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All of the information included in this document is for informational purposes only,

and may not reflect the most current legal developments, judgments, or settlements.

This information is not offered as legal or any other advice on any particular matter.

The Firm and the contributing authors expressly disclaim all liability to any person

in respect of anything, and in respect of the consequences of anything, done or omitted

to be done wholly or partly in reliance upon the whole or any part of the contents of

Baker & McKenzie’s “Doing Business in Russia” brochure. No client or other reader

should act or refrain from acting on the basis of any matter contained in this document

without seeking the appropriate legal or other professional advice on the particular

facts and circumstances.

2

Table of Contents

PREFACE ...........................................................................................................7

1. RUSSIA - AN OVERVIEW ..................................................................9

1.1 Geography .................................................................................9

1.2 Population .................................................................................9

1.3 Government and Political System ..............................................9

1.4 Economy .................................................................................10

1.5 Foreign Relations .....................................................................11

2. PROMOTING FOREIGN INVESTMENT IN THE RUSSIAN

FEDERATION ......................................................................................13

2.1 The Foreign Investment Law ...................................................13

2.2 Production Sharing Agreements ...............................................14

2.3 Free Economic Zones ..............................................................15

2.4 Regional Legislation .................................................................15

2.5 International Treaties ...............................................................15

3. ESTABLISHING A LEGAL PRESENCE .....................................16

3.1 Representative Office and Branch of Foreign Legal Entity .......16

3.1.1 Legal Entity ................................................................16

3.1.2 Registration ................................................................17

3.2 Forming a Russian Legal Entity ...............................................18

3.3 Limited Liability Companies (“LLC”) .....................................18

3.3.1 Number of Participants ..............................................18

3.3.2 Rights of Participants .................................................18

3.3.3 Obligations of Participants .........................................19

3.3.4 Charter Capital ...........................................................19

3.3.5 Ownership Interests ....................................................19

3.3.6 Management Structure ...............................................20

3.3.7 Registration ................................................................20

3.4 Joint Stock Companies (“JSC”) ...............................................21

3.4.1 Types of Joint Stock Companies .................................21

3.4.2 Formation of a Joint Stock Company .........................22

3.4.3 Charter Capital ...........................................................23

3.4.4 Shares and Other Types of Securities ..........................23

3.4.5 Management Structure ...............................................24

3.4.6 Registration ...............................................................24

4. THE ISSUANCE AND REGULATION OF SECURITIES ......26

4.1 Introduction ............................................................................26

4.2 The Stock Exchange ................................................................26

4.3 Corporate Securities .................................................................26

3

Doing Business In Russia

Doing Business In Russia

4.4 Securities in General ................................................................26

4.5 Regulation of the Securities Market .........................................27

4.5.1 The FCSM .................................................................27

4.5.2 Self-Regulating Organizations ....................................28

4.5.3 Regulatory Measures ...................................................28

4.5.5 Bonds .........................................................................29

4.5.6 Government Securities ...............................................29

4.5.7 Control over ADR and GDR .....................................30

5. THE COMPETITION LAW ................................................................31

5.1 Abuse of a Dominant Position .................................................31

5.2 Agreements Limiting Competition ..........................................31

5.3 Establishment of Commercial Organizations ...........................32

5.4 Mergers and Acquisitions .........................................................32

5.4.1 Mergers ......................................................................32

5.4.2 Acquisition of an Interest in a Russian Company .......32

5.4.3 Procedures and Timing ...............................................36

6. TAXATION .............................................................................................37

6.1 Introduction ............................................................................37

6.2 Types of Tax .............................................................................37

6.3 Profits Tax ................................................................................37

6.4 Taxation of Foreign Legal Entities ............................................40

6.5 Double Tax Treaties .................................................................41

6.6 Value Added Tax (“VAT”) ........................................................44

6.7 Property Tax ............................................................................45

6.8 Unified Social Tax ....................................................................45

6.9 Personal Income Tax ................................................................46

6.10 Regional and Local Taxes .........................................................46

6.11 Transfer Pricing Regulations ....................................................47

7. CURRENCY REGULATIONS .........................................................48

7.1 Introduction ............................................................................48

7.2 Resident vs. Non-Resident Status .............................................48

7.3 Bank Accounts .........................................................................49

7.4 Movement of Capital ...............................................................49

7.5 Penalties ...................................................................................50

8. EMPLOYMENT ....................................................................................51

8.1 Introduction ............................................................................51

8.2 Employment-Related Orders ...................................................52

8.3 Labor Books ............................................................................52

8.4 Probationary Period .................................................................52

8.5 Minimum Wage .......................................................................53

4

8.6 Work Time ..............................................................................53

8.7 Holidays and Days-Off ...........................................................53

8.8 Vacations .................................................................................54

8.9 Sick Leave ................................................................................54

8.10 Maternity Leave .......................................................................55

8.11 Dismissal .................................................................................55

8.12 Compensation .........................................................................55

8.13 Foreigners Working in Russia ..................................................56

9. PROPERTY RIGHTS .........................................................................57

9.1 Introduction ............................................................................57

9.2 Ownership of Land ..................................................................58

9.3 Ownership of Buildings ...........................................................61

9.4 Leases .......................................................................................62

9.5 State Registration of Rights to Immovable Property .................64

9.6 Classifications of Real Estate ....................................................65

9.7 Payments for Real Estate ..........................................................65

9.8 Residential Real Estate .............................................................65

9.9 Mortgage of Real Estate ...........................................................66

10. PRIVATIZATION ..................................................................................68

10.1 History of Privatization ...........................................................68

10.2 Privatization or De-privatization ..............................................69

11. LANGUAGE POLICY .........................................................................71

12. CIVIL LEGISLATION .........................................................................72

13. BANKING ..............................................................................................74

13.1 Description of the Banking System ..........................................74

13.2 Licensing .................................................................................75

13.3 Transition to International Banking Standards .........................75

13.4 Standards for Domestic Banks .................................................75

13.5 Banks with Foreign Participation .............................................76

13.6 Non-Banking Activity of Banks ...............................................76

13.7 Money Laundering Legislation ................................................77

14. INTELLECTUAL PROPERTY ..........................................................78

14.1 Regulatory Environment ..........................................................78

14.2 Patents .....................................................................................78

14.3 Trademarks, Service Marks, and Appellation of Origin

of Goods ..................................................................................79

14.4 Copyrights and Neighboring Rights ........................................79

14.5 Computer Programs and Databases .........................................79

14.6 Topologies of Integrated Microcircuits .....................................79

5

Doing Business In Russia

Doing Business In Russia

15. BANKRUPTCY .....................................................................................81

15.1 Introduction ...........................................................................81

15.2 Initiating Bankruptcy Proceedings ...........................................81

15.3 Provisional Management ..........................................................81

15.4 External Management ..............................................................82

15.5 Bankruptcy Proceedings ...........................................................82

15.6 Amicable Agreement ................................................................83

15.7 Bankruptcy of Banks and Other Lending Institutions ............83

16. THE RUSSIAN COURT SYSTEM .................................................84

16.1 Introduction ............................................................................84

16.2 State Arbitrazh Courts .............................................................84

16.3 International Arbitration ..........................................................85

16.4 Enforcement of Foreign Judgments ..........................................85

6

PREFACE

Baker & McKenzie was the first law firm to recognize the importance of a

global perspective and was founded with the goal of providing high-quality

legal services around the world. This foresight has enabled us to anticipate and

service our clients’ business needs worldwide. Today, Baker & McKenzie is a

leader in representing international business in the areas of cross-border

investment, structured financing, international trade, domestic and

international tax, litigation, corporate law, and securities matters. Combining

the strength of the world’s leading international law firm with the ability to

provide an in-depth understanding of the local markets served by its 62 offices

in 35 countries, Baker & McKenzie offers its clients the best of both worlds –

wide ranging global experience and practical local know-how. Our

multinational network of more than 3,000 lawyers, and a presence in virtually

every important financial and commercial center worldwide, enables us to offer

our clients global legal services unrivalled by any other law firm. With over 50

years of experience, Baker & McKenzie is uniquely placed to respond to the

requirements of our diverse and multi-jurisdictional client base. We have a

strong infrastructure, which enables us to offer our clients an unrivalled level of

service with seamless global support.

Baker & McKenzie has been active in Eastern Europe for more than 30 years

and was the first Western law firm to open an accredited representative office

in the former Soviet Union. The Firm has played a major role in privatization

efforts in the region and our local offices, in cooperation with our international

network, offer expertise in a variety of areas of corporate, finance, and

commercial law. To meet the growing needs of our multinational clients,

Baker & McKenzie opened an office in Moscow in January 1989, and an office

in St. Petersburg in 1992. For over ten years, we have been advising our clients

on numerous Russian privatization and investment projects, including public

offerings, private placements and underwriting, loan financing, and mergers

and acquisitions. And because we have been at the forefront of doing business

in Russia for so many years, we can offer a wide-range of knowledge and

experience that cannot be matched by firms with fewer resources and less

know-how, at both the local and international levels. This knowledge and

experience uniquely qualifies our Russian Offices to assist companies in

navigating through the dynamic, yet often complex, Russian business

environment – from the most complex securities issues to straightforward

corporate registrations.
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The fact that we can offer companies the benefit of expatriate and local

attorneys skilled in almost every aspect of Russian corporate and international

law gives our clients a level of value that cannot be underestimated. Our

professional Russian staff joins together 37 lawyers from: Russia (29), Belarus

(2), Ukraine (1), the United States (2), Great Britain (2), and Germany (1).

Our legal staff is supported by a highly trained local team of 7 paralegals, 6 fulltime

translators, and 2 editors.

March 2002
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1. RUSSIA - AN OVERVIEW

1.1 Geography

The Russian Federation stretches across two continents: Europe and Asia. Even

after the collapse of the Soviet Union, Russia remains the largest country in the

world in terms of territory.

1.2 Population

The population of the Russian Federation is approximately 146 million.

Although more than 80 percent of its population is ethnically Russian, the

Russian Federation itself is a multinational state and contains numerous ethnic

minority groups. The largest city in the Russian Federation is Moscow, with a

population of over 11 million people, followed by St. Petersburg, with a

population of over 5 million people.

1.3 Government and Political System

The Russian Federation currently consists of 89 regions, i.e., “subjects” of the

Federation. These regions are themselves divided into six categories (republics,

districts, territories, federal cities, autonomous regions and autonomous

districts). Although there are subtle differences among these regions, they are

all considered to be equal members of the Russian Federation.

As a federal state, each of these regions has its own founding laws, political

institutions, and local legislation. The relationship between the Federal

Government and each region is regulated through a series of bilateral treaties.

Approximately half of the regions have signed such bilateral treaties with the

federal government. Please note that in regard to business, these agreements

must be carefully reviewed, since they assign slightly different rights and

privileges to individual regions.

The current Russian President is Vladimir Putin. The President is the head of

state, the commander-in-chief, and the highest executive authority of the

government. The President has the primary responsibility for domestic and

foreign policy, and represents Russia in international relations. The President

also has the power to issue decrees, veto legislation, and appoint and dissolve

the government. Under the 1993 Constitution, the President is elected for a

four-year term, and can serve a maximum of two terms. The next presidential

election is scheduled for the year 2004.

9
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The Russian Federation’s legislative branch consists of a bicameral parliament:

the Federation Council and the State Duma. The Federation Council consists

of the head of the executive and legislative branches of each of Russia’s 89

regions. The State Duma consists of 450 representatives. Half of these

deputies are elected in single mandate districts. The other half are elected in

accordance with party lists through a system of proportional representation. A

political party must receive more than 5 percent of the national vote in order

to receive any seats through proportional representation. The next State Duma

election is scheduled for the year 2004.

The Prime Minister oversees the activities of the government and serves as the

acting President, if the President becomes ill and cannot carry out the functions

of the Office. If the President becomes incapacitated or dies while in office, the

Prime Minister serves as the acting President for three months until new

presidential elections are held.

The Russian judicial system is headed by three high courts: the Constitutional

Court, the Supreme Court, and the Supreme Arbitrazh (or Commercial)

Court. The Constitutional Court consists of 19 members and reviews all

constitutional disputes. The Supreme Court reviews civil, criminal, and

administrative disputes, while the Supreme Arbitrazh Court reviews all

commercial disputes.

The final layer of government in the Russian Federation is local selfgovernment.

The institutions at this level are relatively new and untested in

Russia. In general, the overall influence of local self-government depends on

how much authority has been transferred to those bodies by the regional

government. Foreign investors should be aware of the position and views of the

local self-government in a particular region where they operate because these

institutions can have limited powers of taxation.

1.4 Economy

Since the collapse of the Soviet Union in 1991, Russia has implemented a series

of well-publicized economic reforms. These reforms include removing price

controls, decreasing state subsidies, reducing the role of the public sector in the

economy, emphasizing growth in the industrial and service sectors, liberalizing

foreign trade, promoting export growth, easing regulations of capital transfers

and exchange controls, and encouraging foreign investment. In addition, Russia

introduced a fairly extensive privatization program during the early 1990s.
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Based on these reforms, the remnants of the Soviet planned economy have

largely disappeared in the Russian Federation. At the same time, however, it is

still too early to categorize Russia as a full-fledged free-market economy.

Moreover, these economic reforms have not resulted in increased prosperity for

the majority of the Russian population. To the contrary, Russia’s GNP has

fallen steadily ever since the beginning of the reform process in 1991. One can

argue that Russia’s economic difficulties are largely based on its meager

inheritance from the Soviet Union. At the same time, economic

mismanagement, an in-effective tax system, and corruption have also

contributed to Russia’s uneven transition to a free-market system.

Russia’s economic problems were further compounded by the financial crash of

August 1998, inducing an economic crisis. On August 17, 1998, Prime

Minister Sergei Kiriyenko announced a 90 day moratorium on certain foreign

debt repayments, as well as a plan to restructure the government’s debt owed on

treasury bills (i.e., GKOs). The subsequent combination of default and

devaluation led to the almost complete collapse of the Russian private banking

sector and caused panic on the world markets.

Within the last several years, Russia appears to have weathered this most recent

financial crisis. The ruble has stabilized, debt moratoria have been negotiated,

exports have risen dramatically, and Russia once again is receiving financial

credits from the International Monetary Fund and the World Bank. The

aftermath of the August 1998 crash has also created some new business

opportunities, in such sectors as telecommunications and electricity. In the

new millennium, Russia remains an exciting and challenging environment in

which to conduct business, and many of the economic trends are once again

pointing in a positive direction.

1.5 Foreign Relations

Russia is still in the process of defining its position in the post-Cold War world.

One of the primary accomplishments of Russia’s foreign policy has been its

improved relations with Western Europe and the United States, although these

links have been severely tested on several occasions. In addition, Russia has

received financial assistance from several international institutions, including

the International Monetary Fund, the World Bank, and the European Bank for

Reconstruction and Development.

Russia continues to be an active member of the United Nations and has inherited

the USSR’s permanent seat on the Security Council. The country has also sought
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to strengthen the relations among the former Soviet republics through the

creation of the Commonwealth of Independent States (the “CIS”). Even though

the CIS has struggled to establish itself as an effective and integrated body, the

existence of the Commonwealth has significant ramifications for transactions

between and among member states. The promotion of the CIS will continue to

remain an important focus of Russian foreign policy.
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2. PROMOTING FOREIGN INVESTMENT IN THE RUSSIAN

FEDERATION

2.1 The Foreign Investment Law

The new Law “On Foreign Investment” became effective on July 14, 1999.

Prior, foreign investment in the Russian Federation was governed by the 1991

Soviet Law “On Foreign Investments”. The 1991 Law “On Foreign Investment”

extends to investments made by foreign legal entities, foreign citizens, stateless

citizens, foreign organizations and international organizations. This Law

applies generally to all investments of foreign capital in “objects of

entrepreneurial activity on the Russian territory”. It does not apply to

investments of foreign capital made into banks, credit organizations, insurance

companies, or non-governmental organizations. All of the above groups are

regulated by other Russian legislation.

The Law “On Foreign Investment” emphasizes that both federal and regional

laws regulate foreign investment in the Russian Federation. The Law states

that foreign investments will be treated no differently than domestic

investments, although certain other limitations can nevertheless be imposed on

foreign investments. Such restrictions may be applied to defend the country,

the Russian constitutional system, public morality, public health, the rights and

legal interests of other entities, and the security of the Russian state.

It should be noted that the Law “On Foreign Investment” contains several broad

protections for foreign investors. Foreign investors have the right to turn to the

Russian courts to defend their interests. They can also purchase stocks,

participate in the privatization process, transfer their property rights to third

parties, and acquire real property. Following the payment of taxes and other

Russian mandatory duties, foreign investors have the unhindered right to

transfer profits abroad. The Law states that foreign investors have the right to

export property, electronic records, and other company documents that were

originally imported into Russia as investments. Finally, the property of foreign

investors can only be nationalized in accordance with existing Russian law. In

cases of nationalization, the foreign investor must be compensated for the lost

property and any other losses.

The Law “On Foreign Investments” includes a guarantee for foreign investors.

Although it is still unclear how this guarantee will work in practice, the Law

states that any change in customs duties, federal taxes, or contributions to nonbudgetary

funds, which has a negative impact on a foreign investor, will not be
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enforced. This rule applies to companies whose founding charter capital

consists of more than 25 percent foreign investment, as well as to certain

“priority” investment projects.

The Law further states that, in order to create a stable environment for economic

investment in Russia, foreign investors will enjoy the same legal conditions for a

certain defined period of time (up to 7 years) from the day on which they

commence their activities in the Russian Federation. This guarantee, however,

is subject to certain major restrictions. For example, this guarantee will not be

enforced if a Russian law or normative act is enacted to defend the Russian

constitutional system, public health, the rights and legal interests of other

entities, or the security of the Russian state. In addition, the government has yet

to establish the criteria by which it will determine that a change in legislation has

had a negative impact on a foreign company. Therefore, until the Russian

government actually defines how these guarantees in the new Law will be

implemented, they will have a limited impact on foreign investment.

2.2 Production Sharing Agreements

In addition to the Law “On Foreign Investment”, the Russian Federation has

approved numerous laws which promote international trade. Russia also

continues to update its existing laws in order to make them more favorable for

foreign investment.

One of the most recent attempts to promote foreign investment was the passage

of several amendments to the Russian Federation Law “On Production Sharing

Agreements” (the “PSA Law”). The PSA Law was originally intended to attract

both Russian and foreign investment into the development of Russia’s natural

resources (i.e., oil, gas, gold, etc.). This Law never lived up to its expectations,

primarily because PSA’s could only be initiated by a limited number of state

bodies in the Russian Federation. In January 1999 and July 2001, several

amendments to the PSA Law were enacted, which significantly increased the

number of government authorities empowered to submit laws on production

sharing projects to the Russian Federation legislative branch. These changes

meant that investors now had more opportunities to successfully push these

production sharing agreements through the legislature. The most recent

amendments provided for two alternative production sharing mechanisms.

Finally, the amendments provided more opportunities for Russian companies

and individuals to participate in production sharing agreements, as well as

simplified the procedures for developing subsoil plots, gas deposits, oil deposits,

and other natural resources.
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2.3 Free Economic Zones

The 1991 Law “On Foreign Investment” allowed for the creation of special free

economic zones within the Russian Federation. The Law contemplated certain

privileges, which would be available to companies investing in these free

economic zones. The registration process would be simplified, and investors

were also promised that they would have a special customs regime as well as

lower taxes for import and export of their goods.

In total, eighteen “free economic zones” have been established in the Russian

Federation, and, although some regions have been relatively successful, these

special territories generally have not proven to be a strong vehicle for foreign

investment. It should be noted that the 1999 Law “On Foreign Investment”

makes no reference to these free economic zones, raising new questions about

their legal status and future development, and a specific law on free economic

zones has yet to be approved.

2.4 Regional Legislation

Prior to investing in the regions, in addition to reviewing the applicable federal

legislation, potential investors should also examine regional laws. In fact, some

regions have made special efforts to introduce favorable conditions for foreign

investment, while other regions have introduced laws that intentionally

discourage investment.

One of the most progressive regional foreign investment laws was approved in

the Leningrad Oblast in June 1998. This law was designed specifically to

increase foreign investment in the Leningrad Oblast and contained loan

guarantees and several tax incentives. Other pro-investment regions include

Samara, Khabarovsk, Novgorod, Saratov, Nizhnii Novgorod, and St.

Petersburg. These subjects of the Federation have all attracted significant

amounts of foreign capital and highlight the need for foreign investors to

review the relevant local legislation before investing in a particular region.

2.5 International Treaties

The Russian Federation has signed numerous bilateral, multilateral (e.g., CIS),

and international treaties, which influence foreign trade and investment.

Depending on the country of origin, foreign investors should make a thorough

review of those specific treaties, some of which may have an impact on their

transactions in the Russian Federation.
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3. ESTABLISHING A LEGAL PRESENCE

In Russia, foreign investors may:

• Establish a representative office or a branch of a foreign legal entity;

• Establish a Russian legal entity in the form of an enterprise with

foreign investment, which is either (a) entirely foreign owned, or (b)

co-owned as a joint venture with a Russian partner(s); and/or

• Act directly as a pure foreign investor.

3.1 Representative Office and Branch of Foreign Legal Entity

3.1.1 Legal Entity

A representative office or a branch of a foreign legal entity is considered to be a

non-Russian legal entity, but rather as a body representing the interests of a foreign

legal entity in Russia. A representative office is entitled to carry out liaison and

ancillary functions in order to promote the business of its foreign founder.

Representative offices are not permitted to engage in commercial activities in

Russia. As a result, most representative offices are not subject to the profits tax,

unless their activities give rise to a “permanent establishment” for tax purposes.

A branch is a subdivision of a foreign legal entity, which may fulfill all or part of the

functions of its foreign founder. These functions include the repatriation of

management fees earned in foreign currency, contracting with Russian entities with

payments in foreign currency and rubles, and the appointment of a sales force.

While the responsibilities of a branch may include the responsibilities of a

representative office, a branch has fewer privileges than a representative office. For

example, branch offices do not enjoy the visa support and VAT privileges that are

extended to accredited representative offices. The local authorities also have less

experience with registering branches of foreign companies, a fact which may

explain why representative offices are more common in Russia than branch offices.

A branch office will be taxed on any profit attributed to its activities in Russia.

Accordingly, a branch office is required to make periodic filings of profits tax,

VAT, and other miscellaneous documentation.
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3.1.2 Registration

Representative offices must be authorized by an appropriate accrediting body.

Chamber of Commerce and Industry of the Russian Federation (the “CCI”)

and the State Registration Chamber of the Russian Ministry of Justice (the

“SRC”) have the authority to accredit foreign firms.

An application for the accreditation of a representative office should be submitted

to the appropriate accrediting body, and should contain the following information:

(1) Application letter;

(2) Charter or articles of incorporation of the foreign legal entity;

(3) Registration certificate, certificate of good standing, or excerpt from

the trade register of the foreign legal entity;

(4) Resolution to open a representative office;

(5) Representative office regulations;

(6) Bank letter of good credit standing of the foreign legal entity;

(7) Two recommendation letters from Russian trading partners

(government or social organizations or 100 percent Russian-owned

entities) on their official letterhead; and

(8) Landlord guarantee letter, together with a document confirming the

landlord’s right to the property leased to the representative office.

All documents from a foreign legal entity must be notarized and legalized in its

home country. Any document supplied in a language other than Russian must

be accompanied by a notarized translation.

Branch offices must now also be “accredited” in accordance with the 1999 Law

“On Foreign Investment”. An application for the accreditation of a branch

should be submitted to the appropriate accrediting body and should contain

the following information:

(1) Name of the branch office and its foreign legal entity;

(2) Legal form of the foreign legal entity;

(3) Location of the branch office in the Russian Federation;

(4) Legal address of the foreign legal entity;

(5) Objectives of the branch office and the types of activities, in which it

will participate;

(6) Composition, scope, and terms of the investments in the fixed assets

of the branch office; and

(7) Regulations concerning the management of the branch office.
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3.2 Forming a Russian Legal Entity

The Russian Federation Civil Code recognizes the following types of legal entities:

(1) General partnerships;

(2) Limited partnerships ;

(3) Limited liability companies;

(4) Additional liability companies; and

(5) Joint stock companies.

In addition, specific legislation has been passed governing the establishment of a

limited liability company (“LLC”) and a joint stock company (“JSC”). Since

these are the two most popular forms of corporate structures for foreign investors,

the requirements of the LLC Law and the JSC Law are examined below.

3.3 Limited Liability Companies (“LLC”)

3.3.1 Number of Participants

The LLC is a relatively new phenomenon in the Russian Federation, with its

legislation, the Law “On Limited Liability Companies” (the “LLC Law”) having

been approved only in February 1998. An LLC can be established by one or

more persons or legal entities (the “participants”); however, if the number of

participants exceeds fifty, then the entity must be registered as a joint stock

company. The charter capital of the LLC is divided into participation interests,

as set out in the founding charter. Participants receive profits and are

responsible for liabilities based on the percentages of their investments in the

LLC’s charter capital.

3.3.2 Rights of Participants

The participants in an LLC have the following rights to:

(1) Participate in the LLC’s management in accordance with the LLC’s

charter and the LLC Law;

(2) Obtain information concerning the LLC’s activities;

(3) Participate in the distribution of profits;

(4) Sell or otherwise assign their ownership interests in the LLC’s charter

capital to one or more of the participants in the LLC; and

(5) Withdraw from the LLC without first seeking the approval of the

other participants.
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The participants in an LLC may have additional rights provided by the LLC’s

foundation documents.

3.3.3 Obligations of Participants

The participants in an LLC are obligated to:

• make contributions to the charter capital as specified in the

foundation agreement and within the time periods specified in the

LLC Law; and

• not to disclose confidential information.

The participants may have additional obligations provided by the LLC’s

foundation documents.

3.3.4 Charter Capital

The charter capital of an LLC consists of contributions by the founding

participants. The initial charter capital may not be less than an amount equal

to 100 times the monthly minimum wage (which is currently 300 rubles). At

the current exchange rate of approximately 30 rubles per USD, the minimum

charter capital for an LLC is approximately USD 1000.

At least 50 percent of the charter capital amount must be paid by the date of

the LLC’s registration, and the balance must be paid in full within the first year

of its operation. Contributions may be made in cash or in-kind, and certain

customs benefits may be available to in-kind contributions made by foreign

investors. The charter capital may be increased only after the original charter

capital has been paid in full.

3.3.5 Ownership Interests

A participation interest (i.e., an ownership share) in an LLC is not considered

a security under the current Russian legislation. Therefore, unlike the shares of

a joint stock company, LLC participation interests do not need to be registered.

Ownership shares in an LLC can be transferred, but they are subject to the

preemptive right of other participants. The participants in an LLC also have

the unilateral right to withdraw from the LLC and to be compensated for their

participatory interest. Both the preemptive right and the right of withdrawal

may be limited to a certain degree by the LLC charter.
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Finally, a participant with more than a 10 percent ownership interest in an LLC

may demand the expulsion of any participant who grossly violates its

obligations as a participant. In addition, the expulsion of a participant can be

demanded if the participant’s actions (or lack of action) substantially hinder the

LLC or make its activity impossible.

3.3.6 Management Structure

The General Participants Meeting is the highest governing body of an LLC.

Almost all matters are within its exclusive competence. An LLC is not required to

have a Board of Directors. If it chooses to have one, however, the General

Participants Meeting may only delegate a limited number of matters to the Board.

The exclusive powers of the General Participants Meeting include the rights to:

(1) Amend the charter;

(2) Define the basic aims and direction of the LLC;

(3) Create additional executive bodies within the LLC;

(4) Assign supplemental rights and duties to the members of the LLC;

(5) Approve the annual financial report of the LLC and the distribution of

its profits;

(6) Change the amount of the charter capital of the LLC;

(7) Confirm the regulations governing the internal activities of the LLC; and

(8) Reorganize or liquidate the LLC, appoint a liquidation commission, and

approve the liquidation balance sheets of the LLC.

3.3.7 Registration

An LLC with foreign charter capital participation must be registered with the

State Registration Chamber. If the LLC is established in Moscow or St.

Petersburg, it must also register with the Moscow or the St. Petersburg

Registration Chamber, respectively. An LLC will initially receive a temporary

registration certificate, but, before it can become fully operational, it must

perform several post-registration procedures, including registering with the

State Statistics Committee and other social funds, opening its bank account,

and obtaining a corporate seal. After all of these procedures have been

completed, an LLC can apply to receive a permanent registration certificate

from the appropriate registration body.

The following documents must be submitted to the State Registration

Chamber:
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(1) Charter of the LLC;

(2) Foundation Agreement (if there is more than one founder);

(3) Protocol of the Founders’ Decision;

(4) Certificate from the registration authorities confirming the

uniqueness of the proposed name of the new Russian company;

(5) Letter confirming the mailing address of the new LLC; and

(6) Guaranty letter confirming the new LLC’s actual address from the

Landlord.

In addition, a foreign legal entity participating in an LLC must provide the

following information:

(1) Charter or Articles of Association of the foreign legal entity;

(2) Certificate of Registration or Extract from the Trade Register or (in

the case of US corporations) Certificate of Good Standing;

(3) Bank Letter; and

(4) Confirmation of the foreign legal entity’s contribution to the charter

capital of the LLC.

Additional miscellaneous documentation must also be provided by any Russian

founder, participating in an LLC. All documents from a foreign legal entity must

be notarized and legalized in its home country. Any document supplied in a

language other than Russian must be accompanied by a notarized translation.

3.4 Joint Stock Companies (“JSC”)

3.4.1 Types of Joint Stock Companies

The Law “On Joint Stock Companies” (the “JSC Law”) came into force on

January 1, 1996. Since it was one of Post-Soviet Russia’s first major pieces of

civil legislation, a significant number of commercial organizations have been

established as JSCs. As noted in section 3.3, the passage of the LLC Law in

1998 introduced other options for investors seeking to establish a corporate

entity. Nevertheless, JSCs remain to be one of the most important commercial

legal entities and structures for doing business in Russia.

A JSC is a legal entity, which issues shares in order to raise capital for its

activities. A shareholder of a JSC is not liable for the obligations of the JSC, and

bears the risk of any such loss only to the extent of the amount paid by

it/him/her for the shares.
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Two types of joint stock companies exist in Russia, namely:

(1) Closed joint stock companies; and

(2) Open joint stock companies.

At the time when a JSC is formed, the founders must elect whether the company

will be an open or a closed joint stock company. An open JSC may have an

unlimited number of shareholders. Shareholders in an open JSC possess the

right to dispose of their shares without the consent of the other shareholders.

However, the number of shareholders in a closed JSC may not exceed 50. If the

number of shareholders in a closed JSC ever exceeds 50, it must be reorganized

into an open JSC within one year. Shareholders in a closed JSC have a

preemptive right to acquire the shares sold by the other shareholders.

The concept of “major transactions” was introduced by the JSC Law and

applies to both open and closed JSCs. A “major transaction” is broadly defined

to include a transaction (or a series of related transactions) involving the

acquisition or sale of assets, with a minimum value of 25 percent of the JSC’s

total assets, as displayed on its balance sheet. Such a transaction, which

involves between 25 to 50 percent of a JSC’s total assets, must be unanimously

approved by the board of directors. However, transactions, which involve more

than 50 percent of a JSC’s total assets, must be approved by a majority vote of

the shareholders.

All companies are required to maintain a shareholders register. The register

includes information about each registered shareholder and the quantity,

category, and classes of shares, which are recorded for each registered

shareholder. A company with more than 500 shareholders (from January 1,

2002 a company with more than 50 shareholders) must entrust the

maintenance and keeping of the shareholders register to a registrar.

3.4.2 Formation of a Joint Stock Company

Founders of a JSC may include individuals and/or legal entities. A company’s

foundation document, i.e., its charter, must include the following information:

(1) Name, address, and type of JSC (open or closed);

(2) Size of the JSC’s charter capital;

(3) Quantity, nominal value, and categories (common or preference) of shares, as

well as the classes of preference shares, issued and distributed by the JSC;

(4) Rights of the shareholders – owners of shares of each category;
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(5) Structure and competence of the JSC’s governing bodies, the procedure

by which the JSC’s governing bodies make decisions,

(6) Procedure of preparation and holding of the general shareholders

meeting, including a list of issues which require either unanimous consent

or a resolution adopted by a qualified majority of votes;

(7) Information about subsidiaries and representative offices;

(8) From January 1, 2002, information on the existence, with respect to the

company, of any special right of participation of the Russian Federation -

subject of the Russian Federation or municipality in the management of

the company (“golden share”); and

(9) Other provisions required by law.

The charter may include other provisions, as long as they do not contradict any

Russian federal law.

3.4.3 Charter Capital

The charter capital of an open JSC, or any JSC with foreign investment, may

not be less than 1,000 times the Russian minimum monthly wage (one

minimum monthly wage equals 300 rubles). At the current exchange rate of

approximately 30 rubles per USD, the minimum charter capital for a JSC is

approximately USD 10,000. A closed joint stock company with no foreign

investment must have a minimum charter capital equivalent of at least 100

times the minimum monthly wage (approximately USD 300).

3.4.4 Shares and Other Types of Securities

A JSC can issue securities in the form of stocks and bonds. In either case, such

securities must be registered with the Federal Securities Commission. A JSC can

issue either common shares or different classes of preference shares. The total value

of all of the JSC’s preference shares may not exceed 25 percent of its charter capital.

From January 1, 2002 the concept of “fractional shares” has been introduced.

Fractional shares are those shares representing portions of a whole share, which

come into existence upon the exercising by one shareholder of its preemptive

right to the following: purchase shares sold by another shareholder in a closed

JSC; upon the acquisition of additional shares; or during the consolidation of

shares. A fractional share grants its owner the same rights—but on a pro rata

basis—that are bestowed to a whole share of the corresponding category or class.
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Shareholders in an open JSC may sell their shares without the consent of the

other shareholders, while offers of shares in a closed JSC are subject to the

preemptive right of the other shareholders to acquire those shares.

3.4.5 Management Structure

An open or a closed JSC must maintain two governing bodies: the shareholders

meeting and the executive body. An open JSC with more than 50 shareholders

must also have a board of directors or a supervisory board. An open JSC with

less than 50 shareholders and all closed JSCs may, but are not required to, have

such an intermediary body. The authority of the board of directors is defined

by the JSC’s charter. If no board is anticipated, the corresponding authority

rests with the JSC’s shareholders meeting.

In addition to the above structures, a JSC must either establish an audit

commission or elect an internal auditor to oversee the financial and business

activities of the company. The audit commission and internal auditor must be

elected by the shareholders.

The shareholders meeting is the highest power overseeing the activities of a

JSC. Its authority is outlined in the JSC Law and cannot be altered. Each

common share carries one vote in the shareholders meeting, and most decisions

are made by a simple majority vote, although for certain major decisions, a

super-majority of a 75 percent vote is required.

The daily management of a JSC is the responsibility of the executive body, which

may be comprised of one person (the General Director) or may consist of both a

General Director and a Management Council. The executive body is responsible

for all matters, which are not placed in the jurisdiction of either the board of

directors or the shareholders meeting. The shareholders meeting, by a majority

vote, may choose to contract out the powers of the executive body to an external

commercial organization or an individual manager (from January 1, 2002 this

decision may be taken only pursuant to a proposal of the board of directors).

3.4.6 Registration

A JSC with foreign charter capital participation exceeding 100,000 rubles must

be registered with the State Registration Chamber. If the JSC is being

established in Moscow or St. Petersburg, then it must also register with the

Moscow or the St. Petersburg Registration Chamber, respectively. A JSC will

initially receive a temporary registration certificate, but, before it can become
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fully operational, it must perform several post-registration procedures,

including registering with the State Statistics Committee, tax authorities and

social funds, opening its bank account, and obtaining a corporate seal. Once

all of these procedures are completed, the JSC can apply to receive a permanent

registration certificate from the appropriate registration chamber.

The following documents must be submitted to the State Registration

Chamber:

(1) The application;

(2) Charter of the JSC;

(3) Foundation Agreement (if there is more than one founder);

(4) Protocol of the Founders’ Decision;

(5) Certificate from the registration authorities confirming the uniqueness of

the proposed name of the new Russian company; and

(6) Letter confirming the mailing address of the new JSC.

In addition, a foreign legal entity participating in a JSC must provide the

following information:

(1) Certificate of Incorporation or Extract from the Trade Register or (in the

case of a U.S. corporation) Certificate of Good Standing;

(2) Bank Letter; and

(3) Confirmation of the foreign legal entity’s contribution to the charter

capital of the JSC.

Some additional documentation not mentioned above should also be provided by

any Russian founder of a JSC. All documents from a foreign legal entity must be

notarized and legalized in its home country. Any document supplied in a

language other than Russian must be accompanied by a notarized translation.

The registration procedure, described above, will be changed beginning from July 1,

2002, when a new Law “On the State Registration of Legal Entities” comes into effect.
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4. THE ISSUANCE AND REGULATION OF SECURITIES

4.1 Introduction

The securities markets and transactions with securities generally are regulated

by the Russian Federal Law “On the Securities Market” (the “Securities Law”)

enacted on April 22, 1996. The offering of corporate securities is regulated by

the Law “On Joint Stock Companies” (the “JSC Law”) enacted on December 26,

1995. Only open joint stock companies can issue shares, which are traded

publicly. Russian securities are also subject to a number of regulations issued

by the Federal Commission for Securities Markets (the FCSM), the Russian

Civil Code, and regulations issued by other regulatory agencies.

4.2 The Stock Exchange

In Russia, there are several well-established stock exchanges, both in Moscow

and throughout the Federation. Stock exchanges are governed by Regulation

No. 23 of the FCSM and other normative acts. However, only a small

percentage of transactions occur on the stock exchanges. Most sales of securities

in the Russian Federation are traded over-the-counter (“OTC”) between

licensed brokers and investors. Russian companies usually appoint a number of

broker/dealers to sell their shares. An investor wishing to purchase certain shares

will enter into a contract with a broker/dealer to purchase such shares.

The most substantive part of the OTC market is conducted on a screen-based

inter-broker computer system known as the Russian Trading System (“RTS”).

The system operates on a firm-quote basis on two levels (RTS I and RTS II),

which categorize companies based on the liquidity, capitalization, and

popularity of their stock.

4.3 Corporate Securities

Russian JSC’s may issue shares, corporate bonds, and other securities

authorized by the Russian Civil Code and the FCSM. Open JSCs may raise

finance either by issuing shares to the public or by private placement. Shares

of closed JSCs may not be offered to the general public.

4.4 Securities in General

Article 143 of the Russian Civil Code provides a list of securities, which may be

issued by entities other than joint stock companies. These securities include
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negotiable promissory notes, checks, saving certificates, bills of lading, and

securities issued in the process of privatization. In addition, since January 1997,

the FCSM has included option certificates within the definition of “securities”

under Russian law. Unless a particular instrument is specifically included in the

definition of a security, it will not be enforced as such by the courts.

The Securities Law outlines the procedure for the registration of securities

issuances and clarifies when a prospectus is required. A prospectus is required

when either:

(1) Securities are to be distributed to an unlimited circle of holders;

(2) Number of holders is known and exceeds 500; or

(3) Amount of the issuance (presumably the value of the issuance and not

the nominal value of the shares issued) exceeds 50,000 minimum

monthly wages.

The Securities Law requires quarterly reporting of financial and other

information, and the publication of information outlining the major events,

which will affect the finances or the business activities of the issuer, within five

days after the occurrence of such events. Issuers must provide such information

if they have ever registered a prospectus or if they are an issuer of “publicly

offered issued securities.”

4.5 Regulation of the Securities Market

4.5.1 The FCSM

The Federal Commission for the Securities Market (the “FCSM”) is the primary

regulator of the Russian securities market. The FCSM’s functions, which it

carries out either directly or through its pre-authorized agencies, include the

licensing of professional securities market participants, the authorization of selfregulatory

organizations, the approval of standards for securities issuances and

prospectuses, and the classification and definition of different types of securities.

The FCSM has the authority to take certain actions against professional

securities market participants, who violate the securities regulations. These

measures include the cancellation of licenses, enforcement actions, and

petitioning for criminal prosecution. In addition, the FCSM has the power to

fine legal entities or individual entrepreneurs for various securities violations.

Any action pursued against issuers, such as the invalidation of an issuance, must
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be filed through the courts. Consequently, the ultimate jurisdiction over

breaches of the securities laws remains with the courts.

4.5.2 Self-Regulating Organizations

Until recently, professional participants in the securities market were obliged to

join a Self-Regulating Organization ("SRO") and participants needed to receive

the recommendation of an SRO to obtain a license. An SRO is a noncommercial

association licensed by the FCSM for which the foundation

documents envision membership of professional participants. Currently, only

three SROs operate on the Russian securities market – "Professional

Association of Registrars, Transfer-Agents and Depositories" ("PARTAD")

"National Securities Market Participants’ Association" ("NAUFOR") and

"National Securities Market Association" ("NFA"). This requirement, was

repealed by the Presidential Decree of October 16, 2000. As further confirmed

in a press release from FCSM on October 23, 2000, professional participants

may now directly apply to the FCSM to receive a license. According to the

Licensing Regulation, the FCSM shall make the decision on issuing a license to

an applicant within 30 days of when the documents were directly submitted to

the FCSM or within 15 days if an applicant presents a recommendation from

an SRO along with the documents. However, since the requirement that an

SRO’s recommendation be received prior to licensing still exists in a number of

FCSM’s acts, some representatives of SROs consider SRO membership an

ongoing obligation to receive a license.

4.5.3 Regulatory Measures

The FCSM shares its regulatory authority over the securities market with the

Central Bank, the Ministry of Finance, and the Ministry for Antimonopoly

Policy and Support of Entrepreneurship (“MAP”). For example, MAP

regulates trading with options and futures, while the FCSM regulates

derivatives with base assets.

The Securities Law also imposes disclosure requirements on holders of

securities and on professional securities market participants. A holder of

securities is required to disclose its shareholding in an issuance when it possesses

20 percent or more of the securities. Moreover, as long as this 20 percent

threshold is maintained, the holder is required to disclose fluctuations of five

percent or more in the securities.
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The Securities Law requires the notification of transactions to the FCSM when

foreign parties acquire the securities of Russian issuers. In addition, the FCSM

must approve securities issued by Russian issuers for circulation outside of the

Russian Federation. However, according to interpretations of recent FCSM

regulations, this restriction only applies to stock exchanges and other trading

organizers, which wish to act as nominal holders of Russian securities.

Legislation enforced prior to the passing of the Securities Law prohibited the

use of “insider” information. Likewise, the Securities Law provides a somewhat

more sophisticated and potentially broader definition of “insider trading”. The

legislation refers to the utilization and passing of “inside” information for use

where the information was gained by virtue of office, job position, or contract.

4.5.5 Bonds

The issuance of corporate bonds is regulated by the Russian Civil Code and the

JSC Law. The public issuance and trading of bonds is governed by the

Securities Law.

The JSC Law provides that the par value of all bonds issued by a company must

not exceed the charter capital of the company and that no bonds may be issued

until the charter capital is fully contributed. The JSC Law also introduces the

concept of secured and unsecured bonds. Secured bonds must be fully secured

with specified property of the company in the form of a pledge or a mortgage.

Unsecured bonds may only be issued by companies, including credit

institutions set up as JSCs, which have existed for a minimum of three years.

4.5.6 Government Securities

The government securities market was devastated by the August 1998 financial

crisis and the harsh conversion terms, which were later imposed by the Russian

Government on holders of Russian treasury bills (the “GKOs”). As a result,

investor confidence in Russian securities remains extremely low, and it is still

uncertain when - and under what conditions - this market will fully revive. At

the time of the August 1998 financial crash, many of the restrictions on foreign

participation in the government securities market had been lifted. In July 2001,

the Central Bank of Russia published Instruction No. 96-I "On Special S-type

Accounts for Non-Residents", which is intended to revive the government

securities market, but seems unlikely to succeed. Foreign investors, which

venture back into this area, will need to investigate whether any subsequent

limitations have been imposed on foreign participation in the securities market.
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4.5.7 Control over ADR and GDR

Many Russian companies used depository receipts (ADR, GDR) in order to

have their securities traded on foreign financial markets. In March 2001,

however, the FCSM, intending to either legalize depository receipts or to

exercise control thereon, issued Resolution No. 3, which established that

foreign nominal holders of Russian-issued securities must obtain an FCSM

permit to issue securities that certify rights on Russian-issued securities, i.e.

depository receipts. On the one hand, FCSM Resolution No. 3 secures the

rights of foreign investors that are holders of depository receipts, since the

issuance of a number of depository receipts on one security is now prohibited.

Additionally, FCSM Resolution No. 3 established that the foreign nominal

holder/issuer of depository receipts must provide the depository receipts’

holders with the possibility of exercising their voting and other rights fixed by

Russian securities. On the other hand, the resolution allows the FCSM to

exercise direct and indirect control over foreign securities market participants

and imposes additional restrictions. For example, it is provided that a foreign

nominal holder may issue depository receipts on not more than 75 percent of

the securities of a Russian company.
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5. THE COMPETITION LAW

Antimonopoly questions in Russia are regulated principally by the RF Law “On

Competition and the Restriction of Monopolistic Activity in the Commodity

Markets” (the “Competition Law”) enacted on March 22, 1991. The

Competition Law regulates four areas of particular interest to the foreign

investor: (1) abuse of a dominant position; (2) agreements limiting

competition; (3) establishment of commercial organizations; and (4) mergers

and acquisitions.

5.1 Abuse of a Dominant Position

Entities, which occupy a dominant position in the market, are subject to

certain restrictions on their activities. The determination of whether a

particular entity enjoys a dominant position involves a complex evaluation of

various factors. Perhaps the most important factor is an entity’s market share.

For entities with a market share of 65 percent or greater, there is a rebuttable

presumption of market dominance. If an entity’s market share is between 35

and 65 percent, there is a presumption of non-dominance. However, the

Ministry of the Russian Federation for Antimonopoly Policy and Support of

Entrepreneurship (“MAP”) may deem that such a non-dominant entity may

still hold a dominant position based on the stability of the entity’s market share,

the market share of its competitors, barriers to market entry, and other factors.

For entities with a market share of 35 percent or less, there is a conclusive

presumption of non-dominance.

The following restrictions apply if an entity is found to hold a dominant

position: an entity may not withdraw goods from circulation with the intent of

creating or maintaining a shortage; an entity may not create barriers to market

entry or violate pricing procedures established by law; as well as several other

limitations. Note: these activities may be recognized as legitimate if the

dominant entity can prove that the “positive effect from its actions...outweighs

the negative consequences.”

5.2 Agreements Limiting Competition

Business activities, such as distribution arrangements, agency agreements, supply

contracts, technology licenses, pricing strategies, and marketing practices, may

all be subject to MAP control, if they could lead to a restriction of market

competition. The Competition Law specifically prohibits certain agreements
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between “competing entities” or “potential competitors”, which together have

(or may have) more than 35 percent of a given market share, provided that such

an agreement results (or may result) in a limitation on competition. Certain

agreements are specifically prohibited, such as agreements aimed at establishing

or controlling prices, discounts, bonus payments, and surcharges.

The Competition Law prohibits agreements between “non-competing

economic entities,” i.e., agreements between suppliers and purchasers.

Specifically, if one of the entities occupies a dominant position, and the other

entity is either a purchaser or a supplier of the dominant entity, then The

Competition Law prohibits any agreements that either lead (or may lead) to a

restriction of competition.

5.3 Establishment of Commercial Organizations

The Competition Law requires that the founders of a commercial organization

must notify MAP within 15 days following its state registration, if the aggregate

value of the assets of the founders exceeds 100,000 monthly minimum wages.

5.4 Mergers and Acquisitions

5.4.1 Mergers

Entities involved in a consolidation or a merger must receive prior approval

from MAP if the aggregate value of the entities’ assets exceeds 100,000

minimum monthly wages. The procedures for obtaining such prior approval

are similar to those outlined below for acquisitions.

5.4.2 Acquisition of an Interest in a Russian Company

Acquisition of Shares/Participatory Shares in a Russian Company

It is by now a common practice for a foreign investor to buy the

shares/participatory shares of a Russian company and to become a

shareholder/participant in that company. However, Russian law sets forth

certain legal formalities associated with the purchase of shares/participatory

shares and the transfer of the title thereto, the non-compliance with which may

seriously damage the interests of the investors.

Basically, there are two commonly used forms of Russian companies: joint

stock companies (“JSC”) and limited liability companies (“LLCs”). JSCs issue
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shares of stock, which are securities under Russian law. Therefore, the Russian

securities legislation introduces additional regulations (as compared to those

governing transactions with participatory shares or limited liability companies)

governing transactions with shares of stock as securities, e.g.:

(1) Each emission of shares must be properly registered with the FCSM – the

absence of such a registration will result in the invalidity of any

transaction involving the purchase of such shares under Article 168 of

The Civil Code;

(2) If an investor is buying shares from a shareholder of a JSC, the investor

should make sure that those shares are paid in full: otherwise, the

transaction will be deemed invalid and may be challenged by any

interested party; and

(3) Most JSCs issue shares in non-documentary form, i.e., such shares exist

only as entries in a special shareholders register, maintained by the JSC

itself or by an independent registrar. Therefore, the applicable Russian

legislation provides that title to such non-documentary shares transfers

only at the moment of the making of the relevant entry in the shareholders

register. Consequently, it is very important for an investor to make sure

that it receives an extract from the shareholders register of the JSC,

confirming the investor’s title to the acquired shares.

LLCs do not issue shares of stock: instead, the participants of LLCs hold

participatory shares. Transactions with the participatory shares of an LLC do

not require the registration of the participatory shares. However, just as in the

case of the shares of a JSC, an existing participatory share of an LLC may be

sold only if it is paid in full. In addition, an investor will obtain the rights of

a participant in the LLC only after the company is notified of the sale of the

participatory share. Moreover, since all of the participants in an LLC must be

named in its charter and foundation agreement, it is very important to make

sure that a meeting of participants is convened and that the relevant

amendments to the company’s charter and foundation agreement are approved

- naming the investor as a new participant in the LLC.

The advantages of a share (participatory share) purchase scheme is: (i) the

exposure of the purchaser to the liabilities of the target company is limited to the

nominal value of the purchased share (participatory share); and (ii) the procedure

for the share (participatory share) purchase, in most cases, does not require any

lengthy or onerous state registration (with the exception of LLC, where the

charter and the foundation agreement of the LLC must be amended in order to

reflect that the purchaser of the participatory share is a participant in the LLC).
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Unfortunately, there are also certain disadvantages of such a scheme. The

purchaser must “fit into” an existing company, which is especially difficult in

the case where the purchaser will not be the only shareholder (participant) of

the company. Also, there is a potential problem for a purchaser with regard to

the return of its investment in the case of the implementation of a strategy for

its exit from the company (especially in the case of JSCs). Finally, there is the

necessity of completing certain corporate formalities prior to the sale of the

shares (participatory shares) to third parties.

However, notwithstanding the advantages and disadvantages of a share

(participatory share) purchase scheme, the following steps should still be taken

by the purchaser:

(1) Perform a full due diligence of the target company;

(2) Obtain the prior approval of MAP in those cases where such approval is

required under Article 18 of the Competition Law;

(3) Ensure that the appropriate corporate procedures are followed (such as the

waiver of the preemption rights of the other shareholders/participants, the

required approval of any “major transactions” in the case of the placement

of shares of stock, etc.);

(4) Sign a share purchase agreement and other required documents (such as a

share transfer instruction in the case of JSCs, or a notification to the

company in the case of LLCs); and

(5) Ensure that the purchaser of the shares is entered into the shareholders

register of the JSC, or that a new version of the charter and foundation

agreement, reflecting the purchaser of a participatory share as a

participant in the LLC, is properly approved and registered.

Acquisition of the Assets of a Russian Compan

As opposed to the case of a share (participatory share) purchase, the main

purpose for purchasing the assets of a company is to acquire the assets, both

tangible and intangible, from that company, in order to build the purchaser’s

own business by using those assets.

Under Russian law, two main methods of assets purchase are available:

(1) Purchase of particular assets; and

(2) Purchase of an “enterprise” (Chapter 30, Paragraph 8, of the RF Civil

Code).
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The advantages of an assets purchase are: (i) the procedure for purchasing assets

is relatively simple and no state registrations are required (with the exception of

the purchase of real estate objects and some objects of intellectual property,

such as patents and trademarks); and (ii) the purchaser does not acquire the

liabilities of the company-seller, unlike in the case of the purchase of an

enterprise, or in the case of the purchase of the shares (participatory share).

As in the case with a share (participatory share) purchase scheme, an assets

purchase scheme also has certain disadvantages. For example, if the acquired

assets are encumbered (e.g., by a pledge, mortgage, etc.), those encumbrances will

transfer along with the assets. Furthermore, the acquisition of the assets may be

subject to VAT. Finally, the rights to, and transactions with, certain assets will

require state registration (real estate objects, patents and trademarks, etc.).

The acquisition of an enterprise is advantageous because the purchaser acquires

a block of tangible and intangible assets, which allows it to launch or proceed

with its own business, i.e., the purchase of an enterprise is, in reality, the

acquisition of a business. However, there are also several disadvantages to an

acquisition of an enterprise. One such disadvantage is that the purchaser

acquires not only the assets, but also the liabilities of the seller, which are

attributable to those assets. Furthermore, the applicable Russian legislation

provides for the joint liability of the purchaser and the seller of the enterprise

before the creditors (originally of the seller). Finally, it is necessary to register

the enterprise as a real estate object and to register the enterprise purchase

agreement with an appropriate state authority of the Russian Federation.

The following steps must be taken by a purchaser of assets:

(1) Perform a due diligence of the purchased assets (mainly, title due diligence

and due diligence of the status of the seller and the authorities of the

officers/directors of the seller);

(2) Obtain the prior approval of MAP in those cases where such an approval

is required under Article 18 of the RF Competition Law;

(3) Ensure that the appropriate corporate procedures are followed (such as,

the approval by the seller of a “major transaction” in the case of the sale of

the company’s assets with a value exceeding 25 percent of the book value

of all of the company’s assets, etc.);

(4) Sign an asset purchase agreement(s)/enterprise purchase agreement (s) and

other required documents (i.e. acts of transfer and acceptance, etc.); and

(5) Ensure that all of the required state registrations, which are associated with

the asset purchase, are completed (such as registrations of the rights to, and
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transactions with, real estate objects, the registration of enterprise purchase

agreements, the registration of assignments of patents and trademarks, etc.).

5.4.3 Procedures and Timing

In determining the threshold levels for the aggregate balance values outlined

above, MAP takes into consideration not only the acquirer and the target

company, but also all entities in the acquirer’s “group of entities”. The term

“group of entities” is broadly defined by the law to include all entities related as

a result of controlling share ownership, certain management contracts, familial

relations, and other de facto control.

If MAP determines that the establishment, merger, or acquisition may lead to

a restriction of competition or to the strengthening of a dominant position,

additional information and documentation may be requested. MAP may also

require the participants in the transaction to “take measures to establish the

necessary conditions for competition.”

Once all documents have been received, MAP has a maximum of 45 days,

within which to issue a written decision. In practice, MAP usually issues a

decision in approximately one month.
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6. TAXATION

6.1 Introduction

On January 1, 1999, Part One of the new Russian Federation Tax Code came

into effect. Most of Part One deals with administrative and procedural rules. It

should be noted, however, that certain provisions of the new Tax Code were not

immediately put into force and a limited number of provisions of the old Tax

System Law will continue to apply until Part Two of the Tax Code has been

enacted in full. This delay in implementation was necessary in order to prevent

possible conflicts between existing tax legislation and certain provisions of the

new Tax Code. On January 1, 2001 provisions for Excise Taxes, Value Added

Tax, Individual Income Tax and the Unified Social Tax of Part Two, entered into

force. On August 6, 2001, Russian Federation President signed into law the new

Profits Tax provisions of the Russian Tax Code (Chapter 25). These provisions

became effective on January 1, 2002. The remaining parts of the Tax Code, such

as Property Tax, are still under consideration by the Duma.

6.2 Types of Tax

Part One of the Tax Code sets forth three levels of taxation: Federal, Regional

and Local. Federal taxes include: Value Added Tax, Excise Taxes, Profits

(Income) Tax on Organizations, Tax on Capital, Individual Income Tax,

Unified Social Tax, State Duties, Customs Duties, and several other taxes.

Regional taxes include: Property Tax for Organizations, Real Property Tax,

Road Tax, Sales Tax, Gaming Business Tax, and Regional Licensing Fees. Local

taxes include: Land Tax, Individual Property Tax, Advertising Tax, Inheritance

and Gift Tax, and Local Licensing Fees. It should be noted that until Part Two

of the Tax Code comes into full force, the Tax System Law will contain a

slightly different list of regional and local taxes.

6.3 Profits Tax

Through December 31, 2001, the top Russian Profits Tax rate for most

businesses was up to 35 percent, whereas for banks, insurance, and intermediary

companies a slightly higher top tax rate of 38 percent was in existence.

Pursuant to the new Profits Tax provisions of Chapter 25 of the Tax Code, as

of January 1, 2002 the top tax rate for all businesses is reduced to a new 24

percent rate and is distributed among the various budget levels as follows: (i)

7.5 percent to the federal budget, (ii) 14.5 percent to regional budgets; and (iii)
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2 percent to local budgets. The regional authorities are given discretion to

reduce their regional profits tax rate by up to 4 percent. Thus, the regional rate

could vary from 10.5 to 14.5 percent (and the total tax rate from 20 to 24

percent). Also, the enactment of Chapter 25 introduced new tax rates on

dividends: (i) 6 percent with respect to dividends payable by Russian

organizations to Russian shareholders; and (ii) 15 percent with respect to

dividends payable by Russian organizations to foreign legal entities, and on

dividends received by Russian organizations from foreign legal entities. Finally,

special tax rates are introduced on income earned from Russian State securities

and on the profit of the Russian Central Bank.

Taxable profit is defined as gross profit adjusted upward or downward in

accordance with the provisions of applicable tax legislation. Gross profit, in turn,

is defined as any profit or loss from the sale of products or services, plus any profit

or loss from the sale of capital assets or other property or enterprises, plus any

income from non-sale operations, minus any expenses incurred in respect thereof.

Although under the Profits Tax Law deductions were limited and were subject

to substantial restrictions (in particular, in respect of interest on bank loans,

advertising expenses, business travel expenses, etc.), as of January 1, 2002

many of those expense limitations disappeared under the new Profits Tax

provisions of the Tax Code. Under those new rules, a taxpayer is permitted to

deduct all necessary and documentarily evidenced business expenses. For

example, the following expenses have no restrictions on deductibility:

advertising, training, recruiting, legal, consulting, auditing, travel, etc. Please

note that for travel, there are no restrictions on transportation and

accommodation; however, the Russian Government is authorized to establish

deductible levels for per diems. For representation expenses, there is a

limitation of up to 4 percent of total wages. Interest deductibility is only

limited to the level of average interest payable on loans extended under

comparable conditions, and if the deviation is not over 20 percent. If no

comparable loans satisfy the given conditions, then interest may be deducted

within certain limits (similar to existing ones). There is also a special provision

for interest deductibility if paid to a foreign legal entity where the debt-equity

ratio exceeds 3 to 1, and for interest on overdue debt to a 20 percent

shareholder or other affiliated company. The thin capitalization rules are

similar in principle to those in many western countries, although the concept

represents another new significant feature in Russian tax law. More

importantly, interest expense on funds used to acquire or construct capital

assets is now deductible against operating income.
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Chapter 25 abolished all tax incentives, including the capital investment

allowance. However, under the Law “On Amendments to Part Two of the

Russian Federation Tax Code and to Certain Federal Laws on Taxation, and on

Termination of Certain Tax Laws” dated August 6, 2001, all regional privileges

that a taxpayer currently receives as part of their approved investment

agreements will continue for the full life of the original agreement. If the “life”

of these privileges was not explicitly defined they will continue for three years

following the first payment of profits taxes by the company (e.g., three years

after the venture becomes profitable). Further, this law provides that all current

Production Sharing Agreements (PSA) rules will remain in force.

As to asset depreciation, Chapter 25 allows taxpayers to split assets into ten groups

depending on the type of asset and useful life, and to apply accelerated

depreciation rates; for example, the useful life for buildings under the new rules

starts from 30 years as compared to the old (pre – January 1, 2002) rules where

the period was 80-90 years. Under Chapter 25, taxpayers are able to elect between

a straight-line method (somewhat similar to the existing method) and a new

accelerated method.

Under the old rules, an operating loss from the previous fiscal year could be

carried forward over five years. However, such operating losses could only be

carried forward in five equal installments, thereby limiting the ability to use

such losses against current income. In addition, operating loss carry forwards

could not reduce the amount of tax in any one year, as calculated without

regard to the carry forward, by more than 50 percent. According to the new

Profits Tax provisions, after January 1, 2002, tax losses may be carried forward

for ten years instead of five years as had been provided under the old rules.

More importantly, there is no requirement to use the loss over the entire carry

forward term. However, in each given taxable year the taxpayer can only reduce

its current taxable base by no more than 30 percent. In addition, starting in

2002, capital losses may be offset against operating income. This deduction,

however, must be evenly spread over the residual useful life of the capital asset

for which the loss was incurred.

All legal entities in Russia - including foreign legal entities conducting

commercial activities in Russia through a permanent establishment - must pay

profits tax over a calendar quarter by three equal advance monthly

installments subject to subsequent adjustments made on the 20th day of the

first month following the end of the quarter based on actual taxable profits

over the quarter.
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Finally, effective as of January 1, 2002, Chapter 25 requires taxpayers to

maintain a completely separate set of books for the purpose of calculating the

tax base for Profits Tax. Traditionally, Profits Tax was calculated in Russia based

on book profit adjusted for tax purposes. From January 1, 2002 the tax base

must be calculated from tax accounting ledgers; statutory accounting is no

longer the primary source of information for Profits Tax calculations.

6.4 Taxation of Foreign Legal Entities

Russian legislation taxes profits attributable to a “permanent establishment” in

Russia, as well as, certain other types of income not derived from a permanent

establishment in Russia. Importantly, whether a permanent establishment

exists under Russian law is unrelated to whether a foreign company’s office has

been registered in Russia. A permanent establishment may exist even if the

office is not registered, and the existence of a registered office may not

necessarily give rise to a taxable permanent establishment.

Chapter 25 contains its own rules on which activities create a permanent

establishment and which do not. In particular, Chapter 25 directly sets forth

a concept of preliminary and auxiliary activities as not giving rise to a

permanent establishment similar to the concept set forth in the OECD

(Organization for Economic Cooperation and Development) Model Tax

Treaty. Chapter 25 lists, among other types of activities of a preliminary and

auxiliary nature, the “maintenance of a permanent place of activity exclusively

for the execution of contracts on behalf of a foreign legal entity if such

execution is performed in accordance with precise instructions from the

foreign legal entity.” This change puts an end to the situation where every

execution of a contract with the head of representative office of a foreign legal

entity in Russia as a signatory could be regarded by the Russian tax authorities

as creating a permanent establishment of the foreign legal entity in Russia.

These rules are much more favorable to foreign companies having offices in

Russia and allow such companies in certain cases to retain a non-taxable status

where under current rules such a presence would be taxable. However, the

“bright-line” title passage rule that existed in old law disappeared under the

new Chapter 25 rules starting in January 2002.

Chapter 25 also addresses secondment arrangements where a foreign legal

entity provides personnel in Russia. Under the previous tax rules personnel

sent to a Russian company by a foreign legal entity, pursuant to a secondment

agreement, created a risk of a permanent establishment for the foreign legal

entity. According to Chapter 25, as long as personnel are under the full
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control of the Russian company and act solely on behalf of that Russian

company, the seconding company should not have a permanent

establishment in Russia.

We also note that Chapter 25 does not provide for the so-called “deemed profit

method” of determining taxable profit for a permanent establishment. Before

January 1, 2002, the Russian tax authorities could assess the profits tax liability

of a permanent establishment using one of the deemed profit methods set forth

in Instruction No. 34 of the State Tax Service of June 16, 1995, as amended.

This Instruction, among other ways, allowed the tax authorities to impute

taxable profit based on 25 percent of costs of the permanent establishment and

then apply profits tax to this imputed profit.

Under Chapter 25, certain new rates of tax on Russian source income not

connected with a permanent establishment in Russia has been imposed

starting in 2002. Dividends payable by Russian organizations to foreign

shareholders are subject to a 15 percent withholding tax. Other income

received by foreign legal entities from Russian sources is subject to taxation at

a 20 percent withholding tax (for most categories of income, including most

types of interest) and a 10 percent withholding tax (income from freight and

lease of transportation vehicles). Chapter 25 includes a provision that

explicitly states that double tax treaties apply and override the Tax Code in the

event of conflict. Chapter 25 contains more beneficial rules than had existed

under prior law for obtaining tax treaty relief by a foreign legal entity. Under

the new rules, taxpayers should be allowed to obtain preliminary tax treaty

relief from tax withholding in Russia without any filings with the Russian tax

authorities, and only with a presentation of documents evidencing the tax

residency status of a taxpayer to the tax withholding agent (usually the payer

in Russia). Obtaining a tax refund still requires the filing of the relevant forms

with the Russian tax authorities.

6.5 Double Tax Treaties

Russia has entered into bilateral treaties for the avoidance of double taxation

with the following countries:

Country Signing Date Effective Date

Albania April 11, 1995 December 9, 1997

Armenia December 28, 1996 January 1, 1999

Australia September 7, 2000 Not effective yet
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Austria April 10, 1981 January 1, 1983

April 13, 2000 Not effective yet

Azerbaijan July 3, 1997 January 1, 1999

Belarus April 21, 1995 January 1, 1998

Belgium June 16, 1995 January 1, 2001

Bulgaria June 8, 1993 January 1, 1996

Canada October 5, 1995 January 1, 1998

China May 27, 1994 January 1, 1998

Croatia October 2, 1995 January 1, 1998

Cuba December 14, 2000 Not effective yet

Cyprus December 5, 1998 January 1, 2000

Czech Republic November 17, 1995 January 1, 1998

Denmark February 8, 1996 January 1, 1998

Egypt September 23, 1997 January 1, 2001

Finland October 6, 1987 January 1, 1989

May 4, 1996 Not effective yet

France November 26, 1996 January 1, 2000

Germany May 29, 1996 January 1, 1997

Hungary April 1, 1994 January 1, 1998

Iceland November 26, 1999 Not effective yet

India March 25, 1997 January 1, 1999

Iran March 6, 1998 Not effective yet

Ireland April 29, 1994 January 1, 1996

Israel April 25, 1994 January 1, 2001

Italy April 9, 1996 January 1, 1999

Japan January 18, 1986 January 1, 1987

Kazakhstan October 18, 1996 January 1, 1998

Kyrgyzstan January 13, 1999 January 1, 2001

Lebanon April 8, 1997 January 1, 2001

Lithuania July 14, 1999 Not effective yet

Luxembourg June 28, 1993 January 1, 1998

Macedonia October 21, 1997 January 1, 2001

Malaysia July 31, 1987 January 1,1989

Mali June 25, 1996 January 1, 2000

Malta December 15, 2000 Not effective yet

Mauritius August 24. 1995 Not effective yet

Morocco September 4, 1997 January 1, 2000

Moldova April 12, 1996 January 1, 1998
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Mongolia April 5, 1995 January 1, 1998

Namibia March 31, 1998 January 1, 2001

Netherlands December 16, 1996 January 1, 1999

New Zealand September 5, 2000 Not effective yet

North Korea September 26, 1997 January 1, 2001

Norway February 15, 1980 January 1, 1982

March 26, 1996 Not effective yet

Oman November 26, 2001 Not effective yet

Philippines April 26, 1995 January 1, 1998

Poland May 22, 1992 January 1, 1994

Portugal May 29, 2000 Not effective yet

Qatar April 20, 1998 January 1, 2001

Romania September 27, 1993 January 1, 1996

Slovakia June 24, 1994 January 1, 1998

Slovenia September 29, 1995 January 1, 1998

South Africa November 27, 1995 January 1, 2001

South Korea November 19, 1992 January 1, 1996

Spain December 16, 1998 January 1, 2001

Sri Lanka March 2, 1999 Not effective yet

Sweden June 15, 1993 January 1, 1996

Switzerland November 15, 1995 January 1, 1998

Tajikistan March 31, 1997 Not effective yet

Turkey December 15, 1997 January 1, 2000

Turkmenistan January 14, 1998 January 1, 2000

Ukraine February 8, 1995 January 1, 2000

United Kingdom of February 15, 1994 January 1, 1998

Great Britain and

Northern Ireland

United States of America June 17, 1992 January 1, 1994

Uzbekistan March 2, 1994 January 1, 1996

Vietnam May 27, 1993 January 1, 1997

Yugoslavia October 12, 1995 January 1, 1998
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6.6 Value Added Tax (“VAT”)

VAT is one of the principal costs of doing business in the Russian Federation.

Generally, the purpose of VAT is to tax the increase in value added to a product

at each stage of its production. VAT is calculated as a percentage of the

difference between VAT received on the goods, work or services sold, and VAT

paid on the material expenditures to produce and distribute the goods, work,

or services. Thus, Russian VAT is a cascading tax that is imposed on each

downstream transaction within the Russian Federation.

VAT is imposed on most goods imported into the Russian Federation (with some

exceptions) and is also applied to the sale of goods and services in the Russian

Federation. As of January 1, 2001, small businesses and individual entrepreneurs

have been exempted from VAT where their tax base is less than 1 million Rubles

over the last quarter. Current legislation imposes a 20 percent VAT on the sale

of most goods and services. A reduced rate of VAT at 10 percent applies to

certain food products, medicinal items, and goods for children.

Virtually all legal entities are required to pay VAT, including foreign legal

entities that carry out production and other commercial activities in the

Russian Federation. Generally, VAT paid on operating expenses and inputs

into goods and services may be offset against VAT collected from customers.

Accordingly, an enterprise ends up transferring to the State only the

difference between VAT paid and VAT collected. Note that under a general

rule established by Article 170.4 of the Tax Code, a taxpayer may not offset

input VAT, if such VAT is incurred on the goods, works or services used by

the taxpayer for the sale of goods or provision of services, which are exempt

from VAT. In this case, the taxpayer will be required to include such input

VAT into its production costs and effectively loose this input VAT for future

recovery. Careful planning will therefore be required to maintain full

recovery when leasing space directly to representative offices of foreign legal

entities accredited in Russia, as such leases are generally VAT exempt. In

those cases, where only a portion of certain input costs was used for the

production of goods (provision of services) subject to VAT, the corresponding

input VAT may be offset only on a pro rata basis. Again, careful planning

will therefore be required to maintain full recovery if part of a newly

constructed building is to be directly leased to representative offices of

foreign entities accredited in Russia.

It has been widely reported that according to new VAT provisions of the Tax

Code, a taxpayer developer carrying out new construction either by its own
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means or through contractors is now able to recover input VAT incurred after

January 1, 2001. Under Article 171.6 of the Tax Code recovery can begin

immediately after a developer has realized on its balance sheet a newly

constructed building. Under current accounting rules, a taxpayer may realize a

building on its balance sheet, after completing a standard act of transfer and

acceptance for the building. Applicable accounting regulations contain no

other requirements for entering a building into a taxpayer’s balance sheet.

However, the Russian Federation Ministry of Taxes and Levies have recently

issued several rulings to the effect that a taxpayer must also state register its

ownership rights to a building, in order to be entitled to offset input VAT

included in the cost of the building. Indications are, however, that the

Supreme Arbitrage Court does not support this approach.

As of January 1, 2001, under Article 161 of the Tax Code, a Russian customer

of a foreign company, which is not registered with the tax authorities and is

active (making sales or rendering services) in Russia, must withhold 16.67

percent VAT from the amounts transferred to the foreign company and must

itself remit such VAT directly to the State budget.

6.7 Property Tax

Property Tax is a regional tax, i.e., its imposition is regulated by the legislation

of the relevant region to a maximum rate of 2 percent in general, however,

depending on the type of activity of the enterprise. The tax base includes

certain fixed and non-fixed assets, and is calculated on the depreciated book

value of the taxable assets of the enterprise located on the Russian territory.

6.8 Unified Social Tax

Effective January 1, 2001, one Unified Social Tax replaced the employers’

contributions to four separate social benefit funds (Pension Fund, Social

Security Fund, Mandatory Medical Insurance Fund and the Employment

Fund). The Unified Social Tax has a regressive tax scale from 35.6 percent to 2

percent of an employee’s salary, with the lowest rate applicable to the portion

of an employee’s annual salary in excess of 600,000 Rubles (approximately

USD19,355 at the current 31 ruble per USD exchange rate). However,

regressive rates may be used by employers only if in the year preceding the

reporting period the amount of the average tax base per one employee is more

than 50,000 Rubles (for that purposes employers may not count a certain

number of employees with the highest income). Note: no social taxes are due

from the employee’s salary.
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6.9 Personal Income Tax

Personal Income tax must be paid by individuals who are defined as “tax

residents,” i.e., who have been in the country for 183 days or more (in any

calendar year). Individuals who do not meet this criterion are subject to a tax

on income received from a Russian source. From January 1, 2001 Russia has

enacted various income tax rates including a 13 percent flat rate applicable to

most types of income; a 35 percent rate applicable to income from gambling,

lottery prizes, deemed income from low-interest or interest-free loans, certain

insurance payments, and excessive bank interest; and a 30 percent rate

applicable to Russian-source income received by non-residents. Notably,

dividend income is taxed at a general rate of 6 percent, but certain types of

dividend income are subject to tax at a 30 percent rate.

By April 30th of the following year, the taxpayer must file a tax return based

on his/her actual income for the previous year, as well as settle the tax

obligations for that year. Foreign individuals are required to file annual tax

declarations with the tax authorities by April 30 of the year following the

reporting period only if they receive income from non-Russian sources or

income where no income tax was withheld at the source of payment. Those

foreign individuals who leave the country during a calendar year should file

a tax declaration for the relevant taxable period no later than one month prior

to departing Russia.

6.10 Regional and Local Taxes

Regional and local governments can at their discretion introduce various tax

incentives and credits in regard of regional and local taxes. Russian tax legislation

also allows regional and local governments to impose several additional taxes.

These taxes include: sales tax, a tax on the maintenance of educational institutions,

a road users tax, property tax, land tax, and advertising tax. Although these taxes

are set locally, the federal legislature has placed limits as to their overall rates.

Among the important changes that came into effect on January 1, 2001, is the

repeal of the Housing Fund Tax (a locally imposed tax in many jurisdictions in

Russia that used to be imposed at a rate of 1 percent on turnover) and a reduction

of the Road Users’ Tax (was imposed in most jurisdictions in Russia at a rate of 3

percent) to 1 percent, with a phasing out by January 1, 2003.
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6.11 Transfer Pricing Regulations

Article 40 of the Tax Code introduces several rules related to transfer pricing.

Specifically, the Tax Code sets forth the presumption that the price agreed to

by the parties to a contract is the “market price.” There are four exceptions in

which the tax authorities may exercise control over contract prices: (1) a

transaction between affiliated parties; (2) a barter transaction; (3) a foreign

trade transaction; or (4) a transaction involving significant variations in

prices (more than 20 percent fluctuation) for identical goods or services

within a short period of time. If a transaction falls under one of the above

four categories, the tax authorities can adjust the contract price and assess the

appropriate taxes.
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7. CURRENCY REGULATIONS

7.1 Introduction

Article 140 of the Russian Civil Code declares that the ruble is the national

currency of the Russian Federation. All transactions conducted inside the

Russian Federation must be completed in rubles, although agreements may

refer to the ruble value equivalent to foreign currency.

The main piece of federal legislation regulating currency transactions is the Law “On

Currency Regulation and Currency Control” (the “Currency Law”) of October 9,

1992. The Currency Law governs “foreign currency operations”, such as the transfer

of ownership or other rights to foreign currency. The Currency Law also regulates the

powers of currency control agencies, the rights and duties of individuals and legal

entities to possess, use, and dispose of “currency values”, and identifies liability for

the violation of currency legislation. Currency values include foreign currencies,

securities in foreign currencies, precious metals, and precious stones.

All transactions involving the buying and selling of foreign currency in Russia

must be done through authorized banks. Such banks must receive a license

from the Russian Central Bank to conduct foreign currency operations.

Foreign investors must monitor the currency regulations very carefully, since

these rules change frequently in the Russian Federation. The general rules

concerning the need to obtain a Central Bank license are also rather fluid. In

light of the high penalties for failing to observe the Currency Law, foreign

investors should seek out the most up-to-date legal advice to ensure that they

are in compliance with the Russian currency requirements.

7.2 Resident vs. Non-Resident Status

The Currency Law gives the Central Bank authority to regulate the possession

and use of foreign currency by individuals and legal persons on the territory of

the Russian Federation. The Currency Law divides individuals and legal persons

into two groups: residents and non-residents. Residents include: Russian

citizens, legal entities created in accordance with Russian legislation, and

enterprises/organizations which are not legal entities but are located inside the

Russian Federation. Non-residents are defined as individuals, whose permanent

place of residence located outside of Russia, legal entities incorporated outside

Russia, and representative (branch) offices of foreign legal entities in Russia.
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7.3 Bank Accounts

A foreign company may open the following types of accounts in the Russian

Federation: (1) a ruble “convertible” account (“K” account); (2) a ruble “nonconvertible”

account (“N” account); (3) a foreign currency account; and (4) a

special purpose ruble account for state-issued securities and certain “blue chips”

corporate securities issued by Russian companies (“S” account).

A foreign company can open any of the above accounts regardless whether it is

accredited to do business in Russia or not. Certain restraints are imposed on

“N” accounts and “S” accounts. Funds from “N” accounts, for example, may be

used for the purchase of foreign currency not earlier than 365 days after presenting

a purchase order to an authorized bank. Cash withdrawals from both “K” and

“N” accounts may be done only for the purposes authorized by the Central Bank

of Russia, while cash withdrawals from “S” type accounts are prohibited.

7.4 Movement of Capital

The Currency Law divides foreign currency operations into two categories:

capital currency operations involving the “movement of capital”, and current

currency operations. Capital currency operations involving the movement of

capital include:

• direct investments;

• portfolio investments, i.e., the acquisition of securities;

• money transfers to pay for the title to buildings, real estate, land and

other property;

• the grant or receipt of a payment deferment of more than 90 days for

the import and export of goods; and

• the extension or receipt of a financial credit (loans) for more than 180 days.

Capital currency operations with the movement of capital must be carried out

pursuant to a Central Bank license, unless otherwise provided by the Central

Bank. Thus, examples of such exemptions include, among others:

(1) foreign currency transfers by resident individuals to and from Russia in

amounts not exceeding USD75,000 during the course of a calendar year,
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in order to acquire foreign currency denominated securities or to exercise

rights in such securities;

(2) extension and repayment of loans to and from non-resident entities; and

(3) transfers of currency by non-residents to resident entities under Russian

real estate sale or lease contracts.

Only resident legal entities may apply for a Central Bank license.

Current currency operations do not require Central Bank authorization. Such

transactions include:

• foreign currency transfers to and from the Russian Federation for making

immediate settlements of payments for the import and export of goods;

• settlements connected with credits granted for not more than 90 days for

export-import transactions;

• the receipt and extension of financial credits (loans) (not to exceed 180 days);

• transfers to and from the Russian Federation of interest payments,

dividends, investments, credits, and other transactions linked to the

movement of capital; and

• transfers of a non-commercial nature, including the transfer of wages and

salaries, pensions, alimony, business trips expenses, inheritances and other

similar transactions.

7.5 Penalties

The Currency Law contains numerous penalties for the violation of Russia’s

currency regulations. These penalties apply equally to residents and nonresidents

and include the confiscation of all receipts from invalid transactions.

In addition, violators, especially authorized banks, can be fined for the failure

to submit the proper documents to the authorities, and can also lose their

licenses to conduct foreign currency transactions. The Russian Code of

Administrative Offences establishing new penalties and procedural rules enters

into force on July 1, 2002. However, generally, liability provisions for violation

of Russian currency regulations remain unchanged.
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8. EMPLOYMENT

8.1 Introduction

Foreign investors should be aware of the broad set of laws regulating labor

relations between employers and employees, which currently exists in Russia.

The principal piece of legislation governing labor relations in Russia is the Russian

Federation Labor Code (the “Labor Code”), which entered into force on February

1, 2002. In addition to this core legislation, labor relations are regulated by the

1992 Russian Federation Law “On Collective Agreements and Accords”, as amended

(currently through 2001), the 1995 Russian Federation Law “On the Procedure for

Resolving Collective Labor Disputes”, as amended (currently through 2001), the

1996 Russian Federation Law “On Professional Unions, Their Rights and

Guarantees of Activities”, as well as additional Russian legislation on minimum

wages, labor safety and other laws and numerous normative acts.

A written employment contract, setting out the basic terms of the employment

relationship, must be concluded with each employee working in Russia. The

Labor Code provides all employees with minimum guarantees, which cannot be

superseded by any other agreements between the employer and the employee.

Accordingly, any provision in an employment contract that diminishes an

employee’s position, will not be enforceable.

As a general rule, employment contracts are concluded for an indefinite period

of time. A definite term employment contract may also be concluded, but such

a contract cannot be concluded for a term longer than 5 years in duration, and

it may only be concluded in those circumstances specifically provided for by

Article 59 of the Labor Code. Such situations usually occur where the nature

or conditions of work make it impossible for the parties to conclude an

indefinite term contract. Further, an employee cannot be prohibited from

holding a second job, in addition to his/her full-time employment, with certain

limited exceptions provided by federal law.

Under the Russian labor legislation, the relevant employment duties should be

defined in the employment contract. It is important that these duties are

assigned reasonably broad and extensive definitions, because an employee

cannot be required to perform tasks outside of the scope of duties described in

his/her employment contract. Similarly, an employer cannot make changes to

an employee’s duties unilaterally. Moreover, the employer must notify an

employee two months in advance of any changes that would be made in the

basic employment terms and conditions.
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8.2 Employment-Related Orders

The employers in Russia are required to issue an internal order (decree) each

time when an employee is hired, transferred to a new job, granted a vacation,

disciplined, terminated as well as in several other cases. For example, Article 68

of the Labor Code expressly requires that the order on hiring must be issued and

given to the employee for signature not later than within 3 days after the

employment contract has been concluded. In cases where an employee is being

terminated for any reason, the order on termination must be issued and given

to the employee for signature on the last day of employment.

8.3 Labor Books

Every employee working for more than 5 days in an enterprise must have

his/her employment noted in his/her labor book by the employer. This book

contains information about the employee and his/her past and current

employment history, as well as certain other information. The labor book is

vital in establishing the right of an employee to state-provided pension and

other benefits. The employers are responsible for keeping the employees’ labor

books and making all recordings in a timely manner. The employer must

return the duly completed and stamped labor book to the employee on the last

day of employment, if this is not done, the employer may be penalized.

8.4 Probationary Period

An employer has the right to establish a three-month probationary period for a

newly hired employee. As an exception to the above rule, an employer may

establish a six-month probationary period for employees hired for certain top

executive positions (e.g., head of an enterprise, chief accountant—their

deputies; head of a sole division of an enterprise). The imposition of a

probationary period should be specifically provided in the employment contract,

as well as in the order on hiring of the employee. During the probationary

period, if the employer determines that the employee does not meet the criteria

established for the job position for which he/she was hired, an employee can be

dismissed by the employer without payment of severance and with only a threeday

written notice. The abovementioned notice to the employee must provide

reasons for the employee’s failure to pass the probationary period. On the other

hand, an employee is entitled to resign during the probationary period without

any reason with a three-day written notice to the employer.
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8.5 Minimum Wage

Wages may not be lower than the minimum monthly wage established in the

applicable Russian legislation. The amount of the minimum monthly wage is

subject to frequent indexation. Thus, the minimum monthly wage was

established at 300 rubles as of July 1, 2001 but is (as of the date of this

publication)expected to be raised in the near future.

8.6 Work Time

Employers are required to keep a record of all time worked by each employee,

including any overtime. The regular work week is 40 hours. Any time worked

over 40 hours per week is classified as overtime and may only be required by

employers in extraordinary circumstances specified in Article 99 of the Labor

Code and upon employee’s prior written consent. The Labor Code limits the

total amount of overtime for each employee to 120 hours a year, and an

employee may not be required to work more than 4 hours of overtime during

two consecutive days. Overtime must be paid at the rate of 150% of the

regular hourly rate for the first two hours of overtime worked during one day,

and at the rate of 200% of the regular hourly rate thereafter. Upon employee’s

written request, instead of payment of overtime compensation the employer

must compensate overtime work by granting an employee additional time off,

where such time off shall be not less than the time worked as overtime.

Note, certain limitations with respect to overtime work apply to the protected

categories of employees, including employees under the age of 18, pregnant

women, women with children under the age of three, disabled employees and

certain other categories defined by federal laws.

8.7 Holidays and Days-Off

In Russia, there are 11 public holidays. The length of days off (time off

between the work weeks) shall be not less than 42 hours. As a rule, employees

may be required to work on a day-off or on a public holiday only in

extraordinary circumstances specified in the Labor Code and upon the

employee’s prior written consent. As a general rule, the employees shall receive

payment not less than twice the regular rate for any work performed on a dayoff

or on a public holiday, or receive another day off instead.

Certain limitations connected with work on days-off and on public holidays

apply to the protected categories of employees, including employees under the
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age of 18, pregnant women, women with children under the age of three,

disabled employees and certain other categories defined by federal laws.

8.8 Vacations

Employees in Russia are entitled to an annual paid vacation of at least 28

calendar days for a year of work. An employee is entitled to use his/her

vacation entitlement (in full) once he/she has worked for an employer for at

least 6 months. The Labor Code requires that the dates of annual vacation of

each employee should be indicated in the schedule of vacations for a relevant

calendar year, which schedule must be approved by the employer by mid-

December of the preceding year. The Labor Code further requires that an

employer notify each employee in writing at least two weeks before the vacation

is to start. The employee’s vacation allowance should be paid to the employee

at least three days before the vacation is to start.

8.9 Sick Leave

The system of sick leave in Russia requires the employee to submit a medical

certificate (so-called “sick leave list”) only after his/her recovery. Generally, the

employees cannot be terminated by the employer during the sick leave period

and are entitled to receive sick leave compensation. Sick leave compensation is

covered by the Russian State Social Insurance Fund, which is formed from the

employer’s contributions made as a percentage of its employees’ aggregate

salaries in a form of the Unified Social Tax.

Under current rules, sick leave compensation must be paid to an employee in

the event of his/her illness, injury (labor-related or other), in cases when an

employee is looking after a sick family member, as well as in certain other

instances. The amount of compensation paid to the employee during such sick

leave is currently established between 60% and 100% of the employee’s

earnings, depending on the employee’s uninterrupted work history and other

circumstances. In cases of a labor-related injury or occupational disease, the

amount of sick leave compensation will be 100% of the employee’s earnings.

On March 18, 2000, Decree of the President of the Russian Federation No.

508 “On the Amount of Sick Leave Compensation” was enacted, which, in effect,

put a ceiling on sick leave compensation for employees in Russia. Pursuant to

the Decree, the amount of sick leave compensation for the period of a full

calendar month cannot exceed 85 minimum monthly wages (i.e.,

approximately USD 850 as of July 1, 2001). The above limitation does not
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apply to some defined categories of employees, for whom sick leave

compensation cannot be limited according to federal law.

8.10 Maternity Leave

Paid maternity leave is a minimum of 70 calendar days prior to the birth, and

additional 70 calendar days after the birth. Paid maternity leave is provided for

a longer period in the event of complications while giving birth or in cases of

multiple births. Maternity leave compensation is covered by the Russian State

Social Insurance Fund, which is formed from employer contributions

calculated as a percentage of employee aggregate salaries in a form of a unified

social tax. A child’s caregiver (the employee who has given birth, the father,

grandmother, grandfather, or another relative who is actually taking care of the

child), may request partially paid childcare leave until the child is 3 years of

age. During the entire period of paid/unpaid leave, the employee retains the

right to return to his/her job, and the full leave period is included when

calculating the employee’s length of service.

8.11 Dismissal

An employment relationship may be terminated by the employer only on those

specific grounds provided in the Labor Code, including staff redundancy, the

employee’s unjustified repeated failure to fulfill his/her employment duties

without justifiable reasons (if this employee was disciplined within 12

preceding months), the employee’s unjustified absence from the workplace for

more than 4 consecutive hours during one working day, etc. An at-will

termination of the employment relationship by the employer is not allowed.

Specific procedures and documentary requirements provisioned in the Labor

Code must be strictly complied with by the employers when terminating the

employment for any reason. The Labor Code gives additional protection to a

number of specific categories of employees, including minors, female

employees, employees with children, trade union members, and various other

categories. However, on the contrary, the employees are entitled to terminate

their employment at any time, without any reason and with only a two week

written notice to the employer.

8.12 Compensation

Salaries must be paid to employees at least once every half a month. Employers

are obligated to pay salary and other employment-related payments on a date

set by the internal labor regulations of by the individual employment contract.
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An employer will be obligated to pay compensation (i.e., interest) for delaying

the payment of salary and other employment-related payments in accordance

with the rules established by Article 236 of the Labor Code. In addition,

employees have the right to stop working, with prior written notice to the

employer, if the employer has delayed a salary payment by more than 15 days.

Employees in Russia must be compensated in the currency of the Russian

Federation (in Russian Rubles). As a general rule, employment-related

payments in foreign currency both in cash and by bank transfer are prohibited.

8.13 Foreigners Working in Russia

A valid visa and a work permit are required for foreign employees to work in

Russia. In addition, as a general rule, the prior approval of the Russian

Federation Ministry for Federation Affairs and Nationalities and Migration

Policies is also required for any entity employing foreign nationals in Russia.

An exception to this rule: prior approval is not required when foreign nationals

are hired as general managers, their deputies, or heads of divisions of Russian

companies with foreign investment. Even in cases where the prior approval is

not required, nonetheless, it still takes the migration authorities in Moscow up

to one month to process an application for a work permit. The state fee for

processing a single work permit in this case is 140 rubles (i.e. approximately

USD 4.66). A work permit is generally effective for a one year period.

Foreign nationals working in accredited representative offices of foreign firms

are required to obtain a personal accreditation card from the representative

office’s accrediting body instead of a work permit. In Moscow, however, both

a personal accreditation card and a work permit are currently required for

foreign nationals working at accredited representative offices.
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9. PROPERTY RIGHTS

9.1 Introduction

Both the Constitution of the Russian Federation and the Civil Code of the

Russian Federation uphold the right to own private property. The recently

enacted Land Code is however another important step in ensuring the reality.

Land reform has been and still continues to be the subject of national political

debate in Russia. Several proposed land codes have worked their way through

the State Duma, the lower house of parliament, only to have former President

Yeltsin reject them, largely because these codes “infringed, rather than

defended, basic property rights”. A few regions (including for example Saratov

and Tatarstan) implemented their own land laws and sold ownership rights to

land, but such local experimentation in land legislation was not a substitute for

federal legislation. President Vladimir Putin and the Government of the

Russian Federation have always recognized the importance of the statutory

regulation of the status of land. Thus, at the end of 2000 and at the beginning

of 2001, the Federal Government held active discussions with representatives

of the subjects of the Federation and certain political parties, which resulted in

a political compromise. Passed in its third reading by the State Duma on

September 20, the Land Code was approved by the Federation Council on

October 10 by 103 votes to 29 (with 9 abstentions) and was signed by the

President on October 26, 2001. As provided in the Law “On Implementation of

the Land Code” No. 137 FZ (the Implementing Law”), the Land Code came

into force on the date of its publication, on October 30, 2001.

At the present time, land and buildings are treated separately under Russian

law, although there are plans further to revise the law to allow the creation of a

single object of real estate on the basis of the rights to land. The new Land

Code sets out the principle of a single approach to land and buildings that are

located on such land. The implementation of this principle will however

require further extensive changes in the existing laws and regulations.

Thus, investors have choices in terms of using, leasing, and even owning

property under current Russian law. In addition, Russia’s recent economic

growth has introduced new opportunities for those investors, which are

interested in participating in the Russian real estate market. However, in

looking at these details, it is important to understand that there are for the

moment different regulations for land and buildings.
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9.2 Ownership of Land

The general principles of land ownership are set out in the Constitution of the

Russian Federation, which was adopted in December 1993. Article 9 of the

Constitution proclaims the principle of private ownership of land, but does

not, however, stipulate the procedure for the transfer of land (which has

historically been owned by the state) into private ownership. This legislative

vacuum has prompted the rise of a number of regional laws and regulations, as

well as Presidential Decrees, which have been adopted in an attempt to regulate

various land issues. Regional initiatives raise, however, a more serious concern

with respect to the overall validity of all of the regional laws on land ownership.

According to Article 72 of the Constitution, decisions on issues on the holding,

use, and disposal of land is the joint responsibility of the federation and its

subjects (regions). Article 76 of the Constitution further provides that a federal

law must govern such issues of joint responsibility. Such a federal law may,

however, be supplemented by laws and other regulations, which the subjects of

the Federation may issue in compliance with the federal law in question. In

addition, Article 36 of the Constitution provides that a federal law must

determine the “terms and procedures of land use”.

The new Land Code represents a significant reform therefore most particularly

because of the federal sanction and encouragement that it gives to the creation

of private ownership rights to land. Although fundamental terms and

procedures of land use are determined in the new Land Code, it provides that

other Federal laws will have to be effected. The Land Code has limited

applicability to agricultural land as it is expressly provided that the circulation

of such land will be the subject of a separate Federal law.

Presidential Decree No. 301 “On the Sale of Land Sites to Individuals and Legal

Entities in the Course of the Privatization of State and Municipal Enterprises” of

March 25, 1992 (“Decree 301”), originally established the procedure for

acquiring land during privatization. Under Decree 301, individuals and legal

entities, which have acquired state enterprises through privatization, can apply

to buy the land sites, which the privatized enterprise is using. Presidential

Decree No. 631 of June 14, 1992 (“Decree 631”) further clarifies the

procedures for acquiring land ownership following privatization. It stipulates

that, in principle, both corporate bodies and individuals, including foreign

ones, may purchase land sites formerly occupied by state-owned enterprises.
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Despite the provisions of Decrees 301 and 631, a number of uncertainties

regarding land ownership remained. Decree 631 was issued under special

extraordinary powers temporarily granted to former President Yeltsin. When

Decrees 301 and 631 were issued, they directly contradicted the old RSFSR

Land Code, which expressly prohibited the ownership of land by foreign

individuals, as well as the former Russian Constitution, which placed all of the

land in Russia under state ownership.

Presidential Decree No. 2287 of December 24, 1997 (“Decree 2287),

subsequently repealed the provisions of the old Land Code, which prohibited

foreign ownership. This Decree was issued following the adoption of the new

Russian Constitution in December 1993. It repealed many of the provisions

of the old Land Code on the basis that they were unconstitutional. Assuming

that the President had the legitimate power to issue Decrees 301, 631, and

2287, the legal basis, which established the procedure for the transfer of land

into private ownership through the privatization process, was created as a result

of those Decrees.

The procedure for a direct purchase of land is set out in Presidential Decree

No. 1767 “On the Regulation of Land Relations and the Development of

Agricultural Reform in Russia” of October 27, 1993 (“Decree 1767”), which

gives a land owner the right to sell, rent, give as security, and otherwise dispose

of land freely. It also sets forth the form of the land title certificate that is to

be issued to land owners, as well as stipulates that this certificate will indicate

all of the subsequent transactions related to the land plot, for which the

certificate is issued.

Decree 1767 does not provide for the ownership of land by foreign individuals

or legal entities, but does provide for the ownership of land by Russian legal

entities with foreign investment. Nevertheless, Decree 1767 raises questions

similar to those discussed above in relation to Decrees 301 and 631, since it

contradicted the RSFSR Land Code and the former Russian Constitution at

the time when it was issued. In addition, Presidential Decree No. 485 of May

16, 1997, provided for a preemptive right of the owners of privatized buildings

and structures to purchase the land beneath them.

It is worthwhile noting that the Implementing Law provides that the President

and Russian Government have to update their normative acts, and agreements

concluded with the subjects of the Russian Federation, in accordance with the
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new Land Code within three months. This means that many, if not all of the

Presidential Decrees, referred to above, may be abolished or superceded.

Although there is no express provision permitting land ownership by

foreigners, the new Land Code may clearly be interpreted as allowing such

ownership other than where it is specifically prohibited. The rights to acquire

land ownership rights under existing buildings or for construction are equally

applicable to foreigners subject to the following restrictions, which are set out

in the Land Code: (i) the relevant rights must always be paid for and can never

be granted free of charge; and (ii) foreigners are specifically prohibited from

owning land plots in border areas, a list of which is to be drawn up by the

President, or in other special territories of the Russian Federation pursuant to

other federal laws. Additionally, the President may establish a list of types of

buildings and other structures to which pre-emptive buy-out or lease rights to

land plots for foreigners may not apply. Under the Implementing Law and

pending preparation of the Presidential list, the border restrictions will however

apply to all border areas. Foreigners are also prohibited from owning

agricultural land (although in the absence of a Federal law permitting the

ownership of such land, such a restriction is of more academic than practical

interest).

Under the new Land Code the rights to land will now consist of ownership

(by the State, municipalities or private individuals and legal entities);

perpetual or indefinite use, free fixed term use, lease, lifelong inheritable

possession and easements.

In the future new rights of perpetual or indefinite use may only be granted to

State and municipal institutions, Federal Treasury-owned enterprises, State

and local authorities. Legal entities (other than those listed in the previous

sentence) with existing rights of perpetual use will no longer be able to transfer

them. They will have, under the terms of the Implementing Law, until January

1, 2004 to convert and re-register their rights as (at their option) either lease or

ownership rights. Any legal entity looking to contribute its land rights to

another legal entity such as a joint venture will need now first to so upgrade its

rights before any contribution can be made.

The Land Code sets out detailed procedures for acquiring rights over land, which

is intended for new construction. In particular, the Land Code distinguishes two

scenarios. Under the first a land plot must first have been “prepared” for sale or

lease: it’s boundaries defined; a cadastre number assigned; and technical
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conditions for the utilities connections determined. In such cases the Land Code

provides for either acquisition of land directly into private ownership or lease.

The second procedure for the allocation of land for construction purposes will

be used when a new project will require a thorough investigation of ecological,

sanitary, architectural and other issues and a specific request for land rights

from an investor. This may involve the investigation of public opinion as to

possible construction in the area. In such cases no tender is required. The land

will however be given on lease only.

Of particular interest to owners of the existing buildings and structures is an

option to privatize or to obtain land lease rights over the land plots, on which

their buildings are located, where such land plots are owned by the State or a

municipality. Owners of existing buildings, facilities or structures located on

land owned by a third party will now enjoy the pre-emptive right to purchase

or lease the land plot beneath such buildings.

9.3 Ownership of Buildings

The current Russian law permits both Russian and foreign nationals and legal

entities to own buildings. In general, the rules relating to the use, disposal, and

sale of buildings are set forth in the Russian Civil Code, which provides the

freedom to sell, rent, and carry out other transactions with buildings. The

process of the acquisition of buildings through privatization is also less

complicated. In general, provided that the building in question was on the

balance sheet of the state enterprise at the time when it was privatized, the

successor company has the right to own such a building.

In the past, the State owned buildings were granted to state-owned enterprises

for economic management or use. During privatization, however, such

buildings and other structures were usually transferred into the ownership of

those enterprises, which operated and used them on the basis of various use

rights. Thus, the newly privatized enterprise would “inherit” such buildings and

structures from the state-owned enterprise, provided that they were listed on the

company’s balance sheet and were included in the privatization documentation.

The special authority, which is in charge of the state registration of the rights to

real estate, must issue an ownership certificate, which certifies the right of

ownership of buildings and structures (see section 4.5 below). In accordance

with the Civil Code, the rights to real estate arise after the state registration of
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such rights, except for these cases where such rights have been obtained prior to

the adoption of Federal Law No. 122-FZ of July 27, 1997, “On State

Registration of the Rights to Real Estate” (the “Registration law”), in which cases

the owner is not obliged to register the rights unless it wants to enter into any

transaction related to such real estate object. Obtaining the relevant certificate

is fairly straightforward, although sometimes lengthy, process, as long as the

private company, which is seeking to obtain such certificate, can clearly

demonstrate that the buildings in question were purchased or privatized in

accordance with the prescribed procedures. Before an ownership certificate will

be issued, the local office of the Bureau of Technical Inventory (“BTI”) needs to

carry out a detailed assessment of the building and to produce an updated BTI

“technical passport” for the building. Quite often, this becomes a problem,

since no such updated BTI “technical passport” exists and the building owner is

reluctant to incur the costs involved in securing the required BTI assessment.

9.4 Leases

Foreign legal entities may be granted either land leases or building leases. Such

leases, where they are for state or municipally owned property, are usually based

on a standard local form. Although the Civil Code does not stipulate a

statutory maximum length of time, the current practice is that such lease terms

rarely exceed 49 years.

The level of rent payments for the majority of land leases, which the state or

municipalities grant, is set either by a general local decree or by a specific decree

for the lease in question. In Moscow, where the demand for land remains

relatively high, a lessee must pay rent calculated on the basis of a formula. In

addition, a Moscow lessee must pay for the right to lease any land in excess of

the area of the existing building on that land. In St. Petersburg, the level of rent

is determined by a decree of the Governor. The levels differ depending on the

location of the site and the type of the activity of the lessee. In some instances,

it is possible to negotiate the lease rent with the local St. Petersburg authorities.

The basis for granting a lease for a municipal or state-owned building, as well

as the rental payments, is normally established by a local decree. The parties

themselves may negotiate leases for part of, or for the entirety, of a privately

owned building. To date, few office - and retail-sector leases have exceeded a

10-year term; with five-year terms being - the most common. Longer leases of

25 years or more have occurred in the industrial sector. All three markets,
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however, are changing rapidly. Note: subject to any contractual restrictions in

the primary lease, subleases are also permitted.

Whether the lease concerns land or a building, the Land and Civil Codes

provide a lessee with certain basic rights. When the property is transferred, it

must be in the condition required by the lease. Thereafter, unless the lease

specifies otherwise, the lessor is liable for the repair of defects on the premises.

If the lessor fails to carry out the necessary repairs, the lessee’s options include

compensation and the right to terminate the lease. A lessee, which properly

fulfills its obligations under the lease, has a priority right of renewal at the end

of the term. The renewal rights of a lessee under a land lease are to be treated

in conjunction with the pre-emptive rights to purchase or lease the land plot,

which are granted to the owners of the existing buildings and structures.

Significantly, the provisions of the Civil Code in so far as they apply to land

leases are supplemented by the Land Code in a number of areas. In particular,

the Land Code sets out a series of modified rights for land lessees. Their

application will in part be dependent upon the precise drafting of a lease. For

example, the presumption under Article 615 of the Civil Code that a lessee

needs a lessor’s consent to sublease has been reversed for lessees of land. Then,

of particular significance is the provision that lessees of State or municipally

owned land under leases, with a term exceeding five years, now have a free right

to assign their rights subject only to the provision of notice to the lessor. In

other land leases this rule will also apply (in contrast to the provisions for prior

consent under Article 615(2) of the Civil Code). A notable improvement is also

made in conveyancing procedures with the new provision that the assignee of

a land lease does not need to enter into a new land lease.

Both the lessor and the lessee may terminate the lease contract, but only with

a court order. The Civil Code also suggests that the lease contract may provide

for other termination opportunities. Additional protection is given to lessees

of residential premises. The Land Code contains new provisions that deal with

the termination of land leases in conjunction with a court order. Now the

following will also constitute grounds for termination: (i) misuse of the land

plot (a more stringent test than that under Article 619 of the Civil Code which

requires either substantial or repeated violations); (ii) use of the land plot that

results in a decline in fertility of agricultural land or, importantly for industrial

users, a material deterioration in the environmental situation; (iii) a failure to

correct a range of other intentional violations of applicable land use regulations
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of an environmental nature; and (iv) a failure to use the land plot for its

designated purpose for a period in excess of three years.

Most leases must be state registered to be valid. The only exception is given

to leases of buildings for a period of less than one year, which do not need to

be state registered to be valid. The principles and procedures of State

registration are discussed below.

9.5 State Registration of Rights to Immovable Property

As discussed above, the right to real estate arises only from its state registration.

The current Russian legislation contains a specific procedure for the

registration and identification of rights (title) to immovable property. In many

cases, such registration is a prerequisite for the validity and enforceability of

transactions with immovable property.

According to the Registration Law, transactions with immovable property are

also subject to state registration, and they become effective and enforceable

only upon such registration. The registration authorities in the place where the

immovable property is located carry out the registration process. The

registration authorities maintain a “Unified State Register of Rights to and

Transactions With Immovable Property”, which indicates the history and the

current status of the immovable property in question. This Register also

records various encumbrances over immovable property, including leases. The

registration authorities issue a certificate in a prescribed form, which certifies

the rights to immovable property. Information on state-registered transactions

with immovable property is also included in the Register.

The procedures and rules of the state cadastral registration of land are outlined

in Federal Law No. 28-FZ “On the State Land Cadastre” of January 2, 2000

(the “Land Cadastre Law”), which came into force in July, 2000†. The State

cadastral registration applies to all land plots located in the Russian Federation

regardless of the form of ownership, the designation, or the authorized use of

the land plots. The Consolidated State Register of Land (the “Land Register”) is

established pursuant to the Land Cadastre Law, and contains detailed

information on land plots, including their cadastral number, location, land
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† The Land Cadastre Law confirms that all state cadastral registrations of land plots, which are

carried out in the Russian Federation in accordance with the established procedure before that

law comes into force, will be fully valid.

category and authorized use, the borders of the land plots, the registered

proprietary rights and encumbrances over the land plots, as well as information

about any immovable property on the land plots. This information from the

Land Register is open to the public. The Land Cadastre Law provides that such

information will also be provided in the form of extracts and copied documents

from cadastral files. Additional regulations and rules will define the procedures

for filing these relevant applications to obtain such information.

9.6 Classifications of Real Estate

Russian real estate is classified on the basis of its intended use, i.e., either for

residential or nonresidential purposes. The specific use should be identified in

the lease, the certificate of ownership - or the act of permanent use - as well as

at the Bureau of Technical Inventory. The use of buildings is also governed by

the decree or other document, which was originally issued in relation to that

building. The property of a privatized enterprise may also be subject to

additional use restrictions imposed by its privatization plan.

It should be noted that all real estate construction requires state permits and consent.

9.7 Payments for Real Estate

Whether a foreign investor is purchasing or just leasing real estate, most payments

for property in Russia are categorized as transactions connected with the transfer

of capital. All such transactions used to require a specific CBR license. The

payment procedures, where payments are to be made by a non-resident

companies and individuals, have been simplified recently. Now it is possible to

make payments to a Russian seller or lessor both in rubles or foreign currency

without a CBR license. Additionally, when both the seller and the buyer, or the

lessor and the lessee, are foreign legal entities, a payment in foreign currency to

an offshore bank account is also possible. Such transactions, however, may have

tax consequences, particularly with regard to withholding tax.

9.8 Residential Real Estate

Many apartments have now been privatized and are in private ownership.

Federal Law No. 72-FZ of June 15, 1996, “On Partnerships of Home Owners”

(the “Condominium Law”) provides the basis for the formation of

condominiums, including those formed by a developer prior to their

construction, although, such ventures are limited to buildings that consist
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primarily of residential premises. Additional regulations are also required,

some of which have already been passed in Moscow and St. Petersburg. Simple

condominiums are also now being registered.

9.9 Mortgage of Real Estate

Russia’s Law “On Mortgages” came into effect on July 22, 1998 and was amended

subsequently on a number of occasions. This Law significantly improves the

importance of a mortgage as a creditor’s instrument for securing its investment. It

is important that buildings and structures can be mortgaged only simultaneously

with the land plots, on which such buildings and structures are located.

The concept of a mortgage under Russian law, however, differs from common

law jurisdictions. In Russia, a mortgagee cannot automatically acquire rights

to the mortgaged property if default occurs under the secured obligation. In

most cases the mortgaged property must be sold at a public auction. The

proceeds will then be used to repay the debt. There are two types of foreclosure

on mortgaged property - judicial and extra-judicial. The parties may also enter

into a contract on the transfer of the mortgaged property to the mortgagee to

set off the secured obligation. Such an agreement can however be concluded

only after the default has occurred under the secured obligations.

In order to be valid, a mortgage agreement must be certified by a Russian notary and

registered with the relevant state registration authority. The local office of the state

registration authority and all of the land committees are able to provide information

on the absence or presence of a valid mortgage over immovable property.

According to the Law, the following types of property can be subject to a

mortgage:

(1) Land plots (with those exceptions stated by the Law);

(2) Enterprises registered as real estate;

(3) Buildings, structures, and other immovable property, which are used for

business activities;

(4) Residential houses, apartments, and parts thereof, which consist of one

or several isolated rooms;

(5) Cottages, garages, and other structures for personal use;

(6) Aircraft, sea, and river vessels; and

(7) A lessee’s interest in leased real estate, which may be the subject of a

“leasehold mortgage”.
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The terms and conditions of a mortgage may restrict the owner’s or user’s

capability to dispose of the property, including its contribution to the charter

capital and/or lease to third parties. Therefore, confirmation of the absence or

existence of a valid mortgage over the property is important. If there is a valid

mortgage, the purchase can be effected only with the consent of the mortgagee.

Even then, notwithstanding such consent, the mortgage will follow the

immovable property unless and until the primary obligation secured by the

mortgage will be performed and the property will be released from it.
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10. PRIVATIZATION

10.1 History of Privatization

In general, the privatization process in Russia can be roughly summarized as

being in three stages of progression. The first stage, “voucher-assisted

privatization”, together with “shock therapy”, continued from 1992 to1994,

and included the privatization of state property on a mass scale. Although, at

this early stage, the privatization laws were fairly undeveloped and the country

lacked experience in all privatization matters, the government’s rush to privatize

companies through the allocation of vouchers resulted in a very large

percentage of the state-owned entities being transferred into private hands. This

privatization scheme allocated vouchers to employees of the state and, at a later

time, these vouchers were to be transferred for shares in the capital structures

of newly established (privatized) joint stock companies.

The second stage of the privatization process lasted from 1995 to 1996 and can

be referred to as “money-earning” privatization. The principal objective of this

scheme was to replenish the state budget and to attract domestic, as well as

foreign, investment into the country. Unfortunately, this objective was never

achieved, because: (i) most of the financially viable and attractive businesses

had already been privatized during the first stage of development; (ii)

domestically, large-scale investors did not exist, as most of the local investors

were still limited by a lack of capital and were having a difficult time supporting

previously the privatized entities; and (iii) foreign investors were still skeptical

and wary of large-scale capital injections into Russian entities (specifically in

view of Russia’s politically volatile environment at the time). As a result of this

difficulty in attracting investment during this second stage, so-called “pledge

auctions” were held (an idea promoted by Russian banks). The outcome of

these auctions was that a limited number of Russian businessmen were able to

acquire state property at artificially low prices.

The third stage, which has stretched from 1997 to 2001, can be characterized

as the “stage of stabilization or, at least, consistency”, because during this time

period, there have been very few major developments within the sphere of

privatization. Although a new privatization law was enacted in 1997, aimed at

filling the gaps in the regulatory environment, the State Duma vetoed a new

government-proposed privatization program. During this stage, the process of

privatization dwindled, partly because the more attractive portions of state

property were already in private hands, and partly as a result of the poor

decisions of the leftist-Communist faction in the State Duma, which bitterly
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opposed the privatization of certain state-owned sectors and entities.

Nevertheless, there were some profitable (i.e., high priced) privatization

arrangements made during this period, which included the sale of state-owned

shareholdings in major Russian joint stock companies.

10.2 Privatization or De-privatization

It should be noted that, in the first half of 2000, the policy of “deprivatization”

(i.e., the act of the state to reclaim into its ownership unlawfully privatized state

property) attracted a high degree of interest.

The principal political cause for deprivatization became quite popular among

many Russians, and has been enthusiastically exploited by diverse left-wing

parties. Russians have become skeptical and unhappy about the results of

privatization auctions for many reasons, some of which include:

(1) The original theory behind the distribution of vouchers as part of the

initial privatization efforts was to distribute property ownership into

the hands of “ordinary people”. In practice, this did not turn out to

be the case, since only high-ranking managers and private investors

were able to acquire important enterprises and, in most cases, the

entities were sold at below market (i.e., real) value.

(2) Another fault in the privatization process has been the inability of the

new owners to attract further investment into, and to establish

successful development strategies for, their privatized companies after

privatization. In many cases, the new owners have revealed

themselves as being new Russian capitalists, who are much more

intent on acquiring further shareholdings in other companies and in

repaying the loans obtained to finance the original property

purchases, rather than in investing funds into the development of

their already-purchased entities.

(3) Unfortunately, the privatization period coincided with a difficult

period, which involved the restructuring of the economy. As a result

of the poor economic conditions, virtually all Russian industries

experienced a significant drop in their output and income. Regardless

of whether this was directly attributable to their privatization efforts

or not, in the public’s mind this drop in economic development is

directly attributed to the poorly structured privatization efforts.

On the other hand, there are also sufficient legal reasons for deprivatization

schemes. In the absence of the legislation and experience necessary to govern the
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process of privatization, combined with widespread corruption among Russia’s

bureaucrats, in several situations, companies that were slated for privatization,

became subjects of conspiracy between Russian private investors and

government officials. As a result, it is difficult to find a company in Russia,

which was privatized without serious breaches of the applicable legislation. The

privatization law provided for a single fundamental sanction for the failure to

abide by the privatization rules, i.e., that the corresponding transaction could be

declared void and the property unlawfully acquired would have to be returned

to the state. Furthermore, the privatized entities and procedures could be

questioned and declared invalid for a period of up to ten years. Therefore,

returning to the state those companies, which had been privatized in gross

violation of the applicable legislation, appears to be justifiable from both the

legal and the political viewpoints. Of course, this could become a very difficult

and complicated process. If a company is deprivatized, the current shareholders

would most likely not be able to take legal actions against the original owners.

In such cases, the original groups which purchased the newly privatized entities,

acted as intermediaries during the sale of the shares and, at the present time,

those companies either no longer exist or they do not have any assets in Russia

against which court judgments could be enforced. Furthermore, since privatized

companies often issued additional shares, the legitimate with “questionable”

investments have become intermixed and it would be rather difficult at this

point to segregate state property in its “original” form. Lastly, it would now also

be difficult to determine what companies were privatized in accordance with, or

in breach of, the laws. In many cases, the privatization documents have been

lost or destroyed; therefore, claims would need to be issued without any

documentary support. With the lack of any actual documentary support, the

deprivatization of individual entities on an ad-hoc basis could cause panic in the

Russian marketplace, discouraging any future investment.

There are indications that the Russian Government is aware of the negative

effects of the deprivatization process, at least President Vladimir Putin has

stated on several occasions that he would not allow any further reviews of

previously held privatization proceedings. Thus, it is not likely that the process

of deprivatization will be started in the near future, if at all.
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11. LANGUAGE POLICY

Under Article 68 of the Russian Constitution, the state language throughout

the territory of the Russian Federation is Russian. All official election materials,

legislation, and other legal acts must be published in the state language. In

addition, the Constitution upholds the rights of each of the individual

republics within the Russian Federation to establish its own state language.

Thus, regional state bodies and local institutions of self-government within

Russia’s 21 republics may conduct official state business in two languages:

Russian and the republic’s national language.

Foreign investors should be aware of some of the restrictions, which govern the

use of the Russian language. For example, the Law “On Advertising” requires

that all advertising in the Russian Federation must be either in Russian or in

the particular state language of the individual republic, in which the advertising

is conducted. The one exception to this rule is for trademarks, which may be

in the original language of the trademark. In addition, the use of the word

“Russia” in the name of a company exposes that company to certain tax

consequences, if it is directly translated from English into Russian.
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12. CIVIL LEGISLATION

The adoption of the new Russian Civil Code represents one of the landmarks

in Russia’s transition to a market economy. Part I of the Civil Code came into

effect on January 1, 1995, and Part II entered into force as of March 1, 1996.

Together, these two volumes serve as the legal basis for virtually every

transaction in the Russian Federation.

Part I of the Civil Code upholds the rights of citizens to own and inherit

property, to engage in entrepreneurial activity, to establish independent legal

entities, to protect their intellectual property rights, and so on. This part also

goes on to define such fundamental concepts as securities, contractual rights,

and the power of attorney. Part II further expands on these new civil

relationships. It provides additional details about the rights to sign a contract,

to rent property, to receive a loan, and to be compensated for an injury.

Although Parts I and II of the Russian Civil Code have been signed into law,

several provisions within the Civil Code required the passage of additional

legislation, before they could be fully implemented. Most of the major laws

have already been adopted, such as the Law “On Joint Stock Companies” and the

Law “On Limited Liability Companies”. In several instances, however, the

appropriate legislation has not yet been approved. One of the most glaring

example of such legislative gaps is the continued absence of the mutual

insurance law. The Russian legislation must therefore still be improved to

provide for all of the economic rights and opportunities, which have been

outlined in the Russian Civil Code.

Part III of the Civil Code became effective on March 1, 2002. It includes

Sections V "Inheritance Law" and VI "International Private Law" and replaces

the corresponding Sections VII and VIII of the Civil Code of RSFSR of 1964

and some other normative acts.

Section V "Inheritance Law" extends the rights of citizens to dispose of their

property, in particular, it strengthens the freedom of will principle. Moreover,

priorities are changed: testamentary succession is described prior to legal

succession. Section V additionally provides for confidential wills and wills

made in a simple written form. The legislation increases the number of rows of

legal heirs from four to eight. Entities and the State may now, inter alia, act as

heirs. Furthermore, the compulsory portion that must be designated to heirs

being minors, disabled children of a testator, a disabled spouse, parents and

dependents is decreased from two thirds to one half of their legal portion.
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Section VI "International Private Law" regulates "civil relations with foreign

element" (relations involving conflict of laws) – cases where either a foreign

national is engaged or an object of civil rights is abroad. Section VI contains a

number of essential innovations, for instance, the principle of public order that

provides for application of imperative norms protecting state and social

interests of the Russian Federation despite the contradicting provisions of the

law to be applied on the basis of conflict of laws norms. Further, Section VI

introduces the term "personal statute" (lex personalis), i.e. application of the

law of the country of individual’s nationality or the country of incorporation of

a legal entity. Moreover, the general scope of conflict of laws legislation is

increased. Thus, some new norms appear, such as provisions applicable to

agreements involving participation of a consumer; assignment of a right under

the agreement of parties; obligations arising from unilateral transactions;

percent for money liabilities; liability for quality defects in goods, works or

services; liability for unfair competition and unjust enrichment, etc.
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13. BANKING

13.1 Description of the Banking System

The Russian banking industry is regulated by several pieces of legislation,

including Russian Law No. 17-FZ “On Banks and Banking” (the “Banking

Law”) of February 3, 1996, and Federal Law No. 394-1 “On the Central Bank”

of December 2, 1990. A special law concerning the insolvency of banks also

exists. Finally, Russian Law No. 144-FZ “On the Restructuring of Credit

Organizations” has established a special Agency on Restructuring Credit

Institutions (“ARKO”), which is intended to supervise the reconstruction of the

Russian banking sector after the August 1998 crash.

The Russian private banking sector has been developing at a rapid pace since

the break-up of the Soviet Union. Indeed, Russian commercial banks enjoyed

a period of remarkable growth between 1995 and 1998. However, the fateful

decision of August 17, 1998, to restructure Russia’s foreign debt, as well as its

debt on treasury bills (“GKOs”), led to the near collapse of the Russian banking

system. The financial consequences of August 17,1998, known as the “Russian

financial crisis”, have had a profound impact on the Russian banking industry

and have left it in a much weakened state.

The primary regulatory body over the Russian banking sector is the Central

Bank of Russia (the “CBR”). The CBR is one of the few institutions, which is

under the control of the Russian legislative (not executive) branch. The State

Duma not only must approve the nomination of the Chairman of the CBR, but

it must also approve the resignation of the Chairman as well. However, it has

recently been proposed that a special Supervisory Board of the CBR be

established, comprised from the representatives of various executive bodies. The

Supervisory Board would exercise control over the CBR’s Board of Directors and

would participate in establishing the basic principles of Russian banking and

financial policy. This reform may weaken the CBR’s independence, as the CBR

could become subject to significant political pressures.

Article 75 of the Russian Constitution states that the CBR’s primary responsibility

is to defend and guarantee the stability of the Russian ruble. The CBR also

regulates banking activity throughout the Russian Federation and issues numerous

instructions, which are binding on all banks. As part of its general oversight role,

the CBR issues licenses for banking operations, establishes minimum charter

capital and net worth requirements, and approves the appointment of the senior

management of all banks (including foreign bank branches).
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The largest state-owned bank in the Russian Federation is Sberbank. Sberbank

has a large regional network of branch offices and a predominant market

position in retail banking.

The number of licensed banks is expected to decrease significantly in the near

term, as several banks have had their licenses revoked since August 1998, and

the CBR is seeking to further consolidate the Russian banking industry.

13.2 Licensing

All Russian banks must receive a license from the CBR before they can begin

their operations. Banks can apply for one of the following licenses: (1) a license

to open ruble accounts; (2) a license to open both ruble and foreign currency

accounts; (3) a license for ruble operations for private investors (individual

clients); and (4) a license for ruble and foreign currency operations for private

investors (individual clients). In addition, a bank can apply for a general

license, which covers all of the above activities.

13.3 Transition to International Banking Standards

As noted above, the Russian financial crisis has had a destabilizing impact on the

Russian banking industry. As a result, many of Russia’s largest banks are

technically insolvent and do not meet international banking standards. In many

ways, the healthiest sector of the Russian banking industry is comprised of those

mid-sized and regional banks, which did not invest heavily in Russian treasury

bills, and, therefore, were less exposed to the government’s default on GKOs.

The Russian government has begun to revoke the licenses of insolvent banks

and to initiate formal bankruptcy proceedings. The newly-created ARKO has

also been assigned the responsibility of restructuring those major banks, that

can be returned to a profitable status.

13.4 Standards for Domestic Banks

The CBR establishes standard requirements (including a minimum capital

requirement) and reserve fund requirements. The prospective chairman of the

executive organ of a bank and the bank’s chief accountant must complete a

questionnaire, indicating their levels of education and years of experience with a

bank or other credit organization. Candidates with a university degree in law or

economics only need one year of management experience in the banking industry,
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however, all other candidates require two years of management experience.

Further, all candidates must supply criminal record (or lack of it) report.

13.5 Banks with Foreign Participation

Article 55 of the Russian Federation Civil Code permits foreign banks to establish

branch offices in the Russian Federation. Articles 17 and 18 of the Banking Law

also permit foreign banks to invest in Russian banks. The participation of foreign

banks in the Russian market, however, is subject to certain restrictions. Most

notably, the Russian Government may set a strict quota as to the amount of

foreign capital, which can participate in the Russian banking system. Once that

quota has been reached, the CBR must suspend the issuance of new licenses to

banks with foreign investment and to Russian branches of foreign banks. It is,

however, presently unclear as to how this quota is determined.

Another restriction that prevents foreign capital from being invested in the

Russian banking system is the necessity of obtaining a CBR approval prior to

acquiring a share in a Russian bank, irrespective of the amount of the

investment. Conversely, Russian residents need apply to the CBR for such

approval only if they acquire 20 percent or more of the bank’s shares. The State

Duma is currently discussing a bill that would require CBR approval only for

non-resident acquisitions of 20 percent or more.

13.6 Non-Banking Activity of Banks

According to Article 5 of the Banking Law, Russian banks are allowed to engage

in the following non-banking activities:

(1) Providing financial guarantees to third parties;

(2) Acquiring the right to demand payment from third parties;

(3) Managing the property and finances of legal entities and individuals

as a trustee;

(4) Participating in transactions involving precious metals;

(5) Renting of dedicated space, or a safe (safety deposit box) within such

a space, for storing documents and other valuables;

(6) Leasing operations; and

(7) Providing consulting and other informational services.
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13.7 Money Laundering Legislation

On the basis of recommendations made by the Financial Action Task Force on

Money Laundering (FATF), an inter-governmental body with the goal of

developing and promoting policies for national legal systems to combat money

laundering, the State Duma adopted Federal Law No. 115-FZ "On Combating

Money Laundering" (the "Money Laundering Law"), which came into force on

February 1, 2002.

The Money Laundering Law requires banks and a wide range of financial

institutions to report to a central executive agency any cash or deposit

transactions involving 600,000 Rubles or more (approximately USD 20,000) or

any kind of transaction deemed suspicious (in the sense of relating to criminal

activity). The Money Laundering Law establishes requirements governing the

supervision and reporting of suspicious transactions, internal record-keeping

and customer identification procedures for financial institutions such as banks

and non-bank financial organizations, securities market professionals, insurance

and leasing companies and postal and other non-credit organizations that deal

with the transmission of money. The rules governing a financial institution’s

internal record keeping and the reporting of suspicious transactions include an

obligation to perform increased due diligence on all complex or unusual patterns

of transactions that have no apparent economic or visibly lawful purpose.

Financial institutions are protected from any liability for breach of any

restriction on disclosure of information imposed in accordance with the

execution of the Money Laundering Law. Customers may not be warned when

information relating to their account is reported to the competent authorities.

Additionally, the Russian Government will draw up a blacklist of noncooperative

jurisdictions, which will correspondingly bear special scrutiny upon

report of any suspicious transactions. The financial institutions must know the

actual identity of their customers and are not allowed to open or keep

anonymously-held accounts. Russian banks that fail to comply with the

requirements of the Money Laundering Law more than once within one year

period will have their licenses revoked.
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14. INTELLECTUAL PROPERTY

14.1 Regulatory Environment

The primary legislation regulating intellectual property in Russia was passed in

1992. This included laws on the protection of trademarks, computer programs

and databases, patents, and the topology of integrated circuits. The Law “On

Copyright” (the “Copyright Law”) was passed in 1993. Any foreign legal entity

or natural person may use and seek protection for its/his/her intellectual

property rights in Russia under these laws, provided that the requirements of

these laws are satisfied.

Russia is a signatory to several international treaties on intellectual property

rights, including the Universal Copyright Convention, the Berne Convention

for the Protection of Literary and Artistic Works, and the Paris Convention for

the Protection of Industrial Property.

14.2 Patents

Patent protection is given to an invention if it is novel, inventive, and

industrially applicable. The maximum duration of patent protection for an

invention is 20 years from the date of the application. A patent application is

filed with the State Patent Office (“Rospatent”), which examines it and grants

the patent if the invention meets the above criteria.

A utility model is granted patent protection if it is new and industrially

applicable. The term of protection is 5 years from the filing date of the

application, and may be extended for an additional three year period.

Industrial designs are characterized by the artistic and structural form of the

article, which determines its external appearance. Patent protection is granted

for 10 years if the industrial design is new, original, and industrially applicable.

This protection may be extended for an additional five years.

Patents may be assigned and/or licensed by their owner(s) to natural persons

and legal entities. However, any assignment or license contract must be

registered with the State Patent Office in order to be valid. Infringement carries

civil, criminal, and administrative liability.
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14.3 Trademarks, Service Marks, and Appellation of Origin

of Goods

The right to a trademark or service mark is based on registration with the State

Patent Office. If registered, trademark or service mark protection is granted for

a period of 10 years and may be renewed for additional 10 year periods.

Assignments and licenses of trademarks and service marks must also be

registered with the State Patent Office.

Legal protection is given to an appellation of origin of goods based on its

registration with the State Patent Office. The term of protection is for 10 years,

and may be renewed for an additional 10 year periods. The certificate owner

may not grant licenses for the use of the appellation of origin of goods.

Violation of the rights to a trademark, service mark, or appellation of origin of

goods carries civil, criminal, and administrative liability.

14.4 Copyrights and Neighboring Rights

The Copyright Law protects works of science, literature, and the arts

(copyright), as well as stage productions and phonograms of radio broadcasting

or cable TV organizations (neighboring rights). Copyright protection is

generally granted to the author without any registration requirements. The

right to use a copyrighted work may be assigned. Copyright is protected for the

lifetime of the author(s), plus 50 years after his/her (their) death.

14.5 Computer Programs and Databases

The Copyright Law also applies to computer programs and databases.

Computer programs enjoy protection as literary works, while databases are

protected as anthologies. Although registration is not mandatory for

protection, an author may voluntarily register with the appropriate agency. As

with copyrighted materials, the computer program or database is protected for

the lifetime of the author(s) plus 50 years after his/her (their) death(s).

14.6 Topologies of Integrated Microcircuits

Legal protection is applicable to an original topology of an integrated

microcircuit developed as the result of the author’s work. The author enjoys

the exclusive right to use the topology as he/she sees fit, including the

prohibition of unauthorized use. Property rights in a topology may be

transferred fully or partially to others under a written contract.
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Although the registration of a topology is not mandatory for its protection, an

author may voluntarily register with the appropriate agency. The exclusive right

to use the topology is effective for 10 years from the date of its initial use, or

from the date of the topology’s registration, whichever is earlier.
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15. BANKRUPTCY

15.1 Introduction

Bankruptcy law in Russia consists of Article 64 of Part I of the Civil Code of

the Russian Federation and the Law “On Insolvency (Bankruptcy)” dated

January 8, 1998 (the “Bankruptcy Law”). The Bankruptcy Law is increasingly

being enforced in the Russian Federation; therefore, foreign investors should

follow these proceedings with close interest.

Insolvency is defined under the Bankruptcy Law as the inability of a debtor to

pay a creditor’s monetary claim or to make an obligatory payment in full, if

such obligation has been outstanding for at least three months after its due

date. In the case of debtor companies, the debt must exceed the value of 500

times the minimum monthly wage. In the case of an individual debtor, the debt

must exceed 100 times the minimum monthly wage and must also exceed the

value of the debtor’s property.

15.2 Initiating Bankruptcy Proceedings

The right to petition for bankruptcy is granted to any of the following: creditor

or group of creditors; tax authorities; public prosecutor; and debtor itself. In

addition, a company-debtor must initiate proceedings within one month from

the date of the determination that a full satisfaction of one or more creditors’

outstanding claims would be impossible. The same requirement must be met

in case of a decision on application for voluntary bankruptcy that may be

adopted by a company’s governing body authorized to make a decision on the

company’s liquidation. The petition for bankruptcy must be filed with the

relevant arbitrazh (i.e., commercial) court.

15.3 Provisional Management

As soon as the arbitrazh court accepts an application for the recognition of a

debtor as bankrupt, it either appoints a provisional manager or, in certain

limited cases, declares the debtor bankrupt without the appointment of a

provisional manager and moves directly to bankruptcy proceedings. The

responsibilities of a provisional manager include reviewing the debtor’s

financial standing, notifying the debtor’s creditors, and ensuring that the

debtor’s assets are preserved, pending the hearing of the bankruptcy petition.
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Notwithstanding the appointment of a provisional manager, the management

of the debtor company continues to carry out its day-to-day business, albeit

with several important restrictions. The provisional manager remains in place

until the court makes a decision concerning the bankruptcy petition. If there

is a possibility to restore the debtor’s solvency, the court will dismiss the

provisional manager and call for external management. Otherwise, the court

will move immediately to bankruptcy proceedings.

15.4 External Management

Upon the introduction of external management, a moratorium on the payment

of all creditors’ claims is introduced. At the same time, the management of the

debtor company is dismissed and the power to oversee the debtor’s business is

vested in an external manager, appointed by the court. The external manager

must draft an external management plan, which provides for the restoration of

the debtor’s solvency within a specified time period. This plan must also be

submitted to the creditors’ meeting for approval.

15.5 Bankruptcy Proceedings

If the court determines that the debtor’s solvency cannot be restored, or if the

external management has not been successful, then the bankruptcy proceedings

(procedure in bankruptcy) will be invoked by the court. As soon as this

decision is made, all of the debtor’s pecuniary obligations become due and

payable. Interest stops accruing, and the receiver must take measures to

repossess the debtor’s assets, which are held by third parties.

Prospective claims are ranked in five categories, and the claims of one category

must be satisfied in full prior to the making of payment to creditors of the next

category. In the event that payment cannot be made in full to all of the

creditors of the same category, the payment will be made on a pro rata basis.

The five categories of creditors are as follows:

(1) First Priority: Claims by individuals for compensation for damages

caused to livelihood and health;

(2) Second Priority: Claims by employees of the debtor for severance pay

and unpaid wages;

(3) Third Priority: Claims of creditors for obligations secured by pledges

of the debtor’s assets;

(4) Fourth Priority: Claims of government creditors for amounts due as

obligatory payments, including taxes and payments to other
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governmental non-budgetary funds (such as the Pension Fund of the

Russian Federation, the Federal Mandatory Medical Insurance Fund,

etc.); and

(5) Fifth Priority: Other creditors.

15.6 Amicable Agreement

An amicable agreement may be concluded at any stage during the application

of the bankruptcy procedures. It must be supported by a majority of all of the

bankruptcy creditors, subject to the unanimous agreement of all of the secured

creditors. Such agreement may be concluded only upon payments to satisfy

claims of the first and second priority creditors and must be approved by the

relevant arbitrazh court.

15.7 Bankruptcy of Banks and Other Lending Institutions

The CBR must first revoke the license of a bank or other lending institution

before the liquidation process can begin. Once the license has been removed,

the court is left with two choices: temporary management or bankruptcy

(competitive) proceedings. Unlike in the case of companies, external

management and amicable agreements are not available for banks and other

lending institutions. This is due to the fact that banks are not entitled to

engage in business following the revocation of their licenses.

In the case that a bank is adjudged bankrupt, the order of priority in the

satisfaction of its creditors’ claims is same as that referred to above, with one

important exception: the claims of individual bank depositors must be satisfied

as a matter of first priority, preceding the satisfaction of all other claims.
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16. THE RUSSIAN COURT SYSTEM

16.1 Introduction

The Russian court system consists of the Constitutional Court, the courts of

general jurisdiction and the state arbitrazh courts.

The Constitutional Court generally resolves issues relating to the compliance of

federal and regional laws and regulations with the Russian Constitution.

In the main, the courts of general jurisdiction hear civil disputes between

citizens arising from the administrative relationships of citizens and state

bodies, as well as criminal cases. At the same time, some categories of cases

associated with business activities are also referred to the general courts, in

particular, the recognition of rights to lost bearer securities.

The overwhelming majority of disputes involving legal entities are heard before

the state arbitrazh (i.e., commercial) courts.

16.2 State Arbitrazh Courts

The name “arbitrazh court” has nothing in common with arbitration tribunals,

and originates from an old Soviet tradition, whereby disputes between state

enterprises were heard before the so-called “state arbitrazh”, because it was

assumed that, under a planned economy, no disputes could arise between

socialist enterprises, and any differences which did arise could be settled by an

“intermediary”, the state arbitrazh.

The procedural rules applicable in the Russian arbitrazh, i.e., commercial,

courts are based on the general principles of procedural law adopted in the

Continental European states, i.e., the procedure is inquisitorial and not

adversarial, as in common law jurisdictions. In spite of the fact that the

procedural rules have undergone certain changes since the early 1990’s, more

radical changes are expected to occur, due to the adoption of the new Arbitrazh

Procedural Code, a draft of which is being considered by the State Duma.

The Russian arbitrazh court has an important advantage over the courts of

general jurisdiction, i.e., the lack of formalism. For example, no record of the

judicial proceedings is usually kept and the witnesses are usually not examined.

Moreover, the trial period in the arbitrazh courts is relatively short, i.e., under

the current regulations, the court should render its judgment within two
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months from its receipt of the petitioner’s application. However, this advantage

of the arbitrazh courts is cancelled out in practice by such problems as the

independence and the partiality of the judges.

16.3 International Arbitration

As an alternative to the state arbitrazh courts, foreign investors are entitled to

refer a dispute to a private arbitration tribunal, including ad hoc and

institutional arbitration tribunals located either within or outside of the Russian

Federation. The subject of the arbitration proceedings may cover a wide range

of issues, with the exception of disputes arising from administrative relations

(e.g., tax, customs, etc.), as well as disputes which fall within the exclusive

jurisdiction of the Russian arbitrazh courts (e.g., disputes relating to immovable

property located in Russia, disputes arising from bankruptcy proceedings, etc.).

The main rules of international arbitration are governed by the Law “On

International Commercial Arbitration”, enacted on July 7, 1993, which are

identical to provisions of the Standard UNCITRAL Arbitration Rules.

In addition, the international commercial arbitration provisions of the various

international treaties, to which the Russian Federation is a party, and, particularly,

the European Convention on International Commercial Arbitration of 1961,

and the New York (United Nations) Convention on the Recognition and

Enforcement of Foreign Arbitral Awards of 1958, also apply in Russia.

16.4 Enforcement of Foreign Judgments

Judgments of the courts of general jurisdiction and the arbitrazh courts are

enforced through the bailiff service.

Judgments, i.e., arbitral awards, rendered by arbitration tribunals located

within or outside Russia are also executed by the bailiff service after such

judgments are recognized and enforced by the courts of general jurisdiction.

These courts may not reverse a decision of an arbitration tribunal on the merits

of the case. Rather, the grounds for the refusal by courts of general jurisdiction

to recognize and enforce foreign arbitral awards are generally the same as those

set forth in the New York Convention.

At the same time, there is, unfortunately, a negative trend whereby the courts

of general jurisdiction have refused to recognize and enforce foreign arbitral

awards due to their non-compliance with considerations of Russia.
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