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Abstract

Until the current global economic crisis, Russia had a nine-year run of continuous rapid economic
expansion (approximately 7% annually) and still remains a very attractive market, presenting many
promising investment opportunities with the potential for dynamic growth in sales and profits.

However, foreign investors might face a number of significant challenges while working in Russia,
because informal practices — i.e. the spoken and unspoken understandings that complement or
contradict official procedures — often prevail over formal rules and laws. Over the past few years, for
example, the Russian government has regularly interfered in the business activities of foreign
companies operating within its borders. Implemented by various authorities at the federal, regional
and local levels, this interference has been both direct and indirect, but in all cases perfectly legal.
Russian laws seem to be enforced selectively, however, and decision-making processes are still far
from transparent. Along with the above-mentioned informal practices, corruption is the other major
obstacle for foreign companies operating in Russia.

In this context, the primary aims of this project are to examine informal practices in modern Russia in
the business environment and, based on these findings, to make recommendations on how foreign
companies and individuals should proceed in Russia. In addition, numerous in-depth interviews were
conducted with academic and business representatives working closely with or for domestic and
foreign companies operating in Russia as well as with individuals involved in the ‘technical’ side of
informal practices. Due to the wealth of information provided by these interviews, this project could
potentially increase the West’s understanding of the Russian business environment considerably. It
will also serve as a practical guide for foreign investors.

1. Problem

In a very short time, Russia has emerged from the ineffective Soviet system to become one of the
fastest-growing economies in the world. Although the recent turbulence in both the domestic and
international financial markets has dealt a serious blow to the Russian economy, many foreign
investors continue to view Russia’s long-term prospects as positive.

But despite its progress, Russia still clings to informal Soviet-era practices like blat, bribes and double
accounting. Transparency International ranked Russian corruption on a par with that of Cameroon,
Kenya and Zimbabwe, at 146" place, in its 2009 index of 180 countries. Many Russian businesspeople
are still influenced by their traditional culture, especially with respect to their management style,
decision-making processes and performance.

This state of affairs gives rise to several important research questions: How do the above-mentioned
factors affect the business activities of foreign companies' operating in Russia? How should foreign
companies handle these issues? How should foreign individuals (businesspeople) prepare for
effective cooperation with Russia?

The term ‘foreign companies’ used in this project refers to companies that are headquartered outside
of Russia.
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2. Intellectual Property

Intellectual property protection has a long way to go in Russia. How do current practices in this arena
impact foreign companies?

2.1. Trademark piracy

International trademarks must be registered in Russia and renewed every ten years. If they are not
used in commerce within a certain timeframe ( three years), they are subject to cancellation by
Rospatent.?

Smelling an opportunity, Moscow lawyer Sergei A. Zuykov exploited loopholes in Russian legislation
to sell foreign companies their own trademarks back so that they could operate in Russia legally:

Kodak, Forbes and Audi h awmbusaes][ ..Juykow swid thatin 2004, Ali of [ Mr . Zu
paid him 25,000 USD for five brand names, including the Lamborghini Diablo. [ ...]

Starbucks registered its trademark in Russia in 1997 but did not open any coffee shops here. In 2002 Mr.
Zuykov filed to cancelthe chain’'s trademark because it had not been u
the name of a Moscow company that he represents as a lawyer. [.. ]3

Starbucks negotiated this issue for three long years. The company eventually won the legal
proceedings and opened its first coffee house on Russian soil in Chimki (Moscow Region) in fall 2007.

One of Starbucks’ successful strategies was to establish and/or activate personal contact with some
well-known, well-connected decision-makers. The firm requested the help of US Secretary of
Commerce Carlos M. Gutierrez, who took up Starbucks’ cause in the IPR proceedings with Russian
officials, and Arcadi Volski, at that time the president of the Russian Union of Industrialists and
Entrepreneurs, who assisted Starbucks by calling the Russian Office of Public Prosecutor. In addition,
Starbucks was lucky with the timing: in fall 2005, Russia applied to join the WTO, and the Starbucks
case was sufficiently high profile to force Russia to address the coffee empire’s grievances so as not
to jeopardize its bid for membership.* The Swedish clothing retailer Hennes & Mauritz (H&M) was
also embroiled in trademark proceedings with Russia in 2005°.

The Russian Federal Service for Intellectual Property, Patents, and Trademarks.

Kramer, Andrew: He Doesn’t Make Coffee, but He Controls ‘Starbucks’ in Russia, in: The New York
Times, 12 October 2005.

Kramer, Andrew: After Long Dispute, a Russian Starbucks, in: The New York Times, 7 September 2007.
Kramer, Andrew: He Doesn’t Make Coffee, but He Controls ‘Starbucks’ in Russia, in: The New York
Times, 12 October 2005.
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2.2. Copyright violations

Russians generally have a different concept of the term ‘plagiarism’:

They think that copyrighted materials belong to the public domain.

As a prime example, the research fellows at the Brookings Institute found that key sections of
Vladimir Putin’s Ph.D. thesis® ‘were copied either word for word or with minute alterations from a
management study, Strategic Planning and Policy, written by US professors William King and David
Cleland’.’

Some Russian entrepreneurs have taken ‘inspiration’ from well-established copyrighted firms. The
Russian cosmetics chain ‘Dlia duschi i duscha’ thus happens to look very similar to ‘The Body Shop’
(the British chain is now owned by L’Oreal), mimicking the merchandising, colour schemes, and even
the logo.

They consider the appropriation ofaning-bypyri ght
doing’ process.

Some Russian professional musicians are convinced that one can learn how to write a song simply by
copying someone else’s song. However, songwriting requires additional professional skills, e.g.
notation and lyric writing.

This lax attitude toward copyrighted materials has dire consequences for foreign companies
operating in Russia: pirated films, videos, sound recordings, books and computer software are
particularly rampant in Russia. In January 2006, German Gref, at that time Economic Development
and Trade Minister, put the value of pirated products in Russia at USD 4—6 billion a year.?

2.3.Know-ET x OOOAT OEAOS
According to the Russian Ministry of Energy and Industry, the longer-term goal of the United Aviation
Building Corporation (UAC) is ‘to become one of the world’s leading players, to reach a minimum

return of 6 billion USD and, by 2015, to match the sales volume of Airbus, Boeing, Bombardier and
Embraer’.’

However, the implementation of these great plans is hampered by a shortage of (young) qualified
staff. Some potential solutions and options have been discussed in the specialized literature. One
suggestion is to create and update a database of potential employees and to follow closely the career

Putin, Vladimir: Strategicheskoe planirovanie vosproizvodstva minera’lno-syr'evoi bazy regiona v

usloviiakh formirovaniia rynochnykh otnoshenii (Engl.: The Strategic Planning of the Reproduction of
the Mineral Raw Materials Base of the Region under Conditions of the Formation of Market
Relationships), State Mining Institute, St Petersburg, Russia, 1997.

Allen-Mills, Tony: Putin accused of plagiarizing his PhD thesis, in: The Sunday Times, 26 March 2006.
Interfax, 31 January 2006, cited from Bush, Keith 2008: Russian Economic Survey, Washington D.C.:
U.S.-Russia Business Council, January 2008.

Borodin, Vladislav: Russia. Aerospace and Defense. Russian Market Overview, The U.S. Commercial
Service, U.S. Department of Commerce, 2006, p. 2
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track of each candidate. In cases of emergency, these candidates could be contacted, invited or even
forced to work for the state.™

Speaking about cooperation with EADS, President Putin made his position clear: ‘If Airbus refuses to

support modernizing the Russian national aerospace industry voluntarily, we will force it to do so. M

2.4. Conclusions

1. Before entering the Russian market, foreign companies should ensure the legal usage of their own
brands in Russia with Rospatent; otherwise, they could spend a lot of time and financial resources in
Russian courts. Moreover, foreign firms should take heed that ‘decisions of many Russian courts in

commercial disputes are very susceptible to financial, political and other improper influence’.*?

2. If Russian employees working for foreign companies in Russia are recruited by the state, foreign
investors could experience losses incurred by:

a) costs for the education and development of these employees and

b) costs resulting from infringements of intellectual property

3. IPR in industry may be an important issue in Russia in the future.

3. Business vs. International Policy

The Russian government tends to use various business tools to regulate conflicts in international
policy.

3.1. Polish exports to Russia

In November 2005, the Russian Ministry of Agriculture temporarily banned all Polish crop and cattle
exports to Russia. The official reason was that the goods did not comply with sanitary standards. The
unofficial reason is more likely that Poland opposes construction of the Nord Stream gas pipeline
from Russia to Germany through the Baltic Sea. Losses for the Polish side: Polish agricultural exports
to Russia were worth 347 million euros annually prior to the ban." Losses for the Russian side: In
retaliation, Poland vetoed the opening of negotiations concerning Russian membership in the OECD
and the agreement on strategic cooperation between the EU and Russia.

The ban on Polish meat exports was lifted in December 2007. The Polish veto on negotiations
concerning Russian membership in the OECD was lifted in December 2007 as well. As soon as the

10 Isaev, Alexander: Vysshaia shkola perestroiki, in: Priamye investicii, 2006 (Vol. 50), No. 6, pp. 10-14.

Rahr, Alexander: Russland gibt Gas. Die Rickkehr einer Weltmacht, Miinchen: Carl Hanser Verlag,
2008, p. 17.

12 Cf. Survey on Russia Investment Destination 2006, The PBN Company,
http://www.pbnco.com/eng/news/presentation.php, accessed 17 January 2008.

Vyse, Leah: Poland livid over Russia export ban, in: http://www.cee-foodindustry.com/, 13 December
2005.

11

13
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Polish side was assured that Polish meat would reach Russian customers, they lifted the veto on
negotiations about strategic cooperation between the EU and Russia.™*

3.2. Georgian and Moldovan wine exports to Russia

In the spring of 2006, Rospotrebnadzor® prohibited Moldova and Georgia from exporting wine to
Russia. As in the Polish agricultural ban, the official reason was that the goods did not comply with
sanitary standards. The unofficial reason behind the ban on Moldovan wine was most likely to exert
pressure on Vladimir Voronin, the Moldovan president, over his position on Transdniestrian
independence®™ and possible cooperation with NATO. The unofficial reasons behind the ban on
Georgian wine were similar: to rein in Mikhail Sakashvilli, the Georgian president, over his stance on
South Ossetian and Abkhazian independence, and to ‘punish’ him for his cooperation with NATO.

The losses for Moldova and Georgia were substantial. Both countries have long traditions of
exporting their products to Russia; correspondingly, the Russian market accounts for 80% of their
exports. Russian consumers have very strong brand awareness and a long tradition of drinking
Moldovan and Georgian wines. Due to the absence of Moldovan and Georgian products from the
market for several months in 2006, wines from Europe, Australia, and New Zealand found new
popularity among Russian consumers."”” Moldovan and Georgian wine producers will have to work
hard to win back Russian consumers.

The ban on Moldovan imports was lifted in December 2007 after Moldova backed down from NATO
involvement.'® To date, the ban on Georgian imports has not been lifted."

3.3. Restriction of British Council activities in Russia

In December 2006, the regional offices of the British Council were closed down by Russia’s Ministry
of Foreign Affairs. The official explanation was that the British cultural body had failed to comply with
international and Russian regulations and had a questionable tax status. The unofficial reasons
concerned the British request for the extradition of Andrei Lugovoi, the main suspect in Alexander
Litvinenko’s poisoning death in London. Russian officials refused to comply on the grounds of the
Russian Constitution, which forbids the extradition of Russian citizens to foreign states.”’ Another

“ Timofejchev, Aleksei: S chem priedet v Moskvu pol’skii prem’er?, in: BBCRussian.com, 7 February

2008.

The Russian Trade and Sanitary Inspection Authority.

Russia does not look kindly on the establishment of independent states. Russia did not support (and
still does not recognize) the independence of Kosovo. The Russian government argued that Kosovan
statehood would create a precedent and encourage other regions to declare independence, e.g. South
Ossetia and Abkhazia, which became independent in August 2008.

Doing Business in Russia: A Country Commercial Guide for U.S. Companies, US Commercial Service,
United States of America Department of Commerce, 2007.

According to Vladimir Voronin, an oral agreement was concluded between Kishinev and Moscow,
stipulating that Moldova would not apply for NATO membership. The Russian side denies this (cf.
Kishinev obmeniaet NATO na Prednestrov’e?, in: BBCRussian.com, 11 March 2008).

The last military conflict between Georgia and Russia certainly did not foster economic cooperation
between the two countries.

Russia has carried out the extradition of Russian citizens to foreign states before, e.g. the extradition
of Murad Garabaev to Turkmenistan.
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unofficial reason for the closing of the British Council offices was very likely Britain’s refusal to hand
over Boris Berezovsky, a billionaire tycoon and outspoken critic of the Putin government, and
Akhmed Zakayev, a former Chechen rebel wanted in Russia on charges of terrorism, to Moscow.

3.4. Estonia

In April 2007, the Red Army War Memorial was removed from the centre of the Estonian capital,
Tallinn, to a military cemetery. While Estonian officials called the monument part of ‘the internal
affairs of Estonia’** and the ‘symbol of a hated foreign occupation’?’, Russian officials condemned the
removal as an act of ‘blasphemy’. Russian Foreign Minister Sergei Lavrov promised to ‘take serious
steps'23 against Estonia. Although the memorial was the official reason for his threat, the unofficial
motives behind Russian sanctions against Estonia were more likely as follows:

1. Along with Poland, Estonia opposes the construction of the Nord Stream gas pipeline from Russia
to Germany through the Baltic Sea.”*

2. The moment was ripe for President Putin to ‘gain mileage’ in his official successor’s election
campaign.

The consequences for business were not trivial:

I Several supermarket chains in the Moscow region (Seventh Continent, Samokhval and
Kopeika) as well as some retail stores throughout Russia removed Estonian goods from their
shelves.

I The Russian market was closed to Kalev, Estonia’s leading confectionery maker. Its monthly
sales to Russia had ranged from 190,000 to 250,000 euros.”

1§ Passenger rail services between Tallinn and St Petersburg were cut.”®

9 Estonia’s state (and some private) websites were the victims of cyber assaults and were
disrupted for several weeks. Estonia’s defence ministry compared the attacks to those
initiated against America on 11 September 2001.”” If a NATO member state is attacked with a
missile, it is considered an act of war®%; at this point there is no such legislation covering
‘cyber-attacks’, however.

2 Estonia memorial move ,blasphemy’, in: BBC NEWS, 27 April 2007.

A cyber-riot. Estonia has faced down Russian rioters. But its websites are still under attack, in: The
Economist, 10 May 2007.

2 Ibid.

4 Russia is not the only party annoyed by this opposition — Germany is, too. The internal problems
within the European Union and discussions on whether or not the European Union should speak with
one voice exceed the scope of this paper, however.

Dmitriyev, Sergei: Russian Retailers Boycott Estonian Goods, in: The Moscow News, No. 18, 2007.

A cyber-riot. Estonia has faced down Russian rioters. But its websites are still under attack, in: The
Economist, 10 May 2007.

7 Ibid.

2 Cf. Article 5 of the NATO Charter.
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Estonian businessmen are not especially welcome in Russia and they have to use lawyers or engage
in informal practices to do business there. As a result of the tensions, some Russian investors ended
up leaving Estonia; for example, Sergei Matvienko, general director of ZAO ‘WTB-Capital’ and the son
of the governor of St Petersburg, Valentina Matvienko, sold his shares in this company.

3.5. Conclusions

1. The Russian government occasionally uses business instruments to regulate conflicts in
international policy. Though Russian officials usually deny this, the two main concerns of the
Russian government in the area of international policy seem to be:

a) The presence of NATO member countries on the Russian border, and;

b) Russia’s continuing status as a (energy) superpower in the world.

2. Other countries not directly involved in a given conflict could nevertheless suffer as well; for
example, the continuous gas conflicts between Ukraine and Russia often interrupt the supply
of gas to Western Europe.

4. Corruption

Corruption is one of the main complaints of US companies operating in Russia. Tax authorities (32%),
traffic police (28%), courts and judicial authorities (21%), customs officials (21%), and federal and
regional licence authorities (21%) are the authorities most frequently engaged in corruption.”

Cheloukhine (2007*°) identifies ‘the most corrupted spheres of the Russian economy, starting with
the most corrupt:

9 licenses and quotas on exports (oil, metals, energy resources);
Ministry of Finance tax offsets;
social sphere (service of budgetary accounts);

barter and natural offset of debts in regions (plundered 30-40% of total debts);

= =4 A -2

railway transportation (the cost of transporting the same cargo can differ significantly,
depending on the arrangements made with the local public official);

I agricultural sphere (preferential financing, write-off of debts).’

Corruption has a very long tradition in Russia; many Russians therefore have difficulty differentiating

G031 . . -~ e
between a ‘present’ and a ‘bribe’.”" One Russian businessman describing the current situation in

» Cf. Survey on Russia Investment Destination 2006, The PBN Company,

http://www.pbnco.com/eng/news/presentation.php, accessed 17 January 2008.

Cheloukhine, Serguei / King, Joseph: Corruption networks as a sphere of investment activities in
modern Russia, in: Communist and Post-Communist Studies, March 2007 (Vol. 40), No. 1, pp. 107-122.
Ertelt-Vieth, Astrid / Denisova-Schmidt, Elena: Kulturbedingte Unterschiede und Verstehensprobleme
(,Lakunen') zwischen russischen und deutschen Wissenschaftlern, in: Wolff, Armin / Zollner, Reinhold
(eds): Umbrtiche, Regensburg, 2006, pp. 185-206 and Ertelt-Vieth, Astrid / Denisova-Schmidt, Elena:
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Russia observed, ‘It used to be called bribery; now it is just called business.”*? Some of the various
forms of corruption in Russia will be discussed next.

4.1. Express application

Effective bureaucratic structures are still in development in Russia; for example, obtaining a business
licence in Russia requires much more than the world average of 18 procedures and 225 days.®
However, the process can be expedited by ‘making gifts’ to decision-makers. Excessive regulations
for visas and work permits for foreign employees can be also alleviated by ‘bringing presents’ to local

government officials.

Foreign companies are thus obliged to accept this informal practice of doing business in Russia and
even participate in it if they wish to operate more effectively. Nevertheless, Russian authorities
sometimes cross the line: when Transparency International applied to register its branch in 2000, an
official in the Justice Ministry solicited a 300 USD ‘fee’ to correct supposed problems in the
application.®

4.2. Qocial responsibility8

Russian local and federal officials try to convince foreign companies of the importance of social
responsibility and often force them to invest in infrastructure, such as building roads, kindergartens
and hospitals.

IKEA in Russia®®

Located in Chimki, Moscow Region, MEGA — 2, an IKEA project, is the biggest mall in Europe. The
grand opening was put off for two weeks because local government officials did not issue a permit.*®
The official reason was ‘technical incompleteness of a shopping centre building’. The unofficial

reason was the company’s lack of ‘social responsibility’. As soon as additional funds for the local

Kulturbedingte Unterschiede und Verstehensprobleme zwischen russischen und deutschen
Wissenschaftlern, in: Blrgel, Matthias / Umland, Andreas (eds): Geistes- und sozialwissenschaftliche
Hochschullehre in Osteuropa IV. Chancen und Hindernisse internationaler Bildungskooperation,
Frankfurt a.M.: Peter Lang, 2009, pp. 244-263.

Myers, Steven Lee: Pervasive Corruption in Russia Is ‘Just Called Business’, in: New York Times,
13 August 2005.

Cf. Index of Economic Freedom 2009. Russia, the Heritage Foundation, http://www.heritage.org/
index/country.cfm?id=Russia

Myers, Steven Lee: Pervasive Corruption in Russia Is ‘Just Called Business’, in: New York Times,
13 August 2005.

IKEA is facing many difficulties in its expansion into several Russian cities. For example, in Novosibirsk,
IKEA spent two years trying to sign an agreement about leasing property to build a shopping centre.
For four years the administration in Yekaterinburg refused to support the opening of a supermarket,
trying to force IKEA to invest money in some ‘voluntary funds’.

Russian: ‘AKT rocyaapCTBeHHOW NpPUEMKM 3aBeplueHus cTpouTenbcTBa ob6beKkta’; English: ‘state
acceptance document about completion of building project’.
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children’s sport activities hall were assured (1 million USD), the grand opening was allowed to take
37
place.

Lufthansa Cargo

In late 2007, Russian federal officials banned Lufthansa Cargo flights over its territory, disrupting
service on forty-nine connections a week from Frankfurt to Astana, Kazakhstan. The official reason
for the ban was a ‘disagreement with Russia about the royalties it charges for flights’ above its
territory. The unofficial reason behind the ban concerned investments for a new airport either in
Krasnoyarsk or Novosibirsk.® Lufthansa Cargo officials called Russian demands ‘blackmail’ and
refused to comply. In February 2008, Russian tax authorities froze Lufthansa’s bank accounts (seven
million USD) Hue to non-payment of turnover taxes, mainly the unified social tax and the roads

usage tax’.*

4.3. Personal Relationships

It is very important for anyone wishing to do business in Russia to establish and cultivate social
networks with Russian decision-makers.

Real vs. Auchan

In 1999 Real, the German retail store operated by the Metro Group, and Auchan, its French
competitor, were both trying to open new supermarkets in Moscow and the Moscow Region. Real
obtained permission to build from the Moscow city and regional governments rather quickly, while
Auchan was forced to wait for almost two years. Why did this happen? Real had cooperated very
closely with a Russian consulting agency, while Auchan had gone it alone. This consulting agency was
very well connected to the Moscow city and regional governments and seems to have put this
connection to very good use. Auchan started its expansion in Moscow and the Moscow Region two

years after Real.”

4.4. Conclusions

1. The Russian bureaucratic system is still evolving and modernization is progressing very
slowly. Foreign companies therefore sometimes feel the need to make unofficial payments in
order to speed up legal procedures. Unfortunately, Russian authorities sometimes abuse
their power.

3 Wagner, A.: Greenfield versus Brownfield. Ein Dilemma fiir Russland-Investoren, in: Ost-West-Contact,

2004 (Vol.50), No. 11, pp. 5659 cited from Valiullina, Elvira / Valiullin, Radik: Managerwissen
Kompakt. Russland, Miinchen, Wien: Carl Hanser Verlag, 2006.

Kazim, Hasnain: Russland erpresst Lufthansa, in: SPIEGEL ONLINE, 1 November 2007.

Pleshanova, Olga / Ekimovsky, Alexei / Egikyan, Seda: Lufthansa Taxed by Russia, in: Kommersant,
22 February 2008.

Valiullina, Elvira / Valiullin, Radik: Managerwissen Kompakt. Russland, Minchen, Wien: Carl Hanser
Verlag, 2006.
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2. Entering and then operating in the Russian market can give rise to additional, unpredictable
costs ranging from 1% to 15% of an entire project. Foreign companies refusing to participate
in social projects could be ‘punished’ by legal means; for example, a western company, the
major foreign investor in one Russian region, faced numerous inspections after its refusal to
participate in a certain social project. These inspections made life very difficult for the
company.

3. Indeed, personal relationships are an absolute must for doing business in Russia. These
contacts should be chosen carefully, however. Vadim Bordug, the Russian partner of Subway,
the American sandwich shop chain, was directly appointed by President Yeltsin’s
administration. Jim Gansinger, the head franchisee of Subway in Russia, believes that
‘Bordug was a member of the Tombovski crime group in St Petersburg.’*

4. Many anti-corruption measures have recently taken place, including the approval of the UN
Convention against Corruption. Certain actors have also been replaced, such as the head of
the Customs Service and the arrests of several government officials (e.g. Vladimir Nikolaev,
the mayor of Vladivostok) and various businessmen (Sergei Zuev, the head of Russia’s largest
furniture retailer, ‘Tri kita’ and ‘Grand’, and Vladimir Nekrasov, the head of Russia’s largest
cosmetic retailer, ‘Arbat-Prestige’). These are certainly the most significant anti-corruption
campaigns to date.*” Corruption has a very long tradition in Russia, however, and these
actions amount to little more than ‘Potemkin villages’'.

5. Interpretation of laws

5.1. Overlap or conflict of Russian laws

‘Russian commercial regulations are contained in thousands of presidential, governmental and
ministerial decrees. Often, these decrees and laws overlap or conflict’®; Law No. 160-FG, from 09-
July-1999 also states: ‘Foreign investors have the same rights and obligations as the domestic ones

144

have.”” In reality, however, foreign companies operating in Russia are subject to discrimination and

many restrictions:

I Russian language: Heads of foreign banks operating in Russia are required to be fluent in the
Russian language.

T Individual income tax: Non-residents are required to pay 30%, while residents pay only 13%.
However, it is still one of the lowest rates in the world, and many individuals (depending on
their contracts in Russia and countries of residence) are able to have their taxes refunded.

I The purchase of agricultural land by foreigners is prohibited.

o Garcia, Shelley: Subway Restaurants, in: San Fernando Valley Business Journal, 19 July 2004.

Bush, Keith: Russian Economic Survey, Washington D.C.: U.S.-Russia Business Council, January 2008.
Doing Business in Russia. A Country Commercial Guide for U.S. Companies, US Commercial Service,
United States of America Department of Commerce, 2007.

Valiullina, Elvira / Valiullin, Radik: Managerwissen Kompakt. Russland, Minchen, Wien: Carl Hanser
Verlag, 2006.
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I The purchase of land close to federal borders and in areas that the President determines as
critical to national security is restricted for foreigners.

1§ Foreign direct investments are limited in certain sectors®: In the aerospace industry, foreign
ownership is limited to 49% of an enterprise with Presidential approval, otherwise only to
25%. In the insurance sector, foreign ownership of a firm is limited to 35%.

5.2. Constantly changing Russian laws

An additional obstacle for many foreign companies operating in Russia is the fact that the laws are
constantly changing:

Production-sharing agreement (PSA)

The PSA provision was signed into law in December 1995. A PSA establishes the share of revenue or
output between the host government and foreign investors. At the time the law was signed, it
referred to three existing projects: Sakhalin | (ExxonMobil, Sodeco, Rosneft and ONGC), Sakhalin I
(Shell, Mitsui and Mitsubishi) and the Timan Pechora project (TotalFinaElf and Norsk Hydro).

After the PSA law was approved, all necessary normative acts were delayed. The Russian side has
made many attempts to rewrite this law and impose additional requirements. For instance, one
amendment stipulates that 70% of equipment and services have to be supplied by Russian firms and
80% of the manpower engaged has to be Russian (1999). In another manoeuvre to thwart the
legislation, it was claimed that as many as 1700 separate approvals are needed to launch a PSA
(2000).

In the end, the Russian government was not very successful with these threats; they therefore came
up with a different solution involving Russia’s licensing and environmental authorities. The state
claimed that the above-mentioned Sakhalin Il project would damage the ecosystem. In December
2006, the project was transferred to a new major shareholder, Gazprom, and suddenly all of the
ecological problems were ‘solved’.

5.3. Selective interpretation of Russian laws

Foreign companies operating in Russia also complain about the ‘selective interpretation of laws’.*
Speaking about the Lugovoi case, Tony Brenton, the British ambassador to Russia, mentioned that
the Russian Constitution could be interpreted differently depending on circumstances:

[The Russian Constitution] states that economic activities aimed at monopolization are prohibited (Article
34); [..] that Duma [the Russian Parliament] deputies cannot engage in paid work (Article 97). v

> See more in paragraph No. 6 ‘Strategic sectors’.

Cf. Survey on Russia Investment Destination 2006, The PBN Company, http://www.pbnco.com/
eng/news/presentation.php, accessed 17 January 2008.

British Ambassador: ‘Not an Everyday Incident’. Tony Brenton speaks about the ‘Lugovoi case’, in:
Kommersant, No. 128 (3704), 23 July 2007.
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The Kremlin has indeed tended to establish monopolies over the past few years,”® and Duma
deputies are very successful in their paid activities outside of parliament; many examples are in
direct violation of the Constitution.

5.4. Conclusions

1. Russian laws not only overlap and conflict with each other, but they may be enforced
selectively.

2. As noted in The Economist, ‘... if the [Russian] government with its high-profile spies and
statists wants to change the ownership of an enterprise operating in a so-called strategic
sector, it will find a way around any laws’.* Russians are very creative in this regard.

6. Strategic sectors

The Heritage Foundation has stated that ‘State involvement in the economy is increasing through
large state-controlled enterprises in energy, shipping, shipbuilding and aerospace known as “national

champions””’:

I Aerospace sector: the United Aviation Building Corporation (UAC) brings together about 20
major Russian aviation enterprises;

I Automotive sector: the acquisition of AvtoVAZ by Rosoboronexport, OMZ by Gazprom or
Siloviye Mashiny by United Energy Systems;

I  Metallurgical sector: the fusion of two large aluminium enterprises RusAl and SuAl, now
working under the name RusAl (Russkij Aluminii);

I Oil sector: the acquisition of Severnaya Neft Rosbeft; the purchase of Sibneft by Gazprom.

In 2008 the Russian government approved a law that restricts foreign investment in forty-two sectors
of the Russian economy. On the one hand, this could help to clarify the rules for many foreign
companies; nevertheless, it could also precipitate renationalization in Russia.”* Foreign companies
working in strategic sectors could very likely suffer under this new law.

6.1. Conclusions

1. The establishment of ‘national champions’ in Russia is counterproductive for the country’s
economic development and would not ‘attract’ foreign investors.

8 For more information, see paragraph No. 6 ‘Strategic sectors’.

Sketching the limits for foreign investors. A new draft law has been approved, restricting foreign
investment in Russia’s strategic sectors, Business Eastern Europe, 5 February 2007, The Economist
Intelligence Unit Limited 2007.

Cf. Index of Economic Freedom 2008. Russia, the Heritage Foundation,
http://www.heritage.org/index/country.cfm?id=Russia, accessed 17 January 2008.

Aslund, Anders: US-Russia Economic Relationship. Implications of the Yukos Affair, Testimony before
the Committee on Financial Services, Subcommittee on Domestic and International Monetary Policy,
Trade, and Technology, US House of Representatives, October 17, 2007, http://www.iie.com/
publications/papers/paper.cfm?ResearchlD=844
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2. The new strategic law might indeed clarify the rules for many foreign companies, but it has
not provided ‘transparency in decision-making’.”? Furthermore, it is not clear whether the
business activities of foreign suppliers working for Russian strategic sectors are subject to
this law or not.

3. Russian companies operating abroad could suffer retaliation for Russian protectionism. For
example, the Russian government refused to sell Silovye Mashiny to the German company
Siemens on the grounds that the engineering firm was in a ‘strategic sector’; in response, the
German government prevented the sale of Deutsche Bahn AG to Rossiiskie Zheleznye Dorogi
(RZD) and Deutsche Telekom to Sistema, citing that these companies were in ‘strategic

sectors’ as well.”

7. General conclusions

During the last few years, the Russian government has regularly interfered in the business activities
of foreign companies operating in Russia. This influence may be direct or indirect, but it is always
technically legal. However, Russian laws seem to be enforced selectively and decision-making
processes are still not transparent. This development will probably deter some foreign investors in
the future and Russian companies operating abroad could suffer from retaliation by foreign
governments.

Nevertheless, Russia is still a very attractive market. Before entering this market, though, a foreign
company should:

0 do its homework and study the legal framework for operating in Russia;

0 be aware of the loose definition of the term ‘plagiarism’ in Russia. Membership in the
WTO would provide the framework for dealing with this issue, but some educational
programs/campaigns would be needed in order to begin to alter the cultural attitude
towards intellectual property rights in Russian minds.

0 establish and cultivate personal relationships with Russian decision-makers;
0 decide on a strategy for dealing with corruption.

US companies operating in Russia are subject to the FCPA (Foreign Corrupt Practices Act) of 1977,
which prohibits them from engaging in informal practices while operating abroad; there is similar
legislation for European companies. However, both American and European companies know better
than to mention — let alone blow the whistle on — corruption; doing so would merely jeopardize their
existence in Russia.

> Sketching the limits for foreign investors. A new draft law has been approved, restricting foreign

investment in Russia’s strategic sectors. Business Eastern Europe, 5 February 2007, The Economist
Intelligence Unit Limited 2007.

Rahr, Alexander: Russland gibt Gas. Die Riickkehr einer Weltmacht, Miinchen: Carl Hanser Verlag,
2008.
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Foreign businesses should be aware of the following informal practices:
a) (un-)official payments to expedite applications;

b) gift-giving to decision-makers;

c) pressure to participate in ‘social responsibility’ projects/activities;

d) cooperation with local partners; corruption can be ‘outsourced’.

Foreign companies should have a very flexible budget (sometimes up to double) and allow enough
time for dealing with the Russian bureaucracy. To survive, they need to be able to handle these
common ways of doing business in Russia.



