there is a tendency to
‘blame culture’, which can not be changed. This ap-
proach might cause ineffectiveness in the decision-
making process related to taking reactive measures
rather than pro-active ones, which do not solve the
problems, but deal with the consequences.

Focus on formal compliance rather than
on managing performance targets

Large industrial corporations often rely on written
procedures, which seem to cover all the aspects of
the work life. An over-re-

to the identification of risks and hazards, especially,
with the common practice of underreporting when it
comes to minor injuries (e.g. cuts, bruises etc), or
near misses. Quite often, risk identification, mitiga-
tion and management programmes are designed
and implemented to meet regulatory requirements
and might not deliver the sufficient level of control.

Also, in many cases, major hazards/process
safety risks are not caused by technical issues, but
rather, behavioural or those related to people’s at-
titude to the work: in fact, the application of “tech-
nical” or formal compliance methods does not give
the desired outcomes.

Lack of personal motivation

Evidence from a number of worker interviews con-
ducted during health & safety assessments of ex-
tractive businesses revealed instances, where so
called ‘command-and-control culture’ discourag-
es employees from openly questioning health and
safety issues.

Another factor is that many large industrial fa-
cilities, with a long production history have a sort of
“personal value” for their employees, whose parents
and grandparents might have worked there as well.
Such attitude might create an acceptance of unsafe
conditions because “the plant must run whatever
happens”.

liance might undermine

Most of the large

efficient management of There is a common praCtice in Russia to production sites in Rus-

risks, creating a picture
where everything seems
to be in order and work-
ers always observe all
the necessary require-
ments, while the reality
may vary greatly, dem-
onstrating a lack of su-
pervision and an insuffi-
cient analysis of the H&S
information (e.g. the use

outsource some works to contractors
(e.g. construction or demolition).
Although most of the jobs are highly
dangerous, there is usually a lack of
control over H&S management and
performance, from the companies,

due to the fact that “the contractor is a

separate legal entity, who should deal
with his own problems”.

sia were built in Soviet
times and, as such, re-
quire huge capitalinvest-
ment for the replace-
ment of old equipment.
The inability to improve
the work place environ-
ment also undermines
workers’ belief that H&S
first is taken seriously in
harmful working condi-

of PPE rather than an in-
troduction of measures
to improve the working conditions, an insufficient
analysis of the monitoring results of work place con-
ditions, etc).

Underestimation of risks and
application of technical solutions to
non-technical issues

Corporate level managers do not always under-
stand the issues being faced on sites, with regard

tions.

Inefficient Communication

Based on the results of a number of H&S perfor-
mance assessments, it became obvious that one of
the challenges in changing H&S culture is the lack of
efficient communication, e.g. between middle level
managers and H&S departments, as well as corpo-
rate departments and site management etc.

In some cases, decisions being made at the
top level are not reported accurately enough to the
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lower levels of the organisation, alternatively, the
plant’s management does not give the real picture
regarding H&S.

Inadequate training

Many companies have systems of training in place,
across all divisions, mainly in order to satisfy regu-
latory requirements. However, these systems might
not deliver tangible results due to the fact that the
questions are repetitive and might not adequately
test the practical competence of the workers.

Lack of effective

management commitment and investment in health
and safety, more employees will be encouraged to
treat this issue responsibly.

A thorough assessment of a company’s safety
culture assessment allows one gain a detailed un-
derstanding of how health and safety works in that
company and can be a good starting point in es-
tablishing an integrated approach to move towards
zero harm and a more mature safety culture.

In summary, the following recommendations
can be made
m Provide strong H&S leadership, which must be
shown on all the levels of

training also might affect
H&S performance and
undermine communica-
tion between line manag-
ers and workers because
it is focuses on formal
compliance, rather thata
real understanding of the

Project experience of H&S consulting
companies in Russia shows that
production companies that possess
assets constructed in the Soviet times, =
are still on their way to achieving
H&S culture maturity.

management;

®  Assign clear and
measurable accountabil-
ity for H&S performance,
Implement an over-
all ‘Zero Harm’ program,
with a clear focus on
safety;

risks taken by workers.

Underestimation of contractors’ H&S
risks

There is a common practice in Russia to outsource
some works to contractors (e.g. construction or de-
molition). Although most of the jobs are highly dan-
gerous, there is usually a lack of control over H&S
management and performance, from the compa-
nies, due to the fact that “the contractoris a separate
legal entity, who should deal with his own problems”.

As a result, there is a very small number of key
performance indicators (KPIs) in place for manag-
ing contractors, most of which show the statistics
and are not indicators of real performance.

Such an attitude can affect companies’ H&S
culture in a number of ways. First of all, it is a repu-
tational threat to own operations; secondly, it might
be a bad example to company’s employees and un-
dermine their believe in management commitment
to H&S.

Recommendations

Whilst working with the leading companies and
safety practitioners, recognised international en-
vironmental health and safety (EHS) consulting
companies use the concept of ‘integrated manage-
ment’ to help create an effective framework for H&S
improvement. This means equal attention to pro-
cedures, engineering solutions, and to the human
factor — if people clearly see and follow-through on
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m  Conducttimelyiden-

tification of risks and seek
professional advice from consulting companies;

m Place emphasis not only on processes and sys-
tems, but on accountabilities, incentives, strategy
and leadership, as well;

® Develop and implement training programmes
based on safe behaviour, for both the managers
(on safety leadership) and workers (on safety be-
haviour);

® [mprove working conditions by capital invest-
ments and pro-active measures, to help to make
a step change in safety performance.

There is no single solution regarding H&S cul-
ture and performance questions; it is a challenging
journey to changing management systems, engi-
neering solutions and people’s attitude.
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Why exhibit?
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Despite the rapid growth of new digital market-
ing mediums, face-to-face human contact is still
vital for building and maintaining fruitful business
connections. Out of all possible ways of communi-
cation — only the presence on the trade show floors
grants the opportunity to meet with customers and
suppliers at the same time; thus, permitting access
to thorough and timely data, creating exceptional
networking opportunities and facilitating the clos-
ing of deals. Furthermore, the best events have
specialised fringe programs tailored to satisfy the
needs of professionals representing various indus-
try divisions and provide assistance in entering new
markets.

Nowadays, while initial research and final pur-
chases are increasingly done online, the trade fairs

are decisive at the heart of the process of business-
to-business arrangements and partnering agree-
ments. Currently, trade shows stand out as the cost
effective way for buyers to see many key compa-
nies, their latest product developments and acquire
personal contacts at once, with the highest return
on investment (ROI) of all marketing mediums.

Historically, the main motives of participating
in conventions and trade shows are to increase the
awareness of a company and or a brand, gather
clues from potential buyers and generate or rein-
force industry relationships or partnerships. While
the last is not directly tied to potential clients, but to
other exhibitors at the show to eventually facilitate in
sales growth, this is an illustration of the long-term,
strategic value of exhibiting at trade shows and con-
ventions. Interestingly, survey reports also indicate
that a significant 79% of the respondents believe
that not exhibiting at key events in their industry
may negatively impact organisational performance;
thus, the vast majority (91% of exhibitors) say that
conventions, trade shows and conferences will re-
main critical to marketing over the next five years.

Currently, when everyone is in search for new
ideas, a trade show provides the perfect opportunity
to new players on the market to be in the center of
attention. While the number of deals closed on site
has a decreasing tendency, companies calculating
the ROl according to the growth in sales volume, ac-
knowledge the efficiency of expo events. Neverthe-
less, contacts made at the show have to be further
followed up through communication by phone and
via additional meetings, amongst other means.

Market overview

With more then 140 million consumers, a growing
middle class and almost unlimited infrastructure
needs, at the moment, Russia remains one of the
most promising markets for international exporters,
while entering the market through the trade show
stays one of the most effective and low-cost ways.
In the post crisis economic environment, with a
lot of marketing activities staying underfunded and
many companies being especially selective with the
shows they choose to participate in, the latest trend
is the turnabout towards highly specialised trade
shows covering specific segments, rather than full-
range industry exhibitions. It is crucial to define the
target audience and while the exhibition time is lim-

49



How to Invest in Russia

ited, the substantial amount of it has to be dedicated
to acquiring new customers.

Most trade show organisers have a flexible dis-
count policy, which gives certain advantages to
early bookings and creates opportunities for a per-
sonalised approach in accordance to the exhibitor’s
necessities. The finest organisers also do have well
established partnerships with logistics companies,

who can assist in the
exhibits’ transportation
and customs clearance,
rather challenging is-
sues for foreign com-
panies coming into the
Russian market. There
is also a clear advantage
of exhibiting as part of
a group stand or at the
national pavilion, which
is made possible by nu-
merous government

With more then 140 million consumers,
a growing middle class and almost
unlimited infrastructure needs,
at the moment, Russia remains
one of the most promising markets
for international exporters, while
entering the market through the trade
show stays one of the most effective
and low-cost ways.

How organizations rate events (Source: «Skyline Exhibits and Expo Magazine»)
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Exhibitors

63% extremely / very valuable
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export support programs worldwide. Group stands
provide sufficient space for presenting products or
services and there is no danger of decreased atten-
tion for a particular featured company, while suffic-
ing and knowledgeable staff that are ready to en-
gage prospective clients are present.

The admission of Russia to the World Trade Or-
ganisation is certainly promising for a lot of busi-

nessmen since the ratifi-
cation of the agreement
would inevitably result in
the liberalisation of trade
and further improve-
ment of the internation-
al investment climate.
Right now may be one
of the best moments to
think about expanding
the business to the dy-
namic and fast-growing
Russian market.

73% extremely / very valuable

Event participation impact on future perfomance (Source: «Skyline Exhibits and Expo Magazine»)
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63% not participating has negative impact

79% not participating has negative impact

Will events remain critical to organizations over the next five years (Source: «Skyline Exhibits and Expo Magazine»)

Attendees

Exhibitors

90% agree

91% agree
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THE SPECIFICS OF CREATING A JOINT VENTURE

Foundation of a JV in Russian jurisdiction: Pros and Cons

Alexander Filimonov, Partner, DS Law firm
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Deciding on a joint venture’s' location is one of the
most important steps in the planning and structur-
ing of a joint venture. Such a decision generally de-
pends on different factors, including but not limited
to preferable tax regime, flexible corporate legisla-
tion, commercial benefits, cost of incorporation and
management, nationality specifics, accounting re-
quirements and many others.

Heretofore, Russia rarely came up as the pre-
ferred location for a joint venture, with the excep-
tion, perhaps, of specific joint ventures with Russian
state companies and corporations. More often in-
vestors prefer to establish a joint venture in some
European jurisdiction with a wholly-owned sub-
sidiary in Russia that carries-on the joint business.
However, looking at the legal framework in place in
Russia, is this situation justifiable?

" The term “joint venture” in this article means a “joint venture vehi-
cle”, i.e. a company holding business assets of the joint venture.

Incorporation of a joint venture (JV) in
Russia

Legal entities’ types that are mainly used to form a
private JV in Russia are the limited liability company
(LLC) and closed joint-stock company (CJSC). Each
type has its specifics that shall be properly consid-
ered with regard to its advantages or disadvantages
for a planned joint venture.

As procedures and costs of their incorpora-
tion are already subject of many articles and “Do-
ing Business in Russia” materials, | will not dwell on
them mentioning only that in practice, the terms and
cost of incorporating a JV in Russia are comparable
to other popular European jurisdictions.

It should be noted that there are specific limi-
tations on participation of foreign investors in
Russian companies carrying on business in sev-
eral spheres (e.g. banking, insurance, “strategic”
spheres, etc.)

Charter capital and internal funds

No matter what type of legal entity is chosen to
form a JV, the law requires that 50% of the charter
capital be paid either prior to state registration (in
case of an LLC) or no more than 3 months follow-
ing the state registration of the joint venture (in case
of CJSC). The second 50% of the charter capital
shall be paid within one year of registration with the
state. Given the required minimal charter capital for
an LLC or CJSC is equal to 10,000 Russian roubles
(approximately 333 USD)?, this requirement can not
be considered cumbersome.

Similar to many European countries, the char-
ter capital for a JV in Russia can be secured in
cash, securities, property and property rights
and/or other rights that have estimated money
value. All non-monetary options (except for in-
kind contribution to LLC with nominal value less
than 20.000 Russian roubles) require an indepen-
dent appraisal first.

Inthe course of business of a JV the amount of its
net assets shall be bigger than the nominal amount
of its charter capital. If the amount of a JV net assets
is less than the amount of its charter capital at the

2 This is a general rule that has exceptions, e.g. for banks and insur-
ance companies.
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end of a financial year following the second or any
ensuing financial year when the amount of a JV net
assets was less than the amount of its charter capi-
tal, the JV shall (i) decide on decrease of its charter
capital, or (ii) be liquidated.

For CJSC there is an obligation to establish a
special reserve fund in amount not less than 5% of
the charter capital. The sums accumulated in that
fund shall be used for cover of losses, bonds re-
demption and buy-back of own shares.

Limitation of liability

Participantsin a JV (irrespective whether itis formed
as an LLC or CJSC) can enjoy so called “limited li-
ability”, i.e. such participants could not be consid-
ered liable for obligations of a JV and their risk of
losses, related to the respective JV activity, is lim-
ited to the amount of the JV’s charter capital they
subscribed for. There are several exceptions from
the “limited liability” principal (but in practice they
apply very rarely).

Tax efficiency

The rules of taxation for a Russian JV are gener-
ally similar to those applied to other legal entities,
including, but not limited to profits tax (20%), VAT
(18%), etc.

Generally a tax rate of 9% applies to dividends
paid to a Russian JV from its Russian or foreign sub-
sidiaries. However, a Russian JV could enjoy a pref-
erential 0% tax rate on dividends paid by its Russian
or foreign subsidiaries (except for those having an
offshore status?®) if on the date of a decision on divi-
dend payment such JV owns more than 50% share
in the subsidiary for more than 365 days.

Dividends paid to foreign participants of a Rus-
sian JV are subject to withholding tax at a rate that
varies from 5% to 15%, depending on the provi-
sions of the respective Double Tax Treaty between
Russia and the country of such foreign participant
incorporation or residence. If there is no Double
Tax Treaty, the maximum withholding tax rate of
15% shall apply.

Moreover, when JV selling shares of Russian
subsidiaries the 0% tax rate on profits could apply
to such transactions if these shares remain with the
JV for more than 5 (five) years and (i) were not pub-
licly traded during the holding period; or (ii) though
publicly traded, including during the holding period,

3 The list of countries with offshore status was adopted by Order of
the Ministry of Finance of the Russian Federation No.108H of 13
November 2007.
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are shares of the innovative sector of the economy;
or (iii) were not publicly traded at the time of their
acquisition, are publicly traded at the time of their
sale, but are shares of the innovative sector of the
economy*.

Management of JV

In accordance with the Russian legislation LLC/
CJSC shall have at least two management bodies:
1) The General Meeting of Participants/Sharehold-
ers (GM), that decides on main business issues;
and
2) The Sole Executive Body (the General Director),
that manages day-to-day operations.
Additionally, the Supervisory Board (Board of Direc-
tors) and/or the Collegial Executive Body (Manage-
ment Board) could be formed.

While the exclusive authority of each JV man-
agement body is stipulated in the respective legisla-
tion and cannot be delegated to other bodies, other
responsibilities can be amended, subject to a JV’s
charter (this is more so for LLCs and is quite limited
for CJSCs).

Decision making procedures of JV collegial bod-
ies (except for several procedures regarding GMs)
are also quite flexible and could be agreed by the JV
participants in the charter or other internal JV docu-
ments.

There is, however, a disadvantage in managing
a Russian JV: the Sole Executive Body that acts on
behalf of a JV, in matters including but not limited to
the signature of documents and entry into transac-
tions cannot consist of two persons. In many Euro-
pean countries, the opposite is the case.

Shareholders’ Agreements

In Russia, like in many other jurisdictions, partici-
pants of a JV can enter into shareholders’ agree-
ments (SHA)® with regard to their rights as partici-
pants of a JV (JV itself cannot be a party of SHA).
Such agreements are deemed valid under the Rus-
sian law once they are presented as a single docu-
ment executed in a written form.

Unfortunately, since the concept of SHA is quite
new institute to the Russian corporate system, its
enforceability is still in question. So far, Russian
courts refuse to enforce many important provisions
of SHAS®.

4 That 0% tax rate will apply only to shares of Russian companies pur-
chased after 1 January 2011.

5In LLC they are called “participants’ agreements”.

8 E.g. Decision of Arbitrazh Court of Moscow of 24 November 2010,
Resolution of Ninth Arbitrazh Appellation Court of 17 February
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One more factor than limits the effectiveness of an
SHA is the limited list of sanctions legally provided
for breach of these types of an agreement.

Limitations on share disposal

The important factors considered before going into
aJVare:
m the stability of the relations between the parties
involved; and
® availability of shares to third parties: this must be
very limited.
Like in other holding jurisdictions, Russian corpo-
rate legislation is familiar with special measures,
such as the pre-emption right of non-selling ven-
turers to buy shares being sold to third parties.
In the Russian legislation there is a possibility to
provide JV itself with a pre-emption right if oth-
er venturers are not ready to buy such shares.
Moreover, in LLC there is room for the prohibition
of share disposal, without prior consent of other
participants.

Again, there is a failure in ensuring the above
limitation. Thus, the only protection for the non-
selling venturer provided for by the legislation is to
claim for transfer of the rights and obligations of the
purchaser of the shares to such non-selling ven-
turer. At that, such claim shall be brought to court
only within 3 (three) months from the date when the
non-selling venturer got to know or shall get to know
about such infringing sale.

Unfortunately the Russian legislation and court
practice do not allow usage of such important pro-
tective instruments as tag-along right and drag-
along right.

Distribution of profits

Profits in a Russian JV could be distributed quar-
terly, half-yearly or yearly, upon decision of a GM,
subject to several limitations (e.g. it is prohibited
to decide and pay dividends if a JV is qualified for
bankruptcy or the amount of its net assets is (or
can become after paying dividends) less than its
charter capital).

A Russian JV incorporated in a form of an LLC
can agree to different profit distribution procedures
(including a non pro-rata basis). A CJSC is less flex-
ible with regard to profit distribution, for example,

2011 Ne09AIM-34453/2010, Resolution of Federal Arbitrazh Court
of Moscow Region of 30 May 2011 Ne KI'-A40/4971-11- and De-
cision of Supreme Arbitrazh Court of 12 September 2011 Ne BAC-
10364/11 with regard to case NeA40-140918/09-132-894.

the non pro-rata distribution can be applied only to
different classes of shares.

Put/Call Option agreements

Often, especially when one of the participants of

a JV is an institutional investor, the parties of a JV

need special vehicles of profit/loss fixation. The key

role of such vehicles is usually played by special in-
struments:

m “put” option, which means the right of one ventur-
er to require the other venturer to purchase that
one venturer’s shares; and

= “call” option, which means the right of one ventur-
er to require the other venturer to sell that other
venturer’s shares to the requesting venturer.

Generally within put/call option agreements
venturers pre-agree on (i) circumstances which can
“trigger” the relevant put/call option and (ii) price
(or specific price formula) at which such put/call op-
tion shall be executed.

Such instruments can be used in Russia; how-
ever, their application is substantially limited due to
the specific regulation of conditional transactions
stipulating their general prohibition in situations
where the conditions are dependent on the will of
the parties of such transactions. Therefore, any put/
call option where its “trigger” is conditional upon
any of the parties of such option will could be con-
sidered as void and unenforceable.

Russian legislation provides for the possibility
of a venturer to “exit” from a JV by requesting buy-
out of its shares by the JV in special circumstanc-
es, including: voting against a major transaction,
or against reorganization of the JV, etc. Moreover,
in a JV incorporated in a form of LLC venturer can
withdraw from the JV. However, the above rights
are not similar to a “put” option as the parties can-
not pre-agree on price or other circumstances of
such buy-out.

Deadlock resolution

Incorporating a JV its participants try to pre-agree
possible settlement of so called “deadlock” (situ-
ations when the venturers fail to agree on strategy
or other key issues affecting the further existence
of the JV). In general practice, a deadlock can be
resolved by several means:

m Pacific settlement: several procedures for re-
solving a deadlock that enable a JV to continue,
including, but not limited to, (i) casting vote of a
chairman or independent director, (ii) reference
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to arbitration or mediation, (iii) reference to an ex-
pert or special panel, etc.

m “Shoot-out procedures”: special buy/sell pro-
cedures, that in one way or another force one of
the venturers to sell its shares to the other (e.g.
“Russian roulette”, “Texas shoot-out”, “auction”,
“Dutch auction”, etc).

m Put/call option: this instrument was discussed in
previous paragraph of this article.

® JV’s winding-up: the possibility to begin voluntary
winding-up on a pre-agreed conditions (e.g. on
distribution of assets etc.).

® Joint sale: one venturer may initiate joint sale of
all JV shares to a third party. That procedure is
unusually to be used just for deadlock resolution
and cover also drag-along right mentioned here-
above.

Unfortunately, the Russian legal framework
does not provide venturers with the possibility to
enforce all those deadlock resolution options. Thus,
enforceability of shoot-out procedures and joint
sale remains doubtful if not to say impossible. The
possibility to use put/call options is also limited (see
above).

Notwithstanding that venturers have the right to
agree on their actions in liquidation, the liquidation
procedure is quite formal and any agreements on
change of that procedure or change in assets’ dis-
tribution proportion (especially for CJSC) could be
considered as void by courts.

Therefore, it is more preferable for participants
of a Russian JV to agree on pacific settlement then
to try to enforce “divorce” procedures.

Conclusion

All the above shows that Russian jurisdiction could
be considered as jurisdiction for a JV, especially,
for doing business in Russia or CIS countries. How-
ever, the Russian legal framework is not quite flex-
ible for using mechanisms and procedures that are
customary in other JV jurisdictions that should be
taken into account before opting to incorporate a
JVin Russia.
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While developing business plans for setting up
your presence in Russia or expanding your exist-
ing business via a joint venture (that is practically
the same thing), it is important to have a clear un-
derstanding about the sources of financing that are

available to companies in Russia and some “local”
specifics associated with the process.

Although setting up a joint venture is not the only
way to enter the Russian market, it could be a viable
option for a foreign business for a number of good
reasons:
® to save time;
to gain access to a technology;
to use highly qualified labour;
to gain access to administrative resources;
to comply with requirements in some industries
that have imposed ristrictions on share of foreign
investments to access local distribution network;
m to capture a share in a sizable market etc.

There are also several aspects that could make
a joint venture a less effective tool in attaing some or
all of the above-mentioned goals. A Russian partner
must gain or at least feel like he/she is getting some-
thing in return. It is important that the goals, benefits
and risks associated with the partnership be commu-
nicated effectively. However, it is not uncommon for
Russian and foreign partners to differ with regard to
their concept of transparency. Based on my 20+ years
of proffessional experience, | would never recom-
mend entering into a 50/ 50 partnership without clear,
defined, corporate governance. | have witnessed a
number of cases, where former parners with good re-
lations hit road blocks due to trivial issues faced when
a joint venture started underperforming. A majority of
cases resulted in rash decisions being made. Ignoring
differences in corporate culture, business practices,
ethical standards could be another reason why a solo
project is the prefered option to a joint venture.

A joint venture can be financed through:

(a) funding, while setting up a company; or
(b) financing the operational activity (including, but
not limited to operating, investing and financing cash).

In Russian corporate law, a joint venture does
not exist in the separate form of a company (as was
the case back in 1987). Therefore, the pros and
cons of forming a joint venture can not be asseses
against other legal entities. However, there are cer-
tain specifics, that make the process of setting up
a joint venture in Russia more sofisticated than a
regular company.

Financing a setting up a joint venture

As | mentioned ealier, there are no differences, with
regard to financing instruments, between setting up
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a joint venture and a regular company — equity and

debt. Examples of such financing might be:

m Equity financing (preferred shares, common
shares, options and warrants etc.);

m Quasi-equity financing tools (convertible deben-
tures, subordinated debentures etc.).

Equity funding needs to meet the requirements
for minimum capital depending on the form of legal
entity (LLC, Closed joint stock company and Open
joint stock company). | recommend funding a Rus-
sian company through an off shore joint-venture
as one of the options. First of all, managing an off
shore joint-venture (not necessarely with preferred
tax treatment) may be more practicable when such
a jurisdiction has long standing corporate gover-
nance law. Also, having only one founder of a Rus-
sian company could be helpful later on in the life of
a joint venture. For example, it is easier to divest
your Russian interest in the joint venture under the
off shore legislation. Another benefit of having one
founder is the right to forgive a loan taken from the
parent company by the Russian subsidiary, without
tax ramifications in Russia. This financial instrument
can only be used when the parent company has an
absolute majority in a Russian subsidiary.

Quasy-equity financing instruments, such as
convertible debentures and subordinated deben-
tures are still rather new to Russian companies.
These instruments do not have a specific definition
in the legislative documents. This means that in Rus-
sia, such instruments can be regulated either by a
contract or based on a foreign law. Although the use
of such instruments is possible, it entails substantial
fixed costs if a foreign legal entity is involved and is
quite cumbersome to magage in Russia based on a
contract.

Before making a decision on the prefered type
of funding, one should carefully consider various
aspects of the project:
® The existence of a developed market for that par-

ticular type of funding. For example, the residential
mortgage-backed securities (RMBS) and com-
mercial mortgage-backed securities (CMBS) deals
are just entering the Russian fixed income market;

m The existing legal framework (licensing, compli-
ance with cross border funding regulations etc.);

® The time required to arrange the receipt of funds
(some types of funding, for example, increasing
the share capital, may take several months to ar-
range);

m The availability of internal non-cash resources to
support the project (a legal department to draft
the necessary documents; a finance team that
can work closely with banks, a business model
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and strategy that supports assumptions and sce-
narios, etc.);

m The presence of qualified consultants (invest-
ment bankers, lawyers, etc.) who may support the
need for funding;

m The availability of a credit history, ideally support-
ed by a credit rating and corporate governance
score from a well recognised agency.

Despite the fact that equity and debt financing
are very complicated areas of business management,
Russian companies and even local subsidiaries of
multi-national companies are moving into the corpo-
rate debt market very swiftly. Most companies used
equity financing as their prime source of funding in
previous years. An equity infusion normally requires
substantial paperwork. A company needs to execute
not just documents in order to comply with the needs
of corporate governance, but also ensure that the
necessary tax filings are performed. In the case of
cross-border funding (for example, a parent company
providing funding to its subsidiary in Russia to finance
a transaction), the corporation needs to take into ac-
count the currency control regulations set by the Cen-
tral Bank of Russia (CBR) that banks are required to
rigorously observe.

However, capital markets in Russia these days
demand that participants be more creative than be-
fore in order to access funding and find financial in-
struments that suit their needs.

Financing existing operational needs
of a joint venture

Limited cash resources may restrict a company’s
ability to meet its business objectives, and there-
fore, may lower returns, damage public image and
negatively impact the company’s value. Excess
cash and/or access to inexpensive capital may rep-
resent an opportunity to increase the effectiveness
of the business through a balanced investment pro-
gram, ability to seize an attaractive business oppor-
tunity that may present itself in the market, improve
a business image and may become a good leverage
tool in internal discussions amongst top managers,
the board and shareholders.

Most companies in Russia are similar to compa-
nies throughout the world in trying to find a balance
between various funding options and the advantag-
es and disadvantages related to them.

Types of short-term financing tools

Examples of short-term funding instruments may
include:
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m Cash;

m Short-term investments (deposits, loans given,
shares bought for sale etc.);

Accounts receivable;

Accounts payable;

Bank overdraft facilities;

Factoring arrangements, etc.

Most companies in Russia use only the first two
instruments extensively; thus, overlooking the great
potential for additional cash flow through other types
of short-term financing options. For example, it is
hard for managers of companies working in Russia
(on average, as in other parts of the world) to appre-
ciate the advantages of micromanagement of receiv-
ables and payables. Some financing options may not
be very well known to the market and/or there may be
no legal infrastructure to support them. For example,
factoring is still a relatively new tool in Russia and the
legal framework for this instrument is still in the devel-
opmental stage.

On the other hand, the banking industry in Rus-
sia is very heavily regulated. The prime regulator for
all banks is the CBR, which dictates industry rules,
monitors compliance, issues and revokes banking
licenses, controls cross border and capital trans-
actions, and micromanages the foreign exchange
mechanism, including exchange rates.

Bank overdraft facilities are very uncommon in
Russia, primarily due to the underdeveloped credit
risk system in Russian banks. Some local banks are
not keen on implementing financial instruments that
are uncommon due to a lack of internal culture and
unclear regulation from the CBR.

Therefore, before choosing a short-term instru-
ment for financing a business, it is important to as-
sess the capabilities of the internal resources (not
just financial, but also HR, IT etc.), the capability
of the local management who will have to carry out
daily micromanagement of the situation, as well as
external factors such as the capabilities of coun-
terparties (banks, clients, vendors etc.) and level of
risk that the company is willing to tolerate.

Types of long-term financing tools

Examples of long-term funding options may include:
® Bank loans;
® Fixed income financial instruments (bonds etc.);
m Derivatives (futures, swaps, hedging contracts
etc.);
Leasing arrangements;
Retained earnings and reserves.

Again, only some are commonly used in Russia.
Others are still a “premier league” attribute that are

used by companies that have the resources to set
up the relevant legal and tax structure, hire skilful
finance and executive staff who can micromanage
these instruments on a daily basis.

Bank loans are probably the most common long-
term financing tool. However, interest rates for bank
loans are marginally higher than those in Europe and
the United States. Another factor to consider when
using a loan from a Russian bank is the requirement
in relation to the accrual for bad debts that any bank
in Russia must adhere to at the risk of losing its bank-
ing license. Any change in a business viability or
sharp negative deviation in revenue and/or profitabil-
ity may raise doubts on the bank’s side and/or result
in a breach of loan covenants, and the bank will have
to provide for such aloanin its balance sheet. Thisre-
quirement imposed by the Central Bank of Russia re-
quires banks to act swiftly, and thus, limits their flex-
ibility in loan restructuring. These specifics were the
most interesting aspects of the loan market during
the liquidity crisis in Russia in late 2008 — early 2009.

The bond market in Russia has developed into a
sizable tool for less expensive funding and less risky
investments. Despite the crisis, or maybe because of
it, the market expanded. The FinamBonds index (FB-
Total) grew from 196,5722 on November 1%, 2008 to
253,7847 on October 30", 2009. Unfortunately, the
number of defaults has also inceased significantly.

Local companies usually place debt and equity
instruments at local exchanges (RTS and MICEX)
and/or international debt and equity markets. The
European capital markets were attracting a signifi-
cantly larger number of equity placements than the
US or any other markets. This is primarily due to the
more rigorous regulations at the New York Stock Ex-
change (NYSE) and National Association of Securi-
ties Dealers Automated Quotations (NASDAQ) intro-
duced by the Securities and Exchange Commission
(SEC), after the well-known series of corporate fraud
scandals. However, European countries are actively
discussing restrictive measures against extremely
active foreign investors. This primarily concerns
government investments from emerging markets
and Russian companies, with international business
interests. This may eventually divert the interest of
Russian companies to Asian markets, partculary,
Hong Kong and Singapore.

Financing your business in Russia is just as chal-
lenging as in any other market. Before making a de-
cision in favour of a particular strategy, one should
fully assess the pros and cons of each scenario.
Even though there are plenty of skilful advisors
available in the market, the ultimate decision will be
left for the owner(s) of the business.
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Goltsblat BLP Tax Practice. An-
drey has 15 years of experience
in helping Russian and foreign
multinationals streamline their
tax and legal structures, assist-
ing clients through all phases
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Andrey has also extensive experience helping
clients plan and subsequently implement stretgic
restructurings of their Russian operations in a tax
efficient manner, which often involves the need to
retain various valuable tax and customs conces-
sions that have been used historically.

1. Do tax due diligence carefully

Russian tax law is relatively new (with a history of just
20 years), prone to differing interpretations, and
with very limited power of court precedents. In this
environment proper understanding of tax risks is
paramount. This is especially important if you invest
under Russian law, since Russian law does not rec-
ognise most of the English-law-type tax indemnities
and warranties.

2. Tax risks may have a significant
impact on the valuation

It is common for Russian small and medium sized
businesses to tolerate higher levels of tax risks as
compared to a foreign investor. Factoring in these
risks may have a significant negative impact on the
valuation of the company by the foreign investor as
compared to the Russian partner’s expectations.

3. Factor in increased tax burden if
investing into a business that currently
uses simplified tax regime

In addition to different tolerance of tax risks, Rus-
sian small and medium sized business often use a
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simplified tax regime, which provides significant tax
benefits as compared to a regular tax regime. This
regime, however, is available only to companies at
least 75% owned by individuals. As a result, pur-
chasing a significant stake in such business by a
corporate entity will result in additional taxes going
forward, with resulting reduced cash flow and lower
valuation.

4. Put a lot of emphasis on actual tax
litigation precedents when assessing
tax risks

Unlike many other jurisdictions, tax litigation in Rus-
sia is a common occurrence, with approximately
100,000 tax-related cases decided annually. Rus-
sian tax authorities cannot issue a binding ruling or
interpretation, or agree to areduced settlement with
the taxpayer. As a result, tax litigation is often the
only possibility to resolve a dispute over conflicting
interpretations of the tax law of fill the gaps in the tax
legislation. Although technically, court precedents
are not the source of law, they provide a helpful indi-
cation of sustainability of a tax position, especially,
if the court ruling is made at the Supreme Arbitrazh
Court level. Also, given the importance of proper
evaluation of tax risks for valuation, it is important to
have a realistic (rather than academic) assessment
of tax risks in order to avoid unnecessary disputes
with the Russian partner about risks that are purely
hypothetical.

5. Plan for pre-sale restructuring

One of the ways to reduce the impact of historic
tax risks on the transaction is to request that your
Russian partner moves the business to a new legal
entity prior to the transaction. Such pre-sale re-
structuring, however, may be subject to regulatory
approvals and, therefore, additional time needs to
be factored in.

6. Try to ask from the Russian partner at
least a 4 year tax indemnity

Tax limitation period in Russia is 3 years preceding
the year of the audit. Therefore, if you ask for a tax
indemnity, try to ensure it covers 4 years (an addi-
tional year to handle formalities). This is not always
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practically achievable, however, if you buy a stake
in a small or medium sized business, as the Russian
partners typically try to push for a 1 to 2 years in-
demnity period instead.

7. Debt push-down can work in a limited
number of circumstances

As a general rule, pure debt-push-down (ie establish-
ing a Russian SPV to purchase a business with sub-
sequent merger or tax consolidation) does not work
in the Russian environ-

level that enforced such tax indemnity (awarded
by a foreign court in a Russia-related transactions)
against a Russian individual

9. Be prepared to structure a
transaction through a foreign SPV

A significant portion of Russia-related transactions
is done via foreign jurisdiction SPVs. This is driven
both by legal reasons (English law typically provid-
ing more flexibility as compared to Russian law), as
well as by common de-

ment. There are two main

sire of Russian sellers to

reasons for that: (a) Rus-
sian statutory account-
ing does not recognise
goodwill upon merger,
which generally results
in a technical insolvency
(negative net assets)
upon merger of the pur-

In addition to different tolerance of
tax risks, Russian small and medium
sized business often use a simplified
tax regime, which provides significant
tax benefits as compared to a regular

tax regime. This regime, however,
is available only to companies at least

obtain deferral of their
personal income tax li-
ability through use of
a foreign selling entity.
The most common juris-
dictions are Cyprus and
the Netherlands (Lux-
embourg will likely also

chased entity into an
SPV; (b) tax consolida-

75% owned by individuals.

become a favourite once
the changes to the Lux-

tion currently is available

only for the largest tax-

payers, and cannot be used by medium sized busi-
nesses. However, there may be situations where debt
push-down is possible. One possibility is if you invest
into a business that contains several Russian entities.
In this case one of the Russian operating entities can
take an intercompany loan from an affiliated foreign
company to purchase the other Russian operat-
ing entities, effectively achieving a partial debt-push
down. Russian thin capitalisation rules will need, how-
ever, to be monitored in this case.

8. Properly drafted tax indemnities
under foreign law are enforceable in
Russian courts

Until recently there have been doubts to which ex-
tent tax indemnities and tax-related personal guar-
antees granted under foreign law are enforceable
in Russian courts, since Russian law generally does
not have the concept of a tax indemnity. However,
there has been a recent case at the Supreme Court

embourg-Russia double

tax treaty are ratified by
the Russian parliament). However, it is also becom-
ing more and more common for Russian owners to
sell their stake directly to the foreign investor as in-
dividuals, immediately paying their taxes, but at the
same time benefiting from the use of Russian law in
a transaction (that typically favours the seller).

10. Recent changes in the tax law make
use of a Russian holding company more
efficient

Domestic dividends between two Russian enti-
ties are currently exempt from taxation, provided
the parent owns at least 50% of the subsidiary and
holds the shares in the subsidiary at least 365 cal-
endar days. If Russian subsidiaries are in the form of
a 000 (limited liability company) then capital gains
on sale of such shares realised by a Russian hold-
ing company are exempt from Russian tax as long
as the shares are held for at least 5 years.
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Part 1

Foreign investors doing business in Russia have
come to believe that Russian law falls short when
it comes to safeguarding their interests properly.
More specifically, it does not have enough flexibil-
ity to deal with the issues faced by particular busi-
nesses. It is small wonder that investors are keen to
ensure that their Russian transactions are governed
by more flexible foreign law. This is undoubtedly
due to the fact that Russian law is still “immature” in
corporate matters and far from being perfect on the
protection of investments.

From 2008-2010, there was a sense that this
part of the legislation had to be amended, which led
to a number of consecutive legislative steps to cre-
ate a favourable environment for investment in Rus-
sia.

One of these was the Federal Law No. 115-FZ,
adopted in 2009, which amended the Law On Joint
Stock Companies (the “Law”), and set forth a whole
new article 32.1. This article introduced the con-
cept of shareholders agreements to the Russian
law, marking a dramatic change in the safeguard-

' Federal Law No. 115-FZ dated 3 June 2009 - On amending the
Federal Law ‘On joint stock companies’ and article 30 of the Fed-
eral Law On the securities market
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ing investors’ rights. At least everyone had hope.
In practice, however, nothing changed. Investors
continued to favour foreign law over Russian when
it came to structuring their transactions. Many won-
dered why.

For alongtime, a gap existed in the legal regula-
tion of shareholders agreements under Russian law.
To be exact, there had been no practice of trying to
subject the shareholders agreements to Russian law
before 2009, since all transaction were structured
abroad through offshore companies, and thus, for-
eign law would be usually opted for by parties.

So-called “MegaFon case” was one of the most
noted cases evidencing the failure to make the tool
for a shareholders’ agreement work even without
special rules established by the legislation?.

The essence of the conflict was as follows. The
shareholders of ZAO “Northwest GSM” (former
name of “MegaFon”) entered into an agreement on
the regulation of their shareholders’ rights and obli-
gations governed by Swedish law.

Later on, the participants of a limited liabil-
ity company that was party to the agreement and a
shareholder of “MegaFon”, filed a claim with the Ar-
bitration court of the Khanty-Mansi region for void-
ing of this agreement. The reason for voiding it was
that the agreement did not comply with the regula-
tions of both Russian civil legislation and the Law.
Besides, in the plaintiff’s opinion, governing of the
corporate relations of the Russian legal entity with
the agreement subject to foreign law regulation vi-
olated the public order of the Russian Federation.
The question of Swedish law application became
the crucial point in this case and underlay all the
following court decisions: the Khanty-Mansi region
court of Arbitration allowed the claim as did the ap-
peal and cassation instances.

The courts based their decisions on the notion
that the rights and obligations of shareholders of a
Russian legal entity must be regulated solely by the
Russian legislation and the entity foundation docu-
ments. The “MegaFon” shareholders’ agreement
stipulated that shareholders bear an obligation to
procure that the provisions of the agreement gov-
erned by Swedish law be abided by, which, accord-

2 Decisionofthe Federal Arbitration Courtforthe West Siberian Circuit
as of March 31, 2006 on case Ne F04-2109/2005(15210-A75-11),
F04-2109/2005(15210-A75-11), F04-2109/2005(14744-F75-11),
F04-2109/2005(14785-A75-11)
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ing to the courts, is a waiver of the rights granted to
them by the legislation. This is contrary to the sense
of the Russian Civil Code, as well as the fundamental
principles of law (public order) of Russia.

In fact, the following provisions of the sharehold-
ers agreement were considered to be void: terms of
holding an annual general shareholders’ meetings,
order and terms of convening extraordinary share-
holders’ meetings, quorum and order of participa-
tion in general shareholders’ meetings, quorum for
adopting decisions on particular matters, obligation
to observe and order of exercising preferential right
to buy shares and others.

All in all, “MegaFon’s” case conclusions may
be narrowed down to the following: 1) sharehold-
ers agreements regulate corporate relations among
Russian shareholders; 2) such shareholders are
subject to Russian law; 3) shareholders agreements
should not violate the mandatory rules of Russian
law; 4) if such agreements violate the Russian law,
then it can be recognised as void

The “MegaFon” case was the first decision that
acted as a guiding line for other courts for similar
cases.

Another court case that made its contribution
to the practice of disputing the right of Russian le-
gal entities to govern their corporate rights by for-
eign law was the case of ZAO “Russian Standard
Insurance”s.

The Federal Arbitration Court for the Moscow
Circuit, in its final decision on the case went even
further. It emphasised that given the fact that the
shareholders’ agreement regulated the legal status
of the Russian company, its management system,
charter capital amount and its legal capacity, along
with internal relations, then by virtue of clause 1202
of the Russian Civil Code (stipulating “lex societatis”
clause), the law of incorporation of the legal entity is
to be applied to such an agreement.

Both court decisions suggested that such lack
of protectability complete with the inflexibility of cor-
porate regulations could not favour the harmonious
development of business within the Russian law. Of
course, some court practice existed, but it was mo-
notonous and could not bring considerable changes
in the field of corporate disputes. Such a state of af-
fairs entailed the intensification of pressure, by in-
terested groups, on the authorities.

All this made the legislator understand the ne-
cessity of introducing this widely accepted concept
of a shareholders’ agreement into Russian law.

”

3 Resolution N A40-62048/06-81-343 dated 26 December 2006

A new rule on shareholders’ agreements,
brought into the Russian legislation after a lengthy
delay, gave the courts a difficult choice. On the one
hand, they had to take account of the case law and
administrative decisions that they themselves had
developed, in many cases rejecting the possibility
of regulating inter-corporate relationships by a spe-
cific agreement of the members.

On the other hand, the courts were obliged to
hand down decisions in accordance with the rule
in the law that provided for the members of such
commercial companies to be able to execute such
agreements. The result was that both investors and
practicing lawyers were plunged into uncertainty. It
can only be hoped that the state commercial (‘arbi-
tration’) courts, most notably the Russian Supreme
Arbitration Court, will resolve the inconsistency in
case law*.

However, for the present moment, the nature of
court practice is still rather negative for those who
opt for concluding shareholders’ agreements even
governed by Russian law.

This can be illustrated using recent court prac-
tice.

The court case of “Verny Znak” Limited Liability
Company® became prominent due to the fact that
this was one of the first disputes over a sharehold-
ers’ agreement governed by Russian law. The case
has shown that such shareholders’ agreements are
still considered by the courts with suspicion. The
courts in three instances declared void not only the
agreements directly prohibited by the Law (for in-
stance, a waiver of the right to vote in a way different
from the one provided by the Law), but also those
not stipulated by the charter®.

Consequently, the law does contain a regulation
on shareholders’ agreements, but it doesn’t cost
anything. If the decision on the “Verny Znak” case
is on all fours, the risks will be way too high for the
business that will have the courage to apply it.

4 See, among others, Resolution No. KG-A40/3767-10 of the Fed-
eral Arbitration Court for the Moscow Circuit dated 23 April 2010,
and Resolution No. F04-2109/2005(14105-A75-11) of the Federal
Arbitration Court for the West Siberian Circuit.

5 Thefactthat this court decision related to Limited Liability Company
should not be a misleading point as courts tend to apply provision
of the Law (as well as previous court practice on it) to the corporate
relations in limited liability companies in cases when there is a need
for analogy due to scarcity of practice.

5 The Supreme Commercial Court of the Russian Federation by
its decision Ne VAS-10364/11 as of September 12, 2011 r. denied
claim for passing to the reviewing authority the decision of the Fed-
eral Arbitration Court for the Moscow Circuit as of November 24,
2010, decision of the Ninth Arbitration Court of Appeal as of Febru-
ary 17, 2011 and decision of the Federal Arbitration Court for the
Moscow Circuit as of May 30, 2011 on case Ne A40-140918/09-
132-894.
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So far, the lack of clarifications and official in-
terpretations of the rules concerning shareholders’
agreements has meant that investors who conclude
such agreements under Russian law are acting at
their own peril. This state of affairs can hardly serve
the purposes of creating a beneficial investment cli-
mate in Russia.

Part 2

Among the main issues which have not been clari-
fied, either by the courts or the legislature, which
nevertheless, need clarification, are those arising
from the need to ensure that shareholders’ agree-
ments are performed by the parties to them as well
as the methods available to ensure that such agree-
ments are performed.

Obligations under a shareholders’ agreement,
like any others, may be secured using the meth-
ods stipulated by the provisions of chapter 23 of
the Russian Civil Code, namely by way of: penalty,
pledge, lien, guarantee, bank guarantee and other
methods provided for by the law or a contract.

In addition, the law relating to shareholders con-
tains a specific rule which states that a “sharehold-
ers’ agreement may provide for means of securing
the performance of obligations, which flow from a
shareholders’ agreement”. This rule fully complies
with the provisions of article 329(1) of the Civil Code.
Thus, the parties to a shareholders’ agreement are
entitled to stipulate in that agreement other means
of ensuring the performance of obligations in addi-
tion to those listed in article 329 of the Civil Code.

Under the second paragraph of article 32.1(7)
of the law on joint stock companies, the rights of
the parties to a shareholders’ agreement, which are
based on that agreement, must be protected by the
court. Such rights include the right to claim for the
compensation of losses caused by a breach of that
agreement, the recovery of a penalty, the payment
of compensation and for other measures to be ap-
plied in connection with a breach of the sharehold-
ers’ agreement.

Although itis quite clear what losses and penalty
are all about, the meaning of “compensation” and its
implications to its “users” in practice are still vague.

Compensation

The law establishes that the compensation of dam-
age is one of the measures of civil law liability, which
should be given judicial protection. However, the le-
gal nature of such compensation is not clarified by
the legislature. In article 12 of the Civil Code, deal-
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ing with methods by which rights are protected,
compensation is only referred to in relation to moral
harm. In addition, article 247 of the Civil Code es-
tablishes that, when it is impossible to place a part
of shared property into the ownership of one of the
co-owners of such property, that co-owner has the
right to claim the appropriate compensation from
the other parties that own and use the property of
which the co-owner owns part.

Articles 258, 605, 709, 729, 1064, 1086 and
1099 of the Civil Code are also based on “reim-
bursement” being understood as a synonym for
“compensation”. In part four of the Civil Code, a
number of provisions are found, which govern is-
sues of compensation when a right holder’s exclu-
sive rights are infringed. Under article 1252(3) of the
Civil Code, a right holder may require the infringing
party to pay compensation instead of reimbursing
the former’s losses.

It is stipulated that the amount of compensation
is determined by the court depending on the cir-
cumstances of the case, taking account of the re-
quirements of reasonableness and justice.

Of course, there may be objections to a similar
analogy since the relations that arise under a share-
holders’ agreement differ from the legal nature of
the relations between the holder of exclusive rights
and third parties. But questions associated with de-
fining the legal nature of compensation as a means
of civil law liability may be unpicked, only taking ac-
count of the civil law rules in respect of which such
an institution of liability is already in force, meaning
that there are court decisions on how it is applied
and used for judicial protection.

As V.A. Khokhlov notes’, “there is no unanimity,
either in court decisions or in legal journals,” on the
legal nature of compensation. “In some cases the
measure of liability is regarded as being a specific
type of liability on its own, while in others, compensa-
tion is equated to losses, i.e. they are treated as be-
ing the same in nature; finally the view is expressed
that the relief provided by this remedy shows more
of the features of a penalty or fine.”

As an analysis of court decisions shows, the
courts are also far from unanimous when it comes
to defining the legal nature of compensation.

In one ruling, a court held that “compensation
may not be treated as a fine” but is “also losses in
the form of lost profit”8.

7 V.A. Khokhlov Issues in practice relating to applying rules on com-
pensation in relation to the violation of exclusive rights // The Law.
2007. No. 10., page 2

8 Resolution No. KG-A40/6641-04 of the Federal Arbitration Court
for the Moscow Circuit dated 24 August 2004.
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In another decision®, a court ruled that “the law
[author’s note - the Law on bankruptcy] does not
stipulate that compensation reimburses losses in
the form of a benefit not received, nor does the law
state that it is a fine”. It also noted that “compen-
sation entails the possibility of the wronged party to
select one of the means of protecting its rights or
to determine the amount of losses it has incurred in
the form of direct harm, or to use the method estab-
lished by the law of determining the amount of com-
pensation due to it, which is in essence payment
for the unjustified use of

In theory, an order for the specific performance
of a shareholders’ agreement could be in the nature
of the following:
® a decision of the relevant management authority

of a joint stock company being held to be invalid
with the aim of restoring it to the state it was in
prior to a breach of a shareholders’ agreement;

m an order (based on the provisions of article 396
of the Civil Code) by which an obligation must be
performed by the relevant party to the agreement
(shareholder) or entities under its control.

In fact, both of these

property”.

types of ruling cannot be

It should be noted
that a characteristic of
compensation is that the
amount is either deter-
mined in advance in an
agreement or a meth-
od for calculating the
amount is stipulated.

Obviously, introduc-
ing compensation as

Articles 258, 605, 709, 729, 1064,
1086 and 1099 of the Civil Code are
also based on “reimbursement”
being understood as a synonym for
“compensation”. In part four of the
Civil Code, a number of provisions
are found, which govern issues of
compensation when a right holder’s
exclusive rights are infringed.

handed down in practice
owing to the lack in the
law on joint stock com-
panies of specific rules,
which would allow such
a mechanism to oper-
ate, and because there
is no way to compel per-
formance of an obliga-
tion from the standpoint

one of the measures of

of “correct expression of

the liability of a party to

a shareholders’ agree-

ment that has breached its obligations is due,
among other things, to an understanding of how
imperfect the devices of losses and penalties are in
terms of performing the role of compensation and
restitution.

The purpose of applying any means of security
in shareholders agreement is that the parties per-
form their obligations. If they do not, they can be
compelled to perform a relevant obligation by going
to court. However, the Law does not meet this ob-
jective'®, since it only provides for the legal protec-
tion of rights to demand that losses be compensat-
ed and that a penalty be paid. Article 396 of the Civil
Code establishes a discretionary rule under which,
if an obligation is not properly formed, specific per-
formance may be demanded irrespective of wheth-
er a penalty was paid or compensation recovered.
However, it is important to remember that when an
obligation is not properly performed, the payment of
a penalty and recovery of losses releases a debtor
from specific performance of the obligation unless
a shareholders’ agreement or the law provides oth-
erwise.

° Resolution No. KG-A40/6637-04 of the Federal Arbitration Court
for the Moscow Circuit dated 31 August 2004.

© See: A. Ivanov and N. Lebedeva. Shareholders’ agreements: a
step forward or treading water? // Corporate Lawyer. 2008. No. 9.

will”.

First and foremost,
this concerns obligations which are conditional on
future events, since judicial protection may only be
granted when a right has been infringed. When the
infringement takes place, it is necessary first to re-
turn everything to its initial state and as a result of,
allow the situation to return in which a party con-
cerned with the performance of the agreement must
protect the right which has not yet been infringed'!.

Thus, we arrive at the conclusion that new prob-
lems for potential investors have resulted from the
legislature’s attempt to introduce the institution of
shareholders’ agreements that has proved suc-
cessful in foreign jurisdictions. Principally, this has
occurred because of the lack of official clarifica-
tions and judicial decisions, as well as being “due
to the conservative approach of the Russian courts
in terms of applying new commercial concepts”’?.

One can still hope that giving the institution of
shareholders’ agreements a formal legal basis will
stimulate the development of the case law on issues
concerning the application of such agreements
and, as a result, additional guarantees that inves-
tors’ interests will develop on the Russian market.

" See: Ivanov and Lebedeva. Ibid, page 2
2 |. Kornev and V. Arutyunyan. A shareholders’ agreement: execu-
tion, content and performance // Corporate Lawyer. 2010. No. 1.
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Foreign investors find it difficult to run joint ven-
tures with Russian partners, although this form of
business provides a lot of competitive advantages.
This article highlights some issues which could
cause misunderstandings and inefficiencies in com-
munications between Russian and foreign partners
forming a joint venture.

In practice we have faced situations where joint
ventures collapse due to the inability of Russian and
foreign management to act as one team and ef-
fectively address integration issues. This indicates
that expectation gaps and differences in execution
culture can significantly reduce the advantages of a
joint venture, and even lead to a decision to cancel
the project. The most common reason for this is a
lack of attention to integration and proper change
management, resulting in local staff opposing any
changes and undermining the efforts undertaken
by the foreign partner’s executives. Sometimes the
integration process stops due to a lack of commu-
nication, where both foreign and Russian partners
are unwilling to perceive the rationale of the posi-
tion taken by the other party, or where resistance
to change in certain areas exceeds expectations.
The most notable differences relate to the attitude
towards building relations with the state authorities,
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the accuracy of management information and tax
compliance. Although not crucial when taken alone,
personal communication may also cause stress and
inconvenience, which could negatively affect the
expected synergies and productiveness.

Relations with the state authorities

Russian businessmen prefer to have less formal re-
lations with the state authorities, where information
is received from insiders and documents may pass
through the required approvals and registrations
faster as a result of facilitation payments. In most
cases these facilitation payments are not viewed
as a bribe, but as a fee payable for exceptional ser-
vice or a present to a friend supporting the process
of overcoming red tape. The distinction between a
bribe and a present may differ depending on local
traditions and culture, and what is perceived as a
present or a sign of personal respect by the Russian
partner, could be treated as a bribe by the foreign
partner.

These differences in treatment could result not
only in conflicts between the partners, but also in a
deterioration of relations with the state authorities,
if a less formal approach is suddenly replaced with
a formal one. In practice, the Russian partner in a
joint venture usually takes care of the receipt of all
required certificates, registrations and approvals. In
this regard, the joint venture agreement should spe-
cifically state that all additional costs arising when
the renewal of registrations and certificates are
required, or such registrations and certificates are
revoked as a result of omissions made in the past
periods, are borne by the Russian partner.

However, in practice these differences may
be mitigated by overall improvement of regulatory
compliance, including following all legislative re-
quirements and regulations when receiving cer-
tificates, permissions, registering assets, etc. The
improvement of compliance is normally achieved by
hiring additional professional staff and establishing
internal control procedures.

Accuracy of management information

Russian companies usually maintain management
accounts in a form suitable for day to day analysis
(e.g. on a cash basis in the form of an Excel spread-
sheet) without following specific accounting stan-
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dards (such as Russian accounting principles or
IFRS). Similarly, internal reporting and communi-
cation may be informal, with no strict deadlines or
prescribed reporting forms filed on a regular basis.
Although management may consider the existing
information as sufficient

insists on the completeness and accuracy of the stat-
utory books and the availability of monthly accounts
prepared on an accrual basis through consistent ap-
plication of the selected reporting standards. In this
regard, the approach to maintaining the manage-

ment accounts and stat-

for its current needs, the
management informa-
tion could be difficult to
understand for external

eign partner.

Russian companies
usually do not use statu-
tory books for manage-
ment purposes; statu-
tory information is only

Currently, most businessmen in Russia
understand the importance of fluency
in English when communicating with

users, including the for- foreign partners and investors. As a rule agreement

management has fluent English and is

able to negotiate issues relating to the

joint activities with foreign investors in
person.

utory reporting is usu-
ally subject to significant
changes during integra-
tion. If the sale-purchase
stipulates
a completion accounts
mechanism for the price
calculation, the advisor
reviewing the completion
accounts could be en-
gaged to assist in elabo-

used to calculate taxes

and to report to the state authorities. In this regard
the statutory books may be prepared on a quarterly
basis and not contain the required level of analyti-
cal detail. In addition, some operations may only be
reflected in the management accounts and, there-
fore, differences could arise between the manage-
ment and statutory books. Such a situation is usually
viewed as unacceptable by the foreign partner, who

rating management ac-
counts forms acceptable for both the foreign and
Russian partners in the joint venture, aimed at moni-
toring day to day activities.

Attitude towards tax minimization

Although the situation is currently improving, small
and medium sized businesses in Russia do not view

‘Antal Russia is a leading executive recruitment consultancy
serving Russia and the CIS. We specialise in mid to senior

We are pleased to present our “Job Market Overview and Salary Survey”, which contacted over
3,000 experienced professionals and middle to senior level managers in Russia and Kazakhstan.
Please send a request at salarysurvey@antalrussia.com to receive your free copy.

Read our regular salary surveys
www.antalrussia.com/salary-survey

Executive Recruitment
www.antalrussia.com

Russia info@antalrussia.com
www.antalrussia.com

iié Antal

Sign up for our quarterly Newsletter
www.antalrussia.com/newsletter-signup

Antal Russia
+7 (495) 935 86 06

Join us on

0 » [

Antal Kazakhstan A member of the

+7 (727) 261 90 95/96 0o, i o~ UG
info@antalkazakhstan.com "' E‘Xiﬁem Group

www.antalkazakhstan.com

65



How to Invest in Russia

tax minimization or aggressive tax policies as fraud-
ulent or dishonest behavior. Tax minimization ar-
rangements may be viewed by some businessmen
as acceptable business practices, as long as the
tax authorities are unable to detect them or assess
additional taxes in the absence of relevant informa-
tion. As a result, Russian entrepreneurs consider
using all possible opportunities to pay less tax as a
solid tax strategy, provided that the detection risk
is low or court practice exists, which shows that the
tax authorities have a low likelihood of successfully
challenging the taxpayer’s position and accrue ad-
ditional taxes. These attitudes could have their roots
in soviet times, when the receipt of personal ben-
efits at the expense of the state was perceived by
the general public as an offence, but not a dramatic
breach of ethical principles.

In contrast, foreign investors normally consid-
er full compliance with all effective regulations as
the only possible tax strategy, and any deviation is
viewed as a crime irrespective of the level of detec-
tion risk. The arguments of the Russian partner that
the risk of challenge is low are frequently viewed by
the foreign partner as an insufficient reason to ac-
cept an aggressive tax minimization policy. This dif-
ference in views may be resolved by engaging a tax
advisor and reaching agreements on the post-deal
tax policy in advance. In particular, the foreign part-
ner could require that the business discontinue all
aggressive tax minimization strategies as a condi-
tion precedent to the conclusion of the joint venture
agreement.

Communications and dress code

A foreign investor may face a wide range of cor-
porate cultures in Russia, from more relaxed and
creative in newly established businesses, to rather
conservative in companies with a substantial history
or with state participation. Similarly to Europe and
the US, communication patterns vary depending on
the industry (e.g. being more relaxed in advertising,
marketing and IT compared to oil and gas compa-
nies) and the size of the company.

Medium and small Russian businesses tend to
apply a more relaxed dress code, flexible working
hours and an informal communication style, where
opinions could be outlined in a distinct and some-
times unpleasant manner. However, at the same
time people in such companies may have closer
personal relations and experience higher level of
socialization compared to large business and mul-
tinational companies.
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Changes to the dress code and communication
patterns as a result of integration into a joint venture
do not usually cause difficulties. However, country
specifics should not be disregarded. In particular, in
Russia the office style for female employees is less
strict than in Germany and the US - women prefer
bright colors — and the introduction of a uniform or
strict dress code could be viewed as an attempt to
limit their personal freedom.

Lost in translation

Currently, most businessmen in Russia understand
the importance of fluency in English when commu-
nicating with foreign partners and investors. As a
rule management has fluent English and is able to
negotiate issues relating to the joint activities with
foreign investors in person. However, as compe-
tency in languages was not highly appreciated dur-
ing soviet times, people close to retirement age and
some technical specialists could have no foreign
language competence and, as a result, could be
incapable of reading internal correspondence and
taking calls in English. In this regard special atten-
tion should be paid to the language competence
of staff and their preparedness to work in a new
corporate environment prior to entering into a joint
venture agreement. This could be achieved by per-
forming HR review aimed at identifying issues which
could result in difficulties during integration. Such
procedures could identify the need for replacement
of certain key employees, hiring additional staff with
the required level of skills and behaviors or elabo-
rating a detailed developmental program for the key
employees and assess the associated costs.

* %%

Summarizing the above, the attitude of the part-
ners and cultural differences could result in addi-
tional costs at the integration stage; therefore, they
should be properly addressed at the stage when the
joint venture’s conditions are negotiated. The in-
volvement of advisors at the negotiation stage (e.g.,
performance of HR due diligence) could give the
joint venture partners an accurate understanding of
the potential difficulties and related additional costs.
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REGIONAL ASPECTS OF INVESTING IN RUSSIA

Investment Climate in Russia’s Regions: Preliminary Survey Results
Alexander Plekhanov, Economist, European Bank for Reconstruction

and Development in London
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ropean Bank for Reconstruc-
tion and Development in Lon-
don. His main responsibilities
include country work on Mon-
golia and Russia, analysis of
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Alexander joined the Bank in October 2007.
Prior to that he worked as an economist at the In-
ternational Monetary Fund in Washington, DC, in
the Western Hemisphere Department and Fiscal
Affairs Department.

Alexander holds an M.Phil. in Economics and
Ph.D. in Economics from the University of Cam-
bridge and a Diplom in Mathematical Economics
from St. Petersburg State University. He wrote
several papers on various economic issues, in-
cluding fiscal decentralization, financial deepen-
ing, commodity-based development and eco-
nomic diversification.

The last few years saw relatively low levels of
investment in the Russian economy and persistent
net outflow of capital, which now offsets 60 to 80
per cent of the current account surplus, despite
high prices of oil and other commodities. Business
climate perceived as difficult is often cited as one
of the causes of this trend. There is also a strong
perception that business environment is far from
homogenous. Instead, it varies substantially from
region to region.

The survey

One way to assess the quality of business environ-
ment in the regions is by asking managers and own-
ers of randomly selected firms of various sizes about
problems they face in their day-to-day operations.
One of the most comprehensive surveys of this kind
is the Business Environment and Enterprise Perfor-
mance Survey (BEEPS) conducted in a large num-
ber of countries every three to four years by the Eu-

ropean Bank for Reconstruction and Development
and the World Bank. The latest, fifth, round of this
survey was launched in Russia in the third quarter of
2011, in cooperation with the Ministry of Economic
Development, the Centre for Economic and Finan-
cial Research, and Vnesheconombank. The survey
is unique in its coverage, with 4,200 participating
firms across 37 regions representing all 8 federal
districts.

In each region, over 100 manufacturing and ser-
vices firms, small, medium-sized and large, are ran-
domly chosen to participate in the survey. As part
of this survey, respondents — top managers of the
surveyed firms — were asked the following question
about each of the potential obstacles to their firm’s
operations: “I would now like to ask you questions
about the overall business environment in your
country and how it affects your firm. Can you tell me
how problematic these different factors are to the
operation and growth of your business”? The an-
swers were given on a five-point scale: negligible —
minor — moderate — major — or very severe.

While data are still being finalised, preliminary
results give a useful insight into various dimen-
sions of the regional business environment. Broadly
speaking, firms want to see improvement across
six major areas: physical infrastructure; skills of the
workers; access to finance; law enforcement; regu-
latory burden (related to taxation, customs formali-
ties; licenses and permits and so on); and the over-
all quality of institutions (particularly, with regard to
corruption).

Deficiencies in any of these areas can severely
constrain businesses, and limit improvement in oth-
er areas: new infrastructure may not be used if firms
are suffocated by red tape; plentiful financing may
be wasted if there are no skilled employees on the
market to make the projects succeed.

Infrastructure

One of the key inputs into a modern economy is
infrastructure. Here, unsurprisingly, the needs are
large in the faraway regions, such as regions of the
Far East. But the needs are also great—in fact, often
greater in Central regions, where the demand for
transport, power and other infrastructure is higher.
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According to preliminary data, around one third of
the respondents viewed problems with electricity,
including connection costs, and telecommunica-
tions as major or severe constraints to operations of
the firm.

Telecommunications is a particularly interesting
example of how the changing economy affects de-
mand for infrastructure. Since the late 1990s, firms’
view of telecommunications has improved drastical-
ly, to the extent that the question has almost been
dropped from the survey. In the 2005 round of the
BEEPS, only 2 per cent of firms viewed telecommu-
nications as a major constraint to doing business.
This trend then got reversed, with a dramatic jump
in the proportion of complaints about telecoms, re-
flecting the importance of high-speed broadband
connection for the modern economy.

Improving regional infrastructure can be associ-
ated with sizable gains. In the latest round of BEEPS
survey the firms were asked not only how much of
an obstacle various business environment compo-
nents are, but also how they think their costs would
change if certain aspects of business environment
were improved and no longer constrained their
business. In the case of electricity, which encom-
passes reliability of sup-

growth opportunities and increases demand for
infrastructure. Sometimes regions often perceived
positively in terms of overall business environment,
could have constraints on infrastructure issues like
transport and electricity.

Skills

Around one third of respondents country-wide view
inadequate labour force skills as a major or severe
constraint to doing business. This is a particularly
difficult problem faced by Russia, as well as many
other emerging markets and advanced economies —
the problem of growing mismatches between the
supply of skills and the rapidly changing demands of
a modern innovative economy. These mismatches
need to be addressed by updating and strengthen-
ing the education system and supporting training
and retraining programmes, both public and private.

The early results suggest that on average, firms
that are constrained by workforce skills estimate
that their sales could increase by perhaps 11% if
skilled labour were no longer a constraint. The skills
problem also appears to vary significantly from re-
gion to region.

ply, ease of connection
to the grid, and pricing,
Russian firms on aver-
age estimated possible
cost savings at 1.6% of
total costs. This number
may look modest, but in
fact it is very significant,
given that it is applied to

Therefore, answers to questions about
the tax rates are notoriously hard
to interpret. Nonetheless, the latest
round of BEEPS survey registered
a remarkable jump in the number
of small firms that view tax rates
as a major or severe constraint.

Access to finance

One aspect of busi-
ness environment where
BEEPS results from the
earlier and latest rounds
of the survey do not so
far reveal strong dif-
ferences between the

the entire cost base of a
business.

Self-assessment of hypothetical cost-savings
is, of course, merely an educated guess, but it may
nonetheless be informative. In particular, these self-
assessed cost-savings are markedly higher in the
regions where electricity is perceived to be more
problematic. In the Far East, where the majority of
early participants in the survey saw electricity as a
major or severe constraint to growth of their busi-
ness, the estimated cost savings from sorting elec-
tricity problems out were on average 5%, or three
times the country average rate.

As mentioned above, it is not only the remote
or sparsely populated regions where infrastructure
constraints matter. In fact, infrastructure tends to
become a binding constraint in places where re-
gional environment is otherwise perceived more fa-
vourably, as enabling business environment creates
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regions is access to fi-
nance. This does not
mean that access to finance is not important. To the
contrary, it is viewed as a major or severe obstacle
by over a quarter of firms, perhaps not surprisingly
in the aftermath of a financial crisis and given that a
lot of the respondent firms are relatively small busi-
nesses employing 20 to 50 people.

Moreover, the official statistics shows striking
differences in the extent of financial deepening in
the regions: the ratio of corporate credit (issued by
bank branches in a given region) to gross regional
product varies from around 3 per cent in remote re-
gions to over 80 per cent in Moscow.

The fact that firms do not feel much more con-
strained by the lack of access to finance in less fi-
nancially developed regions may mean that they are
equally constrained, or even more constrained by
other aspects of business environment, be it infra-
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structure and skills, surveyed above, or excessive
regulation and corruption.

Regulation, institutions and law
enforcement

Pervasive corruption also remains a major
source of concern for businesses. There is anec-
dotal evidence that many firms, including respon-
dents to the BEEPS survey, view corruption both
as a problem and as a solution. In fact, some busi-
nesses view it more as a solution than a problem, as

In the latter area, a sig-
nificant number of firms
view tax administration,
trade regulations and
work of customs, busi-

The early results suggest that on
average, firms that are constrained by
workforce skills estimate that their sales

a means of dealing with
very costly and cumber-
some regulation. While
this may in many ways be
true, corruption is only

ness permits and licens- could increase by perhaps 11% if skilled , -4 best solution to

ing and access to land,

labour were no longer a constraint.

the underlying problem

as substantial obstacles The skills problem also appears to vary of excessive regulation.

to doing business. In
most of these areas, the

significantly from region to region.

The first-best solution
would be to streamline

survey also reveals sig-
nificant differences between the regions.

To improve these crucial aspects of business
environment, a combination of further deregulation
and enforcement at the regional level is needed. For
instance, a recent survey of administrative barriers
conducted by the Centre for Economic and Financial
Research found that firms continue to be frequently
asked by the regional and local authorities to obtain
licenses, which are in fact not required by law. Most
firms find it less costly to obtain these licenses than
argue against such demands. When comparing the
results with the earlier surveys on administrative
barriers, prognosis is to some extent encouraging:
the situation with “illegal” licensing has been gradu-
ally improving - but not universally, and the differ-
ences between regions remain very significant.

The survey also makes a careful distinction be-
tween tax administration, the work of tax collecting
agencies, and tax rates - a most common complaint
of businesses world-wide. While there is every
reason to make tax administration as efficient and
seamless as possible, minimising taxes is not nec-
essarily a policy objective per se, as revenues are
needed to finance improvements to other aspects
of business environment, for instance infrastruc-
ture. Ultimately, what matters is not only how much
businesses pay in taxes, but also what they get in
return.

Therefore, answers to questions about the tax
rates are notoriously hard to interpret. Nonethe-
less, the latest round of BEEPS survey registered a
remarkable jump in the number of small firms that
view tax rates as a major or severe constraint. This
spike is likely to be related to the increase in the so-
cial security tax paid by small enterprises and may
prove temporary if the planned partial reversal of
this tax hike proves to be effective and sufficient.

the regulation itself.

Finally, crime, competition from the informal
sector, and low confidence in courts remain major
constraints to growth of firms. Rule of law and faith
in contract enforcement are important elements
of business environment. And although these ar-
eas, as well as many other areas surveyed above,
are governed by general federal legal frameworks,
many modalities within these frameworks and, most
importantly, the implementation and enforcement
vary by region and can be improved at the regional
level.

Preliminary results from the survey suggest
that no region scores highly across all dimensions
of business environment. If one tries to quantify the
gap, the top scoring regions achieve less than two
thirds of the benchmark level. Hence, all regions
have a lot to learn from each other’s experiences of
improving operating environment for the local busi-
nesses.
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CASE STUDY: the Kaluga region

Dmitry Abramov, Deputy Minister for Economic Development of the Kaluga Region,

Head of the Investment Directorate

Dmitry Abramov is the Deputy

Minister for Economic Devel-

opment of the Kaluga Region,

»| Head of the Investment Direc-
| torate

Born on January 14", 1976
in Kaluga.

In 1998, Mr. Abramov gradu-
ated from the North-West Academy of Public Ad-
ministration (NWAPA), St. Petersburg, where he
specialized in “Public and Municipal Administration”
with an accent on “Human Resource Management”.

Between 1998 and 2001 he completed several
post-graduate courses at NWAPA.

In 2000, he attended a professional training un-
der the project “Open World” - carried out under
the US Library of Congress and the Russian lead-
ership programme in Washington, USA.

Since 2001, he has been the Head of Depart-
ment of International Liaisons and Public Rela-
tions, NWAPA Kaluga branch.

Since 2004, Mr. Abramov has been the Cheif
Specialist of the Department of Investments and
External Economic Relations of Directorate for
Economy and Property Relations of Kaluga; Con-
sultant of International Department, North-West
Academy of Public Administration, Kaluga branch.

In 2008 he became the Deputy Director Gen-
eral — Head of the Department of Investment Pro-
grammes in “Kaluga Region Development Corpo-
ration”.

In July 2009, he became the Director of the
“Agency for Regional Development”.

Since June 2011, Mr. Abramov has been the
Deputy Minister of Economic Development of the
Kaluga region and Head of the Investment Direc-
torate.

“In Kaluga Region anyone can realise their inter-
ests, find new business partners, and enjoy the hos-
pitality of the region’s authorities and people”

Russia - Kaluga region
Key characteristics

m Total territory — 29.8 thousand km?
m Population - 1.001 min.
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m Climate — moderately continental
m Regional centre — Kaluga

The Kaluga region is situated in the very core of
Russia and shares a border with Moscow. One sev-
enth of the country’s population lives within a radius
of 150 km from the Kaluga region. The proximity to
the capital — a major sales market for almost every
product - is a definite advantage of the region. And
despite the absence of export-oriented mineral de-
posits, the Kaluga region is one of Russia’s most
dynamically developing regions, with a comfortable
business climate that is acknowledged by Russian
and international experts: www.investkaluga.com

The Deputy Minister for Economic Development
of the Kaluga region, Head of the Investment Direc-
torate, Dmitry Abramov, describes the steps that an
investor should take in order to launch a business in
the region.

For the past 10 years or so, increasing the re-
gion’s investment potential has been a major factor
with regard to regional development. From 2006 to
September 2011, we attracted 9.5 bin US dollars
(USD) ininvestments to the region’s economy, 5 bin
of which are foreign investments. In 2010, the region
alone accounted for 8% of the overall direct foreign
investments in Russia. At the same time, Kaluga
region’s population is only 0.75% of the country’s
overall population and the territory — 0.2% of Rus-
sia’s total territory.

The success of the Kaluga region is the success
of our investors. This statement is not groundless.
Companies from over 20 countries have established
their production within the region. This is undoubt-
edly a high figure for the region that possesses no
rich mineral deposits including gas, oil or gold. Our
main treasure is humanresources. Thanks to persis-
tent and diligent work, we have managed to achieve
impressive results, while minimising the investment
risks. The investors who enter the Russian market
are first of all afraid of corruption and bureaucracy.
In order to address the former, we formed a joint
team in our region that works for a common idea.

Existing industrial parks are to a large extent the
reason why a good number of investors have cho-
sen the Kaluga region to do business in Russia. The
investors are offered an absolutely well known busi-
ness product — the industrial park. This is an area
zoned and planned for industrial development, usu-
ally located outside the main residential area of a
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city, with good access to transportation and com-
munication. It also has localised environmental con-
trols that are specific to the needs of an industrial
area. Around 100 companies from different coun-
tries have chosen to invest in our region, with the
majority choosing to set up production within indus-
trial parks.

Today, we can boast of an automobile clus-
ter consisting of seven brands owned by three
concerns: Volkswagen Group Rus, PSA Peugeot-
Citroen & Mitsubishi, and Volvo Trucks & Renault
Trucks. This cluster is currently being dynamically
filled by the components manufacturers: Conti-
nental, Magna, Benteler, Visteon, Lear, Faurecia,
Fuyao, HT&L, Yapp Rus, HP Pelzer Rus, Scherdel
Rus, Rucker, Fuchs oil, Severstal-Gonvarri, Ge-
stamp-Severstal, and Becema. It is not only the as-
sembling manufacturers that have entered the re-
gion, but manufacturers with a high level of automa-
tion that produce hi-tech products, as well.

We have diversified our economy and developed
otherimportant spheres, for example, the life scienc-
es sector. The basis of our pharma-cluster is formed
by the enterprises that develop the ideas and intro-
duce new technologies. The business partners of the
region are major pharmaceutical companies: Hemo-
farm/Stada Group, Berlin-Chemie/Menarini (ltaly),
Novo-Nordisk (Denmark), Niarmedic-Plus (Russia),
and a Swedish-British company Astra-Zeneca. The
expected amount in investments brought in by these
companies is around EUR 265-280 min.

We do not rely on just one or two industries. The
government equally supports other sectors, includ-
ing construction materials manufacturing, tourism,
food, pulp and agrarian complexes. We have imple-
mented many successful projects in the abovemen-
tioned sectors — a number of them, with the partici-
pation of foreign capital.

An efficient system of work with investors has
been created in the Kaluga region; it includes not
only the regional authorities, but also the Ministry
for Economic Development and regional develop-
ment institutions. Today, we have four of such insti-
tutions; each of them handles an aspect associated
with investment:

m The Kaluga Region Development Corporation —
an industrial parks developer;

m The Agency for Regional Development — an orga-
nization that consults investors on any possible
issues;

® Industrial Logistics — a company specialized in
creation of transport-logistics infrastructure for
consistent implementation of every investment
project;

® The Agency for Innovation Development - leading
operator for innovation and high-tech economy
sector development.
| would also like to mention that for the conve-
nience of our partners the region has its “embassy”
in Moscow. It has a pretty long title — Representation
of the Government of the Kaluga Region at the Gov-
ernment of the Russian Federation. All necessary
information about the region is also available there.
We have adopted an individual approach to
each investor and project, and offer comprehensive
support. Therefore, interaction with investors in-
volves negotiations, decision on the location, settle-
ment of contract, construction, equipment delivery,
production startup, in that order. We clearly under-
stand that the time factor is very important for busi-
ness; therefore, while working as a joint team with
the investors, all effort is made to commence each
project quickly. In our region, an investor can obtain
all the necessary documents as early as during the
construction phase. All these steps are conducted
within the existing legal framework.

1. Negotiations

The first step an investor interested in doing busi-
ness in the Kaluga Region should take is to com-
mence dialogue. For this purpose, any of the above-
mentioned branches of the economic block can be
contacted.

Our specialists will prepare an accurate and de-
tailed report on the investment potential of the re-
gion; region’s economic status; availability of natu-
ral, infrastructural and human resources. They will
then provide all the necessary information on the
implementation of investment projects in the Kaluga
Region and find the most attractive offers based on
the investors’ requirements and preferences. They
will, if necessary, organise visits to the investment
areas and enterprises within the region. Each inves-
tor, regardless of the investment amount, country of
origin and sector profile, will enjoy complete assis-
tance offered by the regional development institu-
tions at every stage of the project’s implementation.

As soon as an investor decides to invest in the
Kaluga region, the project becomes a joint affair.
Like the investor, we are interested in the project’s
success. We value our region’s reputation as a reli-
able partner that fulfils its commitments. Secondly,
the Kaluga region is likewise interested in profitable
ventures; this is a welcome source of income. We
treat all projects with equal importance and remain
with the investor all the way — from the decision
making process, to construction and eventually,
production.
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2. Decision on the production location

Currently, land plots are available for produc-
tion activities in seven industrial parks. Their to-
tal territory is 2.7 thousand hectares (ha). Over
1.3 thousand ha have already been allocated for the
investment projects. In Russia, the Kaluga regionis a
pioneer in this field. For business, quite familiar with
this type of investment, this is a brilliant opportunity,
which makes room for greenfield investment within
a relatively short period of time. Various options are
available in our industrial parks, including the provi-
sion of all the necessary amenities such as electric-
ity, gas, water supply, sewage, and access to rail-
road and motor roads, if required. In situations where
brownfield investment or temporary production is
the preferred option, investors can rent industrial
premises constructed under the “build-to-suit” prin-
ciple. Such premises are

4. Construction
The individual approach to each project and the ab-
sence of bureaucratic barriers and corruption allows
even large and ambitious projects to be implemented
within short periods. For example, the Volkswagen
plant was constructed within just one year, which is
half the period initially allocated to this project. The
PSA Peugeot-Citroen & Mitsubishi company came
to the construction area on June 1st, 2009, and on
March 9th, 2010 the first car was already released
from its assembly line. It took a little more than a year
to construct the factories for the Volvo and Samsung
companies. The investor is completely independent
when it comes to choosing sub-contractors and
other partners. If you want to work with partners that
you understand and want to bring to Russia together
with you — you are free to do so. Despite our great
wish that the investors

adapted to the needs of
a particular investor and
makes provision for the

In 2010, the region alone accounted
for 8% of the overall direct foreign

work with local compa-
nies, it is our principle
not to recommend any-

immediate  commence- jnvestments in Russia. At the same time, one. The logic is simple
ment of activities. The Kaluga region’s population is onIy 0.75% and clear: the investor’s

car-parts  manufactur-
ers, to a greater extent,
as well as the second-
level providers who fol-
lowed the former to the

of the country’s overall population and
the territory — 0.2% of Russia’s total
territory.

task is to create a suc-
cessful business, pro-
vide new workplaces and
comply with the region’s
tax system. The region’s

region have found this

“build-to-suit” offer suitable to their needs. For ex-
ample, Visteon and Benteler have rented premises
in Grabtsevo industrial park, where the Volkswagen
factory is an anchor enterprise. A similar project has
been implemented near the PSA Peugeot-Citroen
& Mitsubishi factory. Faurecia, a French car-parts
manufacturing company will soon launch its assem-
bling process factory there as well.

In terms of brownfield investment, the Kaluga re-
gion offers several production facilities, especially for
companies involved in manufacturing military-tech-
nical products. For example, CIE Avtocom, a joint
Russian-Spanish venture is currently based in the
Kaluga car electric equipment factory. And the com-
panies Elikor and Scherdel who have a technological
cooperation have also chosen to go brownfield.

3. Signing the investment contract

The contract “on attracting investments to the Kalu-
ga region” is one of the basic documents fortifying
the investor’s costs for construction that envisages
various tax privileges. First of all this refers to a set
of privileges in income and property taxes ranged in
accordance with the volume of investments.
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task is to provide condi-
tions for a quick and successful startup.

5. Equipment delivery
The investors in Russia often suffer from difficul-
ties with export-import operations — for example,
equipment delivery. In our region, we have our own
customs terminals and support programmes for
export-oriented production that helps avoid unnec-
essary problems. Today, in addition to motor ways
and railroads we also have all the necessary infra-
structure for cargo handling. The aforementioned
Industrial Logistics company will effectively coordi-
nate the equipment delivery route from any point of
the world to your enterprise in the Kaluga region.
Major logistics operators such as Gefco, GREEN
Integrated Logistics, Rhenus Logistics, Transcon-
tainer, etc. are successfully operating in the region.
Transport-logistic terminals that are close to the in-
dustrial parks are already being constructed. These
terminals allow cargo to be transferred from railroad
to road transport at a low cost and with the provision
for long term storage of goods. They also make pro-
vision for customs clearance and high-speed cargo
processing.
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Transportation by air via the Kaluga Interna-
tional Airport will appear in the nearest future. The
airport is being developed on the site of the existing
regional aerodrome whose function was suspended
several years ago — before the investment activities
began.

6. Production startup

Twenty three new plants have been established in
various sectors in the region within the past two
years. Human resources are very important to any
investor. Hence, it is an issue important not only to
the region, but the entire country as well. Our work
outstrips the investors’ demands: we also try to
think ahead, hence, making provision for trainings.
We have modified the education curriculum to make
provision for new courses at the existing universities
and vocational schools to prepare specialists that
are in demand by the labour market.

The region cooperates with leading techni-
cal universities of the country. For over 50 years,
the Kaluga branch of the Bauman MSTU has been
educating professionals in mechanical engineering,
metal work and engine construction. When we faced
the need to train practical specialists, an absolutely
new Education Centre for training staff for automo-
bile industry was established. Specialists have been
trained there since 2007. Centre’s development is
in line with the automobile factories’ requirements,
in Kaluga. This 7,000 m? centre with 20 laboratories
and workrooms built for various purposes, gradu-
ates highly trained specialists. The training modules
of the centre equipped with modern educational and
production equipment allow for the simulation of the
processes in an assembly plant. The equipment is
similar to that installed in the leading car factories
of the region.

Together with our German partners, we are cre-
ating a similar training centre to satisfy the HR needs
of the pharmaceutical industry. The first group be-
gan its training in February, 2012.

Enormous work is being done to keep highly
qualified professionals in the region and to orga-
nise the movement of people from regions, where
there are a lot of people and few job opportunities.
This task cannot be solved without developing the
real estate market. Hence, we have launched a new
product — “Houses for Professionals”. Residential
houses are being constructed near the industrial
parks, in support of the efforts made by companies
to provide their specialists with accommodation.
Thus 1,500 houses have been built, alongside a
school with a capacity for 630 kids, two kilometers
away from the Volkswagen factory.

Modern hotels are also being actively built and
new residential complexes continue appearing
within the region. Territories are being modernised,
the educational system is being perfected, the level
and quality of medical services are enhanced. We
continue to renovate and build new roads: small
businesse s are also developing intensively. All our
efforts are aimed at having the quality of life in the
region at par with the best European standards.
Kaluga is a place where one can live comfortably,
work and spend leisure time!

Contacts:

Administration of the Governor of the Kaluga
Region

Governor of the Kaluga Region — Anatoly Artamonov
First Deputy Governor of the Kaluga Region —
Maxim Akimov

2, Stary torg sq., Kaluga 248000, 248000, Russia
Tel. +7 4842 56 23 57

www.admoblkaluga.ru

Ministry for Economic Development

of the Kaluga Region

Minister for Economic Development of the Kaluga
Region — Ruslan Zalivatskiy

Deputy Minister of Economic Development of the
Kaluga Region — Dmitry Abramov

4, Kirova str., Kaluga, 248001, Russia

Tel./fax: +7 4842 57 01 06

Kaluga Region Development Corporation
Director — Vladimir Popov

27, Truda str., Kaluga, 248030, Russia
Tel./fax: +7 484279 04 10
www.invest.kaluga.ru

Agency for Regional Development of Kaluga
Region

Director - llya Veselov

27, Truda str., Kaluga, 248030, Russia

Tel./fax: +7 4842762700

www.arrko.ru

Representative of the Government of the Kalu-
ga region under the Government of the Russian
Federation (Moscow)

Head of Delegation of the Government of the Kaluga
region of the RF - Vladimir Potemkin , Deputy Gover-
nor of the Kaluga Region,

8, Glazovsky lane, Moscow, 119002, Russia
Tel./fax: +7 (499) 241-66-36, 241-09-79.

E-mail: predstav@adm.kaluga.ru
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Chet Bowling, Managing Partner, Alinga Consulting;
Alex Medlock, Managing Director, TMF Russia

Chetwynd R.F. Bowling is
Managing Partner at Alinga
Consulting Group. Chet holds
a BA and MA in Law from the
Russian  People’s  Friend-
ship University and received
his MBA from the Business
School of Kingston University
in the United Kingdom. As the Managing Partner
and a founder of Alinga Consulting Group in 1999,
he has played a leading role in managing the ser-
vice delivery and consulting major clients. Chet
also specializes in taxation of foreign companies
doing business in Russia and his experience in-
cludes advising a large US industrial gas company
on a multi-million dollar equity and debt invest-
ment into Russia; providing transaction support to
a French food manufacturer acquiring a factory in
the south of Russia; providing tax structuring to a
UK investor in the Russian agro sector.

SMEs doing business in Russia -
getting started.

It is very well accepted that Small and Medium En-
terprises (SMEs) play major roles in most developed
economies both in terms of the economy itself and
also social infrastructure. They help bring flexibility
and resilience to the economy, especially, in times
of crisis. They can be an engine of growth as very of-
ten it is they, and not the large companies, that find
and commercialize the “next big thing.” We can see
that one of the responses to the current Global Cri-
sis is to try to encourage the expansion of domestic
markets, which can then generate internal growth
— a dynamic and thriving SME sector is an obvious
driver for such growth. However, the significance
of this sector is still not fully recognized in Russia
and this is reflected in their level of support in Rus-
sia. But attitudes in Russia are changing and we see
this in terms of increasing pronouncements of sup-
port from top politicians and government officials.
In 2011, the AEB established the SME committee to
help promote and protect the interests of SMEs do-
ing business in Russia.
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Alex Medlock is based in Mos-
cow and is Managing Director
for TMF Russia and in addition
as Regional Director he has re-
sponsibility for TMF’s other of-
ficesin the CIS region (Ukraine
and Kazakhstan). TMF Group
is a leading global provider of
out-sourcing services.

Alex is an experienced finance and capital mar-
kets professional. He has a degree in Economics
and Accounting and is a qualified Chartered Ac-
countant and a member of the Institute of Char-
tered Accountants of Scotland.

Alex has been working with clients in Russia and
other CIS and CEE countries for over 15 years.

The major value of SMEs, and where Russia
could really benefit, is the SME’s ability to empower
people to make a difference in other people’s lives.
Allow a person to start his own business, and he can
provide for not only himself and his own family, but
also create more opportunities for others to provide
for themselves and their families. Also, in the last 20
years, we can see many good examples of SMEs
investing in Russia and creating very successful
businesses. One common characteristic of these
successful businesses is that they have correctly
identified their niche in the market and having iden-
tified this niche they have focused on doing what
they do well. Clearly, there is strong competition,
and therefore, it is important to be dominant in your
niche and to maintain this by, for example, investing
in your brand. The best way to achieve this, apart
from advertisement and PR (more importantly, at
the beginning), is to invest in the right people and as
a consequence, in the quality of services or goods.

What is important to realize is the need for pa-
tience and resilience in creating a successful busi-
ness in Russia and that the ‘quick fix” may not be the
best option in the long term. Of course this brings us
quickly to the topics of bribery and corruption, which
are regularly quoted as being the most difficult chal-
lenges faced by international investors when com-



ing to Russia. It will not surprise you that we, along
with the majority of successful business owners, will
strongly advise managers to adopt best practice
and corporate governance. This is becoming even
more important with increasing international legis-
lation, for example, the UK Bribery Act 2010, which
came into force on 1 July 2011. It was quoted to us
recently that “Russia is a school of patience” and we
whole heartedly agree with this.

It is also important to keep in mind that in many
ways Russia is still a young country. It is very easy
to see this when one steps outside of Moscow into
the regions. Here, we then quickly find that the in-
frastructure is still very underdeveloped and indeed
around 20% of the population is living on incomes
below the poverty line. But we see that Russia has
made significant steps forward from the almost an-
archy and chaos of the early 1990s to a more estab-
lished order and a developing and growing middle
class, which in itself is an attractive market. We can
observe that in recent years, more and more SMEs
are looking beyond Moscow to the regions, as at-
tractive investment opportunities. Indeed, we see
that a growing number of regions are now very pro-
active in attracting foreign companies such as Kalu-
ga, Yaroslav, Voronezh etc. Therefore, just from the
sheer size of the country, it may be very helpful to
adopt a humble mindset and realize that everyday
we may learn something new.

As way of introduction to what we feel are some
of the most important issues for SMEs investing in
Russia to consider, we would point out that the gen-
eral lack of attention and support for SMEs in Russia
means that owners or managers of smaller operations
are often shocked by the cost of entry into the mar-
ket — both in time and money. Start-up, or just general
compliance, while still at a very low level of activity, is
disproportionately burdensome to a small business,
prompting outlays of time and money that would be
better directed toward business development. Al-
though, official support for SMEs may be limited,
many owners of businesses in Russia have benefited
from support from other networks, where they can
discuss issues they are facing, for example, the AEB
itself; local chambers of commerce or other group-
ings of expats. When coming to Russia, what is very
helpful is becoming quickly aware of such groups and
seeing if these may be of assistance to your business.
What is clearly important in Russia is to have friends,
but also, understand who can be your friend!

Below, we highlight some of the issues that we
consider important. We have each been doing busi-
ness in Russia for more than 15 years, and over this
period we have seen that there are regular issues

to be addressed during start-up, and with regard to
matters of ongoing compliance and financial strate-
gy, and other challenges of doing business in Russia.

1. The Basics- Setting up a legal
presence: Limited Liability Company
(LLC); Joint Stock Company (JSC); Rep
Office; Branch

When entering the Russian market one of the first
decisions for an SME will be whether to do this alone
or to find a local partner and establish some form
of joint venture. If you talk to owners of successful
businesses in Russia you will learn that one of the
most important factors in determining success is to
be clear about your objectives and this is especially
important in considering the legal form of presence
in Russia. Another, very important factor is to start
with the right people and this is especially difficult
when a company is coming to Russia for the first
time. Considering these points the general advice
would be that whilst it is possible to establish a suc-
cessful joint venture, it seems that in practice this
does not often work and that the better choice is to
establish an own presence. In a recent conference
organized by the AEB SME committee and a number
of owners of successful foreign SMEs expressed
this opinion. However, the value of having a local
partner that “knows the ropes” is also important.

We mentioned at the beginning that being very
clear about objectives is very important in having a
successful business. This is also crucial in determin-
ing the structure and form of legal presence in Russia.
For example, if as an owner you plan eventually to sell
the business then one should consider the require-
ments of a future buyer or investor. For example, we
know that it is generally much easier to sell a business
with a clear and transparent corporate structure. In
addition, there may be tax considerations relating to
aninvestment holding structure, which may be impor-
tant in any future sale. Coming to the business itself it
is worth considering as well the medium term plan,
for example, in the first year you may be planning on
establishing a representation but then moving quickly
to a “buy sell’ business model - this may impact your
decision on the form of presence.

It has certainly become easier to establish a
business in Russia. The timeline has shrunk consid-
erably since the late 90s/early 2000s. Registration
of a business (for the simplest LLC) used to take
about three to five months; now three weeks is usu-
ally enough. The time needed to obtain a work per-
mit has also become much shorter (shrinking from
six months to two and a half). If a foreigner earns
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The charter capital is divided up into shares (aktsii). This
makes it easier to transfer or assign shares as there is a
perception of separation of investor from management of
the company.

If a shareholder decides to exit a ZAO then he can do so

via the sale of his shares either to the other shareholders

or to a third party. The value (selling price) of the shares is
determined by the parties and is not linked by law to the net
asset value of the company.

Share issues must be registered with the Federal Securi-
ties Commission (FSC). Additional start-up cost and time.

Dividends are paid proportionally to the number of shares
owned.

50% of charter capital must be paid within 3 months
of registration and 50% within 1 year. Minimum capital
required — 10,000 rub.

If the contribution to the charter capital is “in-kind” (prop-
erty) and not cash, then an independent appraisal is
required regardless of the value of such in-kind contribu-
tions. Additional cost.

The General Director may be appointed by the Board of Di-
rectors if permitted by the Articles of Association otherwise
by a meeting of the Shareholders.

more than 2 million rubles per year, he can qualify
under the Highly Qualified Specialist work permit
scheme and get his permit in 3 weeks. At the same
time, the rules are constantly changing, at times
causing delays.

Limited Liability Company (LLC)

As mentioned, the easiest way to go is to set up an
LLC, or O0O as it is known in Russian. Russian law
allows for a single shareholder and a single executive
—the General Director. Both corporate and individual
shareholders are allowed. With the individual share-
holder, all that is required is a notarized translation
of his/her passport and

a visit to the notary and

the tax office. In order to

complete the registra-

tion process, it is neces-

sary to have a General

Director and this brings

us to often one of the

first challenges, as the

company may not have

identified someone to fill

the role. Given the wide

powers and responsibili-

ties that the General Director has in Russia (it is very
difficult if not impossible to limit such powers), this is
avery important decision. As an interim solution, un-
til a suitable candidate is found, it may be desirable
to outsource this function to a reputable third party.
Also, at the incorporation stage it will be necessary
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The charter capital is divided up into percentages of mem-
bership interest (dol’) —i.e., there is an assumption of the
member’s active involvement in the company’s activities.

If a member decides to exit an OOO he can either sell his
membership interest to another member or third party, or
he can choose to sell to the company and demand that the
company pay him his share of the current net asset value of
the company. Such a provision must be set out in the char-
ter of the company.

No need to register with the FSC.

The charter may provide for dividends to be distributed
disproportionately from the percentage (%) of membership
(ownership).

50% of charter capital must be paid before registration and
50% within 1 year. Minimum capital required — 10,000 rub.

Independent appraisal is not required if the “in-kind” con-
tribution to the charter capital is less than 20,000 rub.

The General Director may be appointed by the Board of Di-
rectors if permitted by the Articles of Association otherwise
by a meeting of the Shareholders.

to specify a registered address, and again, as an
interim measure an out-sourcing specialist can pro-
vide a solution until premises have been found.

For a corporate shareholder the process is more
complicated — the Chief Executive Officer (CEO) of
the corporation must sign the application for incor-
poration. This can be done in the home country and
sent to Russia for translation and filing. However,
this is not recommended as one small error could
result in having to start over, causing significant
delays. If possible, the CEO should come to Rus-
sia to complete the process. If this is not possible,
then a nominee shareholder (this would be the local

manager, if he is trusted
or one provided by the
legal firm handling the
registration) is appoint-
ed and he will sign all the
application documents.
Itis also worth noting
that the documents must
be submitted in person
by the Shareholder (or a
Director, specified with
appropriate powers in
the Company Register)
to the Russian authorities or by post, however, the
latter is not recommendable as it usually takes 1-2
months and is unreliable.

In addition to the above, the corporate docu-
ments (charter/by-laws, certificate of incorpora-
tion) must be legalized (apostille attached) in the



home country and then translated into Russian.
Another common delay in the registration process
is simply due to unfamiliarity of legal counsel of the
parent company with this process of legalization.

Joint Stock Company (JSC)

There are some differences in the incorporation
process of a JSC, known as ZAO by its Russian
acronym, (see table of comparison below), for ex-
ample it has the additional requirement of having
its shares registered by the securities commission
at incorporation. This legal form is best suited if the
company is getting into a joint venture with non-af-
filiated partners.

Representative Office and Branch Office
Representative and Branch Offices are not inde-
pendent legal entities, but rather “sub-divisions” of
the parent company. A Rep Office can not engage in
commercial activity, but a Branch may. In the past,
many Rep Offices carried out commercial activities,
without any negative consequences as long as they
paid the relevant taxes, but it is now less common to
establish a commercial Rep Office.

Legal
A separate legal entity that bears its own liabilities.

Financing and Repatriation of Profits

The start-up activities and working capital requirements of
the RLE can be financed by the following methods: Charter
capital, Loans, Parent (shareholder) financing.

Dividends and return of loans can be viewed as forms of
repatriation. Service contacts, royalty payments and other
similar transactions can also be forms of repatriation. In
this arrangement, VAT and income tax withholding, as well
as increased foreign currency controls when moving funds
out of Russia, are a concern.

Accounting Compliance and Tax Filing

In general the accounting requirements are bit more bur-
densome for RLE as quarterly financial statements must be
prepared as well as full tax accounting, including VAT.

Foreign employees

The RLE would need to apply for permits (for the Company
and for the employee) and, in addition, register with the Mi-
gration Services to issue work visa support.

It should be noted that foreign employees earning more
than 2 mil. rubles (approx $66,000) per annum can qualify
for a simplified work permit procedure that is valid for 3
years

The “accreditation” process as itis called in Rus-
sia cantake much longer for a Rep/Branch office than
an LLC or JSC. This is so because the “accreditation”
process (registration with the state) is separate from
the tax registration process, and as such, the whole
process can take 6 to 8 weeks; however, there is the
possibility to opt for a “fast track” process.

There are some advantages of doing business
via a Rep/Branch office, such as the ease of mov-
ing currency out of Russia and obtaining work visas
for staff. However, some activities may be limited or
more troublesome, such as the import of goods or
certain licensed activities.

Acomparison of Legal, Financing, and Tax Aspects:
Russian Legal Entity (RLE) vs. Branch or Rep Office

2. Funding your operations

Once you have made the decision to set up in Rus-
sia, some thought should be given to funding your
start up and ongoing expenses. There are a few
options for financing your operations to consider:

" Applicable taxes: Profit tax (20%); Social tax (34% from 2011);
Property tax (2% per year); VAT 18%.

Liability is borne by the Head Office or Parent company.

There is no tax due on repatriation of profits after tax'.
Funds are sent to B/RO from the Head Office to finance
operations a income from sales in RUR received into ruble
account of B/RO a RUR converted into foreign currency
and repatriated. The B/RO is responsible for filing and pay-
ing taxes. There is better control of the flow of funds when
needed as there are fewer applicable foreign currency
regulations.

B/ROs are allowed to file and pay quarterly profit taxes.
This is an opportunity for tax planning. No value added tax
(VAT) accounting is necessary if there is no commercial ac-
tivity and VAT is recognized as a cost.

It should be noted that if a BO or RO engages in commer-
cial activity then full tax accounting and reporting is manda-
tory.

The accounting requirements are not as burdensome —
there are no quarterly financial statements, but an annual
report on activities (includes quasi financial statements).
Rep Offices which do not carry out commercial activities
are exempt from VAT on their rent payments.

Current regulations require B/RO to obtain work permits
for foreign employees. However, in practice some com-
panies ignore this without serious practical consequences
but there are in fact serious penalties for non-compliance.
If the B/RO deals with government agencies e.g., customs,
then the permit should be obtained.

The procedure for obtaining work visa support is simpler —
i.e., the foreign employee can be in Russia on the proper
work visa even if he/she does not have a work permit.

The 3-year simplified work permit only applies to Branch
offices and not Rep offices.
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share capital; loans; parent-subsidiary financing;
cost + arrangements.

The statutory share capital for a Russian legal
entity is rather small (approx. 220 Euros). There is
now a draft law that will significantly increase this
cost in the near future and some companies choose
to put a lot more funds in at the beginning or after
incorporation. This type
of funding is not very at-
tractive, as your funds
are stuck in Russian ru-
bles, with all the related
currency risk. Also, hav-
ing significant cash at
the disposal of your local
managers provides “op-
portunity” — one of the prerequisites for fraud.

A loan is a popular option because it allows for
better cash flow management — cash can be sent in
tranches when needed and can be re-paid if there
is excess cash in the subsidiary. As such, the cur-
rency risks and risk of fraud are reduced. In addition,
if structured properly, interest on the loans can be
charged to profits, reducing your taxes payable. It is
also important to observe the thin capitalization rules.

Parent-subsidiary financing is a non-taxable
contribution to the capital of the subsidiary by a par-
ent owning more than 51% of the equity of the sub-
sidiary. Apart from the benefit of managing cash
flows and currency risks as with loans, this form of
financing does not require statutory registration of
the increased capital and increases the equity side of
the balance sheet. This is also a good solution to im-
prove your net asset position, when required by law.

Cost+ arrangements are becoming more popu-
lar as a means of financing a local subsidiary, which
is not trading locally. For all intents and purposes,
such a subsidiary acts like a rep office but does not
have the legal risks accruing to the Head Office.
In addition, the “+” aspect is treated as taxable in-
come, therefore, the entity is not making any loss
and does not come under undue scrutiny from the
tax office. Basically, the subsidiary “charges” the
Head Office for all costs (rent, salary, marketing) +
a markup based on their internal corporate practice
and local market practice (5 to 25%). Taxes are paid
to the local budget based on this “profit.”

3. Finding a Manager - local or expat?

Many companies enter the market, and based on
bad advice, spend a lot of money only to close in 12
to 18 months. Getting good advice and information
from your manager on the ground is key. Should you
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hire alocal (Russian) manager, with a clear under-

standing of the local culture and business ethics? In

addition, he/she may be well connected, making it

easier to solve problems when they arise. The dis-

advantage of this option is that the talent pool for

managers is still relatively small in Russia and even

as a SME, you will be competing with the big firms

and be expected to pay

top dollars to managers.

Presuming that as an

SME there is no budget

to import a high-level ex-

pat, along with family re-

location costs, another

optionisto find an expat

already settled in Rus-

sia, ideally, with a Russian family and looking to stay

for a while. These candidates usually speak Russian

and have a good understanding of the Russian cul-

ture and values. They may have good connections

and have worked for startups before, so understand

the needs of SMEs on a tight budget. The downside

of this group of candidates is that they tend to be

entrepreneurial and looking to set up their own busi-
ness and may not be a long-term solution.

One other option that has become more popu-
lar is bringing a young expat over from the home
country. Usually not married, ambitious, and look-
ing for international experience, they are usually
willing to give 2 to 3 years, with relatively low pay to
gain this experience. Salary can be relatively low,
but given that the personal tax in Russiain only 13%,
they have more take-home pay than in Europe. In
this case, the employer is expected to provide a flat
for the manager, but not the expensive “Pokhovsky
Hills” type.

4. HR issues in Russia

As we mentioned earlier starting with the right peo-
ple is crucial to your success (or failure). As a gen-
eral point the labor market in Russia has changed
significantly since the collapse of the former Soviet
Union. We can observe that 20 years ago staffing
was not a problem, but what was an issue was a
shortage of skills. Now, we almost have the reverse
situation, where in today’s market there is generally
not a problem with skills, but there is anissue in find-
ing available staff. So one of the key challenges for
an owner of an SME entering Russia is to find talent
and then to develop and retain this “top talent”.

It is generally well accepted that Russia has a
very well educated work force and that many young
people are innovative. One successful owner told



us recently that in his view “Russia is a laboratory of
ideas”. This is a good starting point for an SME as
by its nature the business may be an attractive place
to work but the challenge is to attract good people.
We therefore find that many SMEs succeed in at-
tracting good people by offering a good working en-
vironment; consensual decision making; attention
to training and development, and maybe some form
of ownership participation. With regard to talent re-
tention and motivation, salary is still the biggest fac-
tor. However, job satisfaction and career growth are
growing in significance. With regard to additional
employee benefits, private medical insurance has
become the norm even for SMEs. Meal allowances
and compensation for use of mobile telephone are
also becoming more popular. What we hear from
successful SME owners is that if you show trust in
people, then they will respond more than adequately.

When establishing your business in Russia it is
certainly worth keeping in mind that you are a “visi-
tor”. With this in mind you should be able more easily
to create the bridge between the Russian and Euro-
pean cultures. For, example what may seem a small
thing for a foreigner may be a very big thing for your
local employees. Since the early 2000s, as Russia
has become more integrated into the world econo-
my and a younger generation has entered the work
force, Russian professionals have become attuned
to what “international-standard service” means.
Also, we see it is generally easier to find staff with
foreign language skills in addition to professional
qualifications. However, as mentioned before, it is
still quite a challenge to find talent. What we have
been told by successful owners of SMEs is not to
underestimate the importance of treating people
well, being appreciative and having a good work-
ing environment. Also, be open with people and let
them know what is happening and treat people with
the respect that they deserve. It is as true in Russia
as in many other countries that the main capital of
the business is not the money but the people.

5. Accounting and Taxation

There are several systems of taxation in Russia. The

most frequently encountered include the following:

m General system of taxation — may be applied
by all types of legal entities. All taxes and appro-
priate tax rates (in case of existence of a certain
tax base) will be applied.

m Simplified system of taxation — was imple-
mented specifically for SMEs and can be applied
by legal entities, where the total annual revenue
does not exceed 60 million Rubles (this number is

not fixed and may vary from year to year). There
are several other limitations, including one that
says a corporate shareholder cannot own more
than 25% of the shares (i.e., a 100% subsidiary of
foreign legal entity does not qualify). The tax rate
is 6% (if tax basis is revenue) or 15% (if tax basis
is profit). Revenue and expenses are to be calcu-
lated on a cash basis.

Taxes and tax rates applied under the General
system of taxation are:

m Value Added Tax (VAT): The tax base is the
amount of VAT-able sales. General tax rate is
18%; for certain groups of goods — 10%; export
operations — 0%.

m Corporate Profit Tax: The tax base is the differ-
ence between income and expense, calculated in
accordance with the rules of tax accounting. Tax
rate is 20%.

® Property tax: Tax base is historical cost of Fixed
Assets of the company decreased by the amount
of accumulated depreciation, calculated in accor-
dance with rules of financial accounting. A fixed
asset is an asset that costs more than 20,000 ru-
bles (exclusive of VAT). The tax rate depends on
the region of Russia, but cannot exceed 2.2%.

® Personal Income Tax: The tax base is all forms
of compensation (with some exemptions) paid
by the employer for the benefit of the employee.
This is the employee’s personal obligation; the tax
rate is a flat 13% for residents and 30% for non-
residents.

m Social insurance payments: The tax base is all
forms of compensation (with some exemptions)
paid by the employer for the benefit of the em-
ployee. This is the employer’s only obligation; the
tax rate is 30% for 2012. There is also an addi-
tional 10% for employees that earn over a certain
threshold. It should be noted that recent changes
to the law applies this tax to foreign employees on
a work visa unless they are on the Highly Qualified
work permit.

Submitting tax returns and financial statements.
Local tax authority.

Every company is obliged to prepare financial
statements using its accounting data. Financial
statements shall include a balance sheet, Profit and
Loss statement (P&L), related addenda, as well as
notes to statements. Financial statements shall be
signed by both the chief executive and the accoun-
tant of a company. These documents must be ap-
proved by the Meeting of Participants at the annual
meeting.

Every company shall provide quarterly book-
keeping reporting within 30 days upon the expiration
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of the quarter and the annual bookkeeping report-
ing within 90 days upon the expiration of the year.

A financial year for Russian companies must be
the calendar year. Interim quarterly statements shall
be made containing the progressive total starting
from the beginning of the financial year.

All legal entities should also submit tax returns

to the local tax author-
ity. All reporting dates
for every tax declara-
tion are strictly defined.
Companies may submit
all documents manually
by visiting the tax office,
via internet using spe-
cial software, or simply
sending them by post.

If the company is
late in submitting even
one report, the local tax
authority has the right
to block the company’s
bank account and to keep it closed until the com-
pany submits the report. The bank account may
be blocked for many other reasons such as unpaid
taxes, fines, penalties, etc. Very often, outstanding
tax obligations exist only in the computer records of
tax inspectors and not in reality. This is due to poor
administration and low levels of qualification of the
staff of tax inspectorates and, as result, they block
the company’s account without any legal basis.
It can take considerable time and energy to settle
this problem, so in order to avoid any interruption
in the company’s activity, we strongly recommend a
reconciliation of all balances concerning tax obliga-
tions with the local tax authority, at least once every
6 months.

Financial and tax accounting.

There is a pronounced difference between financial
and tax accounting in Russia. Financial account-
ing includes all information concerning the eco-
nomic activities of a company and on the basis of
this information, a company will prepare financial
statements — including profit and loss (P&L), Bal-
ance Sheet and Cash Flow Statements.

Tax accounting is being used only for calcu-
lating Corporate Profit Tax obligations. It should be
noted that most Russian accountants focus on tax
accounting since this is what the tax office is most
interested in. As such, very often the financial state-
ments prepared do not accurately reflect the com-
pany’s financial standing.
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Companies must take into account that financial
results (profit) in accordance with financial account-
ing will differ from the profits calculated in accor-
dance with tax accounting requirements because
there are differences between methods of recog-
nizing income and expenses for financial and tax ac-
counting purposes. In other words, some expenses

may not be allowed as
deductible expenses
in tax accounting. The
same may be true for
recognition of income.

6. Closing down
your business in
Russia

Before making a com-

mitment to set up in

Russia, it is important

to understand what it

takes to liquidate or of-
ficially wind down the legal presence. The words
from the song “Hotel California” come to mind when
it comes to this issue — “you can check out any time
you like, but you can never leave.” Before investing
in setting up a legal presence, be aware that clos-
ing down a legal entity or rep office can take from 6
to 12 months and can be quite expensive. The main
problem is reconciling your tax records with the tax
office. As mentioned, the tax administration is still
quite bureaucratic and records may not be easily
accessible due to technical difficulties. This can re-
sult in repeated visits to the tax office to clarify the
status of taxes filed and paid.

Nearly all aspects of start up and ongoing com-
pliance (legal and tax/financial) require either hiring
one or more individuals, or outsourcing. Either way,
itisareal costwhenitcomesto Russiaanditdoesn’t
wait for your sales to come in. For some businesses,
working initially via a distributor or other partners, or
simply working directly from the home office for a
period — until business revenue can be more clearly
projected — may be a sensible first step.

For those who are ready and committed to ful-
ly entering the Russian market, this overview has
hopefully provided some basic guidelines to better
prepare you for discussing the process with profes-
sional service providers. To become a successful
business in Russia your company needs to develop
an excellent reputation in terms of the major stake-
holders - employees, customers and investors. We
wish you every success for your business in Russia.
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Federal Law No. 57-FZ “On the Procedure for
Foreign Investments in Business Entities of Strategic
Importance for National Defense and State Security
(“Strategic Investments Law « or «the Law”) allows a
foreign investor to establish control over a Russian
enterprise conducting activities in a strategically
deemed sector only after preliminary approval has
been obtained from a Government Commission.

Actual implementation of the Law, since it came
into force in 2008, as well as restrictive court prac-
tice, caused concern and criticism among foreign
investors. In a bid to liberalize the Law, a number of
amendments were introduced by Federal Law No.
322-FZ, which came into force on 18 December,
2011.

l. Basic provisions of the strategic
investments law

1. Foreign investor (or group of entities, which
includes a foreign investor)
a) The concept of «foreign investor» is used in ac-
cordance with the definition provided in Federal
Law No. 160-FZ “On Foreign Investments” (“The
Law on Foreign Investments”). Organizations con-
trolled by foreign investors, including organiza-
tions established in the Russian Federation, are
likewise recognized as such. The Strategic Invest-
ments Law distinguishes between foreign private
and foreign state investors. The latter are subject
to more stringent rules in respect of the acquisition
of participation interests. The term “foreign state
investor” also applies to organizations that are di-
rectly or indirectly controlled by a foreign state.
The concept of “group of entities” is used in ac-
cordance with the definition provided in Federal Law
No. 135-FZ “On the Protection of Competition”. A
group of entities is understood to mean individuals
or legal entities that are perceived as a single sub-
ject of law owing to their affiliation, specified by cer-
tain criteria.

2. Establishment of control
a) The establishment of direct or indirect “control”
over an entity of strategic importance is a key
criterion for determining whether the acquisition
should be subject to the Law. One of the follow-
ing serves as indicia of control:
m the purchase of a “controlling interest” (usu-
ally more than 50%);

® the right to select the single executive body of
a company and/or at least half the members
of a collegial executive body or of the board of
directors;

® the right to control the company’s decisions by
other means.

In respect of a foreign state investor, approval
is required if the proposed transaction will result
in the right to manage, either directly or indirectly,
25% participation interest of the company of stra-
tegic importance. The acquisition of over 50% by a
foreign state investor is prohibited.

b) Special rules apply to enterprises, which use
subsoil plots of federal significance (in other
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words, major deposits). In this case, the estab-

lishment of “control” is now stipulated if the for-

eign private investor

m intends to acquire 25% participation interest
or more

or

m receives the right to appoint 25% or more of
the members of the collegial executive body
or the board of directors).

Certain exceptions are only permissible in cases
where the Russian Federation owns an interest of
over 50%.

While the former threshold for foreign private
investors was significantly increased from 10% to
25% for, the threshold of 5% for foreign state inves-
tors remained unchanged.

3. Operating in a strategic sector

The Law on Strategic Investments lists 42 different

types of activities that are deemed of relevance in

strategic sectors such as:

Nuclear power;

The use of subsoil plots of federal significance;

Data encryption technologies;

Military technologies;

Space exploration and aviation;

Periodical print industry, television and radio

broadcasting;

® Telecommunications;

= Natural monopolies;

m Activities stipulating the use of bacteria and other
agents of infectious diseases;

m Commercial Fishery;

® Performance of work, which actively influences
hydrometeorological and geophysical processes
and conditions.

Both fishery and operations with hydrometeoro-
logical and geophysical processes represent sec-
tors that have not been affected to date.

Most of the filed petitions (as of November
2011) concern investments in commodities (oil, gas
and other natural resources), followed by activities
related to encryption, radio and television, and also
natural monopolies.

Most of the activities mentioned in the Law re-
quire a license according to the Federal Law No. 99-
FZ «On Licensing Certain Activities.» Accordingly,
the Strategic Investments Law states that a license
to engage in an activity in a strategic sector is a suf-
ficient criterion for the Law to apply. In these cases
it is irrelevant whether turnover or market share in
respect of the strategic type of activity are material
or not. The possibility that such activity can (will) be
performed, is sufficient.
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Il. Sanctions in case of a violation

A legal transaction performed in violation of the ob-
ligation to obtain preliminary approval is null and
void. Adopted decisions are held to be invalid. The
parties to a transaction have to restore the original
state of being, which could cause certain problems
in practice.

The foreign investor forfeits the right to vote at
a Russian strategic company if the transaction was
performed abroad and cannot be declared void in
accordance with Russian law.

The recent reform of the Law “On the Protection
of Competition” (the so-called 3rd Antimonopoly
Package), effective from 7 January 2012, introduced
amendments to the Russian Code on Administrative
Offenses. Now a fine is stipulated for the lack of ap-
proval in the amount of 500,000 to 1,000,000 rubles
(and also for the non-submission or submission of
false information further to a request from the Fed-
eral Antimonopoly Service — FAS)

lll. Consequences for foreign investors

Any participation of aforeigninvestorin a strategic com-
pany in the amount of 5% and more has to be declared
to FAS within 45 days. According to the latest amend-
ments to the Russian Code on Administrative Offenses,
afine is payable for the late submission of a declaration
in the amount of 250,000 to 500,000 rubles.

A company may decide to implement certain
reorganizational measures (e.g. separation from
the “strategic” part of the company, if this part of
the business is not of interest to the foreign inves-
tor) prior to the conclusion of an agreement on the
purchase of a controlling interest. However, if the
strategic part of the company is separated solely for
the purpose of avoiding the application of the Law,
FAS holds the position that in such cases it will want
to review the deal and collect information. This is
all the more so, if the renewal of the strategic ac-
tivity in future appears possible. It remains unclear,
however, which criteria is used by FAS to determine
whether the separation from the strategic activity
occurred definitively or only temporarily.

Another practical consequence is that the dead-
line for the adoption of a decision by the Govern-
ment Commission (three months — or in exceptional
circumstances six months) only starts to be counted
as of the complete submission of all documents.
Numerous petitions filed at present are incomplete.
FAS may demand additional documents in order to
clarify all the facts of the case or the relations of the
participants and identify the final beneficiary.
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Within the framework of a Due Diligence, it is
necessary to verify at the beginning of the transac-
tion structuring whether the Strategic Investments
Law is applicable.

A share purchase agreement should contain a
condition precedent regarding the receipt of ap-
proval from the government commission. The
agreement should also stipulate provisions for in-
stances where such consent is not received

It may well be impossible to quantify how many
deals have been put on hold — or abandoned - as a
result of this legislation. At the same time, however,
despite the positive outcome of the decisions adopt-
ed by the Government Commission so far (Status as
of November 2011), where 129 out of 137 filed peti-
tions were approved and only eight were dismissed,
one should not ignore the fact that the adoption of
decisions on investments and capital flows into the
Russian economy has slowed in recent years. The
approval process (let the significant costs for legal
advise aside) can take so long that an envisaged deal
loses its economic appeal and momentum, while at
the same time, a vast amount of information (as well
as confidential company secrets) has to be submitted
by the applicant to the federal authorities.

IV. Reform of the strategic investments
law

1. Exclusion of international financial
institutions

International financial organizations established in
accordance with international treaties, of which the
Russian Federation is a member or International
financial organizations with which the Russian
Federation has concluded international contracts, are
now excluded from the application of the Law. This
amendment was long awaited and does not provoke
any further questions.

Government Resolution No.119-p dated 3 Feb-
ruary, 2012 approves the list of international finan-
cial organizations excluded from the Law. This in-
cludes for example:

m |nternational and European Banks for Recon-
struction and Development;

International Bank for Economic Co-Operation;
International and European Investment Banks;
Black Sea Trade and Development Bank;
Eurasian Development Bank, etc.

L
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2. New threshold values for the use of natural
resources

The aforementioned increase in the threshold for
enterprises in respect of the operation of subsoil
plots of federal significance — from 10% to 25% of
votes attributable to voting shares (interests) and
the right to appoint now up to 25% (instead of 10%)
of the members of the colleagial executive body
or the board of directors was also a long-awaited
change, which will serve stimulating foreign invest-
ments in this area. This change can indeed be cited
as a significant liberalization of the Strategic Invest-
ments Law and deserves to be recognized as such.

3. Approach to “purely Russian” legal
transactions

An exception is further made for transactions con-
cluded between companies under the control of
the Russian Federation or Russian citizens. This
refers to companies and Russian citizens that are
deemed Russian residents in accordance with Rus-
sian legislation on taxes and duties (with the excep-
tion of Russian citizens, who have dual nationality).
However, in the adopted version, this rule actually
exempts foreign investors under the control of the
Russian Federation or under the control of citizens
of the Russian Federa-

Russian beneficiary, in respect of subsoil of federal
significance, can also be implemented without the
prior approval of the Government Commission.

Consequently, this rule removes the administra-
tive barriers preventing the beneficiaries from with-
drawing Russian assets in offshore accounts, which
is at loggerheads with the position of the govern-
ment, which wants to reduce the possibility of trans-
ferring assets to offshore jurisdictions.

FAS is already aware of ]difficulties in this regard
and is currently working on amendments to these
newly introduced amendments which means that
we may soon expect further developments in regu-
lating relationships and agreements within a group
of entities, which include a foreign investor.

4. Exclusion of certain activities previously
deemed strategic
As mentioned earlier, owing to the verbatim inter-
pretation of the Law by the authorities and courts,
the Law was applied in situations where national se-
curity and defense were not endangered in any way.
Consequently, the legislator decided to rule
out certain activities. In future, a foreign investor
does not have to undergo the approval procedure
if the investor acquires a controlling interest in an
enterprise that uses

tion and has no bearing
on foreign investors that
are not under such con-

Let us assume that
this norm, which was in-
troduced by Presidential

The recent reform of the Law “On the
Protection of Competition” (the so-
trol. called 3rd Antimonopoly Package),
effective from 7 January 2012,
introduced amendments to the Russian

equipment that issues
insignificant radioactive
emissions in the civilian
sector, unless it is the
main area of activity of
the acquisition target.
Medical institutions that

Decree, has a different Code on Administrative Offenses. Now a use such devices (e.g.
meaning and that the fine is stipulated for the lack of approval X-Rays) are herewith fi-

word «between» refers

in the amount of 500,000 to 1,000,000

nally excluded from the

only to the control of the rubles (and also for the non-submission application of the Law.

acquiring side, and also,
that this provision was
possibly intended as a
solution to issues arising
from a very controversy

or submission of false information
further to a request from the Federal
Antimonopoly Service — FAS)

The application of
encryption systems will
continue to be of stra-
tegic importance. How-
ever, an exception will

court practice relating to
the definition of «group of entities, which include a
foreign investor».

If a foreign investor under the control of a Rus-
sian beneficiary can purchase any shareholding in
a strategic enterprise (including the subsoil user)
without prior approval pursuant to the procedure
prescribed by the Law from the foreign investor of a
group of entities under the control of another Rus-
sian beneficiary, then respectively, transactions
within the group of entities under the control of the
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be made for banks in this
area, as the use of encryption technology is not a
core activity itself for banks, but is essential for the
provision of certain financial services.

Contrary to general expectations, the use of
bacteria in the food industry sector classified as
fairly safe was not excluded, as the Head Physician
of the Russian Federation opposed said exclusion.
However, FAS states that it is continuing work in this
area, as acquisitions of dairy plants or breweries,
which naturally acquire licenses to use bacteria and
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currently fall under the Law, are not a target of the
Strategic Investments Law.

5. Other innovations

Furthermore, the amendments specify that no ad-
ditional approval is required to increase the charter
capital of strategically important enterprises, which
use subsoil of federal importance, if the increase
does not result in an increase in the total number of
votes of the foreign investor.

Most of the other innovations concern primarily
procedural issues and have no effect on the overall
approval process. It is worth mentioning here, how-
ever, thatif the Government Commission approves a
deal under certain conditions, which have to be ful-
filled by the foreign investor, FAS can now conclude
a corresponding agreement with the foreign inves-
tor that regulates its obligations without forwarding
the agreement for a second time to the Government
Commission for approval. Officials claim that this
will reduce the whole process significantly, taking
into account the fact that the Government Commis-
sion meets approximately once every three months.

V. Evaluation

At first glance, the list of activities in strategic sec-
tors would appear to have clearly defined boundar-
ies. However, the list of activities contains a different
level of detail, which leads to varying interpretations
among market participants, the state officials in-
volved and naturally the courts. This also results in
uncertainty and unpredictability, which contravenes
the explicitly stated goal of providing clear “rules of
the game” for foreign investors.

We can still identify instances where the Strate-
gic Investments Law has not been harmonized with
the Law “On Licensing Certain Activities» in respect
of certain types of activities. For example, while ac-
tivities in the nuclear power sector requiring a license
are named identically as in the corresponding law
regulating licensing in this field, activities in the avia-
tion sector or space sector have not been clarified,
which provides room for (different) interpretation.

Furthermore, some issues remain unregulated
by the Law, but result in certain complications in
practice. The establishment of new companies is
not regulated in the Law as such. Consequently, it
is possible that a foreign-controlled Russian sub-
sidiary performing a strategic activity could be es-
tablished in future. Verbatim, the Law would not be
applicable, as it only mentions instances relating to
the “acquisition of a participation interest” and not
the incorporation of a fully or co-owned subsidiary.

At the same time, however FAS states that the Stra-
tegic Investments Law may be applied during the
receipt of a respective license for the performance
of “strategic” activities. However, it remains unclear
how the Law would be applied in this case, as at
present there is no corresponding legal mechanism
that would allow for such application.

The inflexible approach on penalty sanctions is
another issue that should be reviewed. It is not al-
ways in the interests of the Russian Federation to
consider every deal performed in violation of the Law
as null and void. There could be instances where it
would make sense to allow for a post-approval pro-
cess.

In conclusion, most of the amendments are
desirable and necessary. However, we have been
waiting for a long time for declared concessions for
foreign investors making investments in Russia.

Before introducing amendments to existing
legislation to enforce the new legislation, it would
be good to see that a comprehensive assessment
has been performed in respect of the consequenc-
es and impact that such new legislation has on the
legislation in force. Such an assessment should be
prepared by independent institutions and make it
possible to avoid certain contradictions in the legal
framework and unexpected results in practice.

It would probably be wishful thinking to assume
that the approval procedure per se will be shortened
significantly and that the amount of documents and
comprehensive information deemed necessary may
be reduced. By elaborating a simplified and more
time-effective approval procedure, both the Rus-
sian State and foreign investors would benefit from
the stimulation of the flow of foreign direct invest-
ments. Nevertheless, it is good to see that at long
last the vast majority of deals reviewed by the Gov-
ernment Commission have been approved. Against
the background of the prevailing government policy
of modernizing the Russian economy and liberal-
izing access for foreign investors, we hope to see
further changes that make it possible to quickly
transfer investments into attractive industries, even
if they are subject to the Strategic Investments Law
and require a certain level of government attention
and review from the perspective of state security.
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Why invest in Russian real estate?
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Rather than enumerating reasons why compa-
nies need to drop what they’re doing and invest in
Russian real estate, | have a simple, if somewhat
unexpected message for foreigners: don’t come to
Russia unless you really need to. Instead of buying
property because you’ve always believed that Rus-
sia’s underdeveloped market makes it a gold mine,
stop and think about what kind of business you re-
ally want to start here.

In other words, if your company has developed
a long-term strategy for producing a niche product
that will generate revenue, particularly, given that
Russia has just joined the WTO, then, by all means,
it’s time to consider picking the right real estate
asset for your needs — and this article will provide
some tips for doing that.

A different playing field

The latest wave of political uncertainty isn’t the
problem - it’s the outdated hypothesis that Rus-
sia, as a BRIC country, will lay golden eggs no mat-
ter what you do here. Post-crisis economic realities
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have changed the country. As a result, the focus has
shifted from investing in real estate assets for short-
term speculative reasons, like buying into a portfolio
of development projects, to developing a business
strategy that will bring long-term value in a volatile
environment.

Let us look at some of the changing realities.

Prior to the crisis, during the first decade of
the millennium, some 70% of Russia’s institutional
commercial real estate market was dominated by
foreign players. This significantly helped to set up
an efficient and transparent business structure. But
after the shake up of 2008 and 2009, the picture
transformed considerably. During the crisis, many
foreign businesses packed up and left for home
markets. Local capital — having learned all it could
from foreign business — took over. Now, in terms of
transaction volume, 70% of the market is dominated
by domestic players.

That has markedly changed the playing field for
foreign investors. Where a foreign company could
once count on virtually guaranteed success, it is no
longer king of the hill. Foreign capital can comple-
ment Russian business through joint ventures and
by contributing know-how. Or it can expand into
niche markets. But it can no longer take the central
positions that it once held.

Simply put, Russia’s market is over-invested.
There are enough players, there’s enough capital,
and the real estate market is developing to accom-
modate business needs.

The retail sector is one example of how these
changes are taking effect. Just two or three years
ago, it was still believed that Russians had an in-
satiable demand for shopping, ensuring success
for any quality retail project. But it turned out that
the Russian market wasn’t big enough for two ma-
jor French retailers, Auchan and Carrefour. Auchan
established itself on the Russian market in 2002,
expanding its business to include nearly a hundred
stores now. But when Carrefour entered the mar-
ket in June 2009, it was forced to pull out just four
months later, citing nearly a 3% drop in revenues.
Slow decision making and an inability to expand its
business to a larger scale made it impossible for
Carrefour to survive and prosper.

This is helpful to consider when you plan your
strategy — whether your business is selling grocer-
ies, building tractors or making hamburgers. The
market is no longer about creating a real estate as-
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set — today; it’s more about production assets and
generating operational profits.

Local realities that can make -
or break - your business

One feature in particular has consistently attracted
investors to Russia’s market — though businessmen
rarely point to it publically. The truth is, despite pe-
rennial complaints of red tape, there is considerably
less regulation in Russia, particularly when it comes
to building a facility in the regions. Companies all
over the world like being able to come into a mar-
ket, meet with the prime minister, the governor, or
the mayor and agree the particulars of an industrial
site. In France or in Italy, these negotiations could
be prolonged by a number of regulations that sim-
ply don’t exist in Russia — or are easily overlooked
if they do.

Take, for instance, the political scandal over
suburban Moscow’s Khimki Forest, where a gov-
ernment-backed consortium led by French con-
struction giant Vinci began building a new highway
to connect Moscow and St. Petersburg. Residents
and environmental groups staged massive pro-
tests in the forest — many of them were suppressed
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by police, and plans were temporarily suspended.
But eventually the Supreme Court and the public
body headed by President Medvedev decided to go
ahead with the project as planned. The decision was
difficult and had considerable political risks as local
residents and environmental activists unleashed an
efficient and widely publicised campaign to stop the
highway.

This case shows how easy it is for developers
and investors to achieve success when they are
committed and know what they are doing.

But on the other hand, in a market with few entry
barriers, the investor can find himself in a very com-
petitive environment. Russian business only favors
the winners — and to become one you will need to
focus 100% on your Russian project.

Think of the land runs in the American West to-
wards the end of the 19th century. Russia’s market
saw something very similar about 20 years ago. To-
day, the assets that were grabbed in the post-Soviet
era require expertise, capital and attention from
those who know exactly what they’re doing.

So before you bring your tractor factory to Rus-
sia, consider the region not just in terms of real
estate plots for your enterprise, but the market for
your product. Don’t get seduced by the outdated
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idea that your money will get you anything you like
— Russia no longer needs investors as much as it
needs people willing and capable to produce some-
thing of value.

Planning your real estate strategy

Once you are confident about your business strat-
egy in Russia, you will need to extrapolate that
strategy towards real estate investment. Depend-
ing on what product or service you are selling, you
will need to choose from an office center in a large
city, or an industrial, logistics and retail facility in the
regions. The key factor is that whatever real estate
facility you are investing in — whether as a dweller
or an investor — it must be located close to your
customer or resource base. At the same time, you
need to be absolutely certain that you will also find
the workforce you need to get the industry or busi-
ness you are funding off the ground. While securing
locations for their properties, investors in several
industries are already taking advantage of regional
programs that can work with their businesses to fa-
cilitate infrastructure and industrial development.
These programs are already successfully in place
in Central Russian regions like Lipetsk, Voronezh,
Vladimir, Ulyanovsk and Kaluga. The advantages of-
fered in these areas include pre-fabricated real es-
tate products that can save you time and resources
in developing your facility, making the task of agree-
ing on infrastructure and utilities far simpler than in
Moscow. Generous investment into infrastructure
and an efficient business approach by the Kaluga
regional government, for instance, have already
helped companies ranging from Volkswagen and
Volvo to Samsung and L’Oreal to succeed in its in-
dustrial parks.

If your consumer or resource base forces you to
operate in more remote areas, finding the right real
estate solution will take some expertise and consid-
eration. Investors will have to either acquire an ex-
isting property, building the facility from scratch, or
redevelop an existing building to suit their needs.

Because the supply side of the property market
is still underdeveloped, finding the right property
can turn out to be difficult and costly. Regardless of
the sector, an office, retail or logistics building nom-
inally in the Class A category could actually wind up
costing more than an analogous property in Europe
— while its characteristics place it firmly in the Class
B range. Simply put, you could be getting less for
more money. As a result, most investors opt to build
properties from scratch or renovate existing facili-
ties.
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Finding a sturdy Soviet-era facility and reno-
vating it — particularly in the industrial sector — may
be one solution in cases where quality space is not
available. The advantage to this approach is that
your business can have a ready-to-use property a
lot faster — but not necessarily cheaper — than if you
built from scratch.

Ifyour businessisinvestingthetimeandresourc-
es to build or renovate a property, it is not enough
to simply construct a box where your company will
work for the next 10 or 15 years. Your business also
needs an exit strategy, and it is wise to start think-
ing ahead about creating an asset that can be sold
for leaseback, refinanced, or otherwise disposed
of with an economic benefit for your business. That
will mean that some more work will need to go into
planning the financial and corporate structure of
the project. For instance, it will be easier to sell the
property as a whole business — in other words, if the
legal entity that owns the property is sold part and
parcel with the building. It goes without saying that a
tax-efficient project will be easier to sell or refinance
for better value than a project where this issue has
not been considered.

The bottom line — one that is often forgotten
when investing in Russian real estate — is that your
property is merely a continuation of your business.
The value you will get from your real estate depends
on the strategic viability of your business as a whole.
When investing in Russian real estate, think busi-
ness — not property.
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Recent changes in the Construction rules and regulations and permitting
procedures that can influence direct foreign investments

Andrey Sosnovsky Ph.D., Area Director, Tebodin Eastern Europe B.V.
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Ambitious programs for attracting foreign invest-
ment in Russia, especially, in its production sector,
resulted in a significant liberalization and improve-

ment of the legislation in the field of construction and
construction related activities. A review of the legis-
lation replaced extremely regimented and govern-
ment controlled permitting procedures, and trans-
ferred significant regulatory powers based on the
self-regulation principles to other market players.

As a Consultancy and Engineering Company
that renders services related to implementation of
large-scale industrial projects, we feel there is a
need for improvement in the Construction Regula-
tions and we welcome positive changes in this re-
gard. Issues covered below we consider the most
promising steps towards the liberalization of legisla-
tion for construction related activities.

Of particular interest is the fact that since Janu-
ary 2010, the system of licensing procedures in con-
struction has been replaced with a regulatory ap-
proval system, which means that non-profit organi-
zations involved in surveying, design and construc-
tion are authorized to issue permits for construction
related activities instead of government bodies.

It does not mean that the process of company
registration and obtaining permits for design and
construction activities no longer has any obstacles.
On the contrary, there are still many bureaucratic
procedures, but the process itself has become
more logical and simplified.

According to the new rules, the procedures for
performance assessment of the employees of design
and construction organizations have changed signifi-
cantly. Further harmonization of laws and regulations
on the assessment of employees is also taking place.
For example, under consideration is a draft of a De-
cree on the introduction of companies’ internal as-
sessment, which is an equivalent of the assessment
performed by the government bodies. If this decree
comes into effect, it will obviously be a huge step to-
wards liberalizing the construction legislation.

It is important to note the positive changes in
labor regulations for foreign citizens. In order to
guarantee the compliance with European and Inter-
national construction standards and also sharing of
experience, foreign workers can now be engaged
to this effect (including citizens of non-CIS states)
by means of simplified procedures due to signifi-
cant changes in the immigration law (introduction
of the highly-qualified employee status). What does
it mean? Some of these changes include such “mi-
nor” things as
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m obtaining a working permit for a period of up to
three years instead of passing through the te-
dious annual procedure;

®m simplification of the registration procedure when
crossing border;

® removal (almost complete) of quotas for highly-
skilled workers;

m |ast but not least, the possibility of obtaining resi-
dence permits not only for the workers, but for
their family members as well.

Moreover, the Ministry of Education jointly with
representatives of the construction and design
community approved the procedure for validating
foreign degrees and advanced training certificates
by Russian supervising authorities such as Rostech-
nadzor. As a Dutch (and multinational) company we
have felt the positive effect of such innovations.
These are some of the most obvious positive exam-
ples of changes in the labor legislation.

Energy efficiency and energy audits of the en-
terprises represent a separate important field of
activities. As of 2010, according to the new legisla-
tion, this function has been assigned directly to the
market players and is managed based on the self-
regulation principles. As of 2013, measures for en-
ergy efficiency and the related design activities will
be compulsory for both the design and construction
on most of the projects.

Nowadays, the harmonization of construction
terms and definitions is taking place at all the levels
of legislation; for example, following the approval
of the revised SNiP “Organization of Construction”,
which gives definition to the “Technical Client”, on
November 28, 2011, this term was then introduced
to the Town-Planning Code of the Russian Federa-
tion. A distinct classification of the construction par-
ties has been set at the level of the federal law, put-
ting an end to the previously existing confusion in
terms and definitions and unnecessary detalization
of parties’ roles in the contracts.

In order to attract private investments, including
foreign ones in the development of production facil-
ities, the state monopoly on expert review of design
documentation has been eliminated. The Regula-
tion on non-governmental expert assessment of de-
sign documentation comes into effect as of 1 April,
2012. Procedures for performing non-governmen-
tal expert assessment of design documentation,
as well as procedures and conditions of obtaining
the status of expert organization will be described
in more details in the corresponding regulations.
Meanwhile, one can say with confidence that the
principle of self-regulation and self-organization of
the market players willing to perform non-govern-
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mental expert assessment will be used as the basis.
This innovation can result in a reduction of the as-
sessment’s duration, and consequently, a reduction
of the construction and commissioning period. It is
well known that the government’s expert assess-
ment period is strictly fixed at three months, even
though the review itself often takes much less time.
The change is literally revolutionary!

In addition, significant changes have been intro-
duced into the structure and procedure of claims by
construction (design) organizations, which should
attract investors as all the participants of the con-
struction process will have a clear understanding of
the liability limits at different project stages. Profes-
sional indemnity is nowadays multi-level and cross-
point: all the parties of the construction process are
to some extent liable for the defects in their work
which makes them actin a more disciplined manner.

All the above mentioned changes in the legisla-
tion have been introduced not only to attract private,
notably, foreign investments in the construction
sector but also to minimize the role of the state. This
trend helps to solve another challenge that most in-
vestors willing to start their business in Russia fre-
quently face — corruption.

In conclusion, one can say that law makers
chose the way of detailed description of compe-
tences of all the parties taking part in the construc-
tion activities in exchange for substantial exclusion
of government bodies from most of the construction
related procedures or reduction of their power of
control over permits (sometimes making them the
same as those of the other parties).

As an active market player we cannot ignore
all these positive changes. Our top managers and
| personally, welcome these revolutionary steps
and are very grateful for them. The process has not
been completed yet, but all the changes already in-
troduced make business procedures and the imple-
mentation of long term investment projects in Rus-
sia much easier.
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Pharmaceutical Industry and the Healthcare System in Russia: Opportunities

and Challenges of Modernisation

Alexander Bykov, Director of Governmental Affairs & Market Access Department,
Novo Nordisk; Andrey Meshkovsky, Member of the WHO Expert Advisory Board
on International Pharmacopoeia and Pharmaceutical Preparations
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Alexander Bykov also worked in the healthcare
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Professor in the Clinical Pharmacology Depart-
ment and as Deputy Dean of Faculty for Advanced
Education of Physicians at the the Russian State
Medical University.

A transition to the innovative model of pharma-
ceutical and medical industry development is one of
the priority areas of the Russian economy moderni-
sation programs. The importance of this task is con-
ditioned not only by the necessity to provide Russian
people with the high-quality medicines and medical
products. The pharmaceutical and medical indus-
tries are actually among the most hi-tech sectors of
the economy, where competitive capacity depends
ontheinnovation level of the products manufactured.
That is why their development may become a kind of
a locomotive for the Russian economy overall.

The Russian government emphasised many
times that the country’s pharmaceutical and medi-
cal industry requires fundamental upgrading, in
fact, the creation of a new sector of the economy,
which would be attractive for investments and capa-
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ble of generating innovations and creating efficient
jobs. Most importantly, this sector would be ready
to manufacture competitive, safe, high-quality and
affordable products for the Russian patients and
healthcare. The federal target program “Develop-
ment of the Pharmaceutical and Medical Industry of
the Russian Federation until 2020 and Further Pe-
riod” rests on these provisions as well.

Shaping an investment climate and favorable
business environment is a strategic goal in Russia’s
modernisation: — as the Russian Federation Presi-
dent, Vladimir Putin stated in his speech at the Rus-
sia-2012 Investment Forum, “We need to go up a
100 steps from the 12" position to 20™ with regard
to business environment conditions”.

Market liberalisation is among the factors of dy-
namic market development and the creation of op-
timum conditions for investment. The accession of
Russia to the WTO is a very important and positive
for Russia, as it encourages harmonisation between
regulatory documents and international norms and
rules, including the customs and tax legislation.
Most importantly, this accession will enable Rus-
sia to integrate into the global community and play
a key role on the global market. Although one must
remember that this is a long-term process and one
cannot expect immediate results. The transition
economies may require several years for complete
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integration; however, the end result guarantees
a breakthrough and the formation of a completely
new market that ensures a standard quality and an
availability of medical services.

Russia has absolute advantages. The Russian
market is vast and very promising, although compli-
cated. The Russian market is one of the few mar-
kets in Europe, where the gross domestic product
keeps on growing (and where the gross domestic
product per capita is from four to eight times higher
than in China and India), along with the commercial
activities (the “western” companies’ sales in Rus-
sia exceed those in China and India by 8-15 times).
Only the Russian market is a European market
among the rapidly developing markets of the BRIC
countries. The market in Russia is especially prof-
itable, because consumers, business and the state
understand the value of the product quality and are
ready to pay a high price for high quality. Again, the
Russian market is currently favourable in terms of
innovations and has good prospects for the devel-
opment of innovative business activities.

As a matter of fact, such adverse factors, as cor-
ruption, bribery and abuse of official position exist in
Russia as well, but their scale and impact are quite
comparable with the situation in China and India.
The level of corruption in relationships between the
government and business entities has been annually
decreasing over the last decade (also in part, due to
the implementation of requirements of the interna-
tional treaties or existing practices like the Foreign
Corrupt Practices Act (FCPA)). Although, unfortu-
nately, we have to admit that as far as the govern-
mental bodies on the federal and regional level are
concerned, the level corruption is yet to decline sig-
nificantly, and this is really a serious problem.

Despite the minor changes witnessed at the end
of 2011 mostly within the political environment and
affecting to a lesser extent business stability (which
is something that most companies have got used
to), no serious political risks in Russia are foreseen.
The long-expected accession of Russia to the WTO
and the growing expenses from the state budget
make the Russian market one of the most attractive
in 2012, and risks in the country are rather econom-
ic than political.

Currently it is apparent both to the state and the
Russian society that the presumption of bona fides
of business is required. The stigmatisation of certain
types of social life and the economy results in the ex-
cessive supervision, control, bans, agreements and
approvals, and bureaucracy. ldeally, entrepreneurs
and investors should participate actively in formulat-
ing the requirements with regard to the customs, tax
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and other procedures. Infact, a partnership project
of the state, business and society is needed.

Pharmaceutical companies can make a consid-
erable contribution to the development of Russia’s
economy, if the federal and regional legislation en-
sures equal conditions for all market participants
by means of an open, honest and free competition.
This will create a favorable environment for the de-
velopment of the national pharmaceutical manufac-
turing industry, inter alia, with using foreign capital.

As it was frequently stated in the informational
materials provided by the AEB Health and Pharma-
ceutical committee, regulatory changes have had
an ambiguous impact on the international pharma-
ceutical companies operating in Russia over the last
two years. The lack of a dialogue with the business
community has led to unilateral measures and ac-
tions being taken by the state (such like no-innova-
tion-oriented pricing and prejudices against interac-
tion with physicians, difficulties related to conduct-
ing clinic research and launching new medicines on
the market). Nevertheless, many pharmaceutical
companies overcame these difficulties in 2011.

According to data from various sources, the
Russia’s pharmaceutical market volume in 2011
reached almost 23 billion USD, and expenses for
medicine consumption per capita reached 138 USD
per person in 2010 (the highest figure among the
CIS countries).

The dynamics of the Russian pharmaceutical
market looks quite optimistic. The pharmaceutical
market sectors are facing stable development as
well. The market recovery in 2011 was conditioned
both by the state measures aimed to ensure avail-
ability of the socially important products (that is,
price regulation) and by the improvement of the
macroeconomic situation, which boosted the con-
sumer trust level.

Given the fact that the population of Russia is
over 140 million people and per capita, income
is highest among the CIS countries, and the vast
wealth in natural resources, experts opine that the
prospects for the Russian pharmaceutical market
are very high. It is evident, therefore, that Russia’s
pharmaceutical sector is of great interest to the
multinational pharmaceutical companies.

Most of the pharmaceutical companies that are
members of the AEB Healthcare and Pharmaceu-
tical committee are sure that the situation on the
Russian pharmaceutical market will get better , es-
pecially with the state’s implementation of the medi-
cation insurance program, in the next two years.
This has led many pharmaceutical companies to the
localise their production, as this is a prerequisite to
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becoming a bona fide participant in the future state
programs.

The vast import substitution process in the ex-
pensive medicines segment started since 2010.
That is why the definition of a pharmaceutical prod-
uct classified as a “product of the Russian origin”
is important. It leads to preferences being given in
the amount of 15% of the contract price, when or-
ders are placed by the state and municipalities. This
status is also important to foreign companies, when
choosing the model for localising medicines manu-
facture in Russia.

The Pharma 2020 Program assumes consid-
erable state financing: about 6.2 billion USD in to-
tal. The private-and-state partnership within the
framework of this program implies co-financing by
the business, which must contribute at least 25%
of costs for research and development, obtaining
licenses and setting up production.

This program includes a number of indicators
than must be achieved by 2020: within the frame-
work of the Program medicines’ production output
must reach 765 billion RUR (25.5 billion USD). Of
them, the share of the Russian output in monetary
terms will reach 50% of total sales of medicines and

90% of the essential and vitally important drugs list
(EDL) .

Last year’s specific feature was the increased
influence of the Federal Anti-monopoly Service of
Russia (FAS) on the pharmaceutical market. This
was aimed at forming a unified legal framework for
anti-monopoly regulation within the pharmaceutical
sector, conducting joint investigations, establishing
a unified law-enforcement practice, increasing re-
sponsibility for misinformation with regard to techni-
cal features and characteristics of medications, and
setting of criteria and time-frame for the evaluation
of commercial partners.

As 2012 is the year of the election , it will be-
come a unique crucial point for the Russian market,
and will define a course of pharmaceutical market
development for the next decade, at the very least.

Nevertheless, the members of the AEB Health
and Pharmaceuticals committee suppose that
among the risks, which may hinder the investment
potential of the Pharma 2020 Program, are weak-
ness or current lack of the mandatory basic techni-
cal elements in Russia, which underpin the modern
pharmaceutical industry, regulatory procedures and
the research and development of medicines in the
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developed and many developing countries. It is es-
pecially critical for those investment projects, aimed
at developing and putting innovative medications
into practice.

The absence of a clearly formulated political
declaration on the harmonisation between the Rus-
sian and international approaches is of special con-
cern. It may mislead the pharmaceutical market
entities with regard to the vector of its development
and become a serious risk for the implementation of
the Pharma 2020 Program.

Investments in healthcare may be of different
types. These include not just the joint production
of advanced medicines and medical products, but
joint research on innovative medicines and support
of hi-tech healthcare branches, state-of-the-art sci-
entific developments, etc.. The prospects of these
activities are infinite and unlimited. Given these
facts, the effective implementation of joint projects
is imperative to ensuring positive results regarding
cooperation between business and science. The
Russian government plans to create infrastructure
conglomerates to unite efforts of the scientific, edu-
cational, research and development and manufac-
turing organisations — pharmaceutical and biotech-
nological clusters and free economic zones. How-
ever, one must not forget that the development of
innovative medicines is economically justifiable on a
global market scale, whereas, it will not be of great
use to the market of one country.

Another weakness of Russia’s pharmaceutical
sector is the existing educational framework. The
curricula of pharmaceutical and medical high edu-
cation are undeniably out-of-date and fall behind
the developed countries and even many developing
ones. The model of high pharmaceutical education
does not meet the modern standards and the exist-
ing system calls for transformation without delay.
One way of addressing this issue is by increasing
participation of the Russian higher education insti-
tutions and other stakeholders’ parties in the ac-
tivities of the sector’s international organisations
- World Health Organisation (WHQO), International
Pharmaceutical Federation (FIP), Pharmaceutical
inspection cooperation scheme (PIC/S), Interna-
tional Conference on Harmonisation (ICH), etc.

The leading pharmaceutical companies can
play a key role in providing Russia’s regions with
the necessary modern medical and pharmaceu-
tical products due to their research potentials,
scientific experience and the advanced medical
“know-how”. Resting upon the strategy of long-
term and mutually beneficial cooperation with the
Russian partners, the members of the Association
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of European Business energetically contribute to
the upgrade and development of the research and
manufacture capacities of the Russian pharmaceu-
tical industry. They invest in the establishment of
the joint pharmaceutical manufacturing enterprises
in Russia and set-up of powerful modern technol-
ogy production lines, inviting Russian scientists to
participate in the development of new medicines.
Participation in such research programs allows
Russian researchers and their colleagues from oth-
er countries join the frontiers of modern medicine,
with dozens of patients receiving free treatment
based on the modern methods of pharmaceutical
drug therapy

The establishment of the Customs Union of Rus-
sia, Belarus and Kazakhstan is an important event,
which will have an impact on Russia’s pharmaceu-
tical market. The single customs space has been
existing since 1 July 2010 along with the Customs
Code of the Customs Union, the provisions where-
of have a direct effect. The Customs Codes of the
member-countries of the Customs Union are ef-
fective unless they do not contradict the Customs
Code of the Customs Union, which becomes the
main economic integration mechanism for Russia,
Belarus and Kazakhstan. Draft rules on Good Labo-
ratory Practices (GLP) and Good Clinical Practice
(GCP) (December 2010, Repubilic of Belarus), Good
Manufacturing Practice (GMP) (March 2011, Rus-
sian Federation), Good Distribution Practice (GDP)
and Good Pharmacy Practice (GPP) (April 2011, Re-
public of Kazakhstan) will be developed alongside
documents regulating the circulation of medicines
in the Customs Union countries. A working group
has been formed to prepare a draft Agreement on
the Procedure for the Mutual Recognition of Regis-
tration Certificates for Medicines Produced by the
member-countries of the Customs Union in consis-
tence with the Good Manufacturing Practice stan-
dards (GMP) (December 2012, Republic of Kazakh-
stan). The Customs Union Committee is also work-
ing towards the establishment and maintenance of
a system of national inspections, a mutual recogni-
tion with regard to manufacture and other stages of
medicines’ circulation, as well as the exchange of
reports on the results of such inspections.

The developments related to manufacturing
medicines for the treatment of socially significant
diseases are of special interest today, along with
the medical-social and social-economical aspects
of treatment and prevention of such diseases. Dia-
betes and its related complications is one of these
diseases. The growing number of patients having
diabetes requires a modern approach to treatment,
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especially, to the provision of modern medicines,
first of all, insulin preparations.

As experience demonstrates, formulating a
pharmaceutical drug provision policy requires the
concentration of resources on the provision of mod-
ern and highly efficient medicines. It is required to
ensure state support to the Health Technologies As-
sessment (HTA) and granting a due status thereto,
so as to achieve well-grounded and transparent
decision-making regarding the choice of vitally nec-
essary medicines and the unbiased and evidence-
based criteria.

At the end of 2011, the influential Russian del-
egation representing various business circles in
Russia, visited the manufacturing and research
sites in Denmark, where modern hypoglycemic
pharmaceutical drugs are produced. The delega-
tion’s members, whose activities are directly related
to the development of the healthcare and phar-
maceutical industry (The Chamber of Industry and
Commerce of the Russian Federation, Association
of the Russian Pharmaceutical Producers, Union of
the Professional Pharmaceutical organizations, Na-
tion Health League, Center of Social Investigations
of the Institute of Economics and the Institute of In-
vestigations in Pharma-economy and Healthcare)

had an opportunity to discuss the organisation of
healthcare systems of Denmark and the North Eu-
ropean countries.

During the discussion, special attention was
given to the implementation of research, medical
and social initiatives, as well as and to public private
partnership in the field of healthcare. The Russian
delegation’s participants also discussed possi-
bilities of a partnership between the both parties in
modernising Russia’s pharmaceutical industry and
implementing GMP standards. Danish and Russian
specialists also discussed possible areas and topics
of cooperation between the Danish pharmaceutical
industry and organisations represented by the Rus-
sian delegation.

We see establishing close contacts with the
federal and regional authorities as a factor that will
encourage mutual understanding between the Rus-
sian healthcare organisations and the international
business community. In our opinion, this is in line
with the interests of both parties and will promote
the development of a business partnership in the
field of pharmaceutical activities’ regulation at the
federal and regional levels and will help improve the
investment climate and offer patients high-quality
medicines.
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Project Financing in Russia

Olga Grigorieva, Head of Structured and Project Finance Division, Raiffeisenbank
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Olga joined the bank in 2000. Prior to head-
ing the Structured and Project Finance Division
in 2009, she was the Deputy Head of the Syndi-
cated lending and Securitization department of
ZAO Raiffeisenbank. Olga’s experience includes
huge number of successfully closed local and in-
ternational syndications for media, retail, trans-
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estate companies, as well as Russian financial
institutions, debt finance and the arrangement of
residential mortgage securitization.

Olga graduated from the State University of
Management, with a degree in Bank Manage-
ment. She also holds a PhD in Economics.

This is the most common definition of project
financing: financing which is to be repaid at the ex-
pense of a cash flow generated by the project fi-
nanced. As a rule, project financing means financing
large investment costs (improvement of the existent
plant, creation of additional capacities), financing
creation of a plant, green field construction, as well as
refinancing costs incurred by investors for creation of
a facility steadily generating a forecast cash flow.

There are over 60 types of project financing
methods (instruments), which are divided into two
main groups: debt and equity. Concerning project
financing provided by Russian commercial banks,
debt financing prevails; usually, it is provided as a
long-term bank credit.

Project financing is still relatively new to the Rus-
sian market. Having appeared in the late 1990s, it
started developing alongside Russia’s banking sys-
tem, in response to objective demands for struc-
tural reorganization of the country’s economy and
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fundamental modernization of its technical basis.
First experience was gained with the participation
of international financial institutions (IFls), the most
active of which were the European Bank for Recon-
struction and Development (EBRD) and the Interna-
tional Finance Corporation (IFC). IFls are still very
important players in the development of project fi-
nancing in Russia in all industries (the power indus-
try, telecommunications, transportation, infrastruc-
ture, water industry, other sectors of the economy).
And this is very important not only for commercial
banks, who by participating in a credit together with
IFls, learn to analyze and structure project financing
(in other words, operations performed by IFls have
a certain demonstration effect), but also for borrow-
ers who/which learn from the long-term foreign ex-
perience to implement projects in a more efficient
way, with a strong accent on quality. International
Finance Corporations ensure highly skilled project
appraisal, authorize financing of the project, ensure
effective management of project implementation
on their own or via a third party - an inspector, and
may partially cancel the creditor’s risk of borrower’s
non-payment.

Having gained their first experience from IFls,
Russian banks began organizing project financ-
ing on their own. Lately, state Russian banks even
started offering quasi-subordinate (when the matu-
rity date is after the date of repayment of a credit
provided by other commercial banks) or mezzanine
financing of projects that are important for the de-
velopment of a certain industry or region of Russia.
On the one hand, this is one of the types of state
support of investing in the real economy; on the
other hand, this is a high-yielding banking product
for state banks.

Besides, participation of subsidiaries of foreign
banks in Russia had a certain effect on the devel-
opment of project financing in the country. The ex-
perience of shareholders was moved to Russia and
modified, taking into account the existent juridical
base and economic needs.

The experience is passed on to Russian banks
via syndicated lending, another young type of lend-
ing in Russia. A more experienced bank adopts the
leading role in project analysis and shares the re-
sults of its work with other creditors. As a matter of
fact, syndicating project financing results not from
the leading bank’s desire to share its experience,
but from its desire to share the risk. The amounts
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involved in industrial, and especially, infrastructure
project financing are usually large. Sometimes, a
credit amount may even exceed the standard risk
per one borrower or group of related borrowers of a
bank (N6). This is why credit syndication for the pur-
pose of project financing is very common. However,
as a rule, this does not mean a general, wide syn-
dication, but rather, a club-deal credit with a small
number of foregone creditors. Although abroad, the
former is usually the case, especially when it comes
to the syndication of infrastructure projects.

Since the state has always played and plays an
important part in the Russian economy, private-
public partnership may become one of the top-
priority directions for the development of project
financing in Russia. The most essential directions of
private-public partnership include the development
of concessionary mechanisms, development of
technology parks, business incubators and special
economic zones, development of venture financing,
formation of financial development institutions (a
national bank for development and a national export
credit agency).

What is project financing in Russia today? It is
real financing offered by many commercial banks.
It is popular financing, as the number of investors
interested in the development of business in Rus-
sia is on the increase, the Russian market is rapidly
developing, the scale of the market and the range of
opportunities for potential investors are much wider
than in Europe, the interest in attracting investment
in Russia makes the state create attractive condi-
tions for such investment. As a result, there is the
demand promising a high yield to creditors.

One cannot say that the number of developed
and high-quality projects is large, but every bank
is looking for its own industrial niche, adequate to
its range of activity. Large-scale industrial projects
in the oil and gas industry, metallurgy, chemistry,
transportation usually require organizing a syndi-
cate and respectively, participation of big players.
Butin industries such as the food industry, telecom-
munications, engineering, information technologies
and real estate every bank can find its projects.

There is a special type of project financing: fi-
nancing construction of real estate, both commer-
cial (offices, warehouses, shopping centers, hotels)
and residential (apartment houses, villa communi-
ties) real estate, and refinancing capital in respect
of existent commercial real estate. It is one of the
simplest and most popular types of project financ-
ing provided by Russian banks in Russia these days.
Pretty often 90% of the project financing credit port-
folio is represented by real estate market financing.

Probably, one may wonder if refinancing costs,
capital with respect to a commercial real estate item
that has been constructed, is indeed project financ-
ing? In my opinion, this type of financing precisely
corresponds to the definition given at the beginning

of the article. The source of credit repayment is a

cash flow formed as a result of renting out a real es-

tate item. The Russian commercial real estate mar-
ketis now at a very advanced stage of development.

The dynamics of the development of the Moscow

commercial real estate market very closely matches

the curve of development of the commercial real es-
tate market in large cities and capitals of Western

Europe. There is statistics and history, steady and

constant demand and supply. This is why this type

of project financing is developing in the most rapid
manner and is extremely popular with commercial
banks.

Today, we can talk about certain formed standards for

project financing of commercial real estate:

m The volume of financing is limited by two indica-
tors: (1) the loan to value / LTV ratio (the credit
amount to the market value of a real estate item
exclusive of VAT) which, as a rule, should not ex-
ceed 0.7, ortheloanto costs /LTC ratio (the cred-
it amount to the size of the real estate item con-
struction budget) which also, as a rule, should not
exceed 0.7; and (2) the debt service cover ratio /
DSCR (the net operating income to the amount of
debt service per one period) which should be not
less than 1.25. Not only do these ratios limit the
credit amount, but they must be observed on any
day throughout the duration of the credit agree-
ment;

m A special purpose vehicle (SPV) acts as the bor-
rower, functioning only in relation to the financed
real estate item. It means the bank via the relevant
clauses of credit documentation imposes restric-
tions on other activities of the borrower, the own-
er of the facility, restricts the issue and receipt of
loans and credits from other banks;

® The bank finances real estate item construction
only when the borrower’s own capital is com-
pletely used;

= The average maximum period of credit deprecia-
tion today is about 13-15 years; although, it may
vary depending on the quality of the facility, the
tenant pool, the average duration of lease agree-
ments, conditions of termination of the lease
agreements, etc. Provided that, the legal credit
period is 5-10 years, which means that the repay-
ment schedule structure will include the last pay-
ment of 30-50% of the credit amount. It should
be mentioned that Russian banks offer a longer
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credit period (7-10 years), while foreign banks
offer a shorter credit period (5-7 years), which is
determined by the restriction imposed by foreign
banks on the standard risk for Russia.

® The credit currency corresponds to the currency
in which the rent is nominated in the lease agree-
ments, at least in respect of the larger rentable
area of the facility. If there are big differences, the
same should be hedged against;

m Construction analysis is performed by inspection
companies, which do not depend on the borrower
or on the creditor. The appraisal of the facility is
usually also conducted by independent appraisal
companies; although, certain large banks have
their own appraisers. The requirement for the ap-
praisal by independent appraisal companies is to
conduct the appraisal at least once in two years;

® |n the event of construction financing, it is often
the case that a certain percentage of preliminary
lease agreements made by the start of financing
or by the time the facility’s readiness is at 50% is
required. In the event of construction of a facility
for certain anchor tenants such preliminary lease
agreements shall be made with the anchor ten-
ants;

m A standard credit security list includes the pledge
of rights to rent the land or title to the land (if the
land is owned), pledge of borrower’s holdings or
shares, suretyship or guarantee of a borrower’s
shareholder/member (this usually is also an SPV,
which carries out no activity). Upon completion
of construction or in the event of refinancing of
owner’s expenses for an existent commercial real
estate item the pledge of the real estate item and
pledge of rights under lease agreements is added.

As a result of the 2008-2009 crisis, the ap-
proach to the credit amount for commercial real es-
tate project financing has changed. Previously, the
maximum amount was dictated by the LTV ratio; to-
day, the main ratio with regard to the credit amount
is the DSCR, for a given maximum depreciation pe-
riod. When appraising a real estate item, appraisal
companies, among other things, have started to
give more weight to the income and comparative
appraisal methods: previously the cost method was
more important.

The last amendment to the Instruction 110-U
of April 20, 2011, which partially entered into force
on October 1, 2011, and partially, on July 1, 2012,
had a significant impact on construction costs re-
financing. This amendment affects the capital ad-
equacy ratio. Credits (assets) used by the borrower,
particularly, but not exclusively, to extend or repay
loans of third parties (not lending institutions) or to
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purchase real estate, are weighed with the 1.5. fac-
tor in order to calculate the capital adequacy ratio,
which means that from the viewpoint of capital such
credits are 1.5 times more expensive than other
credits. And the purpose “repayment or extension
of an intra-group loan” in the event of refinancing
of an existent real estate item is the most popular
factor with regard to credit purpose. The conclusion
suggests itself, that the state regulator encourages
banks to finance real estate construction. How-
ever, at the same time, the problem remains, be-
cause upon completion of construction the cost of
the facility rises significantly, the forecast cash flow
prepared at the stage of construction turns into the
actual flow, which may be evaluated less conserva-
tively and less realistically (the actual percentage
of rented out spaces, actual rent rates with the ap-
proved indexation are included). Respectively, the
owner can and wants to top up the credit amount,
which again will be possible only via extension or re-
payment of an intra-group loan.

We would also like to emphasize the importance
of financial, technical and marketing consultants,
auditors, appraisal companies, companies super-
vising (initially and subsequently) project financ-
ing in project financing in Russia. The use of highly
specialized consultants enables banks to focus on a
project from the financial analysis standpoint, while
at the same time, reducing its labor costs. Today,
such consultants are widely represented on the
Russian market; there is stable demand and wide
supply, which certainly stimulates the development
of project financing.

In conclusion, it should be mentioned it that de-
spite all the difficulties, project financing is becom-
ing more and more developed. The state supports
this dynamics, developing the concession law and
the private-public partnership sector. During the
crisis, banks tested their project financing credit
portfolios and made sure that well-structured trans-
actions were not as affected as other corporate
portfolios. The cause and effect of this is the fact
that today, banks in Russia devote a lot more time to
risk assessment and risk management issues than
10 or 20 years ago; besides, now, they do so with
considerable experience.
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pus Phare.

Getting started is always the most difficult step
with writing these lines, as with many other things
in life, including setting up a business; that is why
it took me quite a while to think of what a person
like me would have expected from an article like
this when | first started out in Russia. In the follow-
ing lines, | will try to highlight facts that | would have
liked to be made aware of when we started on what
has been and still is the exciting adventure of invest-
ing in Russia.

The prejudice

As an appetiser, let me start with an affirmation that
could sound a bit provocative: investing in Russia
is no more difficult, or at least not much more, than
investing in any other place. Yes, certainly, many
of you are already remembering the most corrupt
countries’ rankings, and Russia’s most persistent
presence, and wondering if this is worth the read.
I can only ask for your patience. | proceed to elab-
orate: what does an easy country mean? If the at-
tributes that define easy are: a firmly established
legal system, public safety, stability, certainty, a
developed and demographically significant middle
class —in other words: consumers, then | can as-
sure you that this is hardly the case in any coun-
try with an emerging economy. Generally, when
a country shows steady growth or development,
such a phenomenon is fueled by scarcity or short-
ages, and a subsequent rise in demand. Usually,
many of the the causes behind the drastic rise in
the demand of consumer products are at the same
time the reasons behind the witnessed legal and fi-
nancial hurdles/obstacles. In other words, emerg-
ing economies bring about an emergence of some
less desirable attributes as well, particularly, when it
involves foreign investment. However, in exchange,
they offer markets with high growth potential, and
therefore, with less competition: more time to rise,
establish and develop. Yes, | agree, paradise would
be a country with an insatiable need for the supply
of bathroom appliances — sorry that is my sector —
and impeccable legal and financial systems, politi-
cal stability, citizen satisfaction, as well as standard
infrastructure and enough manpower, and if pos-
sible, without competitors during the time needed
to develop, grow and consolidate. If such a country
exists, believe me | would be the first person on a
plane headed in that direction. On the other hand,
what is our understanding of a stress free invest-
ment climate? Take for example countries like Ger-
many, France and Austria, whom no one really sees
as investment unfriendly. How many foreign inves-
tors do such countries entertain and how easy is it
in reality to invest there? Undoubtedly, even such
countries are not without their fair share of obsta-
cles when it comes to investment - a very saturated
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market, possible prejudices -a Spanish or French
company in Germany, what for? Not to mention the
language barrier, in most cases. These same diffi-
culties apply to these countries as well. And all this,
without mentioning protectionism — oops, | forgot
that protectionism no longer exists; now that we are
all a big and happy WTO family.

Tosum it all up - whatis the difference between
Russia and for example, Latino-American or Asian
countries? The language may be a bit more difficult
to learn — ok, maybe just for me, more public safety
and a longer and colder winter. What factor unites
them all? A market hungry for consumer products,
in some cases, the lack of manpower, while in oth-
ers, personnel just qualified enough; difficulties in
obtaining licenses and permits, a less than well de-
fined legal sector and insecurity. Yes, when running
an investment we have to be careful, but where we
do not have to?

The difficulties

Of the difficulties | have mentioned above some
are not worth elaborating on. Even if the harshness
of the winter does get to one at times, we will not
change it. But | will attempt to describe, a phenom-
enon that often con-

of phase one of the investment process -actually
we live in the information age, and now, everyone
can access a huge lot of information on a country
or region by just going to the CIA World Factbook,
reading a newspaper, or better still, just “googling”
it: people in HQ might be convinced that they know
better than the analyst, at the end they read an ar-
ticle in The Economist) Ultimately, prejudices often
prevail. And the question comes: why to send some-
one to know matters “hands in” if you do not plan to
acknowledge the specifics of the country where you
want to invest?

| believe we can now go ahead and review the
essence of doing business in Russia. Let us start
with the feasibility study, based on a structure that
should certainly be familiar to many:

1. Cost

a. Human Resources (HR)

The dimensions of Russia make difficult to classify
the HR environment as homogeneous, on the con-
trary it is diverse and unique in its own way. It de-
pends strongly on the region (Oblast) or republic
being analysed. In some areas, the large presence
of foreign investors has led to a lack of qualified
personnel and to an in-

demns projects before
they are born. A com-
pany that is interested in
investing begins its jour-
ney with what one may
call the *“trial” phase.
This involves extensive
travel, data collection
and subsequent analy-
sis. Depending on the
expert level of the ana-

This is a market that values and
appreciates brands. A market in which
the distribution sector is still being
invented and in which you must pay
attention everyday to what is happening
around, if you do not want to miss a
train, and even if you do pay attention
you will surely miss some.

crease in wages difficult
to afford and with little
relation with productiv-
ity or performance. In
others, without an in-
dustrial base, the situa-
tion is more stable. Also,
Russia’s hidden unem-
ployment distorts the
labor market. Changing
the situation would re-

lyst assigned, the accu-

racy of the data/results presented may vary. Once
the analyst has completed the initial collection of
information, the first bifurcation comes out: he may
have done it right, or may have done wrong (let’s
skip intermediate for simplification purposes). But,
do not be afraid, after this first bifurcation everything
comes back into the mainstream. If the analyst has
done his work right, no one will trust the results; any-
way, he was just an analyst and what does he know
that we don’t? If the analyst has done it wrong, no
one will trust the results either; anyway, he was just
an analyst and what does he know that we don’t?
How do sometimes companies overcome this initial
hurdle? Many times, this is achieved by going ahead
with the strategy developed prior to the initiation
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quire carefully measured
steps, to avoid social discontent. Civil service sec-
tor is overstaffed and changing this would be difficult
to manage in cases such as Defense and Interior —
what to do with policemen and soldiers unemployed.
In addition to that, productivity is very low in many
Russian companies. Still, it is possible to achieve
reasonable levels if you bring in qualified staff and
find yourself in a region that makes room for stable
employment. It is very important to be patient and
make a continuous educational effort to compensate
the lack of references of the majority. In the so called
“western” countries, labor relations have been gov-
erned by shared and stable standards and values for
generations. In Russia, on the other hand, there have
been dramatic changes and now coexist very differ-
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ent forms of labor relation, which sometimes can
make the employee to be lost between contradict-
ing messages. The solution comes with a permanent
educational effort and with compensating the lack of
durable references with discipline, internal commu-
nication efforts and transparent HR policy.

b. Energy

Yes, it is true - Russia is the great Western Energy
reserve. And yes, it means that costs were and still
are very competitive when compared with Euro-
pean prices. Unfortunately, this advantage is being
fast lost with each year. The subsidy on domestic
consumption is decreasing year by year, with price
increases well above inflation and the virtual disap-
pearance of the distinction between commercial and
industrial rates for the domestic market. In addition,
energy infrastructure is in very poor condition and
requires significant investment. These investments
are neither fast enough nor adequate in number to
guarantee demand saturation. In some cases, the
impact of made investments can neither be tracked
nor identified. Many situations have witnessed the
investor come to the rescue —willingly or not. In
general, paying for gas and electricity is a long and
expensive procedure, if due process is followed,
and more so, if done wrong or without following the
proper channels. Having the support of the Admin-
istration is a condition necessary, but not sufficient.
Unfortunately, the monopolies that control gas and
electricity exert their power without much hesitance
or remorse and do not have the industrial develop-
ment of the country as one of their main priorities.

c. Others

One may consider it a bit uncouth that those issues
that do not concern labor or energy are placed
in the “others” category. However, the bulk of the
“other” investment issues suffer from a number of
problems with a common denominator — the lack of
competition. There is a certain lack of industry di-
versification, with very few SMEs trying to fight an
adverse and costly environment. It also accounts for
the outdated, in many cases, infrastructure —includ-
ing in this category buildings, equipment, utilities,
railways and roads, and less than optimum customs

procedures. These are some of the reasons why
many of the Russian companies have opted for the
vertical integration process when it comes to busi-
ness, focusing on the production of finished and
auxiliary products from packaging to plastic injec-
tion. Some companies, particularly in the regions,
also choose to integrate certain employment ben-
efits such as feeding and medical services into their
structure rather than outsource these services, as
the latter may end up costing considerably more or
not reaching the quality required. In summary, is-
sues in the ‘others’ category result primarily from
the absence of a developed and competitive local
industry which ultimately forces many companies
to have to —import and often pay expensive for what
cannot be found local.

2. Fiscal environment

The Russian tax system is the result of stresses in
different directions, on the one hand the inertia of
the past, on the other, the desire to reduce pressure
brought about due to fraud: all this, without forget-
ting a certain will to move towards modernisation, as
it is best understood. The summarised result (there
are other minor taxes) is described below:

Taxes described in this table summarise the
main tax burden that follows a company in Rus-
sia. What this simple table does not include are
the many other documents necessary to register
transactions, the legal contradictions and, in many
cases, the excessive and overlapping rules that cre-
ate gaps that are later filled up with jurisprudence.
Undoubtedly, all of this creates uncertainty and dif-
ficulties when faced with making a decision: even a
company that strives to comply fully with the current
legislation will face situations where a decision will
need to be made with regard to what rules should be
disregarded. However, experience shows that if one
actsin good faith, problems that may arise will not be
material. Of course, unless the sector in which one
decides to invest in is considered, by the govern-
ment, or by any other administration or group with
resources to exert just that right amount of pres-
sure, to be strategic or one of particular interest, in
which case, the outcome is a whole different story.

Denomination % Federal % Regional 2 (o] £:1
Corporate tax 2% 18% 20%
Tax assets 2.2% 2.2%
VAT 18% 18%
Income tax (staff) 13% 13%
Labor costs (company) 30-10% 30-10%
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Also, size and visibility goes a long way. Generally, a
company of certain standing and importance, with
the support from the international business commu-
nity may have little cause for alarm.

3. Legal environment

Much of what was highlighted in the last section
could also be applied to the legal environment. In
Russia, the problem is not the absence of the rule
of law, on the contrary, itis the absolute rule of a law
thatis contradictory and in a permanent state of ‘un-
der construction. The amendments made, though
sometimes resulting in an improved investment
climate, often do not completely eradicate an exist-
ing problem, and even less so, take into account or
anticipate future obstacles. There are countless ex-
amples, in which arule is developed or adopted, but
the body meant to effect it has not been established
or the technology that allows its implementation has
not even begun to develop. In the end, you better
put yourself in the hands of God and just in case, as
the joke says, in those of a good lawyer. It should be
noted that there is a general positive trend towards
improvement; and if you tackle a problem head on,
you usually find an acceptable solution.

4. Market

This is where Russia has a competitive advantage;
although, having read this far, | suspect that many
have decided to follow Dante’s advice and abandon
all hope. For those of you who have chosen to press
forward, thanks, welcome and congratulations, be-
cause here comes the great part. This article is but
an abstract simulation of the obstacles that one may
face when trying to carve a niche for oneself on the
Russian market. Those that have come this far can
now claim the coveted price — the market. It is a
market where the average price of many consumer
goods is much higher than their equivalent in coun-
tries with a much higher purchasing power. The lo-
cal industry is still underdeveloped, while consum-
ers are more and more demanding. This country
shows that if initial difficulties are overcome with ef-
fort, comprehension and respect for the difference,
there is a market waiting for us.

This is a market that values and appreciates
brands. A market in which the distribution sector is
still being invented and in which you must pay atten-
tion everyday to what is happening around, if you do
not want to miss a train, and even if you do pay at-
tention you will surely miss some. A market that is
not suitable for those who appreciate a stable en-
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vironment, with few surprises. In any sector, terms
like ‘the traditional channel’ become meaningless:
the country rebooted only very recently and some
programs have not finished uploading. However,
those with an optimist’s view on situations will see
that this is a golden opportunity to participate in the
creation of a new system and be part of the result. If
done well, with the avoidance of major and crippling
mistakes, the result can be solid and durable.

5. Investments

Itis time to ask the ultimate question: do we take the
risk of investing? By now, your team has given you
detailed information about the country. If you de-
cide to go ahead and build a factory from scratch
do not assume that it will take less than two years.
If you do things right, it will be expensive and will
take two years. If you do things wrong, it will be even
more expensive and will take the same two years.
In all, depending on luck, timing and adherence to
due process, expect to have a factory in two years,
give or take a couple of months. The result — a time-
ly completion or the alternative, depends in several
factors:
m Your region of choice;
= The construction company of choice: a construc-
tion company you trust, with a strong presence in
your region of choice is the best way to go. How-
ever, go easy on the trust issue as all construction
companies, regardless of their country of origin
obviously know their business better than any in-
vestor, and there is a lot on money at stake here;
® The quality of the Project;
® The time you are willing to spend in discussing
non-essential aspects;
m The relationship with the administration;
m Patience: loosing your temper only equals more
problems, which inevitably means - more money;
® Availability of the basic amenities: electricity, wa-
ter, telecommunications, gas, etc.

With regard to permits and licenses bear in
mind that you are dealing with a country that has an
overstaffed and underpaid civil service sector. The
salaries of the civil servants are considerably lower
than those offered by the private sector. Many be-
lieve that this is due to an uneven and inefficient
allocation of state resources: hard to pay to so
many, when a few take the bulk. In other words, you
have to knock on many doors and get many signa-
tures; there are no shortcuts, only hard work. You
will come across many supposedly well connected
people; however, it is best that your own team takes
the time to build valuable relationships. Sometimes,
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these supposedly well connected people become
part of a problem rather than the solution.

Other alternatives to successfully setting up
production in Russia include:
1. Brownfield investment: where you can buy an
industrial building with sufficient gas and electricity
quotas for your needs.
2. Acquisition: buy a company operating in your
sector and reform or rebuild it. It is a quick way to
enter the market.
3. Joint Venture: Not my preferred option in Rus-
sia nor any other country. You might understand my
reasons, especially, if you have been in one.

6. Logistics

Perhaps prior to reading this article, many took a
good look at the nearest available map to see ex-
actly where Russia is. Regardless of accuracy, all
will agree that Russia is far from being the smallest
country in the world. In fact, it is quite vast. Well, get
ready, because this is where you will do business
and be successful at it. There are many solutions
depending on your business structure and sector.
Bear in mind that the roads are bad, winter is hard
and the solution by which everyone has to come to
live to Moscow so you could have them close does
notwork. True, when you look at the size and growth
of Moscow andat the road conditions as we move
away from it might appear to you that that is the so-
lution being implemented. There are also people
who propose to put a zipper at the Urals and close
the eastern part of the country. Sorry, the answer is
no, there is life in the East of the Urals, and market,
and sales.

A last thing to bear in mind regarding logistics:
railway transportation isvery important here. Please,
do not dismiss it as an option, without having care-
fully studied the alternatives. It is important if you
expect to do business in Russia, and even more so
if you want your suppliers and target consumers to
include members of the CIS countries.

7. Conclusions

1) Do not be surprised, Russia is different from what
you might expect. That is why it is called Russia
and not, let us say, Albacete. Do not expect Rus-
sia to adapt to you, it will not work.

2) Do not be afraid. There is always a solution. With
the right strategy and available finances, there
is always a solution. Respect: Show respect and
ask to be respected. Do not make it an ego con-
test: this is not your country, you will loose.

3) Learn: Leave behind all prejudices, assumptions
and presumptions: listen and learn from those
around you. Many people come here and leave,
having listened only to themselves.

4) Choose a competent team and make sure that
you can trust it, and then trust it

5) Use the support provided by different organiza-
tions: embassies, business associations (a good
example is the AEB).You will gain presence and
decrease the risk of being harassed.

6) If you do not speak Russian, be very careful in
choosing an interpreter, take your time. If you do
not speak the language, your translator is your
link with the world. He or she should be able to
interpret not only the meaning, but also the right
tone and emotions. A good interpreter does not
guarantee the success of the project, but a bad
one might ruin it.

7) Get ready for an exciting journey and enjoy it
when you arrive. The journey may be difficult,
there may be detours and curves and you could
get dizzy.

8) Do not give bribes. If you follow due process,
they do not work. If something goes wrong, they
can not remedy the situation; even if you do, it
is only temporary, with even bigger problems to
follow as a result.

Epilogue

At this point, | only hope that this article has encour-
aged those with growing export activities, who are
beginning to entertain the possibility of investing in
Russia, to go ahead and do so. | have seen many
companies develop a market, achieve a significant
share and... full stop. A competitor comes and takes
it all. Exportis a very good first step to getting a gen-
eral feel for the market and acquiring financial and
social capital. Finally, in many cases, the secret to
success is being present on the market.
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Practical experience of making actual investments in Russia

Nick Vince, General Director Rockwool CIS

Nick Vince is the Managing
Director, ROCKWOOL Russia
Group.

Date of birth: 18.01.1955

Nick Vince was born in Ox-
ford, Great Britain.

He graduated Newcastle-
upon-Tyne University, with
BSc Hons in Marketing.

He is also an elected Fellow of the Chartered In-
stitute of Marketing (FCIM).

Nick started his career in Massey Ferguson —
world-leading producer of tractors.

He joined group of companies of ROCKWOOL
in 1990 as Business Development Director in UK.

Later he became Technical Director respon-
sible for the UK factory.

During 1999-2004 Nick Vince was a Managing
Director of ROCKWOOL Poland.

From mid 2004 he moved to the Netherlands
to become World Wide Managing Director for the
Grodan Group (Horticultural substrates for com-
mercial green house growers of flowers and veg-
etables).

Since 1%t of January 2006, Nick Vince is a Man-
aging Director of ROCKWOOL CIS responsible
for Russia, Belorussia, Ukraine, Kazakhstan, and
Moldova. Including 4 factories and 6 companies.

His is married with 3 adult children and his hob-
bies include competing in motorsport 4x4 off road
Extreme Winch challenges.

Company: Rockwool is the world’s number one
manufacturer of stone wool insulation, and is quot-
ed on the Danish stock exchange. We melt rocks at
1500 degrees Celsius and spin the molten lava into
wool (hence the name Rockwool) the process is
heavy manufacturing that is not dissimilar to a steel
works. All the Rockwool Russian factories run 24
hours a day 7 days a week 365 days a year, and the
products are used for Thermal insulation, also Fire
protection and Acoustics.

Business in Russia: We have been active since
1970s when we started to export products from
Denmark primarily for marine applications, later we
established a sales office in Moscow.
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In 1998/99 we made quite a brave move to pur-
chase an old Soviet factory originally build in 1956
on the outskirts of Moscow.

In 2005 Rockwool built a new factory on a brown
field site in the Leningrad oblast between Saint Pe-
tersburg and the Finish border.

In July 2010 Rockwool purchased a relatively
new factory in Chelyabinsk oblast in the Urals. In the
last 18 months since the acquisition we purchased
more land to double the size of the site and have in-
stalled additional technology to increase the output
of the factory by more than 50%. The total invest-
ment is close to 50 min. euro.

Over the last three years we have also been con-
structing a new factory on a 48 Ha site in the Special
Economic Zone of Alabuga in the Republic of Ta-
tarstan Republic in the Volga Region which will be
the world’s highest output stone wool production
line. Its has commenced production, making the
first batch of finished products on the 19" of Janu-
ary, 2012, which was considerably ahead of sche-
dule. The factory is now fully commissioned and
shipping products to our customers. This is an in-
vestment of 115 min. euro.

Today Rockwool has 7 sales offices in cities
across Russia and a total of 1500 staff.

Company values: The other relevant thing to
know about Rockwool is it is a totally “white” compa-
ny, which passionately lives up to its Danish values
and ethics. In this regard there are no judgment calls
to be made. The company is totally white and there
are no shades of grey. This can sometimes be a chal-
lenge when competing in the construction industry
in Russia. Additionally, if you want to commission a
Rockwool factory you need to receive permissions
from 13 different authorities. These permissions and
approvals can either come fast, or they can come
slow, and a white foreign company that lives to its
values has no way to influence these things.

Check list: When considering to either build a
new factory, or to acquire an existing one, we have a
check list of more than 20 things that we seek. This
includes roads and railway connections, a good lo-
cal labour pool, no immediate residential neighbors,
adequate gas and electricity supplies, absence of
any soil pollution, clear ownership of the assets, and
ideally such additional niceties as adequate hotels,
reasonable distance from an airport, and tax con-
cessions etc. However top of our list, and of para-



Business Case. Creating an Enterprise

mount importance is supportive business-orientat-
ed authorities.

Regional variation: In our experience the atti-
tude to foreign investment by oblast Governors is
highly variable around Russia. Some Governors of
the Oblasts or the President of a Republics are inter-
ested in the jobs, taxes and positive impact on the
local economy and community that the investment
of a factory will bring, and some appear not to be.

If a Governor is business orientated, and wel-
comes your company and all of his officials are aware
of this, then things will go in a normal way without
bad surprises. However, if the administration is not
supportive, then there can be many difficulties and
challenges along the way, both in building and com-
missioning and later in the operating the factory.

The additional benefit of having business-orien-
tated supportive local authorities if you are building
or buying a factory is that you can introduce them
to senior management from your company’s foreign
head office. This will go a long way to giving them
the confidence to approve the investment and allay-
ing some of their fears and concerns that inevitably
occur as a result of sometimes less than flattering
Western press coverage that Russia receives.

I won’t name the regional authorities we have
met where we quickly understood that they were not
seriously interested in a major foreign investment.
However | will share with you the positive experience
that we have had in the Republic of Tatarstan and
the Chelyabinsk Oblast where President Minnikha-
nov and Governor Urevich have so far both delivered
exactly what was promised, as a result we have en-
joyed the freedom to operate on the basis that we
also live up to everything we promised them, and of
course also adhere to all Russian regulations.

Before we took the decision to invest 115 mio
euro in a new factory in Tatarstan | personally called
the General Directors of 8 other substantial busi-
nesses that were already operating in the Republic
to check their experiences of dealing with the au-
thorities. Without exception they confirmed what
President Minnikhanov had said to us, that his ad-
ministration is “open for business” and takes a posi-
tive and constructive attitude to encouraging for-
eign investment.

Construction of the new Rockwool factory in
SEZ Alabuga, Tatarstan has been completed and is
now fully commisioned.

Reg.Nr. POCC RU. 3417.04XA00.MCM 00131

castconsult
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8.PROSPECTS OF INVESTING FOR THE FUTURE

WTO and Russia, Investment Opportunities and Risks
Prof. Art Franczek, President, American Institute of Business and Economics

Art Franczek a Professor of Ac-
counting is currently the Presi-
dent of the American Institute
of Business and Economics in
Moscow (an English language
MBA program that was found-
ed in 1989). He holds degrees
in History and Political Science
in addition to an MBA, CPA and a Masters of Taxa-
tion. In addition to managing AIBEc he teaches
courses in IFRS, Taxation and Cost Management.
He has served as a consultant for the Russian Cen-
tral Bank (IAS 39), the World Bank(on implementing
IFRS in Russia), The Bank of Albania (implementing
IFRS and IAS 39) and has written many articles on
IFRS, Customs and Taxation issues in addition to a
book on IFRS. Art is also co-chair of the Customs
Committee at Am Cham and was awarded co-chair
of the year.

Prior to coming to AIBEc Art served as a busi-
ness consultant in Togliatti after working for many
years as a Corporate Tax Manager for a Fortune
1000 company.

Since the Gorbachev era Russia has aspired to
be a member of WTO (formerly GATT). In 1990 Rus-
sia achieved observer status and it formally applied
in 1998. Predictions of Russia’s accession were
made in 1998 only to be derailed by the economic
crisisin August. In 1999 accession hopes were again
dashed by the NATO bombing of Serbia. The 2001
accession of China to WTO along with Kyrgyzstan
and other CIS countries applied pressure on Russia
to become part of the club. In 2006 Putin was plan-
ning to showcase the US/Russia accords (one of the
final obstacles to WTO accession) at the G-8 Sum-
mit in St. Petersburg. This effort was thwarted when
Russian meat inspectors discovered that US meat
workers didn’t wear slippers (topichky). The press
announced that 2008 was Russia’s year for WTO
accession. Plans changed when Russia and Geor-
gia entered into a conflict. John McCain wanted to
ban Russia from WTO and the G-8 as a result of this
conflict. Accession plans were again delayed when
Putin announced that Russia would enter WTO as
part of the Customs Union. Finally, by July 23, 2012
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the Duma must vote to approve the WTO Working
Party Agreement (no amendments are allowed). A
month after the Duma approval Russia will officially
become a member of WTO.

During the past 18 years there has been strong
opposition to WTO among leading Russian Indus-
trialists. Oleg Derispaska the owner of auto, alumi-
num and airplane opposed accession because he
considered his companies to be infant industries
that would be greatly damaged by Russia’s acces-
sion. The Russian Chamber of Commerce resisted
WTO accession because 80 percent of Russia’s
exports are natural recourses that enjoyed easy ac-
cess without WTO protection. Agricultural industries
were concerned that WTO would cause subsidies to
be limited. Russia also used Sanitary and Phytos-
anitary (SPS) regulations to limit meat and poultry
imports in addition to banning Georgian wine and
water. Joining WTO is likely to hurt less-competitive
domestic manufacturing industries that have failed
to keep up since Soviet times, such as food pro-
cessing, textiles and construction materials. In ad-
dition many companies who currently receive sub-
sidies from the government would no longer receive
them under WTO rules.

WTO accession would benefit Russia in several
ways. For example, discrimination against Russian
companies would be minimized. The Russian steel
industry which loses 2.5 billion dollars due to anti-
dumping cases would gain access to WTO mecha-
nisms for settling trade disputes. WTO accession
would provide external support for many internal re-
forms in the area of trade. Competitive pressures on
local producers would encourage them to become
more efficient and innovative. Evidence suggests
that FDI would increase significantly after WTO ac-
cession. In China’s first year after accession FDI in-
creased 18% and China’s WTO membership greatly
contributed to China’s near double digit growth over
the last decade.

Russia is a large export market for European
pork. For the last 18 years Sanitary and Phytosani-
tary (SPS) rules have been used to occasionally ban
or limit imports from the EU The Russian inspectors
sometimes claim that pork from the EU is unsafe be-
cause of the risk of swine flu. Russia’s WTO agree-
ment would require that Russia develop and apply
international standards on SPS measures through
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membership and active participation in the Codex
Alimentarius, the World Organization for Animal
Health(OIE) and the International Plant Protection
Convention. In other words, Russia would be re-
quired to use scientific rather that arbitrary methods
to determine the safety of imported meat and poul-
try. The 1000 page agreement on tariffs provides
for a 0% tariff rate on pork with a quota of 400,000
metric tons of pork from the EU, this quota expires
in 2020 at which time the tariff on pork will be 25%.

One of the most contentious areas of tariff ne-
gotiations was regarding civil aircraft. Tariffs on
wide body aircraft will be reduced from 20% to 7.5%
in the four years following accession. Russia plans
to import 1000 new commercial aircrafts over the
next two decades, so companies like Airbus may
reap substantial benefits.

Proctor and Gamble, which has four plants
and 4000 employees in Russia and imports huge
amounts of raw materials and ingredients is most
enthusiastic about Russia’s membership in the
WTO. Scott Miller, director of global affairs says that
the “Market barriers will be substantially lower and
the tariffs will come down and be more predictable.”

A central issue during the last 18 years has
been Intellectual Property Right protection. The
WTO agreements require that Russia fully apply the
provisions of the WTO agreement on Trade-relat-
ed Aspects of Intellectual Property Rights, includ-
ing provisions for enforcement without recourse to
any transition period. Russia would investigate and
prosecute companies that illegally distribute ob-
jects of copyright or related rights on the internet.
Russia also agrees to join the Information Technol-
ogy Agreement, when it enters WTO.

The IT industry will

would be able to establish branches nine years after
accession. Russia will be obliged to reduce its aver-
age import duty from 10% to 7.8%; this should be
good for EU exporters.

In 2007, Russia increased the export duty on tim-
ber to 25% to 80%. This issue significantly affected
Finland’s lumber processing industry. After intense
negotiations Russia agreed to establish export quo-
tas and export duties of 13%-15%. Russian over
flight charges have been the subject of major dis-
putes between the EU and Russia. The EC says Eu-
ropean airline have to pay roughly 320 million euros
per year to fly over Russian territory, and most of that
money goes to Aeroflot. As part of the EU’s support
for Russia’s WTO accession, Russia agreed that any
over flight charges be cost related and transparent.

Russia’s accession to WTO boosts EU retailers
because as changes in customs procedures take ef-
fect, shipped goods will subsequently experience a
reduction in fees and processing times when cross-
ing the border. Foreign brands will be able to pen-
etrate the market at a much cheaper and faster rate.

Since 2005, auto producers were able to receive
significant reductions in customs duties if they had
a production capacity of 2500 vehicles and had at
least 30% local content. In February of 2011, Rus-
sia provided reduced import duties for companies
that had a capacity of over 300,000 vehicles and
60% local content. Under WTO rules, these leg-
islative changes were considered to be a violation
of Trade-Related Investment Measures (TRIMS).
After a heated negotiation, Russia agreed to end
this local content program by 2018. The EU, a ma-
jor auto parts supplier to Russia, further negotiated
to minimize the adverse affect of this program by
obtaining a commitment

significantly benefit from
WTO accession as Rus-
sia will remove restric-
tions on imported digital
(cryptographic) equip-
ment, and will also zero
outimport duties on high
tech goods. These pro-
visions will help compa-

The IT industry will significantly benefit
from WTO accession as Russia will
remove restrictions on imported digital
(cryptographic) equipment, and will
also zero out import duties on high
tech goods. These provisions will help
companies like Nokia and Phillips. In

that Russia would pro-
vide EU companies with
compensation for any
adverse impact. In ad-
dition, the tariffs on auto
imports will be reduced
from 30% to 12% after
12 years.

During the accession

nies like Nokia and Phil- addition, telecom companies will be able negotiations, the EU had

lips. In addition, telecom
companies will be able
to own a majority interest

to own a majority interest in Russian
telecommunications companies.

concerns about the Rus-
sian government policy
on subsidizing natural

in Russian telecommuni-
cations companies.

The Foreign Banking sector will be limited to
50% of the entire system, while banking branches
will not be allowed. However, insurance companies
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gas prices for domestic
users. The EU argued that such subsidies gave Rus-
sian producers in energy-intensive industries such as
steel and aluminum an unfair competitive advantage.
Russia agreed to price natural gas at market prices to
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commercial users, but could still subsidize prices to
households and other non-commercial users.

In 2012, The Customs Union (Belarus, Ka-
zakhstan, and Russia) is scheduled to become a
Common Economic Space in which there will be a
free flow of goods, services and money between
member companies. It is important to note that in
the WTO working party

An almost forgotten agreement would oblige
Russia to publish all legislation affecting trade in
goods, services or IPR, prior to their adoption and
would provide a reasonable period of time, no less
than 30 days for members to comment. It should
also be noted that after Russia accedes to WTO it
plans to join the OECD and its anti-corruption. WTO,
ITA, TRIPS OECD and

agreements, Russia has
agreed to harmonize its
WTO agreements with
those of the Customs
Union.

WTO accession would benefit
Russia in several ways. For example,
discrimination against Russian

AIE will all provide tools

to improve the business

climate in Russia.
August 23, 2012

There several esti-
mates of the econom-

companies would be minimized. The
Russian steel industry which loses
2.5 billion dollars due to antidumping

(projected date) will
mark the beginning of a
new business environ-

ic benefits the Russia
would accrue after it

cases would gain access to WTO

ment in Russia. We can
expect the new WTO

accedes to WTO. The Mmechanisms for settling trade disputes. rules based procedures

most widely quoted is

to be used fervently by

from a World Bank Study

that was commissioned by the Economic Minis-
try in 2007. The World Bank estimates that Russia
would gain 3.3 % in GDP in the short term and 11%
in the long term after the WTO benefits have been
phased in. Sergei Guryev explains that the short run
benefits include static benefits due to trade opera-
tions, while the long run benefits are due to the im-
proved investment climate, and are therefore, much
larger. A November 2011 study by Uralsib says that
WTO accession will have a minimal impact on GDP
simply because cost advantages like cheap energy
and labor have long expired. The legendary Maxim
Medvedkov says that in a worst case scenario Rus-
sia might lose 0.5% in GDP because of uncertainty
over Gazproms transport networks.

both the Russian gov-
ernment and EU companies. As Vladimir Putin said
“The WTO is an instrument. Whoever knows how to
make use of it will become stronger.”

Some useful websites on Russia’s WTO Acces-

sion

m Terms and Conditions of Russia’s Accession
(Russia’s Final Working Party Report, Final Goods
& Services Schedules)
http://www.ustr.gov/node/7301

®m RF Ministry of Economic Development Section on
Russia’s WTO Accession
http://www.economy.gov.ru/minec/activity/sec-
tions/foreignEconomicActivity/wto/
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ABOUT THE ASSOCIATION OF EUROPEAN BUSINESSES (AEB)

The AEB was established in 1995 on the initiative of
several European companies registered in the Rus-
sian Federation, Ambassadors of EU member states
and the Head of the Delegation of the European
Commission to the Russian Federation. The AEB is
an independent non-commercial association with a
membership of more than 650 companies

AEB membership is made up of enterprises and
entrepreneurs from the member states of the Euro-
pean Union (EU) and the European Free Trade As-
sociation (EFTA), which have business activities with
and in the Russian Federation. These members form
the AEB General Assembly (GA), which determines
the overall strategy and policies of the association.

The mission of the AEB is to represent and pro-
mote the interests of its members by supporting
them in doing business with and in Russia through
quality lobbying, information support, and through
activities aimed at improving the Russian trade and
business environment in conformity with interna-
tionally accepted business principles and promo-
ting integration and partnership between the Euro-
pean Union and Russia.

The AEB conducts lobbying activities through
its committees and working groups, which cover a
wide spectrum of industries and sectors, including
Finance and Investment, Visa Task Force, Energy,
Customs & Transport, Machine Building and Engi-
neering, Safety, Health, Environment and Security
and, Finance and Investments — to name but a few.

The committees work closely with the Russian
and European authorities, for instance by holding
public and closed meetings with government rep-
resentatives and submitting comments and amend-
ments to draft laws.

The AEB also offers informational support to the
European business community via its website and
publications, press campaigns, surveys and legisla-
tive and business alerts.

The Association works hard to support its mem-
bers wherever they are located in Russia by host-
ing regional presentations, business missions and
maintaining regional representations, such as Kras-
nodar Steering Committee and a local presence in
Yekaterinburg.

ABOUT THE FINANCE & INVESTMENT COMMITTEE

OF THE ASSOCIATION OF EUROPEAN BUSINESSES

Since 1995, the AEB, (formerly the European Busi-
ness Club), has evolved from an informal business
organisation into an influential group that improves
the business and trade environment of European
business in the Russian Federation.

The three main functions of the AEB are effective
lobbying, quality information, and valuable networ-
king. The AEB is a forum for dialogue between inter-
national businesses and the Russian Government.
The AEB participates in lobbying in the Duma and in
the Federation Council.

Over the last ten years, the AEB’s lobbying ini-
tiatives have included a wide range of issues of im-
portance to its members including: small- and me-
dium-size business issues; transport and customs;
alcoholic beverages import; visa issues; taxation;
corporate governance issues; and anti-monopoly
issues, making it a significant voice in policymaking
in the Russian Federation.
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Furthermore, the AEB participates in dialogue
with administrative bodies to promote AEB member
interests. These organisations include: the Europe-
an Union; Industrialists’ Round Table (IRT); Foreign
Investment Council (FIAC); EBRD; OSCE; IFC; IMF;
and the Federal Anti-monopoly Service.

The mission of the AEB Finance Committee is
to improve the investment climate in Russia by inte-
grating the information and discussion related to the
critical finance issues that are of prime importance
for foreign companies working in Russia. These in-
clude accounting, auditing, and financial reporting;
capital markets; ratings standards; and investment,
corporate finance, and venture capital. To achieve
these objectives, the Finance Committee serves as
a forum for discussion, lobbying and information
network for the exchange of ideas concerning fi-
nance issues among finance officers, accountants,
auditors and policy makers in the Russia Federation.
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Russian Federation, Ul. Krasnoproletarskaya 16, bid. 3
127473 Moscow, Russian Federation
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THE VOICE OF EUROPEAN BUSINESSES IN RUSSIA
AEB MEMBERSHIP APPLICATION FORM / 3AABAEHUE HA YAEHCTBO AEB

Please fill out the Application Form in CAPITAL letters, sign it and fax it to 234 28 07/
3anonHuTe 3aaBneHne nevyaTHeiMM OykBamu 1 npuiunmTe no dakcy 234 28 07
Calendar year / KanenpapHsbiii rog: 2012 [ | (Please check the appropriate box/boxes / YkaxuTe COOTBETCTBYIOLLMIA roa,/rona)

Name of your AEB Contact / Bawe koHTakTHOE nuuo B AEB:

1. COMPANY / CBEAEHUAA O KOMIMAHUMU

Company Name in full, according to company charter. (Individual applicants: please indicate the company for which you work /
HaaBaHne koMnaHUM B COOTBETCTBUM C YCTaBOM. ([Nt MHAMBUAYasbHbIX YIEHOB — Ha3BaHMe KOMMaHuK1, B KOTOPOK paboTaeT 3asBUTESb):

Legal Address (and Postal Address, INN / KPP / UHH/KIMT:
if different from Legal Address) /
IOpuamHecknin n bakTuHecknii aapec, Phone Number / Homep TenedoHa: Fax Number / Homep dakca:

€CJIN OH OT/ZIN4YaeTCd OT PPNANYEeCKOro:

Website Address / CTpaHuua B UHTEPHETE:!

2. CATEGORY / KATErorPus:
THE CATEGORY IS DETERMINED ACCORDING TO THE COMPANY’S WORLD TURNOVER

Please indicate your AEB Category / Company’s world-wide tu,r nover AEB Membership Fee /
(euro per annum) / MupoBoii 060poT o
OTMEeTbTE KaTeropuo YneHckuin B3HOC B AEB
KOMMaHum (eBpO B rof,)
[ ] | SPONSORSHIP / CnoHcopcTBO - 8,500 euro/eBpo
[ ] | CATEGORY A / Kateropus A >500 million/MmunnuoHoB 5,750 euro/eBpo
[ ] | CATEGORY B / Kateropus b 50-499 million/MunanoHos 3,500 euro/eBpo
[] | CATEGORY C / KaTteropua C 1-49 million/MmunnuoHos 2,000 euro/eBpo
[] | CATEGORY D / Kateropus [ <1 million/munnuoHos 750 euro/eBpo
INDIVIDUAL (EU/EFTA citizens only)/ lHonBuayansHoe _
O (Tonbko ansa rpaxaaH EBpocoto3a/EACT) 750 euro/espo

Any non-EU / non-EFTA Legal Entities applying to become Associate Members must be endorsed by two Ordinary Members
(AEB members that are Legal Entities registered in an EU / EFTA member state or Individual Members —
EU/EFTA citizens) in writing/
3asBneHve noboro LPUANYECKOro N1LA U3 CTPaHbI, He Bxoasiler B EBpocoio3/EACT, v xenaioLlero ctatb 4neHom AEB,
[DOJIXKHO ObITb MMCbMEHHO NOATBEPXAEHO ABYMS YyneHamu AEB (lopuanyeckumMm nvuamm, 3apermcTprupoBaHHbIMA
B EBpocot3e/EACT, unm niamemnayanbHbIMn YneHamu — rpaxaaHamm EBpocoto3a/EACT)

Individual AEB Membership is restricted to EU / EFTA member state citizens, who are not employed
by a company registered in an EU / EFTA member state /
K paccMOTpeHuio MpMHMMAlOTCS 3asBIEHNS HA MHAMBUAYabHOE YIEHCTBO OT rpaxxzaaH EBpocoro3a/EACT,
paboTatoLLMX B KOMIMAHUSX, CTPaHa NPOVCXOXAEHNS KOTOPbIX He BXxoauT B EBpocoto3/EACT

Please bear in mind that all applications are subject to the AEB Executive Board approval /
Bce 3asasneHus yreepxapatotcsa lNpasneHnem AEB

3. CONTACT PERSON / INDIVIDUAL MEMBER / KOHTAKTHOE AULIO / UHAUBUAYAAbHbIN YUAEH

Title, First Name, Surname / ®.1.0:

Position in Company / [J0/XHOCTb:

E-mail Address / Aopec an. no4Thbl:




4. COUNTRY OF ORIGIN / CTPAHA MPOUCXOXXAEHUA

A. For a company / KomnaHusm:
Please specify COMPANY’S country of origin /
YkasaTb CTpaHy NPOUCXOXOEHNS KOMNAHUN'

or B. For an individual applicant /

MHamnBMayanbHbIM 3a9BUTENSAM:

Please specify the country, of which you hold CITIZENSHIP /
YKaszaTb rpaxaaHcTBO

Please note that only EU / EFTA members can serve on the Executive Board and the Council of National Representatives/
BHumaHue! B CoBeT HaumoHanbHbIX npeactaButeneii n NMpasneHve MoryT 6biTb M3GpaHbl YiEHb!,
npencrasnsaolme ctpaHbl EBpocotosa nnm EACT.

Please fill in either A or B below/ 3anonHute Tonsbko rpady A unu B

5. COMPANY DETAILS / UH®OOPMALUA O KOMNAHUU

Company present in Russia since: / KoMnaHms npucyTCcTBYET HA POCCUNCKOM PbIHKE C: r.
Company activities/ Primary / Secondary /
JleaTenbHOCTb KOMMaHum OcHoBHas: BTopocTeneHHas:
Company turnover (euro)/ |In Russia/ Worldwide / [JPlease do notinclude this in
. . the AEB Member Database/ He
O6opoT komnaHuu (B EBpo) | B Poccuu: B MUpE: .
BKJltOYaliTe 3TO B cnpaBo4yHuK AEB
Number of employees/ In Russia / Worldwide / [JPlease do notinclude this in
. . the AEB Member Database/ He
KonnyecTtso COTpyaHMKOB B Poccuu: B MUpeE: o
BKJIIOYalTe 3TO B cnpaBo4vHUK AEB

Please briefly describe your company’s activities (for inclusion in the AEB Database and in the AEB Newsletter) /
KpaTtkoe onuncaHve pesitensHocTu Bawen komnanuy (ans BkioveHns B 6asy aaHHbIx AEB n nybnukaunin AEB)

6. HOW DID YOU LEARN ABOUT THE AEB / KAK Bbl Y3HANU Ob AEB?

[l Personal Contact / JTn4HbI KOHTaKT [Internet / NnTepHeT
[ IMedia /CMUN [ ] Event / MeponpusTtue
[] Advertising Source / Peknama: [] Other / Opyrou:
Signature of Authorised Representative of Applicant Signature of Authorised Representative of the AEB /
Company / lNMoanucb ynosHOMOYEHHOo NvLa 3asBUTENS: Mognuce Pykosoautensa AEB:
Date/Oara: Date/Oara:

'Location of a parent company or of the main shareholder/ MecToHaxoxaeHue ronoBHOM KOHTOPbI I OCHOBHOIO y4peauTens.



