
3

Mergers & Acquisitions

RUSSIAN/CIS ENERGY & MINING LAW JOURNAL, 5'2006 (Volume IV)

M & A guide for the Russian oil and gas
industry
Legal and tax issues of mergers, divestitures and acquisitions

By Asset Capital Partners and Nörr Stiefenhofer Lutz

Preface by RPI*

Since the start of 2005 the Russian M&A market

in the oil and gas sector has undergone funda-

mental change and at the same time has been

demonstrating strong growth. During this period

the total amount of closed deals exceeded

US$ 30 billion, accounting for every two dollars

out of five paid in more than 700 M&A transactions

made in Russia. The intensity of such activity can

be explained by several reasons: massive growth

of the government’s role in the Russian oil and

gas industry; availability, strategic importance and

relatively low cost of reserves; the comeback of

licensing as a method of accessing reserves;

optimisation of asset portfolios by the Russian oil

and gas players; the Russian energy companies’

growing appetite for expanding and acquiring new

assets internationally; the mounting importance of

the Russian petroleum market against the back-

drop of surging oil prices.

Tightened government control over the industry

ensured the domination of the Russian players

in the M&A market with state-controlled giants

Gazprom and Rosneft leading the way as the big-

gest spenders. Thus, Rosneft paid US$ 9.35 bil-

lion to establish control over Yuganskneftegaz,

the former key production unit of YUKOS, while

Gazprom acquired Sibneft, Russia’s fifth-largest

oil producer, for a record US$ 13.7 billion. These

mega deals were followed by several others of

smaller, but still rather significant size: Gazprom

acquired Sevmorneftegaz for US$ 1.34 billion,

TNK-BP divested Udmurtneft to the Rosneft-

Sinopec alliance for US$ 3.5 billion and Saratov-

neftegaz to Russneft for US$ 432 million. The list of

last year’s important deals also includes the sale

of the Russian government’s remaining 7.59%

stake in LUKOIL for US$ 1.988 billion to Conoco-

Phillips, which staged the scene for the U.S. ma-

jor’s ensuing purchase of more LUKOIL stock.

Having reasserted its position as a dominant fac-

tor in the oil and gas industry, the Russian govern-

ment practically reshaped the configuration of me-

thods used by market players to access hydrocar-

bon reserves in Russia. Compared with the early

1990s, when the cash-strapped industry wel-

comed foreign investment, recent years saw that

focus shift as domestic majors built muscle and used

government support to put a lid on the foreign com-

panies’ bids to acquire Russia’s upstream assets.

This change came to marginalise the previously

used methods such as joint ventures and pro-

duction sharing agreements (PSAs). Joint ven-

tures were popular in the early 1990s, but went

out of practice by the late 1990s after the industry

almost completely ended in private hands. PSAs

were originally seen as a method of attracting for-

eign investment into major, capital-intensive pro-

jects, but in the late 1990s they fell out of favor

with both the Russian government and domestic

oil and gas companies. Currently, the outlook for

PSAs is dim, but even if the concept of PSAs

makes a comeback, its use will be limited to stra-

tegic, predominantly offshore projects with Rus-

sian players in the front seats.

In the last few years other methods such as li-

censing came to the foreground, giving bidders

first-hand opportunity to acquire hydrocarbon as-

sets through direct participation in licensing auc-

tions. Until late 2004 licensing in Russia was dor-

mant or irregular, but in 2004 the authorities

awarded 32 licensing blocks, in 2005 the number

rose to 129, and in 2006 the Ministry of Natural

Resources plans to award several hundred

blocks. Buying into Russian upstream through

acquisition of companies that emerge as winners

at licensing auctions

is another option that

is becoming increas-

ingly popular.

* RPI (www.rpi-inc.com) is an advisory firm special-
ising in the Russian and international oil and gas in-
dustries. RPI provides consulting, research and
communications services, and organises a range
of industry conferences.



Today, would-be lessees practice both approa-

ches. As a rule, licensing attracts small foreign

firms who bid for small- and medium-size assets.

The number of foreign majors bidding in this seg-

ment of the market is fairly negligible - they target

larger assets, but at the same time exercise cau-

tion as the pending legislation on restricting ac-

cess to reserves in Russia’s strategic industries is

likely to put most of the targeted fields out of their

reach. Another source of assets is licenses re-

voked by the government regulator because of vi-

olations of licensing agreements.

Mergers & acquisitions remains to be a key

instrument for gaining access to reserves, though

it has undergone important developments in

the last several years. Apart from the creation

of TNK-BP, which was the last large M&A deal not

directly engineered or closely coordinated by the

Russian government, all other major purchases

follow the new script that generally gives prefe-

rence in acquisition opportunities to the state-

owned companies.

The failed buy-in of Western energy majors into

YUKOS and the successful LUKOIL-Conoco-

Phillips set of transactions were the landmark

cases that set patterns for the government’s in-

volvement in planning and in effect regulating

large-scale deals. The government assumed

the role of the ‘arbiter’ among the large Russian oil

and gas players, both state-controlled and private.

Foreign strategic investment in projects with low

geological risk will be limited to non-controlling

stakes and wherever feasible, within a broader

context of strategic alliances or asset swaps (see

also asset swaps below), while also carefully

tailored so to avoid serious competition with

the incumbent players. For the large international

players, the key development is the shift to oppor-

tunities with greater geological risk, as well as to

other instruments for buying into assets and ac-

cessing reserves.

Opportunities associated with M&A are numerous

and diverse. Companies operating greenfield pro-

jects present one such opportunity that has started

to attract both Russian and international petro-

leum companies. A telling example is Rosneft,

which has a number of consortia to develop explo-

ration-stage offshore projects, with foreign com-

panies (such as BP, Sinopec and KNOC) acting

as minority partners. This kind of modus operandi

is expected to be further used with companies

from China, India, Japan and South Korea, con-

sidering limited opportunities offered to Russian

companies in their markets. However, for Chinese

and possibly Indian companies strategic consid-

erations are likely to open managed access to ma-

ture assets as well.

On the medium- and small-company level, M&A

activity is dynamic with lots of assets changing

hands. Certain companies like Russneft and

Urals Energy have been demonstrating impres-

sive acquisition-driven growth and are approach-

ing the reserves and production levels of the

smaller Russian majors (vertically-integrated com-

panies).

The ongoing restructuring and optimising of up-

stream portfolios by several Russian oil majors

has already led to divestitures of a number of im-

portant assets, with LUKOIL and TNK-BP having

been at the forefront of this process. Assets sold

by these companies found new owners among

different types of players, depending on the size

of asset – both majors and independents, Russian

and international.

Another strengthening trend has been the return

of Russian money that had moved abroad during

the notorious capital flight of the 1990s. Fronted

by foreign investment outfits, these funds are now

coming back home in increasing amounts.

Under the current circumstances strategic allian-

ces and asset swaps have emerged as the key

approaches for the large players. The multi-fac-

eted deal between LUKOIL and ConocoPhillips

has been the first prominent case where the

agreements were structured with the govern-

ment’s consent and active participation. Recently,

Gazprom’s top management has declared pub-

licly that negotiating asset swaps was the “defi-

nitely preferable” method of developing busi-

ness with foreign partners – a method exemplified

by the deals with BASF/Wintershall and E.ON/

Ruhrgas, as well as by the negotiations agenda

with a number of other international companies.

Such alliances are seen as a vehicle and part of

the strategy of Russian oil and gas companies to

penetrate and develop on international markets –

most recent examples include Gazprom’s buildup

of stock in Wingas, its joint venture with Winter-

shall, as well as a swap with E.ON involving Gaz-

prom’s acquisition of stakes in two Hungarian gas

companies and a power firm in exchange for a stake

in the giant Yuzhno-Russkoye field controlled by

Gazprom.

Though government regulation tends to reduce

investment opportunities to foreign entities,
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Russia’s petroleum industry still has plenty of

assets to offer. The key to success in entering

(or expanding in) your upstream base is to

weigh properly your options and clearly identify

your target, as well as the most suitable method

of entry. Current tendencies speak in favor of

small- and medium-size foreign companies will-

ing to operate smaller, older or more complex

fields, while major projects requiring huge in-

vestments may involve international majors on

a risk-sharing basis. The period when foreign

capital was at the top of the investment agenda

has come to an end as mountains of petro-

dollars helped build several of Russia’s own oil

company empires. However, it should not be

overlooked that the Russian government recog-

nises the need for foreign investments in the oil

and gas industry. Only recently the Russian

Minister of Natural Resources Yuri Trutnev esti-

mated that US$ 55 billion were needed just to

search for and develop new fields.

Well conscious of their financial might, Russian

firms will not stop here and are actively seeking

ways of entering markets abroad in Europe, Asia

and the Americas, while at the same time tighten-

ing the grip on its own market. Such develop-

ments will open the door for asset swapping and

test the foreign markets’ readiness to accept new

players from Russia. At the same time, it will pro-

vide opportunities to buy into Russian upstream

assets at a time when the chances of direct

large-size takeovers in the typical M&A fashion

look increasingly slim.

Before emerging as a successful investor in an M&A

market as complex as Russia’s, one needs to

come to grips with a multitude of issues stemming

from its complexity. That effort may be facilitated by

the use of a reliable source of information, which

provides an in-depth insight into related issues.

The M&A guide for the Russian oil and gas indus-

try sheds light on the whole range of market-re-

lated issues, including legislative, regulatory, fiscal

and other aspects. We find the report unique in

the way it provides readers with a comprehensive

and meticulously structured framework for naviga-

ting through the field of Russian oil and gas M&A.

We are confident that the M&A guide will be of im-

portant help to its readers in developing a better

understanding of the current and future Russian

M&A reality and will provide valuable guidelines

for making successful business decisions.

1. Introduction

This Mergers & Acquisitions (‘M&A’) guide for the
Russian oil and gas industry is written for compa-
nies and individual investors interested in acquir-
ing or divesting Russian oil or gas assets with a fo-
cus on the upstream sector. It shall be a practical
guide and thus provide practitioners with much
needed guidance in this complex field.

The legal and tax framework of the Russian oil and
gas industry is ever evolving. Despite the constant
changes in the legal and tax environment, the regu-
latory framework of the oil and gas industry in the
Russian Federation can now be considered as
mature. It provides investors with certainty which
is necessary in preparing investment decisions.

This guide is published at a time when a major
change has been announced with the proposal
to introduce a new Subsoil Law. On 17 June
2005 the Government submitted Draft Law No.
187513-4 “On Subsoil” to the State Duma (the
lower house of the Russian parliament) (“Draft
Subsoil Law”). According to the information pub-
licly available as of the date of this guide,1

the State Duma decided on 24 January 2006 to
postpone the examination of the Draft Subsoil
Law and no new date for the first reading of the
draft has been set. There has been no further
statement from the State Duma with regard to the
draft law since. A revised draft has been pub-
lished by the Ministry of Natural Resources in
February 2006 (“Revised Draft Subsoil Law”) but
is still under discussion. It appears that the draft
law is not likely to be adopted in its current form in
the near future due to the opposition from major
Russian oil and gas companies. Although no new
subsoil law has been passed and no date for the
enactment of such a law has been given, the ex-
isting drafts provide insight into current thinking
and are reflected in this M&A guide.

The guide is divided in the following chapters:

� The second chapter provides a brief overview of
the Russian oil and gas market.

� The guide explains in the third chapter the as-

sets which can be acquired or divested in the oil
and gas industry.

� The fourth chapter will deal with investment

structures and show the most important struc-
tures used in practice.

� In the fifth chapter we will discuss the legal due

diligence process and provide an overview of
the aspects which have to be reviewed by the po-
tential acquirer (and ideally
well prepared by the party
selling assets or shares).
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� The sixth chapter will provide an overview of
the documentation involved in M&A transac-
tions. It will discuss both the investment itself
and its financing.

� The seventh chapter gives an overview of the no-

tification and approval requirements under
Russian law for acquisitions and divestitures.

� In chapter 8 we look at legal issues of the tar-

get company, in particular corporate gover-
nance aspects of Russian companies and
the issue of shareholder rights under Russian
company law (the latter is particularly important
to minority shareholders).

� In the ninth chapter we discuss taxes and other

payments due to the State. This is particularly
important since tax payments have become
a main aspect for the profitability of oil and gas
companies in Russia. Tax rates and export du-
ties reported in the guide are expected to be
changed frequently from the time of the guide’s
publication. However, specific figures have
been included in the text to provide readers with
a starting point for further enquiries.

� Lastly, currency law and export law issues

with respect to hydrocarbons are discussed in
chapter ten.

We are grateful for the support provided by Statoil
ASA and RPI. Both institutions have commented
on the drafts prepared by Asset Capital Partners
and Nörr Stiefenhofer Lutz. Furthermore we would
like to thank Jon Hines, partner at LeBoeuf, Lamb,
Greene & MacRae, for his valuable remarks on
a draft version of the text. The responsibility for
the content of the guide rests, however, with As-
set Capital Partners and Nörr Stiefenhofer Lutz.

There is currently only little literature about the
technicalities of M&A transactions in the Russian
oil and gas industry. We would be grateful for com-
ments from readers which may help further to im-
prove future editions of this guide. You can ad-
dress any comments you may have to Jan-Hendrik
Röver (roever@assetcapitalpartners.com) or Dr.
Peter Zier (peter.zier@noerr.com).

Needless to say that acquisitions and divestitures
are extremely complex transactions which require
careful preparation both from the selling and the

buying party. Each

transaction will pro-

vide its specific chal-

lenges. The teams of

Asset Capital Partners

and Nörr Stiefenhofer

Lutz have many years

of experience with completing complex M&A
transactions in Russia and are at your disposal for
assisting you in closing your transactions suc-
cessfully.

2. Russian oil and gas market

Russia holds 6% of the world oil reserves and ca.
25% of the world gas reserves. It is the world’s
second largest producer of crude oil after Saudi
Arabia. Although several oil and gas companies
are fully or partially state-owned (most notably
Gazprom and Rosneft) the Russian oil industry,
like e.g. the US-American or Canadian oil indus-
try, is characterised by a large private sector.
Several of the major oil companies are privately-
owned and there is a group of privately-held inde-
pendent oil and gas companies. At present there
are about 150 independent oil companies that ac-
count for ca. 7 percent of the country’s oil produc-
tion.2 The group of independent gas companies
with sizeable operations comprises less than
10 companies.3 Refineries are mostly owned by
the Russian oil majors.4

The Russian oil and gas industry is clearly of inte-
rest to local and international investors alike with
many foreign oil companies already having made
investments in the Russian oil and gas sector. Par-
ticularly prominent examples of foreign investors
are ExxonMobil (with their involvement in the Sa-
khalin 1 project), E.ON Ruhrgas (with their invest-
ment in Gazprom), Wintershall (with their engage-
ment in several of Gazprom’s upstream activities),
BP (with their joint venture with TNK), Shell (with
their participation in the Sakhalin 2 liquefied natu-
ral gas offshore projects and their oil production in
Western Siberia at the Salym field), Conoco-
Phillips (with their investment in LUKOIL and Polar
Lights) as well as Total and Hydro (as the major
investors under the Kharyaga production sharing
agreement). Despite these examples the majority
of transactions is still done by local investors.

The Russian oil and gas market is currently at
a very dynamic stage. There are literally hundreds
of assets whose development is to be funded.
These assets are either auctioned by the state or
offered by investors who already purchased the
subsoil use rights. And even among major Rus-
sian oil and gas companies the consolidation pro-
cess is far from being finished as the takeover of
Sibneft by Gazprom has proven.

There is currently much talk about a nationalistic
trend in the Russian oil and gas industry in the
sense that the state wants to increase the share of
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2 For an overview see RPI (ed.), The Independent
Oil Producers in Russia: Companies and Assets
(August 2005).

3 See RPI (ed.), The Independent Gas Producers in
Russia (February 2006).

4 RPI (ed.), The Future of Russian Refining and Ex-
ports of Oil Products (July 2005).



state ownership in the industry. Much of this talk
seems to be exaggerated particularly since private
investment is an important factor in the develop-
ment of the Russian oil and gas industry. Although
state driven consolidation may occur among ma-
jor companies (and may also have an effect on
large assets) it is to be expected that the need for
investments as well as technological support will
always keep a window open for the private sector.

3. Main assets of hydrocarbon companies

The first issue to consider is which assets are
available for a divestiture or an acquisition.

3.1 Hydrocarbon reserves

Under Russian law currently in force ownership
to hydrocarbon reserves in the ground is deemed
to be State property under the joint jurisdiction
of the Russian Federation and the respective re-
gion where the reserves are located. However,
the Draft Subsoil Law states that the subsoil and
minerals, energy and other resources contained
therein are federal property only.

Although reserves are not legally owned by the
company holding the subsoil use rights, in eco-
nomic terms they still are assets of the person
holding the respective subsoil use rights. This be-
comes clear in any financing situation which will
i.a. rely on the reserves in the ground “held” by the
oil and gas company. Financings such as reserve
based lending, project financings,5 export trade
financings and even corporate financings will es-
sentially rely on the amount of reserves available.
Reserves are assessed by specialised state insti-
tutions (currently the State Reserves Commission
[Gosudarsdvennaya Komissiya po Zapasam Polez-
nykh Iskopayemykh = ‘GKZ’] and the Territorial
Reserves Commissions [Territorialnaya Komissiya
po Zapasam Poleznykh Iskopayemykh = ‘TKZ’])
appointed by the Federal Agency for Subsoil Use
(Russian abbreviation: Rosnedra) upon discus-
sion with the Ministry of Natural Resources of
the Russian Federation. Once the assessment is
completed, Rosnedra confirms the reserves.6

3.2 Exploration and production rights

Currently private companies are granted rights of
use with regard to hydrocarbon reserves under two
different subsoil use regimes, the licensing regime
and the production sharing agreement regime.9

Under the Draft Subsoil Law a regime of regulated
contracts has been introduced; it is as yet unclear
whether or not production sharing agreements will
be signed in the future. The Draft Subsoil Law pro-
vides that the old licensing regime and the produc-
tion sharing agreement regime which are applica-
ble under the current Federal Law on Subsoil shall
continue to apply to existing licences and produc-
tion sharing agreements. We will, therefore, dis-
cuss both the existing and the draft rules.

3.2.1 Licensing regime

To date several thousand subsoil licences were
issued. Licences are – due to their limited trans-
ferability – not freely disposable assets of a hydro-
carbon company. There are three types of hydro-
carbon licences, namely the exploration licence,
the production licence and the combined licence.

3.2.1.1 Exploration licence (sometimes also re-

ferred to as “geological research licence”)

� Issued for up to 5 years

� Only for certain ex-
ploration activities

3.2.1.2 Production

licence (sometimes

also referred to as

“exploitation licence”)

� Issued until the de-

posit is depleted;

the depletion period

is determined on

the basis of the fea-

sibility study; until

2000, the licenses

were issued for 20

to 25 years

� Extensions may be

granted if they are

reasonably neces-

sary to exploit the

deposit or to aban-

don the operation

� Issued only through

tender (auction or

competition)10 (ex-
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Practice note: Often it will not be sufficient that
Rosnedra has confirmed the reserves. Particularly
for the purpose of obtaining financing or in the con-
text of an M&A transaction reserves will have to be
confirmed by a reserves audit from an independent
reserves auditor.7 For senior debt financings banks
will typically lend only against proven (P90) reserves
of producing fields and will require a ‘reserve tail’8 of
between 20-30% of the financing amount.

5 See Jan-Hendrik Röver, Öl und Gas (oil and gas)
in Ulf R. Siebel (ed.), Handbuch Projekte und
Projektfinanzierung (Munich 2001), pp. 49-54;
Jan-Hendrik Röver, Projektfinanzierung in Ulf R.
Siebel (ed.), Handbuch Projekte und Projektfinan-
zierung (Munich 2001), pp. 153-241.

6 See procedure established by Regulation No. 69 of
the Government of the Russian Federation dated
11 February 2005, clauses 11 and 14, and Ordinan-
ce of the Federal Agency for Subsoil Resources
Management No. 1332 dated 22 December 2005.

7 Reserves audits are offered e.g. by DeGolyer &
McNaughton, Gaffney Cline & Associates, Miller
and Lents and Ryder Scott.

8 Net cash flow from operations calculated from the
time of contractual repayment of the debt financing.

9 See also Tatiana Pashchenko and Ilia Rachkov,
Gaswirtschaft in Russland – Rechtliche Rahmen-
bedingungen, in: WiRO 2006, pp. 164-171.

10 Auction: licence is granted to the highest bidder;
competition: licence is granted to the applicant who
is most suitable to comply with the required scientific
and technical level of the geological research and
use of the subsoil area; the completeness of extrac-
tion of minerals from the subsoil; the contribution to
the social and economic development of the territory
in which the subsoil area is located; deadlines for im-
plementation of relevant programmes; the efficiency
of subsoil and environment protection measures;
and the national security of Russia. Of course, the
criteria for awarding a licence in a competition pro-
cedure provide large discretion to the officials in
charge of conducting a competition and the auction
procedure, therefore, is a more transparent pro-



cept when issued to a company which made
a commercial discovery under an exploration
licence). Please note that the competition pro-
cedure has not been used since early 2000 due
to bribery scandals associated with certain
competitions. The most notorious case is the
Gamburgtsev Swell. The licence was granted to
the small oil company Severnaya Neft for a pay-
ment of only US$ 7 million to the State. In 2003
Rosneft acquired the oil company holding the
licence for US$ 600 million.

3.2.1.3 Combined licence (exploration and pro-

duction licence)

� A combined licence combines an exploration
and a production licence

� Issued until the deposit is depleted, i.e. for the
period required to develop a hydrocarbon field
(based on a feasibility study)

� Issued only through tender (auction or competi-
tion)

3.2.1.4 Other types of licences and approvals

The development of and production from a hydro-
carbon reserve requires not only hydrocarbon
licences. A number of other approvals will also
have to be obtained,11 i.a.

� Approvals for the construction of any facilities
on site

� Environmental approvals

Where midstream (i.e. transportation) or down-
stream (i.e. refining or marketing) activities are in-
volved as, additional licences may have to be ob-
tained.12

3.2.1.5 Legal characteristics of the licensing

regime

� Rights to the produced oil or gas belong to the
producer (i.e. the producer owns the produced

hydrocarbons)

� The general tax re-

gime applies

� Subsoil use rights

under a licence can

be transferred only

in a limited number

of cases:

� Transformation of

the licencee into
another legal form

(e.g. transformation of a Russian closed or
open joint stock company into a Russian lim-
ited liability company and vice versa);

� Reorganisation of the licencee through
merger of another legal entity into the
licencee or merger of the licencee with an-
other legal entity in accordance with Russian
law;

� Accession of the licencee to another legal
entity in accordance with Russian law pro-
vided that such other legal entity will comply
with licensing requirements and possess nec-
essary personnel, financial and technical re-
sources;

� Reorganisation of the licencee by division

or spin-off: the reorganisation of the licencee
where the licencee spins-off a new company
established under Russian law to which the
licence is transferred, provided that the new
company continues operation of the licence
in accordance with the terms and conditions
of the licence;

� Joint venture: a licencee may transfer its
licence to a new company which is estab-
lished with the participation of the licencee
as a founder of the new company established
under Russian law holding at least 50% of
the new company’s share capital as of the date
of the transfer; in this case the licencee com-
pany must also transfer to the new company
all property and property rights necessary
to conduct operations in the licence area;
in a joint venture with the licencee in the form
of a simple partnership (referred to as “joint
activity” under Russian law) the licencee
would continue to hold the licence; however,
the joint venture partner would benefit indi-
rectly from the licence. The Russian simple
partnership agreement rules are imprecise
with the result that this type of arrangement
is rarely used in practice for large-scale oil
and gas project investments.

� Bankruptcy: a third party may acquire a sub-
soil licence by purchasing the insolvent com-
pany’s (licencee’s) assets (including the rights
to the licence) in the course of bankruptcy
proceedings, provided that the third party pur-
chaser is a Russian legal entity and has the fi-
nancial and technical capability to operate and
comply with the terms and conditions of the
licence being purchased. The subsoil licence
will also be indirectly acquired if a third party
purchases the shares of an insolvent com-
pany.
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11 See in particular Federal Laws No. 80-FZ dated 2
July 2005 and No. 200-FZ dated 31 December
2005 amending the Federal Law “On Licensing
Certain Types of Activity”.

12 The need to licence the exploitation of trunk pipe-
lines was abolished by Federal Law No. 80-FZ
dated 23 July 2005. However, trunk pipeline con-
struction, ownership and operation remains strictly
controlled by law and practice in Russia. To date
only Transneft and the Caspian Pipeline Consortium
(CPC) can operate crude oil pipelines, Transnefte-
product oil product pipelines and Gazprom natural
gas pipelines. – Equally removed was the require-
ment for licences for the transportation, storage
and refining of oil, gas and related products.



� Note: in any other situation a transfer of rights
under a subsoil use licence will require a re-
newal / reissue of the licence. In other words,
the licencee may not transfer its subsoil
licence to any third party for temporary or per-
manent use; licences cannot be trans-

ferred freely.

� However, subsoil use rights under a licence
can be acquired indirectly by the acquisition
of shares in a company holding a subsoil use
licence. Note, however, the restrictions on
foreign investors (see 4.10).

� Subsoil use rights cannot be taken as security

(e.g. pledged) since they are not freely transfer-
able

� Subsoil use rights can be terminated unilaterally
by the State in the situations listed in the Fed-
eral Law on Subsoil (including material breach
of licence terms or repeated breach of subsoil
use terms) (see 3.2.1.9 in more detail).

3.2.1.6 Procedure for granting a licence

The proper procedure for granting a licence re-
quires the following steps:

� Inclusion of a hydrocarbon field into the licens-
ing programme by the Ministry of Natural Re-
sources of the Russian Federation

� Decision to conduct a tender (as mentioned
above, since 2000 no competitions have been
conducted)

� By the Russian Government for offshore fields

or

� By the Federal Agency for Subsoil Resources
Management or its territorial branches for all
other fields13

� Organisation of a tender procedure15

� In most cases the Federal Agency for Subsoil

Use will organise the tender procedure under

the auspices of the Ministry of Natural Re-
sources of the Russian Federation

� In case a subsoil field is situated within Rus-
sian territorial waters, internal sea waters or
on the continental shelf, the organiser of the
tender will be the Government of the Russian
Federation

� The regional governments may be the organ-
isers of subsoil tenders only with respect to lo-
cal subsoil resources; local subsoil resources
include widespread subsoil resources; the
lists of widespread resources are approved
by the Ministry of Natural Resources of the
Russian Federation jointly with the govern-
ment of the relevant Russian member state;
for instance, in the Moscow region, even min-
erals used for the production of construction
materials are not qualified as widespread re-
sources.

� Conducting a bid

� Auction: licence is granted to the highest bidder

or

� Competition: licence is granted to the appli-
cant with the best proposal for subsoil use.
Since early 2000 competitions have not been
conducted because competition procedures
were prone to bribery.

� Decision to grant the licence

� By the Russian Government for offshore fields

or

� By the tender com-

mission for all

other fields
16 (for-

merly the so-called

two-key principle

applied pursuant

to which the licen-

ce was executed

by the Ministry of

Natural Resour-

ces of the Rus-

sian Federation

and the compe-

tent governmen-

tal body of the

relevant Russian

member state;

this two-key prin-

ciple was, how-

ever, abolished

in August 2004
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Practice note: Auction participants can obtain

information about an auction from announce-

ments in Russian-wide and regional mass me-

dia.14 In addition, information about subsoil min-

eral deposits put up for auction is generally pub-

lished in the newsletter “Economic and Legal As-

pects of Subsoil Use in Russia” (which was re-

named “Subsoil Use in Russia” on 1 January

2005) of the Ministry of Natural Resources of the

Russian Federation.

13 Article 13.1 Subsoil Law.

14 Article 13.1 Subsoil Law.

15 The procedural rules for tenders are laid down in
detail in the Subsoil Law and the following legal acts:

(i) Regulations “On the Procedure for Issuance
of Subsoil Use Licenses” as approved by Decision
of the Supreme Court of the Russian Federation
No. 3314-1 dated 15 July 1992 (“1992 Licensing
Regulations”),

(ii) Methodological Guidelines for the Preparation
of Terms of and on the Procedure for Holding Ten-
ders and Auctions for the Rights to Use Subsoil
Areas as approved by Order of the Ministry of Natu-
ral Resources No. 457-p dated 14 November 2002
(“2002 Ministry of Natural Resources Recommen-
dations on Conducting Auctions and Tenders”),

(iii) Procedure for Transferring a Licence for Sub-
soil Use Rights approved by Order of the Ministry of
Natural Resources No. 1026 dated 19 November
2003 and (iv) Procedures for the Review of Appli-
cations for the Rights to Use Subsoil for Geological
Studies approved by Order of the Ministry of Natu-
ral Resources No. 61 dated 15 March 2005.

16 Article 10.1.5 Subsoil Law.



when the Subsoil Law was amended). Cur-
rently, the tender commission comprises both
federal and regional officials, whereas the
licence itself is executed by the Ministry only.

� Licence issuance

� Formerly so-called two-key principle: by the Mi-
nistry of Natural Resources of the Russian
Federation and the governmental bodies of
the relevant Russian member state

� After an amendment to the current Subsoil
Law in August 2004: Federal Agency for Sub-
soil Use

� The Subsoil Law provides that subsoil use
licences shall be issued with the prior consent
of the land resources management body or
the owner of the relevant land plot18

� Licence registration by the Federal Agency for
Subsoil Use. Since 1 April 2005 the Regional
Agency for Subsoil Use for the Central Federal
District is in charge of the state registration of
subsoil use licences, amendments to license
agreements and completing and signing regis-
tration stamps.19 After such state registration
took place, the Regional Agency for Subsoil
Use for the Central Federal District shall for-
ward execution copies of the appropriate docu-
ments to each of: the licencee, the Russian Geo-
logical Fund Federal State Institution (to keep it
in custody), the territorial branch of the Federal
Agency for Subsoil Use and the appropriate ter-
ritorial fund (for information purposes).

� When a production

licence is issued,

the preliminary and

later the definitive

boundaries of the mi-

ning allotment must

be registered; cur-

rently, the Federal

Service for Ecologi-

cal, Technological

and Nuclear Monitoring carries out the functions
of the state mine inspectorate20

3.2.1.7 Minimum content of a subsoil use licence

and a licence agreement

A subsoil use “licence” consists of (i) the actual
licence and (ii) the licence agreement. The licence
agreement is an attachment to the licence. In most
cases, the licence is accompanied by a licence
agreement entered into between the licence
holder and the licencing authority. The licence
holder may insist on concluding a written licence
agreement.

The licence and the licence agreement should
have the following minimum content:

� Details of the subsoil user (licencee)

� Grounds upon which the licence is awarded

� (Ideally) 3-D boundaries of the subsoil area

� Boundaries of exploration or production mining
allotment and land plot

� Term of the licence and date of commencement
of operations (including time schedule for at-
taining proposed production capacity)

� Environmental protection and safety requirements

� Abandonment or conservation programmes
and plans for land reclamation

� Agreed level of production (Article 12 of the Sub-
soil Law)

� Operation milestones (drilling, production etc.)

� Clear provision that terms of licence and licence
agreement cannot be changed without the li-
cencee’s express written agreement

3.2.1.8 Compliance with hydrocarbon and other

licences

The compliance with hydrocarbon licences will con-
stantly be reviewed by the Ministry of Natural Re-
sources of the Russian Federation. During the explo-
ration stage the Ministry will have to approve design
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Practice note: Although licences should be issued
based on a decision of the tender commission,
in practice a subsoil licence is generally issued by
the Federal Agency for Subsoil Use or its territorial
branches on the basis of the powers contained in
the Regulation on the Federal Agency for Subsoil
Use which provides that the Agency is in charge
of issuance, execution and registration of subsoil
use licences.17 In practice the tender commission
merely records the auction results while the actual
approval of the results is conducted by the Agency.

17 See Paragraph 5.3.8 of the Regulation on the
Federal Agency for Subsoil Use, approved by Re-
gulation No. 293 of the Government of the Russian
Federation dated 17 June 2004.
18 Article 11 Subsoil Law.
19 Ordinance No. 363 dated 4 April 2005 of the Fede-
ral Agency for Subsoil Use.
20 Regulation “On the Federal Service for Ecologi-
cal, Technological and Nuclear Monitoring” ap-
proved by Regulation of the Russian Federation
Government No. 401 dated 30 July 2004, as
amended on 21 January 2006 and 29 May 2006.

Practice note: The milestones should be negotia-
ted carefully and should allow for modifying opera-
tional expectations as required by reasonable in-
dustry standards and practices. If milestones are
set too tightly there is a danger of loosing the li-
cence or at least of having to enter into cumber-
some and lengthy renegotiations of the licence.



and feasibility studies, pilot projects and development
plans.21 In addition, state control of the geological
study, efficient use and protection of subsoil re-
sources will be carried out by the Federal Supervi-
sory Service in the Sphere of Nature Use in co-oper-
ation with certain other controlling authorities.22

Similar to the situation of hydrocarbon licences,
the compliance of the company with any other
licences required to developing and producing
from hydrocarbon reserves will be monitored by
governmental institutions.

3.2.1.9 Termination, suspension or restriction of

a subsoil use licence

� A subsoil use licence terminates in the following
cases without any grace period:

� Upon expiration of the licence term as stipu-
lated in the licence

� Upon a waiver of the right to subsoil use by
the licence holder

� Upon occurrence of a condition (as stipulated
in the licence) which results in an early licen-
ce termination

� Upon transfer of the licence in violation
of the law

� A subsoil use licence may be early terminated,
suspended or restricted by the bodies which
awarded the licence in the following limited
number of cases:

� Immediate danger to health or safety of the
local population living in the area where the
relevant mineral deposit is located

� Material violation of the licence terms by the
licence holder, e.g. failure to make timely pay-
ments of levies and taxes for subsoil use; in
practice, a three months grace period may be
granted during which the licensee shall cure
the failure to pay the amount due

� Failure of the licencee to commence opera-
tions in accordance with the terms of the
licence; in certain situations, however, state
authorities abstain from the subsoil license
withdrawal even if the licencee substantially
violates the timing to launch operations in the
appropriate subsoil area

� Liquidation of the legal entity holding the licence

� Failure of licencee to provide required reports
(e.g. geological information to controlling bodies)

� Systematic violation of the subsoil use rules
by the licence holder; state authorities often
grant a grace period (e.g. three months) to al-
low the licencee to remedy such violations.

� Occurrence of extraordinary situations (mili-
tary operations, disasters etc.).

� A decision to terminate, suspend or restrict
the right to use the subsoil can be appealed

by the licencee through administrative or court
proceedings.

3.2.2 Production sharing agreement (PSA)

regime

The PSA regime in Russia first appeared in 1993
when President Yeltsin signed the Production Sha-
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Practice note: Licence compliance is a major is-
sue in the Russian oil and gas industry since com-
panies often do not comply fully with the require-
ments of the licence agreement. The standard pro-
cedure of dealing with a deviation from the terms of
the licence agreement or a termination of the licence
in the near future is to apply for a confirmation of
changed licence terms or an extension of the licen-
ce. Although in principle it is well possible to receive
such confirmations and extensions it is in practice
often a cumbersome and time-consuming process.
However, without a clear situation with respect to
the hydrocarbon licence it would not be advisable
to invest in an oil and gas asset at market prices.

Non-compliance with licence requirements can in
practice not only lead to issues with governmental
authorities (such as the Ministry of Natural Resour-
ces of the Russian Federation) but opens up oppor-
tunities for (mainly Russian) companies seeking
control over competitors via a hostile takeover.

Practice note: Exploration licences often expire when
their time limit is reached without the licence holder
having completed all necessary works. If the field
is still economically interesting to the licence holder,
he will typically apply for an extension of his licence.
It is not unusual that such an application needs some
time for examination by appropriate authorities.

21 The development plan in particular is confirmed by the Central
Commission for Development (Centralnaya Komissiya po
Razrabotke = TsKR). Detailed regulation on the development and
approval of a field development plan is provided by: Rules for De-
veloping Design Documentation for the Development of Oil and
Gas Fields No. RD153-39-007-96 approved by the Ministry of Fuel
and Energy of the Russian Federation on 23 September 1996 (“De-
velopment Plan Regulation”) and the Ordinances of the Federal
Agency for Subsoil Use: No. 531 ‘On the Central Commission for
Development of Hydrocarbon Deposits’ dated 26 November 2004,
No. 877 ‘On Approval of an Interim Order on the Central Commis-
sion for Development of Mineral Deposits’ dated 15 August 2005
and No. 1107 ‘On Local Subdivisions of the Central Commission for
Development of Mineral Deposits’ dated 28 October 2005.

22 See Regulation “On State Control over Geological Study, Effi-
cient Use and Protection of the Subsoil” approved by Russian Fed-
eration Government Resolution No. 293 on 12 May 2005.



ring Decree,23 but a comprehensive legal frame-
work for PSAs was established only in 1996 when
the Russian Parliament approved the PSA Law.24

From 1996 until today the PSA Law went through
numerous revisions: initially the law was revised
to restrict access to the PSA regime and then
to ease it. From 1996 to 2003 ca. 30 oil and gas
deposits were approved for production sharing
agreements by the State Duma. Signed and opera-
ting are, however, only three: Sakhalin 1 and Sa-
khalin 2 as well as the Kharyaga field.25 PSAs
have, therefore, not been of real practical impor-
tance in the Russian Federation and we will, hence,
only provide some highlights of this special regime.

The PSA Law provides for the establishment of a list
of deposits eligible for development under a PSA.
In order for a particular deposit to qualify for the list,
it must be approved by the Russian Parliament
in a special federal law – a so-called “List Law”.26

3.2.2.1 Legal characteristics of the PSA regime

� Rights to the produced oil or gas are shared be-
tween the State and the investor (i.e. the inves-
tor owns only part of the production, see Arti-
cle 9 [1] PSA Law)

� A special negotiated tax regime applies (tax ex-
emptions and/or refund of certain taxes out of
produced oil and/or gas before sharing)

� Subsoil use rights arising from a PSA can be
transferred (subject to the State’s approval)

� Upon consent of the State, the investor may
pledge its proprietary rights and assets under the
PSA in order to secure the investor’s obligations
in connection with the implementation of the
PSA; the pledges shall be governed by Russian
law (Article 16 paragraph 3 PSA Law); however,
there is not really any practice with this to date

� Subsoil use rights terminate according to the PSA

3.2.2.2 Procedure for granting a PSA

� Sign-off by the rele-

vant state bodies

� Formerly the so-
called two-key prin-
ciple applied ac-
cording to which
the Ministry of Na-
tural Resources of
the Russian Fede-
ration and the go-
vernmental bodies

of the member state(s) of the Russian Feder-
ation in which the deposit is located had to
sign-off

� After a change to the current Subsoil Law in
August 2004 in most cases only the Ministry
of Natural Resources of the Russian Federa-
tion must provide sign-off

� Tenders for subsoil use must be carried out ac-
cording to the requirements of the PSA Law

� PSAs are concluded after two tenders (auc-
tions)27 have been conducted between inves-
tors with respect to a specific deposit (see Ar-
ticles 2 and 6 [1] PSA Law); there is a narrow
exception for a few particular offshore fields.

Generally speaking, the procedure for receiving a
PSA is extremely lengthy which has added to its
unattractiveness in practice.

3.2.2.3 Requirements for PSAs

Under the PSA Law there are two special require-
ments for a PSA: the Russian content rules and
special management requirements.

� Russian content rules

� The participation of a Russian investor is now
a must for any PSA project. Although the PSA
Law does not establish what share is to be al-
located to the Russian party, under the sec-
ond paragraph of Article 6 (1) of the PSA Law
Russian authorities are entitled to determine
that share and this shall be an integral part of
the terms of the PSA auction.

� 80% of the employees must be Russian citizens;
foreign specialists may only be retained at
the initial stages of work under the PSA or in
the absence of suitable Russian specialists.

� The PSA Law requires a PSA investor to pro-
vide priority to Russian contractors, suppliers
and carriers and unlike earlier there is no
qualification that their goods or services must
be of comparable quality.

� To qualify for cost recovery, 70% of the total
costs of all machinery, equipment and sup-
plies required for geological studies, extrac-
tion and “initial processing of raw materials”
must be purchased from Russian entities or
foreign entities which are registered as Rus-
sian taxpayers.28 Compliance with this do-
mestic content requirement is measured not
over the life of the project but continuously
from day one. To qualify as Russian-made,
goods must be manufactured by Russian
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23 Decree No. 2285 “On the Issues of Production
Sharing Agreements” dated 24 December 1993.

24 Federal Law No. 225-FZ ”On Production Sharing
Agreements” dated 30 December 1995.

25 Interestingly, all these PSAs were signed before
the PSA Law came into effect and, hence, are not
fully governed by it.

26 Article 2 (3) of the PSA Law.

27 Article 6 of the PSA Law. Auction: licence is
granted to the highest bidder.

28 Article 7 (2) of the PSA Law.



companies on the territory of the Russian
Federation from materials and components of
which not less than 50% (in terms of value)
were produced in Russia by Russian compa-
nies.

� In recognition of the protectionist nature of
the above requirements Article 7 of the PSA
Law stipulates that the PSA Law shall be
amended to comply with WTO principles
when Russia joins the WTO.29

� Management is done by management commit-
tee which must include both federal and local
Government representatives.

3.2.2.4 Compliance with a PSA

Typically a PSA indicates details on field develop-
ment. Development plans are discussed in a Pro-
duction Sharing Agreement Joint Management
Committee which comprises representatives of
the Industry and Energy Ministry of the Russian
Federation and the investors. The Joint Commit-
tee also approves past costs and budgets for fu-
ture costs.

3.2.3 Regulated contracts under the Draft

Subsoil Law

Under the Draft Subsoil Law the approach for sub-
soil use will change fundamentally: instead of sub-
soil licences (and hence administrative regula-
tion) specially regulated contracts are concluded
(and hence contractual regulation applies).
The intention seems to be that subsoil licences
will no longer be issued and will gradually be re-
placed by specially regulated contracts. The par-
ties will be able to negotiate the terms of a subsoil
use contract unless the terms are set by federal
laws, legal acts other than laws or by the terms
and conditions of the auction. It is currently un-
clear how these new types of contracts are to be
categorised under the existing contract types of
the Civil Code of the Russian Federation.

3.2.3.1 Procedure for granting subsoil use rights

The Draft Subsoil Law establishes basically
the same procedure for granting subsoil use rights
as the current regime (see 3.2.1.6). However,
there is a major difference: Under the Draft Sub-
soil Law subsoil use rights should be tendered
only through auctions where the subsoil use rights
are granted to the highest bidder. The subsoil use
rights are granted to the auction winner on the ba-
sis of a subsoil use contract signed with the exec-
utive body of the Federal Government or the ex-

ecutive body of the respective member state of
the Russian Federation.30 Although the draft sub-
mitted to the State Duma on 17 June 2005 limits
the license granting process to auctions only it can
currently not be concluded that the tender proce-
dure of competition will not be introduced into
the draft law again. In fact this issue is currently
under discussion in the Government and the State
Duma.31

The subsoil use rights can be obtained by a sub-
soil user without an auction only in case such sub-
soil user discovered a new deposit on the basis of
an exploration permit. Subsoil use rights can also
be granted without an auction on the basis of a de-
cision of the Government of the Russian Federa-
tion, a state agency appointed by it or an execu-
tive body of the respective member state of the
Russian Federation, as the case may be.32 The
Revised Draft Subsoil Law published by the Minis-
try of Natural Resources in February 2006 further
enumerates those cases in which a subsoil licence
can be granted without a tender, i.a. regional and
federal exploration studies, “conversion” in case
of a commercial discovery, temporary use rights,
nuclear or other hazardous waste burial.33 De-
pending on the subject-matter of the rights, these
are granted by federal or regional authorities.

3.2.3.2 Transfer and pledging of subsoil use rights

The Draft Subsoil Law provides that subsoil use
rights acquired on the basis of specially regulated
contracts can be transferred, subject to a consent
of the relevant State authorities. The draft law also
allows the pledging subsoil use rights.

3.2.3.3 Amendment

and termination of sub-

soil use rights

Article 80 of the Draft

Subsoil Law provides

that a regulated con-

tract can be amended

if there is a substantial

change in circumstan-

ces. Such substantial

changes include:

� Need for reduction
of the initial subsoil
plot area based on
the results of explo-
ration works

� Change in the amount
of produced mineral
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29 The Russian Federation is currently negotiating
membership in the World Trade Organization
(‘WTO’) (see Jan-Hendrik Röver, Russia’s acces-
sion to the WTO – how near is agreement with
the US on financial services issues?, in: 2006
AmCham News, pp. 6-7). Please note that under
the Agreement on Trade-Related Investment Mea-
sures (‘ATRIM’) which forms part of the WTO legal
framework mandatory local content requirements
which are placed on foreign direct investors or their
local subsidiaries by member governments are
prohibited.

30 Article 36 Draft Subsoil Law.

31 The revised version of the Draft Subsoil Law pub-
lished by the Ministry of Natural Resources in Feb-
ruary 2006 re-introduced the concept of competi-
tive tenders for offshore fields; the re-introduced
competitive tender approach may eventually be al-
lowed in other cases as well.

32 Article 37 Draft Subsoil Law; the application pro-
cedure for granting a subsoil use right without an
auction process is regulated in Article 69 of the
Draft Subsoil Law.

33 Article 69 Revised Draft Subsoil Law.



due to circumstances which occur independ-
ently of the subsoil user

� Immediate danger to health or safety of the lo-
cal population

� Need for limited use of the subsoil area by an-
other subsoil user

� Extension of the term for subsoil use for the pur-
pose of completion of exploration works or com-
pletion of abandonment but only if all conditions
of the regulated contract are fulfilled; the exten-
sion period cannot be less than 1 year34

Pursuant to the Draft Subsoil Law a subsoil
use right can be terminated in the following
cases:35

� Upon failure of the licence holder to commence
development

� Upon failure of the licence holder to make a
one-time payment

� Upon failure of the licence holder to comply with
subsoil use requirements

� Upon expiration of the term stipulated in the
regulated contract

� Upon termination of a regulated contract:

� based on a mutual agreement of the parties

� in case that the subsoil use term is not de-
fined in the regulated contract, the subsoil
user has the right to withdraw from the con-
tract at any time by notifying the other party
(i.e the State) three months prior to the noti-
fied termination date

� at the request of any party on the basis of a
court decision, especially at the request of the
State on the basis of a court decision36

� if the subsoil user does not comply with the re-
quirements of the Draft Subsoil Law

� if the subsoil user fails to comply with the terms
of the field development

� if the subsoil user fails to pay the one-time sub-
soil use payment

A termination of a sub-
soil use right prior to its
stipulated term does
not exempt a subsoil
user from the fulfill-
ment of its obligations
on subsoil conserva-
tion and compensa-
tion for damages.

3.2.3.4 Position of existing licences

It should be noted that existing/outstanding licen-

ces (and licence agreements attached thereto)

will remain in full force and effect in accordance

with their terms under the

Draft Subsoil Law (i.e. they will be grandfathered),

subject to the licencee company’s option to con-

vert a current regime licence into a new regime

contract.

3.2.3.5 The future of PSAs

It is currently not clear what the future of the PSA

regime will be once the Draft Subsoil Law comes

into force. PSAs are currently under discussion as

a tool e.g. for special projects, e.g. in the Artic off-

shore region.

3.2.4 Restrictions on participation in tender

procedures by foreigners

3.2.4.1 Current Subsoil Law

The law currently in force (i.e. the 1992 Subsoil

Law, 1992 Licensing Regulations and the 2002

Ministry Recommendations on Conducting Auc-

tions and Tenders) does not restrict foreign

ownership participation in licence rights. There is

a provision in the 1992 Licensing Regulations37

pursuant to which only Russian Federation enti-

ties can participate in tenders. However, the 1992

Regulations apply only to the extent that they do

not contradict the Subsoil Law and this point is

clearly contradictory to the Subsoil Law which

contains only few limitations (the law permits

restrictions to be imposed on the basis of fed-

eral law)38. In addition, the requirement of the

1992 Licensing Regulations may be met if a for-

eign investor establishes a Russian subsidiary

instead of being engaged in exploration and pro-

duction itself.

3.2.4.2 Draft Subsoil Law

The Draft Subsoil Law contains foreigner partici-

pation restriction rules (see Articles 9 and 19 Re-

vised Draft Subsoil Law). According to these

rules:

� Subsoil right holders must be held at least

50% by Russian individuals (unless the indi-

viduals are restricted by virtue of law from be-

ing licence holders) or Russian companies

(Article 9.1 of the Draft Subsoil Law) and thus

foreigners may not directly take part in subsoil

use tenders on their own but should use Rus-
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34 Article 51 Draft Subsoil Law.

35 Articles 40 and 79 Draft Subsoil Law.

36 In Article 79 of the Revised Draft Subsoil Law
the requirement of a court decision prior to a termi-
nation of subsoil use rights has been removed. This
change is, however, still under consideration.

37 Article 10.5.

38 Article 9 Subsoil Law.



sian subsidiaries, to comply with this require-

ment.

� The draft law is expected also to contain criteria

for “strategic fields” to which the restrictions ap-

ply. Only deposits the reserves of which exceed

a certain size or which are of particular impor-

tance for Russian national security and defence

are considered “strategic reserves” and limited

for foreign investment. Discussions on the exact

figures for the thresholds are still ongoing and

it is premature to report on the possible out-

come of these discussions.39

� However, Russian companies “that form,

jointly with foreign individuals and/or […] for-

eign legal entities, a group of persons may be

subsoil users and thus may take part in subsoil

use tenders as long as federal laws or the ten-

der terms on conducting a [particular] auction

adopted in accordance with [this law] do not

provide otherwise. For purposes of this clause,

a group of persons shall mean a group of legal

entities or individuals categorised as a group of

persons in accordance with the anti-monopoly

legislation”. (Article 9.1 Draft Subsoil Law) Arti-

cle 4 of the Law on Competition and Restric-

tion of Monopolistic Activities No. 948-1 of 22

March 1991 defines a group of persons very

broadly.40

3.3 Produced hydrocarbons

The main assets of an oil and gas company are

the produced hydrocarbons which are either fully

owned by the company (under the licensing re-

gime or in most cases under the regulated con-

tracts regime proposed under the Draft Subsoil

Law) or at least partly owned by the company (un-

der the PSA regime).

3.4 Sales receivables and bank accounts

The produced hydrocarbons will eventually be

sold. The company will receive sales proceeds

(in the form of a money transfer into the com-

pany’s bank accounts) and prior to that it will hold

receivables against the purchasing party. An as-

set is also future receivables under offtake con-

tracts which can be assigned to a third party. Par-

ticularly where the receivables are against foreign

entities they (as well as the company’s operating

and deposit bank accounts) may offer excellent

security for receiving export trade financing.

3.5 Land rights

An oil and gas company shall hold land rights

(ownership or lease) to the land and any fixtures

attached to the land it is working on. It should be

noted that while Russian law does not prohibit the

ownership of land plots covering the subsoil

area, in practice, oil and gas producers typically

lease such land plots.

3.6 Exploration and production equipment

Either the licence holding company itself or a sep-

arate operating company will own various explo-

ration and production equipment (including drilling

and extraction equipment, drilling and production

rigs and offshore platforms).

3.7 Infrastructure

Furthermore, the company will own land and

buildings, storage facilities, low pressure pipe-

lines connecting the facilities of the company with

trunk pipelines, refineries etc.

3.8 Interest rate, cur-

rency and oil price

hedging agreements

It is typical for western

oil and gas compa-

nies to hedge against

interest rate, currency

and oil price change

risks. Rights arising

under the respective

agreements are as-

sets of the oil and gas

company.
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39 See also Jon Hines, Status of Proposed Restric-
tions on Foreign Investment in Mineral Resource
Development, in: 2005 AmCham News, pp. 8-9.
According to most recent publicly available state-
ments (Vedomosti, 3 July 2006), the deposits that
have crude oil reserves in excess of 70 million
tonnes, natural gas reserves in excess of 50 billion
cubic meters, gold reserves in excess of 50 tonnes,
copper reserves in excess of 500,000 tonnes shall
be considered “strategic”. Pursuant to these crite-
ria, approximately 70 oil and gas deposits may be
qualified as strategic ones.

40 In general terms, a company or individual con-
trolling another company, or a company controlled
by another company or individual or a company
being under the joint control from another company
constitute a group of persons under Russian anti-
monopoly legislation.

Practice note: The 50% requirement may also im-

pact Russian listed companies. Under the rules

they would have to demonstrate that Russian citi-

zens are the true beneficiaries of at least 50% of

their outstanding shares. This is difficult to establish

for companies with traded shares.

Practice note: Ownership of field infrastructure (as

well as of field equipment, see 3.6) is an important

and contentious issue both prior and after acquisi-

tions. Sometimes infrastructure and infrastructure

is only leased and if lease agreements are close to

their termination dates there is a risk of production

being stopped or slowed down.



3.9 Carbon credits

On 17 February 2005 the Russian Federation ac-
ceded to the Kyoto Protocol, an international
treaty.41 The purpose of the Kyoto Protocol is to
achieve a global reduction of CO2 and methane
gas emissions. The tool for achieving this is to al-
locate carbon credits to companies who contrib-
ute to such a reduction e.g. by realising gas-to-
power plants or other emission reduction projects.
Carbon credits are now freely tradable and are an
asset of the company generating such a carbon
credit. Carbon credits are a recent development
and still an often overlooked issue. Recently, the
Russian Government announced its plans to
launch a platform for the trading in carbon credits
by September 2006.

In Russia, the following bodies are in charge of the
implementation the Kyoto Protocol: Rosgidromet
(Federal Service for Hydrometeorology and Envi-
ronment Monitoring), the Ministry of Economic
Development and Trade, the Ministry of Foreign
Affairs, the Ministry of Natural Resources, the
Ministry of Industry and Energy, the Ministry of
Nuclear Energy, the Ministry of Agriculture and
the Federal Construction Agency.

By Ordinance of the Government of the Russian
Federation No. 278-r dated 1 March 2006 the
Government decided to establish the so-called
‘Russian system of assessment of anthropogenic
emissions from sources and absorption of green-
house gases which are not regulated under the
Montreal protocol by scrubbers’. Data from that
system shall be annually submitted as a cadastre
of anthropogenic emissions in accordance with
the Kyoto Protocol. On the basis of this data, Rus-

sia shall prepare no-

tices to be submitted

in accordance with

the Kyoto Protocol.

Rosgidromet has

been appointed as

the federal agency in

charge of administering that system. In particular,
until 1 July 2006 Rosgidromet should enact a pro-
cedure (elaborated in cooperation with other fed-
eral agencies) for the establishment and manage-
ment of the system. It seems that Rosgidromet did
not yet enact such a procedure.

By Ordinance of the Government of the Russian
Federation No. 215-r dated 20 February 2006 the
Russian Register of Carbon Units has been intro-
duced. The Ministry of Natural Resources of the
Russian Federation is in charge of keeping the
register in accordance with Kyoto Protocol. In par-
ticular, the Government instructed the Ministry to:

� propose by 1 May 2006 to the Government of
the Russian Federation a body which shall be
appointed as administrator of the register; and

� prepare by 1 June 2006 and approve a proce-
dure for the establishment and keeping of the
register.

3.10 Shares in an oil and gas company

Since subsoil use licences under current law are
not transferable a seller will transfer the shares he
holds in an oil and gas company (or companies).
In addition, an oil and gas company may hold
shares in another company which could also be
the subject of a sale.

4. Investment structures

4.1 Sale of hydrocarbon assets

There are typically two ways of acquiring a com-
pany: either by way of an asset deal (see this
paragraph) or by way of a share deal (see 4.2).
The most important asset held by an oil and gas
company is its subsoil use rights. Whereas it is in
principle possible to acquire the transferable as-
sets owned by an oil and gas company (e.g. its
equipment items) special rules apply to subsoil
use rights.

The sale of hydrocarbon reserves contained in the
subsoil by way of direct sales of subsoil use rights
under a licence is in principle not possible under
Russian law. Licences are issued to companies
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Practice note: Oil price hedging is still rare to find
with Russian independent oil and gas companies.
However, from 8 June 2006 Urals oil future cont-
racts started trading on the RTS and there are plans
to trade Urals contracts in New York (NYMEX),
London and possibly Dubai. It is to be expected that
the use of listed and over-the-counter (OTC) com-
modity derivatives will increase in future, in particu-
lar since legal and tax uncertainties under Russian
legislation are in the process of being removed.

Practice note: The market for carbon credits is still
in its infancy. Realisations from carbon credits need
proper structuring.

41 Under Russian law international treaties entering
into force for the Russian Federation take priority
over national law. Hence, there is in principle no
need for implementing them into domestic legisla-
tion in Russia. However, additional legislation for
the implementation of the Kyoto protocol has not
yet been completely passed. Note, however, the
text above.



and can only in exceptional cases be transferred
to other companies. They would terminate upon
transfer outside one of the permitted situations.

It would be possible to sell subsoil use rights un-
der a production sharing agreement (subject
to the State’s approval).

Please note that the Draft Subsoil Law provides
that subsoil use rights acquired on the basis of the
specially regulated contracts can be transferred,
subject to a consent of the relevant State authori-
ties. The purchase of subsoil use rights under
a regulated contract may be an attractive option to
an investor who feels uneasy about the financial
position of the company holding the rights.

4.2 Sale of shares

4.2.1 Companies under Russian law and types

of shares

Russian law provides two forms of companies,42

the limited liability company (LLC) and the joint
stock company (JSC). Joint stock companies can
be established as closed JSC (ZAO, limited to
a maximum of 50 shareholders) or open JSC (OAO,
permits an unlimited number of shareholders).

Complex share structures are often ill-advised
in Russia and are limited by the simple fact that
a JSC is only permitted by law to issue two types
of shares: ordinary shares and preference shares,
the respective rights of which are broadly defined
by law. The main difference between the two is the
voting rights. Preference shareholders may vote
only in very limited cases, such as on a company’s
reorganisation or liquidation. Investors considering
using preference shares as a mechanism for re-
distributing equity should be aware of their poten-
tial downside. In Russia, there is a risk in issuing
preference shares to an incoming investor, be-
cause on failure to pay a dividend the preference
shares automatically become voting shares which
could upset the previously agreed balance of con-
trol. It should also be noted that the total nominal
value of all issued preference shares may not ex-
ceed 25% of the company’s total charter capital;
all newly issued shares must be fully paid for at
the time of acquisition (a foreign investor may not
pay in foreign currency for the shares acquired).

4.2.2 Direct acquisition

4.2.2.1 Purchase of shares in a Russian company

A purchaser sometimes acquires directly the shares
in a Russian company which holds the subsoil use

rights to the exploration and production of the hyd-
rocarbon resource. This Russian target company
may itself be the operator of the exploration and
exploitation activities. However, in many cases
the operation is done by a separate company.
The purchaser will have to decide whether or not
he also wants to acquire shares in the operating
company (which may sometimes be the case but
not always) or will simply rely on an operations
and maintenance (or service) agreement with
the operating company.

The acquisition of shares in the target company
may be preceded by a share capital increase in
the target company if the seller only wants to di-
vest part of its shares and its main goal is to pur-
sue a joint investment strategy with a partner on
the basis of increased equity.

4.2.2.2 Acquisition of shares in an offshore company

Many Russian companies holding hydrocarbon
licences are held by separate holding companies
(so-called special purpose vehicles). Often an ac-
quirer just purchases shares in this holding com-
pany. In the past many holding companies used
to be located in Cyprus. With Cyprus’ accession
to the European Union it is to be expected that
in future holding companies will increasingly
be found in other offshore jurisdiction (such as
the British Virgin Islands).

4.2.3 Indirect acquisition

The purchaser may not wish to be directly liable
for the liabilities of either the target company or
the holding company. In such cases he will estab-
lish a special purpose vehicle for the purposes of
the acquisition, usually called “NewCo” in the con-
text of acquisitions. NewCo will be domiciled ei-
ther in the Russian Federation or an offshore juris-
diction (depending on the tax requirements of
the parties) and become the holder of the shares
in the target company. NewCo will thus become
a holding company. The purchaser’s equity con-
tribution will be injected in this special purpose ve-
hicle and potential acquisition debt will also be
provided to the special purpose vehicle. In a so--
called non-recourse financing the purchaser will
not even provide direct

guarantees or other fi-

nancial undertakings
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42 The term „company“ is more narrowly defined
than the term „legal entity“; the latter comprises both
partnerships and companies under Russian law.

Purchaser
Holding company

(e.g. Cyprus)
Target

company



for the benefit of the financing banks, in a limited
recourse financing the banks will at least have
some degree of recourse to the purchaser by way
of guarantees or other financial undertakings.

The indirect acquisition route offers another struc-
tural advantage: it may allow using the interest
payments on the acquisition debt for reducing
the amount of taxes payable. This is a critical as-
pect in many acquisition financings since it may
significantly increase the amount which can be
debt financed. It is also a more tax efficient way of
implementing an acquisition. However, careful
structuring will be required to achieve the desired
results.

4.2.4 Farm-in agreement

A farm-in agreement is a transfer of a part of the
shares in an oil or gas company in consideration
for an agreement by the transferee to meet certain
expenditures that would otherwise have to be un-
dertaken by the licencee. This is particularly com-
mon at the exploration stage. Essentially a farm-in
agreement combines any of the above mentioned
investment structures with an additional invest-
ment commitment. The advantage of a farm-in ar-
rangement for the selling party is that it can keep
some interest in the company although it has not
sufficient funds for its further development.

4.3 Swap of shares

The purchaser may decide not to pay a purchase
price (and the seller may equally decide not to re-
ceive a purchase price) but instead to sell shares
in another company with a reserve base (or an as-
sumed exploration potential) attractive to the seller.

In such cases the parties will not enter into a swap
agreement (as is usual for financial derivates) but
rather into two separate sale and purchase trans-

actions (with related

sale and purchase ag-

reements) or a barter agreement, combined with
a set-off of the respective obligations to pay a pur-
chase price. Since the assets subject to such
a “swap” will rarely have an exactly equal value,
one party will have an additional obligation to pay
some part of the purchase price in cash or shares.

A swap of assets is possible. However, under
the current licensing regime due to the fact that
licences may not be transferred under Russian
law this is of little attraction. This may change un-
der the new regulated contracts regime once
the Draft Subsoil Law comes into force.

4.4 Greenfield projects

Greenfield projects (i.e. projects with no major
prior exploration work) are typically pursued by
setting up a separate company (i.e. a limited liabi-
lity company [LLC] or a joint stock company [JSC]).
This company will enter into a regulated contract
with the State under the Draft Subsoil Law (or hold
a licence under the current Subsoil Law).

4.5 Joint venture

Joint ventures are vehicles of several companies
for pursuing jointly an economic goal which may
either be an existing or a new project. A joint ven-
ture between several companies may either be
established in the form (1) of a simple partnership
under Russian law (i.e. a non-corporate entity),
alternatively called “joint activity agreement”
(JAA) (which does not create a legal entity but has
the nature of a contractual pooling of assets),
(2) of a company under Russian law (i.e. a limited
liability company [LLC] or a joint stock company
[JSC]) or (3) a consortium-form investment under
a joint operating agreement (JOA) governed e.g.
by English law.44 Under a partnership structure,
a joint activity structure and joint operating struc-
ture the subsoil use rights are held by one partner,
the other partners do not have subsoil use rights;
under a company structure the subsoil use right
is held by the company.

4.6 Acquisition of a contractual right to incre-

mental production

In principle an investor could purchase a propri-

etary (in rem) share in the production of a com-
pany (without becoming a shareholder of the com-
pany). This is a usual investment structure e.g.
in Kazakhstan or the United States. However, un-
der Russian law this structure is possible only in
the context of production sharing agreements

where the shareholders of the project company

18
ASSET CAPITAL PARTNERS AND NÖRR STIEFENHOFER LUTZ. M & A GUIDE FOR THE RUSSIAN OIL AND GAS INDUSTRY

RU
SE

NE
RG

YL
AW

Purchaser

NewCo

Target

company

Bank

Equity

Debt

Guarantee or

other financial

undertaking

44 Sakhalin 1 is the only example to date in Russia.



hold interests in their respective share of the total

hydrocarbons production.

Under licences or regulated contracts a propri-

etary share in the production can, however, not

be agreed between the parties. In principle, a co-

shareholder of an oil and gas company holding

a licence or being a party to a regulated contract

will have a right to receive dividends in cash.

As far as possible payments of in-kind dividends

from an oil and gas company are concerned, this

is only theoretically possible in a joint stock com-

pany.45 But even in a joint stock company there is

a potential significant tax issue as follows. The

Law on Joint Stock Companies allows dividends

to be paid from net profit, meaning after-tax pro-

fit.46 If hydrocarbons are distributed to shareholders,

the tax authorities may claim that this is a scheme

to reduce to tax base for profit taxes. There are

various technical problems arising from the need

for the directors of the company to determine

the market value of the assets being distributed,

which is constantly changing. Thus, in practice

payments of dividends in-kind – in particular in

the form of crude oil or other hydrocarbons – does

not appear to be a viable option.

However, an investor may purchase a contrac-

tual right to incremental production (which will

provide him a right to claim a transfer of ownership

in the production). Such a right can be based e.g.

on a service or operating agreement between

an investor and an oil and gas company.

4.7 Acquisition of a contractual right to future

sales proceeds or future profits

An investor may also decide to purchase future

sales proceeds or a company’s future profits

against an upfront payment. Such rights can be

based on a service or operating agreement. In ad-

dition, the right to receive profits may be based on

a profit sharing agreement (if the company the

profit of which shall be distributed is a Russian limi-

ted liability company or a foreign company since

the profit in Russian joint stock companies is dis-

tributed in accordance with the shares held by the

shareholders) or on a purchase of profit notes (pro-

vided foreign law applies to the latter since Russian

securities law is not familiar with profit notes).

4.8 Corporate restructuring after acquisition

An acquirer may decide for many reasons to reor-

ganise the corporate structure of a company after

its acquisition.

� Mergers and takeovers: the reorganisation of
an acquired company through merger (some-
times also referred to as takeover) where the
company merged into another company ceases
to exist as a legal entity and all of its rights and
obligations are transferred to the successor
(surviving) entity. The merger may be an “up-
stream” or a “downstream” merger, depending
onto which entity the companies are merged.

� Reorganisation of the acquired company by

division or spin-off: the reorganisation of the
acquired company where the acquired com-
pany spins-off a new company to which the sub-
soil use licence or other subsoil use rights are
transferred (which is possible under the current
licensing regime), provided that the new com-
pany continues operation of the licence in ac-
cordance with the terms and conditions of the
licence (which is the requirement under the cur-
rent licensing regime).

4.9 Hostile takeovers

Investors may want to try to take over an oil and
gas company without co-ordination with the target
company’s management board. This is referred to
as a “hostile takeover”. Companies will often try to
protect against such a hostile takeover in a way
which enables them to keep control of the busi-
ness either in advance (preventive measures) or
once the attempt of such a takeover is made
(emergency measures). The field of protection
against hostile takeovers is complex and we can
give here only a few initial indications as to which
measures can be taken.

Preventive measures of a company which could
be subject of a hostile takeover include:

� Formation of a shareholding structure which
prevents hostile takeovers (e.g. by introducing
non-voting shares);

� Implementation of facilities to prevent uncon-
trolled purchase of shares in the target com-
pany (e.g. through option rights, pre-emptive
rights, contractual penalties, tag along and drag
along regulations, shooting-out procedures,
Russian roulette);

� Design of a system to motivate the manage-
ment for creating shareholder value and thus in-
fluencing shareholders not to sell shares in the
target company;

� Implementation of

methods considera-

bly decreasing the
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45 The Law on Limited Liability Companies neither
explicitly allows not explicitly prohibits payment of
in-kind dividends.

46 Article 42 Law on Joint Stock Companies.



attractiveness of the company subject to take-
over (e.g. by limiting dividend payments).

Emergency measures of a company threatened
by a hostile takeover include:

� Asset stripping;

� Litigation against the aggressor (e.g. on the
grounds of competition law);

� Corporate restructuring;

� Blocking of the aggressor’s equity stake;

� Arrangement of a white knight47 who buys shares
in the target company;

� Issuance of additional shares (i.e. dilution).

4.10 Restrictions on foreign investments

4.10.1 Current Subsoil Law

In principle, there are no restrictions under the cur-
rent Subsoil Law for a purchase by foreign inves-
tors or Russian companies controlled by foreign
investors of shares in Russian companies holding
subsoil use licences (except previously for Gaz-
prom shares, for whom, however, the restrictions
for foreign ownership were abolished in Decem-
ber 2005). Unless a special federal law establish-
ing such restrictions is adopted, neither the

Government of the Russian Federation nor
the Ministry of Natural Resources of the Russian
Federation may establish any restrictions on
the purchase of shares in Russian subsoil users.

However, there is a special restriction (under
the current Subsoil Law, Article 17.1) that
a licence transferee joint venture company must
be a Russian company and 50% or more of it are
owned by the transferor licence holder at the time
of transfer. Similarly there are Russian content
rules for PSAs which allow on the one hand for-
eign ownership of oil and gas companies but re-
quire 80% employment of Russian citizens (see
3.2.2.3 above).

A further restriction was introduced with the State
Secrets Law. Access to State secrets is granted
to Russian citizens only (Section 5 State Secrets
Law). Foreigners may have access to the informa-
tion which is considered a State secret only with

a permit of the appro-
priate State body and
Federal Security Ser-
vice. The State Sec-
rets Law considers the

quantity and volume of reserves and levels of ex-
traction of Russia’s strategic fossil-fuels to be State
secrets. Government Decree No. 210 lists “strate-
gic natural resources” and includes information on
the balance of subsurface reserves of oil and gas
dissolved in oil, also of non-ferrous and rare met-
als (such as nickel, cobalt, tantalum, niobium, be-
ryllium). The State Secrets Law may create, and
has actually created in the past, issues for foreign
managers working in the oil and gas industry in
Russia.

4.10.2 Draft Subsoil Law

Article 60 (5) of the Draft Subsoil Law contains
the following restrictions with respect to the parti-
cipation of foreigners in auctions for subsoil use
rights:48 to ensure the defence and security of
the Russian State, in particular its economic secu-
rity, a specially appointed federal executive body
may prepare a motivated explanation to the effect
that legal entities in which foreign citizens, state-
less persons and/or foreign legal entities:

(i) are entitled to appoint the chief executive
officer (CEO) and/or more than 50% of
the management board and/or more
than 50% of the supervisory board (also
referred to as the board of directors) or
any other collective managing body; or

(ii) hold more than 50% of the voting shares; or

(iii) are entitled to divest directly or indirectly more
than 50% of the total number of votes repre-
sented by voting shares of such companies,

shall be prohibited from participating in an auction
for subsoil use rights. Such restrictions may not,
however, apply to restrict the freedom of the eco-
nomic activity and to create unjustified prefer-
ences for certain companies; they also may not be
applied on a discriminatory basis. An unjustified
application of such restrictions may be appealed
in court. Furthermore, the above restrictions do
not apply to Russian legal entities, i.e. entities in
which more than 50% of the total number of votes
of each foreign company being a shareholder of
such Russian company are controlled directly or
indirectly by Russian individuals or legal entities.

If the auction winner meets the above criteria,
the results of such auction may be cancelled and
consequently the subsoil use rights granted to
such subsoil user terminated early. The draft law
is expected also to contain criteria for “strategic
fields” to which the restrictions apply. Only depos-
its of a certain size or which have a particular im-
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47 I.e. friendly supporter of the target company.

48 See also Jon Hines, Status of Proposed Restric-

tions on Foreign Investment in Mineral Resource

Development, in: 2005 AmCham News, pp. 8-9.



portance for security and defence are considered
“strategic reserves” and limited for foreign invest-
ment. Discussions on the exact numbers for
the thresholds are still ongoing and it is premature
to report on the possible outcome of these discus-
sions.49

A purchase of shares in violation of the restric-
tions may be declared invalid by a competent
court. However, the law does not provide for
the automatic retransfer of shares the purchase
of which was declared invalid. As a result, it will be
crucial for foreign investors to pay special atten-
tion to the transaction structure pursuant to which
foreign investors purchase shares in, or enter into
a shareholders’ or other agreements with, compa-
nies so as not to trigger revocation of the subsoil
use licence as a result of such transaction.

Hence, it is still possible for foreign investors to
acquire shares in Russian oil and gas companies.
However, the participation in tender procedures
whilst still possible may require careful structuring
in future. The State Secrets Law applies in parallel
to the Subsoil Law and should also be considered
(see 4.10.1 above).

5. Legal due diligence

Any investment will require a comprehensive due
diligence process. Legal due diligence will be an
important part of the overall due diligence pro-
cess. We set out below the main issues which
should be considered during the legal due dili-
gence process.

5.1 Legal status of the target company and

proper establishment

5.1.1 Privatisation

If shares were originally issued by way of a priva-
tisation it is necessary to review carefully the pri-
vatisation documents for compliance with the ten-
der requirements thus ensuring that the initial
transaction conveyed valid ownership to the pur-
chaser. Risks are substantially mitigated by the

decrease of the statute of limitation for null and
void transactions from previously 10 to now 3
years.

In this context it is also important to review care-
fully who legally obtained which precise assets of
a former State enterprise in a privatisation pro-
cess. Often there are questions as to the owner-
ship of particular assets.

5.1.2 Incorporation

It should be ensured that the corporate docu-
ments comply with the requirements of the Law on
Limited Liability Companies or the Law on Joint
Stock Companies, as the case may be.

The corporate documents may contain certain
limitations on foreign ownership or limitations on
the transfer of shares in the company which have
to be checked against the intended transaction.

The company must be properly registered in the
company register.

5.2 Ownership of shares in the target company

5.2.1 Issuance and registration of new shares

Issuance of shares generally requires approval

by the shareholders of the issuer and possibly of
other corporate bodies. Special approvals may be
necessary if the State owns a stake in the com-
pany.

Russian companies are not allowed by law to is-
sue bearer shares. Shares issued by a Russian
company are “uncertificated” (non-documentary)
and ownership is recorded in book-entry form in
the shareholders register administered by each
company or – if the number of shareholders of the
company exceeds 50 – an independent licenced
registrar.

A prospectus must be prepared and registered
with the local branch of the Federal Service for Fi-
nancial Markets50 for

any open offering or

for a closed offering of

shares involving more

than 500 purchasers.51

State registration of

share issuances is ty-

pically done by the lo-

cal branch of the Fede-

ral Service for Finan-

cial Markets.
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Practice note: The 50% requirement may also im-

pact Russian listed companies. Under the rules

they would have to demonstrate that Russian citi-

zens are the true beneficiaries of at least 50% of

their outstanding shares. This is difficult to establish

for companies with traded shares.

49 According to most recent publicly available state-
ments (Vedomosti, 3 July 2006), the deposits that
have crude oil reserves in excess of 70 million
tonnes, natural gas reserves in excess of 50 billion
cubic meters, gold reserves in excess of 50 tonnes,
copper reserves in excess of 500,000 tonnes shall
be considered “strategic”. Pursuant to these crite-
ria, approximately 70 oil and gas deposits may be
qualified as strategic ones.

50 Formerly called “Federal Commission on Securi-
ties Markets” (“FCSM”, also called Federal Securi-
ties Commission).

51 Once a prospectus is registered, the issuer is
subject to various information disclosure require-
ments, such as quarterly issuer’s reports and notifi-
cation of material events.



5.2.2 Purchases made in the secondary market

5.2.2.1 Shareholders register

Since Russian shares are “uncertificated” a change
of ownership in the shares is recorded at least in
book-entry form in the company’s shareholders
register. For this new shareholders must open
a “shareholder personal account” with the regist-
rar. Ownership passes to the purchaser upon re-
cording in the shareholders register. The registrar
issues, upon request, an “excerpt” to the new
shareholders confirming ownership.

5.2.2.2 Regulatory approvals

� Federal Anti-Monopoly Service (“FAS”)52 or its
relevant territorial division

� The acquisition of 20% or more of the shares
of, or other interest in, a Russian company re-
quires a prior written consent or notification of
the FAS in most cases.

� The approval must be issued by the FAS
within 30 days; this term may be extended by
up to 20 days.

� Federal Service for Financial Markets

� No sale transaction may be completed until

the issuance of shares is registered with

the Federal Service for Financial Markets

except for transactions with underwriters.

Hence, the registration will be a condition pre-

cedent of the sales and purchase agreement.

5.2.2.3 Use of nominees and custodians

In many cases, the owners of Russian joint stock

companies are investing via an offshore company

(in the past often a Cyprus company), have

cross-ownerships or are hiding behind nominal

owners (nominees). Acquisitions through third

parties (i.e. nominees and custodians) – who are

required to be licenced – are possible but:

� Use of nominees
can complicate the
due diligence pro-
cess

� Nominees are often used to hide the identity of
the true owner. However, the registrar of the
company’s shareholders register has the right
to demand a list of the actual owners. In addition,
a shareholder holding at least 1% of the votes
may request a list of shareholders entitled to par-
ticipate in the general shareholders’ meeting.

5.2.2.4 Rights of first refusal and pre-emptive

rights

Rights of first refusal pursuant to which existing
shareholders have the right to purchase shares
in the first place have to be examined.

� In joint stock companies existing shareholders
have the statutory right of first refusal in any
open subscription (applicable to open stock
company only), or if they voted against the deci-
sion on closed subscription or did not partici-
pate in such a vote, in a closed subscription (ap-
plicable equally to an open or closed joint stock
company). A failure to comply with rights of first
refusal procedures may lead to the invalidation
of a transaction.

� Limited liability companies do not issue shares.
A limited liability company may invite a new par-
ticipant (somewhat similar to a closed subscrip-
tion in favor of a third party in a joint stock com-
pany) in which case, subject to unanimous ap-
proval of the existing participants, such new
participant receives a participatory interest.
However, no pre-emptive rights apply.

� In other cases it has to be checked whether
the issuer’s corporate documents or share-
holder agreements grant existing shareholders
rights of first refusal to participate in the pur-
chase. E.g. if the issuer is an open joint stock
company such rights cannot be granted under
its corporate documents (this is prohibited by
law). Such rights can only be granted in share-
holder agreements. A right of first refusal may
also be granted to the company, if provided in
the company’s corporate documents.

5.3 Ownership and use of assets

Clearly the company (or the shareholder from
whom an investor is purchasing shares in the com-
pany) must hold the assets or shares which are
acquired.53

With respect to land, at least the following issues
should be checked:

� Who is the owner of the land plot? Possible ans-
wers are: the Russian Federation, one of its
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Practice note: In some bidding situations involving
20% or more of the shares of a company it may oc-
cur that a bidder of a final (binding or non-binding)
bid notifies the FAS of its intention to acquire the
shares or the assets of a company. This can lead to
the situation that several companies notify the FAS
prior to the selection of the final bidder.

52 In March 2004 the former Ministry of Anti-Monopo-
ly Policy (“MAP”) was reorganised into the FAS.

53 See already practice note in 3.7 on ownership in
infrastructure and equipment.



member states, a municipality, a legal entity or
an individual.

� Does the company hold valid ownership to the
land plot? Typically, the company will be leasing
the land plot on the basis of a written lease
agreement with the owner of the land plot.

� Did the previous owner(s) or user(s) of the land
plot validly waive their rights to use the land
plot? For state-owned companies, there is a
special procedure to waive land use rights.

� What is the category of the land plot? In Russia,
all land is categorised and a land plot may only
be used in accordance with its category. Most
land in Russia is either agricultural or forest land.
Natural resources may only be extracted on
land plots which are industrial, forest or settle-
ment land plots. Extraction of natural resources
on agricultural land plots is strictly prohibited
and may be penalised by fines, sometimes with
considerable amounts, and prohibitions to carry
out a business activity.

As far as real estate is concerned purchase con-
tracts, lease contracts and mortgages must be
registered to be valid; prior to September 2004
mortgage agreements with respect to immovable
property mandatorily had to be notarised which
was expensive.54 However, the need for notarisa-
tion has now largely been abolished, and nota-
risation may be done now on a voluntary basis.55

The permitted use of real property must be veri-
fied, especially if land is involved: rights for the use
of land plots are granted to oil and gas companies
after the receipt of a relevant subsoil licence and
determination of the area and depth of subsoil ex-
ploration. While Russian law does not prohibit
the ownership of land plots over subsoil, in prac-
tice, oil and gas producers typically lease such
land plots from the State.

5.4 Security rights

There is a need to ensure that there are no statu-
tory or contractual security rights on the target’s
assets, in particular its equipment, and that equip-
ment was paid for properly and in full.

5.5 Contracts entered into by the target

company

5.5.1 Transportation and offtake issues

Oil and gas projects and companies rely not only
on the efficient exploitation of the hydrocarbon re-

serves but equally on the transportation and refin-
ing of the production. Key points in a legal due
diligence are therefore:

� the transportation contracts with various trans-
porters (mainly Transneft and the Caspian
Pipeline Consortium [for crude oil], Transnefte-
product [for oil products such as diesel], Rus-
sian Railways [for crude oil and oil products]
or Gazprom [for gas]) and

� offtake contracts typically with oil traders buying
the producer’s hydrocarbons production or pro-
cessing contracts with refineries.

5.5.2 Labor matters

The following issues will typically be the focus of
the due diligence:

� Collective bargaining agreements

� Review of employment contracts, in particular
termination problems

� Payroll issues (make sure no illegal schemes
for payment exist)

5.6 Compliance with legal requirements

5.6.1 Requirements for licences, production

sharing agreements and subsoil use rights

under regulated contracts

� Has the company obtained all necessary licen-
ces or other subsoil use rights (for exploration
and production of oil and gas)?

� Was the licensing authority authorised to issue
the licences?

� Were the subsoil use rights granted in accor-
dance with the established procedure?

� Do the subsoil use right documents contain all
details required by applicable law?

� What is the term of the licence (exploration
licence generally is 5 years, production licence
until depletion of the deposit)?

5.6.2 Other types of licences and approvals

The development of

and production from

a hydrocarbon reserve

requires not only hyd-

rocarbon subsoil use

rights. A number of
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54 Prior to September 2004 notary fees for manda-
tory notarisation were 1.5% of the value under the
mortgage agreement.

55 Fees are 0.15% of the value under the mortgage
agreement. Voluntary notarisation is in practice of-
ten advisable to facilitate both registration and en-
forcement of mortgages.



other approvals will also have to be obtained,56

i.a.

� Approvals for the construction of any facilities
on site

� Environmental approvals

Where midstream (i.e. transportation) or down-
stream (i.e. refining or marketing) activities are in-
volved, additional licences may have to be ob-
tained.57

5.6.3 Currency issues (see chapter 10 below)

5.6.4 Tax issues

The following major points should be scrutinised:

� Have tax filings been made in time?

� Does the target company have arrears to tax
authorities?

� Are there actions by the tax authorities against
the company?

� The validity of tax exemptions or audits which
the company may be relying on (and which may
or may not be recognised by competing tax au-
thorities) should be verified.

� Have social duties and pension fund payments
been made?

5.6.5 State secrets

issues

Access to State se-
crets is restricted to
Russian citizens only
(Section 5 State Sec-
rets Law). Foreigners
may have access to
the information which
is considered a State
secret only with a per-

mit of the appropriate State body and federal se-
curity service.

The State Secrets Law considers the quantity and
volume of reserves and levels of extraction of
Russia’s strategic fossil-fuels to be state secrets.
Government Decree No. 210 lists “strategic natu-
ral resources” and includes information on the
balance of subsurface reserves of oil and gas dis-
solved in oil, also of non-ferrous and rare metals
(like nickel, cobalt, tantalum, niobium, beryllium).

5.6.6 Business practices: corruption

The Russian Criminal Code contains provisions
prohibiting the unlawful transfer of money or other
items of value, including services, to any em-
ployee of a commercial enterprise to induce such
employee to take or not to take some action in
the transferring person’s interest.

Punishment can range from 200 to 500 times
the minimum wage (approximately US$ 630
to US$ 1,570) to up to 5 years in prison for multi-
ple offences or actions taken by a group of em-
ployees.

In addition, the Civil Service Law forbids corrup-
tion and abuse of office for civil servants.

5.7 Liabilities

5.7.1 Environmental, health and safety issues

Russian environmental legislation consists of nu-
merous federal and regional regulations. On fede-
ral level, the most important laws are the Federal
Law “On Environment Protection” and the Federal
Law “On State Environmental Expert Evaluation”.

An environmental impact assessment and
a State environmental expert evaluation must
be made prior to the implementation of an invest-
ment related to the use of natural resources.

Furthermore, the company must obtain opera-

tional licences and approvals authorising
the discharge of pollutants into the air and water
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56 See in particular Federal Law No. 80-FZ dated 2
July 2005 amending the Federal Law “On the Li-
censing of Certain Types of Activity”.

57 The need to licence the exploitation of trunk pipe-
lines was removed by Federal Law No. 80-FZ
dated 23 July 2005. However, trunk pipeline con-
struction, ownership and operation remains strictly
controlled by law and practice in Russia. To date
only Transneft and the Caspian Pipeline Consor-
tium (CPC) can operate crude oil pipelines, Trans-
nefteproduct oil product pipelines and Gazprom
natural gas pipelines. – Equally removed was the re-
quirement for licences for the transportation, stor-
age and refining of oil, gas and related products.

Practice note: In some contexts a certificate of “no
current tax liability” can be obtained from the rele-
vant tax authority. However, they are not easy to
obtain and there would be limitations on the pur-
chaser’s ability to rely on such in any event.

Practice note: Companies sometimes operate so-
called “grey schemes” and may occasionally even
have committed tax evasion. In the wake of Rus-
sia’s strict enforcement of tax legislation it is partic-
ularly important to review a target company’s tax
situation carefully.

Practice note: The State Secrets Law may create
issues for foreign managers working in the oil and
gas industry in Russia.

Practice note: As a result of the rather complicated
Russian environmental legislation, full environmen-
tal compliance cannot always be ensured.



under a “pay-to-pollute” regime. If such discharge
exceeds permissible levels, the company is sub-
ject to fines calculated as a multiple of the original
“fee” set for the discharge of pollutants. In prac-
tice, often only small penalties apply. Particular at-
tention must be paid to the use of any hazardous
substances and to compliance with sanitary zone
requirements.

There is also a need to check for any existing
court cases or documents concerning administra-
tive proceedings that involve the target company.
Flaring associated gas is a particular issue in
the oil and gas industry. So far it attracted no par-
ticular fines as long as it was in principle permitted
under the environmental approvals.

5.7.2 Contractual liabilities

The target company may have various forms of
contractual liabilities e.g. from loan agreements,
employment agreements or under long-term sup-
ply contracts. These liabilities will have to be eva-
luated.

5.7.3 Liability for failure to comply with licens-

ing requirements

Fines and restrictions may be imposed and/or

licences under the current Subsoil Law may be

suspended, amended or terminated in the follow-

ing selected cases:

� Immediate danger to health or safety of the lo-

cal population

� Material violation of licence terms by the licence

holder, e.g. failure to make timely payments of

levies and taxes for subsoil use

� Failure of licencee to commence operations

in accordance with the terms of the licence

� Liquidation of the legal entity holding the li-

cence

� Failure of the licencee to provide required re-

ports (e.g. geological information) to controlling

bodies

� Systematic violation of the subsoil use rules by

the licence holder

5.8 Litigation, liquidation and insolvency

It has to be checked whether the target company
is subject to litigation or whether creditors have
the right to initiate insolvency proceedings.

An issue often arising with oil and gas companies
at exploration or development stage is that they
may have had a negative asset value for a period
of several years. If the value of net assets falls be-
low the minimum amount of the charter capital es-
tablished by law at the end of the second year or
any subsequent year a company is obliged to take
a decision on voluntary liquidation. If a company
fails to take such a decision within a reasonable
time, its creditors may request early termination or
discharge of the company’s obligations and claim
damages from the company. However, if the com-
pany has rectified the asset position58 before any
claim on its liquidation is brought, it is possible that
it may not be liquidated. Please note, however,
that in politically sensitive situations the under-
capitalization may be considered by competent
courts as an incurable violation of Russian corpo-
rate law and thus the company may be forced into
liquidation (see e.g. the MNVK case).

5.9 Approvals of the acquisition

The acquisition must be made with the necessary
corporate and regulatory approvals.

5.9.1 Corporate approvals

Under Russian law there are certain requirements
for transactions between a company and an “in-

terested party” which may include the acquisi-
tion of shares in a company by such a person.
“Interested persons” include managers, directors
and shareholders holding jointly with affiliated per-
sons 20% or more of the voting shares of the com-
pany involved, as well as persons entitled to give
mandatory instructions to the company. Informa-
tion on all transactions involving “interested per-
sons” must be submitted to the company’s board
of directors, the company’s audit committee and
the company’s auditor. Interested-party transac-
tions carried out in violation of these rules may be
declared invalid by a competent court.

Special approval of the board of directors or
the shareholders (depending on the value of
the transaction in relation to the company’s as-
sets) may also be re-

quired for so-called

“major transactions”,

i.e. transactions the va-
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Practice note: It should be noted that many Rus-
sian companies have various “off-balance sheet
obligations”, such as suretyships, guarantees and
other contingent liabilities that may not be ac-
counted for in their financial statements.

58 Possibly by providing additional equity to the
company, which is, however, unclear in Russian
law and practice.



lue of which generally exceeds 25% of the book
value of the company’s assets. Various other
company procedures (such as valuation of the sub-
ject-matter of the contemplated transaction by
the directors) may also be necessary. If a trans-
action of a stock company is simultaneously a ma-
jor and an interested-party transaction, the rules
for interested-party transaction approvals apply.
For limited liability companies there is no such
express rule but the conservative approach is
to follow both corporate approval procedures.

5.9.2 Regulatory approvals

� Central Bank

� Currency regulations in connection with the pur-
chase of assets or shares must be complied
with. In particular, it is necessary to ensure that
advance payments in foreign currency are in
compliance with currency law (see 10.1 below).

� Federal Anti-Monopoly Service (“FAS”) or its

relevant territorial division

� The acquisition of more than 10% of a com-
pany’s fixed assets (by way of asset deal)
may require a prior approval or notification of
the FAS, depending on the balance sheet
value of the fixed assets of the acquirer and
the selling company.

� If the approval is not obtained

� the FAS may file a claim with a competent court

for invalidation of the transaction;

� the relevant agreement may be terminated or

amended by a competent court

� an obligation may be imposed on the company to

enter into an agreement with another company

� profits arising from the violation have to be

transferred to the federal budget

� the company may be reorganised by means of

a spin-off

� fines may be imposed; this may result in the im-

position of a fine on officers or the company for

failure to submit a necessary application or peti-

tion to the FAS or for failure to fulfill the FAS’ di-

rectives, provided in each case the transaction

violates the competition in the relevant market

in Russia.

6. Documentation of acquisitions and
divestitures

6.1 Pre-transaction documentation

6.1.1 Confidentiality agreement

A confidentiality agreement is the basis for any
commercial transaction. It shall prevent that com-
mercially sensitive information is disseminated
beyond the immediate parties involved in a trans-
action. The parties will focus in their negotiations
on the term of a confidentiality agreement (in most
cases a confidentiality period of 3-5 years from
the date of signing of the agreement should pro-
vide sufficient protection; unlimited confidentiality
periods should in principle be avoided). They will
also deal in particular with the consequences of
a violation of the agreement. It is not atypical for
M&A transactions to include a liquidated damages
clause in a confidentiality agreement which speci-
fies the amount of damages payable for every vio-
lation of the confidentiality obligations.

6.1.2 Letters of intent

In M&A transactions letters of intent are issued at
various stages. Bidders in divestiture processes
submit letters of intent to the seller (typically dur-
ing the first round an initial letter of intent is issued,
during the final round the final letter is provided).
In addition, banks often provide support letters
of intent to bidders in which they indicate their
willingness to support a bidder with debt financing.
The legal nature of letters of intent is what the name
suggests: they are non-binding expressions of in-
terest provided they are not qualified as a pre-con-
tract under the applicable law (e.g. a preliminary
agreement under Russian law). However, even if
the letter of intent is not a legally binding docu-
ment in a commercial sense the letter of intent cre-
ates expectations for the other party and it is a step
on the way of completing an M&A transaction.

6.1.3 Term sheets

Prior to drafting e.g. comprehensive sale and pur-
chase agreements or financing documentation,
the transaction structure and the basic under-
standing of the parties should be summarised
in so-called term sheets. Term sheets can re-
flect varying degrees of detail; on the one end of
the spectrum they can be mere summaries of
the most important terms of a transaction and on
the other end they may reflect every single provi-
sion (in an abbreviated form). Term sheets are
an important tool in the documentation process
since they allow adaptations in parallel to the par-
ties’ negotiation process.
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Practice note: Corporate approvals for state-owned
companies may take a certain time due to ministe-
rial approval processes.



6.2 Acquisitions and divestitures

6.2.1 Acquisition
59

6.2.1.1 Sale and purchase agreement

The sale and purchase agreement will have to
deal with the following main points:

� The correct reference to the parties of the ag-
reement, i.e. the seller and the buyer, will be
the first point to deal with.

� In a preamble the parties will typically describe
the transaction in general terms (e.g. sale of
shares in an upstream company).

� The agreement will then focus on the parties’
main obligations.

� As far as the seller is concerned it will have to
transfer the shares (or assets) to the buyer;
to this end the sale and purchase agreement
will have to describe in detail the shares or as-
sets to be transferred and the seller will also
make representations and warranties as to
the exact status of the sold shares or assets
(e.g. the target company’s liabilities).

� As far as the buyer is concerned it will have to
pay the purchase price, either in one pay-
ment or several installments.60 The payment
obligation may be defined in the form of a so-
called earn-out provision. Under such a provi-
sion the payment is typically made in install-
ments. The amount of each installment is de-
pendent on the financial performance of the
target company. Definitions of earn-out provi-
sions vary widely. Often the parties agree on
a retention amount and the use of escrow ac-
counts to synchronise the transfer of shares
or assets and the payment of the purchase
price. Sometimes the purchase price is not
paid in cash but (at least partially) in shares
e.g. of the purchasing company.

� The conditions precedent have to be met
for the sale and purchase agreement to become
effective. The conditions precedent indicate at
least that seller and purchaser shall deliver to
each other documents showing that they can
validly enter into the agreement, including

� a notarised copy of the memorandum of in-
corporation, charter, and/or other constituent
documents of the respective companies,

� notarised copies of all necessary corporate re-
solutions of the respective companies autho-
rising the execution and performance of their
obligations under the agreement,

� a notarised copy of the powers of attorney
and/or certificates of positions held, and other
documents confirming the requisite power of
the persons signing the agreement on behalf
of the respective party,

� a copy of antimonopoly approvals, if required;

� waivers of pre-emptive rights or rights of first
refusal;

� production of certain documents.

In addition, the sale and purchase agreement will
require that no ‘material adverse effect’ has oc-
curred between the date of execution of the
agreement and it becoming effective.

� The main focus of the negotiations and the doc-
umentation will be on the seller’s and the pur-
chaser’s representations, warranties and in-

demnities as well as the resulting liability for any
misrepresentations with respect to the sold shares
or assets. The most usual warranties are

� Warranties with respect to the legal status
of the seller and the purchaser (broadly con-
firming that the parties are legally able to en-
ter into the agreement, not violating law or
provisions from the respective companies’
constituent documents)

� Warranties with respect to the assets ac-
quired, including their financial status;

� Warranties with respect to debts owed by
the acquired companies towards third parties

� Warranties with respect to the regulatory sta-
tus of the acquired companies

� Warranties with respect to the legal status of
the main assets of the acquired companies
(e.g. ownership to the assets)

� Warranties with respect to the status of the
material contracts of the acquired companies

� Warranties with respect to litigation and in-
vestigations against the acquired companies

� Warranties with re-

spect to insolven-

cy and liquidation

of the acquired

companies
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59 If the parties decide to form a joint venture they will
define their relationship in a joint venture agreement.
60 If the purchase price is payable in several install-
ments it is sometimes useful to request that the
payment obligation is underpinned by a letter of
credit by a bank.

Practice note: It is useful to prepare a so-called
completion agenda on the basis of the documents
which are often complicated. The completion agen-
da shall summarise the steps necessary to attain
the transaction closing.



Often the seller will issue a disclosure letter to
the purchaser in which he lists the issues of which
the purchaser has been made aware. He may
also use contractual means for so-called ‘vendor
protection’, e.g. by limiting his liability to a certain
amount.

� Furthermore, the seller and the buyer may agree
on additional obligations (such as a non-com-
pete clause under which the seller is obliged for
a certain period not to compete with the target
company acquired by the buyer).

� A sale and purchase agreement for interna-
tional transactions (i.e. an acquisition in which
a non-Russian purchaser is involved) will often
have a clause under which the agreement is
governed by English law. It should be noted
that English law can only govern the contrac-
tual relationship between the parties of the
agreement. The transfer of the assets held di-
rectly by a Russian company or the shares in a
Russian company will inevitably be governed
by Russian law since most of the assets will be
located in the Russian Federation and a trans-
fer of shares is necessarily governed by the
law applicable to the company which will again
in many cases be Russian law. However, if the
shares of an offshore holding company are ac-
quired, foreign (e.g. English) law may govern
any transfers. Please note that mandatory
rules of Russian law may apply regardless of
the choice of law.

� Annexes may in de-

tail describe the sold

shares or assets.

6.2.1.2 Farm-in agreement61

A farm-in agreement is a transfer of a part of
the shares in an oil or gas company in consider-
ation for an agreement by the transferee to meet
certain expenditures that would otherwise have
to be undertaken by the subsoil rights user.
Hence, a farm-in agreement is a combination of
a typical sale and purchase agreement and an ad-
ditional investment commitment.

6.2.1.3 Escrow account agreement

There is a natural conflict between seller and
buyer: whereas the seller does not want to trans-
fer his shares or assets to the purchaser prior
to receiving the purchase price, the purchaser
does not want to pay the purchase price prior
to receiving the shares or assets. This conflict is
typically regulated by involving an independent
escrow account agent (often a bank) who opens
an account into which the purchase price is trans-
ferred and released only once the shares or as-
sets are transferred.

The seller has to execute and deliver to the pur-
chaser a confirmation that a transfer by the es-
crow agent to the seller shall be deemed by
the seller to have been made on behalf of the pur-
chaser and shall therefore satisfy in full the pur-
chaser’s obligations to pay the purchase price un-
der the sale and purchase agreement. Escrow
agents typically provide clearing services (also
called “delivery versus payment”), i.e. they collect
the shares from the seller and the purchase price
from the purchaser and ensure a simultaneous
transfer of shares versus payment of the pur-
chase price. Thus, the reason for using an escrow
agent is to synchronise the transfer of shares with
the payment of the purchase price.

6.2.1.4 Shareholders agreement

If several investors make an acquisition or if an in-
vestor is joining an existing shareholder the share-
holders will want to regulate their relationships in
a shareholders agreement. This may deal in par-
ticular with the following issues:

� Prior approval rights: investors may want to se-
cure approval rights at shareholders or mana-
gement level with respect to important company
decisions.

� Reporting rights: investors may want to receive
certain information in the form of regular reports.

� Investors may want to secure a right of first re-
fusal against other shareholders (pursuant to
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Practice note: Often legal and financial due dili-
gence will demonstrate risks which cannot be elimi-
nated until the closing of the acquisition. The par-
ties have then five standard ways of mitigating re-
sidual risks: (i) They can include conditions prece-
dent in the sale and purchase agreement which ask
the seller to take remedial steps prior to closing of
the acquisition. (ii) The parties may also agree that
part of the purchase price is retained after closing of
the acquisition until remedial steps have been com-
pleted. (iii) The parties may agree on a price reduc-
tion, either immediately in the sale and purchase
agreement or in an amendment to the sale and pur-
chase agreement. This is a common approach in
Russia. (iv) Fourthly the purchaser may seek pro-
tection in the form of warranties and/or indemnities
from the seller. (v) Lastly, the purchaser may take
a commercial view on the seriousness of a certain
risk and seek to rectify the risk himself after closing
of the acquisition.

61 The agreements are also often referred to as
‘farm-out agreements’ thus reflecting the perspec-
tive of the transferring party.



which the seller of shares has to offer the shares
first to existing shareholders).

� If one shareholder sells his shares he may have
drag along rights under the shareholders agree-
ment pursuant to which the other shareholders
are under an obligation to sell their shares as well.

� In the reverse situation a shareholder may have
tag or take along rights pursuant to which he
has the right to sell his shares also if another
shareholder sells his shares.

Shareholders agreements are a complex area
and will need to be drafted with a view to the spe-
cific requirements of the shareholders involved.
It should be noted that the status of shareholders
agreements remains extremely unclear under
Russian law. It is challenging to have the agree-
ment governed by Russian law; that is why most
will be governed by English, New York or another
non-Russian law.62 This is of course possible
where the shareholders agreement is entered into
between Russian and foreign parties. However,
the key issue remains whether the rights provided
in the shareholders agreement will ultimately be
enforceable in Russia. This issue has not yet
been tested in the higher courts (decisions may
have been rendered at first instance, but such
cases have not been reported). For this reason
it is to be expected that non-Russian parties to
shareholders agreements will seek to include an ar-
bitration provision in the agreement that provides
for arbitration of disputes related to a sharehold-
ers agreement in a jurisdiction outside the Rus-
sian Federation. There is a possible added protec-
tion for foreign investors as a party to a foreign-law
shareholders agreement, in terms of enforcement
of its terms, if the Russian company partner has
assets offshore that can be attached to satisfy
a damage award obtained in a foreign arbitration
or court setting.

6.2.1.5 Corporate documents

A new shareholder of a company, particularly
if it is a majority shareholder, will review the exist-
ing corporate documents and may want to intro-
duce changes.

6.2.2 Acquisition financing

6.2.2.1 Loan agreement

The loan agreement will focus on the following
provisions:

� Parties of the agreement

� Loan purpose, amount and currency

� Interest payable on the loan and repayment of
the loan

� Conditions precedent for a drawdown under the
loan, in particular satisfactory financing docu-
mentation and drawdown notice

� Representations and warranties of the borrower
in particular with respect to his financial and le-
gal situation

� Covenants

� Obligations to create agreed security rights
(see also 6.2.2.2)

� Obligations to provide certain information
about the borrower’s financial situation

� Obligations to keep the company’s activities
within a pre-agreed framework

� Financial covenants: Critical in any modern fi-
nancing are so-called financial covenants
which allow financial institutions to monitor
the financial performance of their borrower on
an ongoing basis. The following ratios can be
found in financing documentation for acquisi-
tion financings of oil and gas companies:

� Senior debt to EBITDA ratio: ratio of (i) amount
of the target company’s (and NewCo’s, if an in-
direct acquisition structure is chosen) senior
debt to (ii) the target company’s (and NewCo’s,
if an indirect acquisition structure is chosen) ear-
nings before interest, taxes, depreciation and
amortisation (= EBITDA) on a calculation date

� Loan life coverage ratio: ratio of (i) projected net
cash flow (on a discounted present value basis)
from proved reserves of all fields in the block
until final loan maturity to (ii) principal, interest
and other amounts due on all outstanding
long-term debt on a calculation date

� Field life coverage ratio (which can be compa-
red to the project life coverage ratio used in typi-
cal project financings): ratio of (i) projected net
cash flow (on a discounted present value basis)
from proved reserves of all fields in the block
over the longest life of any such field to (ii) prin-
cipal, interest and other amounts due on all out-
standing long-term debt on a calculation date

� Debt-to-equity ratio: ratio of (i) the target com-
pany’s (and NewCo’s, if an indirect acquisi-
tion structure is chosen) amount of debt to
(ii) the target compa-

ny’s (and NewCo’s,

if an indirect acqui-
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holders agreements governed by Russian law.



sition structure is chosen) equity on a calcula-
tion date.

� Note that certain covenants may apply not
only to the borrower but also to the borrower’s
shareholders. Such clauses of a loan agree-
ment are enforceable only if such sharehold-
ers are a party to the loan agreement.

� The loan agreement will also deal with the
events of default, in which the lender will have
the right to terminate early the loan and acceler-
ate the loan repayment.

Where the amount of a loan exceeds 25% of
the value of the company’s balance sheet assets
at the time of execution of the loan agreement
the investor should check whether an approval
by the internal board of directors was given to
the decision to take on the loan which is consi-
dered a “major transaction” under Russian law.
If the amount of a loan exceeds 50% of the value
of the company’s balance sheet asset an approval
of the company’s shareholders is required.

6.2.2.2 Security agreements

There are a number of security rights which will
typically be an element of an acquisition financing,
in particular

� Pledge of shares in NewCo (if an indirect acqui-
sition structure is chosen)

� Pledge of shares in the target company

� Assignment of rights under a PSA or a regu-
lated subsoil contract under the Draft Subsoil
Law

� Assignment of rights to obtain proceeds from
sales of crude oil or gas under offtake agree-
ments and other agreements (as far as they are
not taken as security by lenders to the target
company)

There are doubts as to the validity of a pledge

of rights under bank accounts. However, a

pledge of rights under bank accounts may be

substituted under Russian law by the right of the

bank to withdraw money from the borrower’s
bank accounts. The borrower thereby agrees
that the bank shall have the right to debit from the
borrower’s accounts maintained with such bank
any and all amounts due to the bank pursuant
to the loan agreement, without the borrower’s
prior consent. Please note, however, that this
withdrawal right may be terminated early by
the borrower at any time. Under Russian law, ac-
count holders cannot be validly restricted from
closing the accounts which limits the reliability
of this security tool.

� Security right over produced crude oil (or other
hydrocarbon products)

� Security right over other moveable property

� Security right over immovable property (or lease
agreements if the company leases the land)

In relation to financial assistance (in particular in

the form of financial support provided e.g. by way

of guarantees or other types of security by the tar-

get company to a loan borrowed by a NewCo)

Russia may offer more flexibility than certain

Western jurisdictions including continental Eu-

rope since there are no express rules in Russia re-

stricting financial assistance. However, care must

be taken to ensure compliance with (i) the provi-

sions of the Civil Code of the Russian Federation

prohibiting gifts between commercial organisa-

tions and (ii) rules requiring approval by the board

of directors or shareholders’ meeting if the assis-

tance given constitutes either an interested party

or a major transaction (Articles 78-84 Law on Joint

Stock Companies). In addition, Article 71 Law on

Joint Stock Companies requires directors and offi-

cers of a company to operate in the interests of

that company as well as to perform their duties

reasonably and in good faith. Although Article 71

Law on Joint Stock Companies has not been

widely tested in the courts, it should be taken into
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Practice note: Russian law does not contain an ex-
haustive list of legal instruments to secure debts.
The most typical ways of taking security are guar-
antees (an independent obligation which can only
be issued for consideration by banks), suretyships
(which can be issued by corporate entities or pri-
vate individuals), performance bonds, retention of
ownership, assignment of receivables, promissory
notes and repurchase obligations.

Practice note: There are a number of practical limi-
tations of security rights under Russian law. In par-
ticular, there are a number of issues with pledges

such as the requirement to make perfect identifica-
tion of the pledged assets, the absence of a floating
charge concept similar to English law, the complex-
ity of enforcement, the inability to seize the assets
and the requirement to sell the pledged assets at
a public auction for Roubles. Similarly there are is-
sues with assignments (there is e.g. an unclear
court position with respect to partial assignment as
compared to a complete withdrawal from a contrac-
tual obligation).



account by any directors or officers of a company
asked to give financial assistance.63

6.2.2.3 Suretyships

It may not be possible to base the debt financing
only on the cash flows of the acquired company (i.e.
not to have any financial recourse to the purchaser).
Financing institutions may, therefore, require addi-
tional security in the form of a suretyship by the pur-
chaser of the target company. Please note that
under Russian law there is a difference between
a guarantee (an independent obligation which can
only be issued for consideration by banks) and
suretyships (which can be issued by corporate enti-
ties or private individuals). Suretyships may be ter-
minated early if, among other things, the surety dis-
agrees with an increase of the secured obligations.
Another issue is whether or not the issuance of
a suretyship requires consideration.64

7. Notifications, registrations and approvals
(and related disclosure requirements)
for acquisitions and divestitures

7.1 Notifications and registrations

7.1.1 Federal Anti-Monopoly Service (“FAS”)

or its relevant territorial division

The main regulatory devices of Russian competi-
tion law are prior approval of a transaction by the
FAS or subsequent notification to the FAS. The two
regulatory procedures are closely related – as either
notification or prior approval may apply to a partic-
ular transaction depending on the transaction
value, type of the target and some other factors.

Prior consent of the FAS is required:

� Every time an individual, legal entity or group
of entities acquires over 20% of voting shares
of another legal entity,

� In case of a merger or an accession of one legal
entity with or to another legal entity(ies),

� In case of acquisition by an individual, legal en-
tity or group of entities of rights to control (in var-
ious forms) or manage the business activities of
another entity, including management agree-
ments, whereby one legal entity becomes the
managing company of another legal entity,

provided that the book value of the assets of the
acquirer and its ‘group of persons’ exceeds 30 mil-

lion times the statutory minimum wage (ca. US$
108 million as of today)65 or if one of said legal en-
tities (or an entity of its group) in the transaction
has a market share of over 35% and is listed as
such in a special state register of monopolies.

In case the book value of the assets of all the legal
entities mentioned above is lower than 30 million
times the statutory minimum wage but exceeds
2 million times the statutory minimum wage
(ca. US$ 7.2 million as of today)66 the applicant
must within 45 days after the date of the relevant
transaction notify the FAS about the transaction.

Subsequent 45-day notification of the FAS is also
required

� In case of nomination of an individual to a man-
agement body of a legal entity, provided that
the book value of assets of such legal entity
exceeds 2 million times the statutory minimum
salary (ca. US$ 7.2 million as of today)67 or if
such legal entity has a market share of over
35% and is listed as such in a special state reg-
ister of monopolies)

� In case of creation of a legal entity, provided
that the book value of assets of its founders
exceeds 2 million times the statutory minimum
salary (ca. US$ 7.2 million as of today)

The competition authorities in Russia have re-
cently suggested they will require further disclo-
sure not only if Russian companies are involved in
a transaction but also with respect to offshore en-
tities controlling Russian companies or assets
(which would lead to an extraterritorial effect of
Russian competition law).
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63 For the issues of interested-party transactions and major transactions as well as
the respective corporate approvals see 5.9.1 above.

64 For the issues of interested-party transactions and major transactions as well as
the respective corporate approvals see 5.9.1 above.

65 Measured against the worldwide balance sheet asset value of the acquirer and
its group of persons and the target company. The threshold was raised in March
2005 and was previously at least 200,000 times the statutory minimum salary which
is equal to ca. US$ 727,500.

66 Measured against the worldwide balance sheet asset value of the acquirer and
its group of persons and the target company.

67 Measured against the worldwide balance sheet asset value of the acquirer and
its group of persons and the target company.

Practice note: In some bidding situations it may
occur that a bidder of a final (binding or non-bind-
ing) bid notifies the FAS of its intention to acquire
the shares or the assets of a company. This can
lead to the situation that several companies notify
the FAS prior to the selection of the final bidder.



7.1.1.2 Acquisition of main production assets of

a legal entity

The prior consent of the FAS is required every

time a legal entity or group of entities acquires

more than 10% of the book value of fixed assets

of another legal entity, again provided that

the book value of the assets of the acquirer and

its ‘group of persons’ as well as the fixed assets

so acquired exceeds 30 million times the statu-

tory minimum wage (ca. US$ 108 million as of to-

day)68 or if one of the legal entities (or an entity

of its group) in the transaction has a market

share of over 35% and is listed as such in a spe-

cial state register of monopolies.

In case the book value of the assets of the acquir-

er and its ‘group of persons’ and of the fixed as-

sets so acquired is lower than 30 million times

the statutory minimum wage but exceeds 2 million

times the minimum wage (ca. US$ 7.2 million

as of today)69 the applicant must within 45 days

from the date of the transaction notify the FAS

about the transaction.

7.1.2 Federal Service for Financial Markets

Purchasers of shares in Russian joint stock com-

panies must notify the Federal Service for Finan-

cial Markets if they acquire a 20% interest in a Rus-

sian company, and for any further increase of owner-

ship of 5% or more.

A share issue of a Russian joint stock company

must be registered by the local branch of the Fede-

ral Service for Financial Markets.

7.1.3 Shareholders’ guidance by the target

company’s board of directors

In 2002 the Federal Commission on Securities

Markets (now called “Federal Service for Finan-

cial Markets”) promulgated a voluntary Code of

Corporate Conduct (see http://www.fcsm.ru/eng).

Companies with 1,000 or more shareholders

must state in their annual reports whether or not

they are in compliance with the Code. Chapter 6

of this Code provides

that the company’s

board of directors

should provide non-

binding guidance to

the shareholders with

respect to any at-

tempt by an investor

to acquire control of

the company.

7.1.4 Optional and mandatory offer to other

shareholders

7.1.4.1 Acquisition of more than 30% of the voting

shares

From 1 July 200670 any acquisition of more than
30% of the voting shares in an open joint stock
company is subject to the following rules:

A person intending to acquire (separately or
jointly with its affiliates) more than 30% of the total
issued voting shares has a right (but not an obliga-
tion) to make a voluntary public offer to the other
shareholders. The public offer shall disclose infor-
mation on the purchaser’s identity and his current
shareholding, affiliations and corporate gover-
nance. Other features are that the payment obli-
gations of the purchaser must be secured by
a bank guarantee and the offer may be conditional
upon a minimum or maximum number of shares
collected. The shares may be paid for either in
cash or with securities. There is no requirement
that the offer needs to be at market price.

When a shareholder has acquired more than
30% of the voting shares (including the shares
owned by him before the acquisition) he is obliged
to offer to buy the shares of the remaining share-
holders at the market price. For listed shares
traded at a stock exchange the minimum price is
the average price for the last six months. For
shares that are not traded, the minimum price
is the market price assessed by an independent
valuation company. If the same purchaser pur-
chased shares in the company during the previ-
ous six months, the price for the previous transac-
tion or transactions is taken as a minimum.

In both situations the offer is made via the board of
directors of the target company. They must pass it
on to the shareholders’ meeting together with their
recommendations.

7.1.4.2 Squeeze-out of minority shareholders

From 1 July 200671 a person who becomes share-
holder of more than 95% of the issued shares
in an open joint stock company under the proce-
dure for buying more than 30% of the shares
(see 7.1.4.1 above) has the right to buy the re-
maining shares from the minority shareholders
(and the minority shareholders are under an obli-
gation to sell their shares) and is under an obliga-

tion to do so should the minority shareholders
wish to sell their shares. The acquirer must pay
at least the market price. In the latter case (obliga-
tion to buy) his offer must be secured by a bank
guarantee and provide for payment in cash.
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68 Measured against the worldwide balance sheet
asset value of the acquirer and its group of persons
and the target company.

69 Measured against the worldwide balance sheet
asset value of the acquirer and its group of persons
and the target company.

70 See Federal Law No. FZ-7 dated 5 January
2006.

71 See Federal Law No. FZ-7 dated 5 January
2006.



The minority shareholders may request that their
shares are purchased within six months from
the date on which the company sent them a notice
on the right to claim such a buy-out. In the former
case (right to buy) the transaction must be com-
pleted within 85 days.

7.1.5 Registration in the company’s shareholders

register

A change of ownership in a company’s shares
is recorded in book-entry form in the share-
holders register. For this new shareholders must
open a “shareholder personal account” with
the registrar. Ownership passes to the purchaser
upon recording in the shareholders register.
The registrar issues an “extract” confirming
ownership.

7.1.6 Registration in the company register

There is a public company register where compa-
nies are registered. For Russian limited liability
companies, the change in shareholders has to be
registered at this register.

7.2 Approvals

7.2.1 Federal Anti-Monopoly Service (“FAS”)

or its relevant territorial division

There is a requirement of prior approval of an ac-
quisition by the FAS if

Either (1) there is a relevant company and

transaction size, i.e.:

� If the combined assets of the purchaser (includ-
ing the assets of all affiliates and subsidiaries of
the purchaser) and the target company exceed
3 billion Roubles (ca. US$ 107 million) (previ-
ously: Roubles 20 million; ca. US$ 700,000)
and

� Either an acquisition (including merger and
transfers between members of a group of
companies) of more than 20% of the voting
shares or participating shares of another
company72

� Or an acquisition or use of more than 10%
of the production assets of another company
(including transfers between members of a group
of companies)

� Or an acquisition of a right to determine
the business of a company have been made.

Or (2) there is a relevant market share, i.e.:

� One of the parties is entered in a register
of companies (maintained by the FAS) and has
a market share of over 35% or

� If the purchaser is a group of persons controlling
the activity of an enterprise with a market share
of over 35%

The competition authorities in Russia have re-
cently suggested they will require further disclo-
sure and respective approval not only if Russian
companies are involved in a transaction but also
with respect to offshore entities that have Russian
assets (which would lead to an extraterritorial
effect of Russian competition law).

7.2.2 Federal Service for Financial Markets

Beyond the notification requirements (see 7.1.2)
there is no need to obtain an approval from the Fe-
deral Service for Financial Markets in the course
of an acquisition.

7.2.3 Shareholders’ approval

In the case of a closed stock company each
shareholder has a right of first refusal with respect
to the sale of shares by any other shareholder
(pursuant to which the seller of shares has to offer
the shares first to existing shareholders). In order
to be able to exercise this right they must be noti-
fied by the selling shareholder.

In the case of an open stock company with more
than 1,000 shareholders, the law imposes spe-
cial procedures if an investor wants to acquire
30% or more of the company’s shares. These
procedures include notifying the company in ad-
vance and an offer by the potential buyer to pur-
chase the shares of all other shareholders at
a price established in

accordance with pre-

scribed procedures.

33

Mergers & Acquisitions

RUSSIAN/CIS ENERGY & MINING LAW JOURNAL, 5'2006 (Volume IV)

72 In addition, any incremental increase of a previ-
ous shareholding above this 20% level requires
a prior approval by the FAS.

Practice note: Failure to receive consent for
an acquisition may lead to the invalidation of
a transaction, if the transaction may result in
a violation of competition. The respective claim
may be filed by the FAS within one year from
the moment when it has learned or should
have learned of a violation. In practice this risk
is remote since the authorities usually impose
fines on shareholders (up to ca. US$ 17,000
[RUR 500,000]) and the company’s manage-
ment (up to ca. US$ 170 [RUR 5,000]), rather
than seeking invalidation of a transaction.



8. Legal issues of the target company

8.1 Corporate governance

In 2002 the Federal Commission on Securities
Markets (now called “Federal Service for Financial
Markets”) promulgated a voluntary Code of Cor-
porate Governance (see http://www.fcsm.ru/eng).
It provides a good guideline for reorganising a com-
pany after an acquisition in a shareholder friendly
manner. Efforts should be concentrated on share-
holder structure, management activity and quality
of financial information (the same criteria on
which the S&P corporate transparency index is
based).73 Good corporate governance is a pre-
requisite for listings, IPOs and borrowings in
the capital markets.

8.2 Shareholders rights under Russian com-

pany law

Most of the company matters that fall within
the competence of shareholders can be decided
upon by a 50% plus-one-share majority.

8.2.1 Minority shareholders

Minority shareholders have a number of rights
in the context of divestitures and acquisitions:

� Rights of first refusal pursuant to which the sel-
ler of shares has to offer the shares first to exis-

ting shareholders are applicable only in closed
joint stock companies and limited liability com-
panies.

� Shareholder’s right to sell shares to an acquirer:
if the company has more than 1,000 shareholders
and more than 30% of the companies shares
are purchased

� Shareholder’s right to sell shares to the com-

pany:

� if the company is reorganised; or

� the company’s corporate documents are
changed with a view to limiting shareholders’
rights; or

� a major transaction is to be realised (sale
or purchase of more than 25% of the assets
or placement of more than 25% of the compa-
ny’s share capital) if the minority shareholder

has voted against

or not voted at all

� voting right with res-
pect to transactions
involving conflicts
of interest

A shareholder with 25 and up to 50% has block-
ing rights on amending the charter, implementing
a reorganisation, commencing a liquidation, deter-
mining the quantity, nominal value and class of
authorised share capital and approving interested
party transactions.

Shareholders with less than 25% are in a weak po-
sition unless their rights are protected by an invest-
ment agreement and such contractual rights are in
accordance with Russian law. However, they may
influence the election of the members of the super-
visory board of the company due to the so-called
“cumulative voting requirement” which provides
that shareholders must be represented on the su-
pervisory board in proportion to their shares. In ad-
dition, they are protected against squeeze-out and
asset stripping by legal provisions on public offers
and interested party transactions.

A 25% shareholder can block certain decisions
of the general shareholders meeting and has
the right to participate in profits and receive yearly
reports and minutes of the shareholders and di-
rectors meetings. Such shareholders are not enti-
tled to receive financial or book-keeping docu-
mentation and minutes of the management board
(i.e. the second tier executive management of the
company as distinct from the board of directors).

8.2.2 Majority shareholders

A shareholding of between 50% + 1 share and
75% gives the holder the right to determine most
major issues except amending the charter, imple-
menting a reorganisation, commencing a liquida-
tion, determining the quantity, nominal value and
class of authorised share capital and approving
interested party transactions. One way a minority
investor can minimise the power of the majority
shareholder is by shifting control from the share-
holders meeting to the board of directors. In order
for a minority shareholder to obtain representation
at board level, the charter must provide for cumu-
lative voting for directors.

In cumulative voting the number of votes held by
each shareholder is multiplied by the number of
persons to be elected to the board. A shareholder
has the right to cast all votes received in such
a manner for one candidate or may distribute his
votes among two or more candidates. Through this
method he will receive something along the lines
of proportional representation on the board.

There has been a practice in the past of acquiring
assets through false bankruptcies or dilution of
minority shareholders.
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73 On 13 October 2004 S&P unveiled its corporate

transparency index calculated for Russia’s top

traded companies, which increased from 40% in

2003 to 46% in 2004. In comparison, Russia’s in-

dex was put at a level of 34% in 2002, while the UK

achieved a level of 71% in 2003.



9. Taxes and other payments to the State

9.1 Licence charges and fees

9.1.1 Current Subsoil Law

� Under the current Subsoil Law the following pay-
ments are required with respect to licences:

� A one-time subsoil use payment

� Regular payments for the right to explore, pros-
pect and appraise

� Payments for geological information

� Payment of tender participation and licence is-
suance fees

� License payment

9.1.2 Production sharing agreements

In case of a production sharing agreement (“PSA”)
the subsoil user pays the subsoil use fees agreed
under the PSA. This regime is not entirely open for
negotiation and agreement. It is substantially regu-
lated by the PSA Law (Article 13) and the PSA
Chapter of the Tax Code.

9.1.3 Draft Subsoil Law

Under the Draft Subsoil Law the following pay-
ments have to be made:

� A one-time subsoil use payment

� Regular subsoil use payments

� Payments for geological information

� Auction payment duty

The one-time subsoil use payment is paid by
subsoil users in the following cases:

� exploration and production of mineral products

� regional geological exploration, conducted at
the expense of a subsoil user

� special geological research, conducted at the
expense of a subsoil user

� collection of various geological materials

The amount of the one-time subsoil payment is
determined in a subsoil use contract. The amount
of a single subsoil payment shall not be less than
10% of the mineral extraction tax amount calcu-
lated on the basis of the estimated average an-
nual production capacity. The amount of the sub-
soil payments actually payable is set in the subsoil

use contract and determined by the auction re-

sults. This amount cannot be paid within the first

30 days after the contract registration. If a subsoil

user discovers a new deposit whilst conducting

search and exploration works at his own expense

or with funds received from third parties, the sub-

soil payment amount is equal to 10% of the min-

eral extraction tax amount calculated on the basis

of the estimated average annual production capa-

city. In this case, the single subsoil payment is due

only after achieving a certain production capacity.

In case of short term subsoil plot usage (less than

1 year) the single subsoil payment is set by

the Russian Government. In case of a PSA the

subsoil users pay single subsoil use payment as

agreed in the PSA.

Regular subsoil use payments are due on a quar-

terly basis and charged in addition to the one-time

subsoil use payment for the following activities:

� Search and deposit evaluation

� Exploration and prospecting of deposits

� Construction and operation of underground and
underwater facilities, which are not related to
the mineral extraction, such as oil and gas stor-
age facilities, dumping and disposal grounds for
harmful substances, pipelines or cables.

The regular subsoil use payments increase with

the different stages of the development process

and are as follows:

� For search and deposit evaluation the annual
regular payments are at least Roubles 120 per
km2 and at a maximum Roubles 360 per km2.
For offshore hydrocarbons these amounts are
a minimum of Roubles 50 per km2 and at a maxi-
mum Roubles 150 per km2

� For exploration and prospecting of the depo-

sit the annual regular payment is a minimum of
Roubles 5,000 per km2 and at a maximum Rou-
bles 20,000 per km2. For offshore hydrocarbons
these amounts are at least Roubles 4,000 per
km2 and at a maximum Roubles 16,000 per km2

� Regular payments for storage of oil and gas

condensate are equal to Roubles 3.5 per tonne,
for natural gas Rouble 0.2 per tcm.

The subsoil users should pay for federally owned

geological or any other subsoil information,

which they use. The amount of payments is deter-

mined by the Federal Government. Subsoil users

which reimbursed expenses for the Government’s

search and deposit evaluation for a specific sub-
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soil plot for which a subsoil use right has been
granted are exempt from this payment.

An auction participation duty is paid by all auc-
tion participants. The auction duty is determined
on the basis of the expenses for auction prepara-
tion, conducting and closing of the auction. With
regard to subsoil which is federal property the duty
is set by the Russian Government. If the subsoil is
local property the duty is set by the member states
of the Russian Federation.

9.2 Acquisitions and divestitures

9.2.1 Seller

There is no separate capital gains tax in Russia.
Capital gains are in principle subject only to corpo-
rate tax (24%) or income tax (13%). It should also
be noted that there is no value added tax payable
on the sale of assets or shares in the context of
an acquisition.

9.2.2 Buyer

The buyer assumes no specific tax obligations in
the context of an acquisition.

9.3 Operations

9.3.1 General tax regime

9.3.1.1 Profit tax

The corporate tax rate which has to be paid by
companies is a maximum of 24% in Russia
(which can be reduced by up to 4% depending on
the region in which a company has its seat). Tax
must be transferred to federal and regional bud-
gets in the proportion of 6.5% and 17.5% respec-
tively. There are in principle no regional or local
taxes in addition to the general corporate tax.
Profit tax is levied on a company’s accrued gross
tax profits, net of deductions (in particular operat-
ing expenses, depreciation and amortisation, in-
terest and financings costs). Losses may be car-
ried forward for ten years and offset up to 50%74

of otherwise taxable profit per year. Expenses

incurred by a taxpayer can only be deducted un-
der Russian tax law if they are (i) “economically
justified”, (ii) “properly documented” and (iii) in-
curred in order to derive income. The list of ex-
penses deductible only within specific limits in-
cludes, inter alia, certain types of advertising,

entertainment and

insurance for em-

ployees.

Interest expenses accrued with respect to any
kind of debts (loans and borrowings, as well as in-
terest accrued on securities and other debt instru-
ments) are deductible for tax purposes, regard-
less of the purpose of the borrowing obtained by
the taxpayer, the use of the funds or the interest
payment schedule. This deduction will only be
available if the amount of such interest does not
exceed 20% of the average interest rate charged
for similar types of loans with comparable terms
granted in the same quarter. In the absence of
loans granted with comparable terms in the same
quarter, the amount of the deductible interest ex-
pense should not exceed 1.1 times of the Central
Bank refinancing rate (for Rouble loans) or 15%
(for loans denominated in foreign currency). Cer-
tain double taxation treaties provide additional
benefits with respect to interest deductions for
Russian companies with foreign shareholders
and/or Russian branches of foreign companies.

Chapter 25 of the Tax Code introduces “thin

capitalisation” rules. Thin capitalisation rules
are applicable to interest on loans granted by a di-
rect or indirect foreign parent holding more than
20% of a Russian borrower, loans granted by a
Russian affiliate of such a foreign parent and
loans guaranteed in any form by a foreign parent
or its Russian affiliate. Such interest expense is
restricted if the outstanding principal amount of
“controlled” debt instruments exceeds more than
3 times (or 12.5 times for banks and leasing com-
panies) the difference between the company’s as-
sets and its liabilities (i.e. the net equity). The ex-
ceeding amounts will be disallowed as a deduc-
tion and reclassified as a (taxable) dividend which
is subject to 15% Russian withholding tax on divi-
dends (however, in certain cases partial double
tax treaty relief arising from a participation exemp-
tion is available).

Federal tax holidays are permitted if set by federal
law. Regional and local tax holidays are permitted
if set by regional or local law.

9.3.1.2 Mineral extraction tax

A single natural resources tax (also referred to as
production tax or unified production tax, UPT) pro-
vided in Chapter 26 of the Tax Code replaced
three ad valorem taxes (excise, mineral royalty,
mineral replacement).

9.3.1.2.1 Notion of commercial minerals

The tax is levied on so-called “commercial mine-

rals” extracted from the subsurface within the ter-
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ritory of the Russian Federation or territories un-
der the jurisdiction of the Russian Federation, in-
cluding territories which are leased from foreign
States or used on the basis of an international
agreement. The “minerals” subject to mineral ex-
traction tax include hydrocarbons such as

� Dewatered, desalted and stabilised oil (here re-
ferred to as “crude oil”)

� Gas condensate for all types of deposits which
has undergone separation and dewatering pro-
cesses involving the separation of light fractions
and other impurities

� Natural fuel gas from all types of deposits and
associated gas (here referred to as “natural
gas” or “associated gas”).

9.3.1.2.2 Crude oil and gas condensate

9.3.1.2.2.1 Transitional provisions until end 2006

For the period from 1 January 2002 until 31 De-
cember 2006 the legislation provides for transi-

tional provisions according to which, from 1 Jan-
uary 2005 until 31 December 2006 the taxable

base for mineral extraction tax on crude oil is de-
termined as the quantity of extracted oil in physi-
cal terms and is taxable at the rate of Roubles 419
per tonne. In this respect, the tax rate is adjusted
quarterly by a coefficient reflecting movements in
world prices for Urals oil. This coefficient is deter-
mined by the taxpayer itself according to the fol-
lowing formula:

C = (P – 9) � R/261

where: P is the average price of Urals oil for
the tax period in US$/barrel; and R is the average
US$/Rouble exchange rate established by the
Russian Central Bank for the tax period.

The tax amount can thus be calculated by the fol-
lowing formula:

T = 419 x oil extracted (tonnes) � (P – 9) � R/261

9.3.1.2.2.2 Taxation from 2007

From 1 January 2007 the tax base is determined
as the value of extracted minerals calculated
on the basis of the volume of extracted minerals
and the valuation method used or as the quantity
of the extracted minerals in physical terms.
The value of minerals may be determined by
the following methods:

� On the basis of the realisation (sales) prices
prevailing for the taxpayer in the relevant tax pe-

riod (typically a quarter) without taking into ac-
count State subsidies to cover the difference
between the wholesale price and the calculated
value of minerals, or

� On the basis of the realisation (sales) prices of
the minerals prevailing for the taxpayer in the
relevant tax period (typically a quarter) less
value added tax, excise duty on excisable types
of minerals (which is typically not the case for
hydrocarbons), customs duties or transporta-
tion costs and insurance premiums for compul-
sory freight insurance,

� On the basis of the calculated value of the ex-
tracted minerals as determined using data in tax
records which are maintained according to
the rules established by Chapter 25 of the Tax
Code (if it is impossible to use any of the pre-
ceding methods).

The main costs deductible from the tax base are
transportation costs, marketing costs, export duties,
transportation insurance and VAT for domestic sales.

The tax rate for crude oil will be set at 16.5% of
the taxable base. For gas condensate the rate of
tax will be 17.5%.

9.3.1.2.3 Natural gas and associated gas

From 1 January 2005 the tax arising from the ex-
traction of natural (including liquefied natural gas
[LNG]) and associated gas is determined as
the quantity of the extracted mineral (tax base)
to which the following rates apply:

� Natural gas: Roubles 147 per 1,000 cubic meters

� Associated gas (gas extracted via an oil well):
Rouble 0

9.3.1.2.4 Tax calculation and payment

The amount of tax on mineral extraction is calcu-
lated as the product of the tax base and the appro-
priate tax rate.

The amount of tax is calculated monthly for each
extracted mineral. Tax is payable at the location of
each subsurface site which has been provided to
the taxpayer for use. In this respect, the amount
of tax is computed based on the proportion of
a mineral extracted on each site of subsurface
resources to the total quantity of that type of mine-
ral that has been extracted. The amount of tax cal-
culated in respect of minerals extracted outside
Russia is payable at the location of a company or
at the place of residence of a private entrepreneur.
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9.3.1.2.5 Changes to the tax regime

In July 2006 the President of the Russian Federa-
tion signed a bill introducing changes to the Tax
Code which lead to a differentiation of mineral ex-
traction tax. The bill provides for a ten-year mine-
ral extraction tax holiday for greenfield develop-
ments in East Siberia and adjacent regions with
a combined exploration and production licence,
and a fifteen-year holiday for greenfield develop-
ments with an exploration licence only. The tax
breaks are to end once cumulative production
reaches 25 million tonnes per licence. Fields with
a depletion rate above 80% are to see a reduction
of the mineral extraction tax of up to 70%. The tax
holidays and lower taxation rates will become ef-
fective from 1 January 2007.

9.3.1.3 Value added tax (VAT)

The tax rate for value added taxes is 18%. The tax
is collected through taxable persons on a basis
similar to the EU model (e.g. calculated on the
sales value). In principle no VAT is applied to ex-
ports. Hence, no VAT has to be paid for oil, con-
densate and gas (including LNG) exports.

9.3.1.4 Property tax

There is a property tax payable by all Russian and
foreign companies owning property in Russia.
The tax base is the average net book value of fixed
(non-current) assets (after depreciation and am-
ortisation) on a company’s balance sheet. The tax
rate is determined by the region in which the prop-
erty is located but limited to a maximum of 2.2%.

9.3.1.5 Export duties

Russia has no export excise taxes for oil and gas,
but there are export duties.

� The export duty on crude oil is US$ 216.4 per
tonne (from 1 August 2006).

� The export duty on propane, butane, ethylene,

propylene, ethylethylene, divinyle and some
other oil products is US$ 158.1 per tonne (from
1 August 2006). The export duty on processed

oil products is US$ 85.2 per tonne (from 1 Au-
gust 2006).

� The export duty for natural gas 30% calculated
on the basis of the customs value.

Export duties have increased significantly in Rus-
sia during the past few years. One of the reasons
is the establishment of the Russian Stabilization

Fund set up by the Federal Government which
collects surplus income from the taxation of hyd-
rocarbon producers.

9.3.2 Tax regime under production sharing

agreements

The Chapter of the Russian Tax Code on PSA
provides for two forms of production sharing: stan-
dard and direct. The tax consequences of each
form are different. Under the standard method,
an investor/operator is subject to mineral extraction
tax. Once the value of produced minerals
less mineral extraction tax has been reduced by
the amount of exploration, production and other
reimbursable costs (in principle up to 75% of
the value of the produced minerals, or 90% for pro-
duction on the continental shelf), the remaining
profits are shared between the State and the inves-
tor according to a formula included in the PSA.
The investor’s share is then subject to profit tax.
The investor is exempt from customs duties on
goods imported/exported under the PSA, as well
as property tax and transport tax in respect of pro-
perty/vehicles used for works under the PSA.

Under the direct sharing model, an investor is eli-
gible for a share of up to 68% of the total volume of
produced minerals. The investor is exempt from
profit tax, mineral extraction tax, customs duties re-
lating to goods imported/exported under the PSA,
property tax and transport tax relating to property/
vehicles used for works under the PSA, land tax and
tax on the use of water. Investors/operators of PSAs
are subject to Russian VAT as the previous PSA
VAT exemption was abolished by an amendment
of the Chapter of the Russian Tax Code on PSA.

9.4 Taxes on financings

The interest payments of Russian companies are
subject to a 20% withholding tax if the lender is
a non-resident (unless a foreign lender benefits from
a favourable double taxation treaty with the Russian
Federation). Interest payments to a lender who
is a Russian resident are taxed at 24%.

9.5 Situation for foreign investors: double

taxation treaties

Partial tax relief for foreign investors may be avail-
able under applicable bilateral treaties on the
avoidance of double taxation. In order to obtain
the benefit of a tax treaty, a payee/lender must ap-
ply to the relevant tax authorities.
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10. Currency law and export law

10.1 Currency regime

The currency regime was changed by Law
No. 173-FZ of 10 December 2003 “Concerning
Currency Regulation and Currency Control”
(the “Currency Act”).

10.1.1 Passport of transaction

The reporting requirements under the new Cur-
rency Act include notification to the currency con-
trol authorities about currency operations. To this
end, a “passport of transaction” must be estab-
lished for almost every international currency
transfer made pursuant to loan transactions, ex-
port-import contracts for goods and international
service agreements. A passport is also required
for Rouble loans between residents and non-resi-
dents. Previously, passports were required only
for the export and import of goods. The passport
has to be opened with an authorised Russian
bank (i.e. a bank possessing a licence to conduct
operations in foreign currency or a general bank-
ing licence) where the Russian company has ac-
counts that it would use for transaction purposes.

The passport must be opened by the Russian
party with a Russian bank. It allows currency con-
trol authorities to monitor whether currency pay-
ments made by residents under cross-border

transactions are commensurate with the value

of goods or services received.

Other restrictions such as using special bank

accounts and deposit requirements have been

abolished starting from 1 July 2006.

However, shares in Russian joint stock compa-

nies may only be sold and purchased for Roubles

if the seller or the purchaser is a Russian legal

entity or individual.

10.1.2 Transfer of foreign currency

For opening a bank account outside Russia a spe-

cial procedure must be observed by a Russian

legal entity (that procedure may include a prelimi-

nary notification about the account to or the regis-

tration of the account with the Russian tax authori-

ties).

10.2 Export law

There are currently no export restrictions for hy-

drocarbons in Russia. However, in practice the

ability to export crude oil is still limited by the con-

straints of the transportation network, in particular

the pipeline capacity of Transneft’s crude oil pipe-

lines. Generally, exporters are required to repatri-

ate foreign currency proceeds to Russia, with cer-

tain limited exceptions, such as service of debt.

Annex:
Legal framework for acquisitions and divestitures in the Russian Federation

We set out below the most important sources of
law which are relevant to acquisitions and divesti-
tures.

� PRIVATE LAW

� Civil Code of the Russian Federation, Parts
One and Two of 21 October 1994 and 22 De-
cember 1995 (note in particular contract law)

� Land Code dated 25 October 2001

� Federal Law No. 2872-1 “On Pledge” dated
29 May 1992 (“Pledge Law”)

� Partnership and Company Law

Law on Joint Stock Companies dated 26 Decem-
ber 1995

Federal Law No. FZ-7 dated 5 January 2006

Law on Limited Liability Companies dated 8 Feb-

ruary 1998

� NATURAL RESOURCES LAW

� Current Subsoil Law: Federal Law “On Subsoil”
(sometimes also referred to as “Underground
Resources Law” [“URL”]) No. 2395-1 dated 21
February 1992 (“Current Subsoil Law”)

On 17 June 2005 the Government submitted

Draft Law No. 187513-4 “On Subsoil” to the State

Duma (“Draft Subsoil Law”)

Revised draft published by the Ministry of Natu-

ral Resources in February 2006 (“Revised Draft

Subsoil Law”)



� Regulations “On the Procedure for Issuance

of Subsoil Use Licenses” as approved by De-

cision of the Supreme Court of the Russian

Federation No. 3314-1 dated 15 July 1992

(“1992 Licensing Regulations”)

� Rules for Developing of Design Documenta-

tion for the Development of Oil and Gas Fields

No. RD153-39-007-96 approved by the Minis-

try of Fuel and Energy on 23 September 1996

(“Development Plan Regulation”)

� Ordinance of the Federal Agency for Subsoil

Use No. 531 ‘On the Central Commission for

Development of Hydrocarbon Deposits’ dated

26 November 2004

� Ordinance of the Federal Agency for Subsoil

Use No. 877 ‘On Approval of an Interim Order

on the Central Commission for Development

of Mineral Deposits’ dated 15 August 2005

� Ordinance of the Federal Agency for Subsoil

Use No. 1107 ‘On Local Subdivisions of

the Central Commission for Development

of Mineral Deposits’ dated 28 October 2005

� Methodological Guidelines for the Prepara-

tion of Terms of and on the Procedure for

Holding Tenders and Auctions for the Rights

to Use Subsoil Areas as approved by Order of

the Ministry of Natural Resources No. 457-p

dated 14 November 2002 (“2002 Ministry of

Natural Resources Recommendations on

Conducting Auctions and Tenders”)

� Procedure for Transferring a Licence for Sub-

soil Use Rights approved by Order of the Min-

istry of Natural Resources No. 1026 dated

19 November 2003

� Regulation “On the Federal Service for Eco-

logical, Technological and Nuclear Monito-

ring” approved by Regulation of the Russian

Federation Government No. 401 dated 30 July

2004, as amended on 21 January 2006

� Regulation No. 69 of the Government of the

Russian Federation dated 1 February 2005

� Procedures for the Review of Applications for

the Rights to Use Subsoil for Geological Stu-

dies approved by Order of the Ministry of Nat-

ural Resources No. 61 dated 15 March 2005

� Regulation on Subsoil Use, Procedures for

Consideration of Applications for Subsoil Area

Use Rights for a Short Period (up to one year)

approved by Order No. 22 of the Ministry of

Natural Resources dated 24 January 2005

� Regulation “On State Control over Geological

Study, Efficient Use and Protection of the Sub-

soil” approved by Russian Federation Govern-

ment Resolution No. 293 on 12 May 2005

� Federal Law No. 225-FZ ”On Production Sha-

ring Agreements” dated 30 December 1995

as amended on 29 December 2004

Old production sharing law: Decree No. 2285
“On the Issues of Production Sharing Agree-
ments” dated 24 December 1993

� Federal Law “On the Continental Shelf of

the Russian Federation” No. 187-FZ dated

30 November 1995

� Federal Law “On Gas Supply in the Russian

Federation” dated 31 March 1999

� Federal Law “On Natural Monopolies” dated

17 August 1995

� GENERAL REGULATION OF BUSINESS

ACTIVITIES

� Concession agreements

Federal Law No. 115-FZ of the Russian Federa-
tion “On Concession Agreements” dated 21 July
2005

� Licensing of business activities

Federal Law No. 80-FZ amending the Federal
Law “On Licensing Certain Types of Activity”
dated 2 July 2005

Federal Law No. 200-FZ amending the Federal
Law “On Licensing of Certain Types of Activity”
dated 31 December 2005

� State secrets law

State Secrets Law dated 21 July 1993

Government Regulation No. 210 dated 2 April 2002

� Securities markets law

Law on the Securities Market dated 22 April 1996

Code of Corporate Governance prepared by the
Federal Commission on Securities Markets (now
called “Federal Service for Financial Markets”)

� Competition law

Current Competition Law: Federal Law on Com-
petition and the Restriction of Monopolistic Activ-
ities on the Goods Market No. 948-1 of 22 March
1991 (“Anti-Monopoly Law”) (as amended on
9 October 2002 and 21 March 2005)

In December 2004 the Federal Anti-Monopoly Ser-

vice published a new draft competition law; on 3

February 2005 the Government approved the core

proposals contained in the draft law; a new draft

law was published by the FAS on 16 May 2005
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� Banking law

Central Bank of Russia Directive 1540-U dated
29 December 2004

� Environmental law

Federal Law “On Environmental Protection”
dated 10 January 2002

Federal Law “On State Environmental Expert
Evaluation” dated 23 November 1995

Ordinance of the Government of the Russian
Federation No. 215-r dated 20 February 2006

Ordinance of the Government of the Russian
Federation No. 278-r dated 1 March 2006

� Currency law

Law “On Currency Regulation and Currency
Control” No. 173-FZ dated 10 December 2003
as most recently amended on 18 July 2005
(“Currency Act”)

formerly Currency Control Law – RF Law
No. 3615-1 “On Currency Regulation and Cur-
rency Control”, dated 9 October 1992

� Foreign investment law

Law “On Foreign Investment” dated 9 June 1999

Law “On Foreign Investment” No. 160-FZ dated

27 July 2002

� TAX AND CUSTOMS LAW

� Tax Code of the Russian Federation, Federal
Law No. 117-FZ dated 5 August 2000

� Customs Tariff Law 2004

� CRIMINAL LAW

� Criminal Code dated 13 June 1996

� State Civil Service Law dated 27 July 2004

Disclaimer

The information contained in this guide is for gen-
eral guidance on matters of interest only. The ap-
plication and impact of laws can vary widely based
on the specific facts involved. Given the changing
nature of laws, rules and regulations, and the in-
herent hazards of electronic communications,
there may be delays, omissions and inaccuracies
in information contained in this guide. Accord-
ingly, the information in this guide is provided with
the understanding that the authors are not hereby
engaged in rendering legal, accounting, tax or
other professional advice and services. As such,
it should not be used as a substitute for consulta-
tion with professional accounting, tax, legal or
other competent advisers. Before making any de-
cision or taking any action, you should consult
a legal or tax professional.

While we have made every attempt to ensure that
the information contained in this guide has been
obtained from reliable sources, we are not res-

ponsible for any errors or omissions or for the re-
sults obtained from the use of this information.
All information in this guide is provided “as is”, with
no guarantee of completeness, accuracy or time-
liness of the results obtained from the use of this
information, and without warranty of any kind,
express or implied, including, but not limited to
warranties of performance, merchantability and
fitness for a particular purpose. In no event will
we, our related partnerships or corporations, or
the partners, agents, or employees thereof be lia-
ble to you or anyone else for any decision made or
action taken in reliance on the information in this
guide or for any consequential, special or similar
damages, even if advised of the possibility of such
damages.

The material contained in this guide was com-

piled as of 1 September 2006 and, unless other-

wise indicated, is based on information avail-

able at that time. �


