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Beyond Moscow and St. Petersburg
Investment Opportunities Abound

By Jason Corcoran

eatern investors ar increasingly turning thair attantion from Ruasia's twin

gateweys of Moscow and St. Petersburg to what Russiana call millommiki

— citiaa with a population of more than a millicn. International propsy

agancy Jones Lang LaSalls ussd the expresaion recsntly to describe 11

Russian citisa that ars fest becoming the nast hot spets for commercial

real satats inveatment. Opportunitisa ars not just in propsrty, but also in
ratail, banking, telecom, transport and mining, and are lsading fund maragsrs on a scenic
ahopping route frem Volgograd and Rostov-on-Don in the scutheaat of the courtry to Gmak
are] Mowvoaibirak in Siksaria.

Whils markete are reaching saturation in Moecow and 5t. Pateraburg, disposabls incoms
ia rzing in regiohal citiss, whers rants and compstition are lowar “Ite clear that thers ars a
lat of attractive targsta in the regions,” saya Stephen Cohen, chisf sxscutive of the hedos
fund business at Troika Dialeg, ons of Rusaia's biggeat investment groups. *GOP growth per
capita in tha mgions ia much atronger than in Moacow and St Pataraburg, Actually, the rats
af growth for many economic indicatora is actually fastar in the regions.™

Panatration levsls for geods and sarvices are significantly lower than in Meacow, with GOP
per capita only ons-third that in the capital. Retail lcans per capita of #5600 and housing lcans
aof $120 psar capita ars lasa than half the levela sesn in Moscow, while in such ssctors as
breadband Intemsat and media, penstration iz amund ons-tanth of the capital's levals.

Cohen's 5150 milion Seyman-megistered fund has sxposurs to a number of fast-growing
companies, such aa Uraa Bank, a lsading mgional bank headouartersd in Siberia’s Movosi-
birak, and Ganter Talecam, the fiwed-line apsratar in the Central Fadsral District, whare mos
thian 20 parent of Ruasia's population |vea.

Crie of the key challsngas for equity inveetoms g finding profitabls investmenta in the

regions bsyond cbvioua commodity plays in oil, gas and mestala. Peter Halloran, foundsr and
chisf sxecutive of Phamsa Financial Group, which mina about $300 million in thres Fussian
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funda, identifias modem retailing as a
asignificant driver of growth. *Moscow
and 3t Petarsburg have built up retail
outlsts ovear the past seven years, but
the rest of Ruasia has only startsd mak-
ing thia transition mcently,” hs aaya,
"Real disposabls incoms is growing
at a 23 percant annual rats, thua fusl-
ling damand for consumnsr goods of all
typea, but aspscially for lesctronica and
athar high-valus goods that are not pur-
chasad in cutcoor marksta,” notes Hal-
boran. “Aa these modem retail outlets
sxpand acroea the country, so dosa de-
rmand for modam warshousing faciliise,
which ars in extremsly short supph”

Growth of Retail Chans

Savedlish furniture chain IKEA and ite vast Mega
Mall shopping complsxses have become a retailing
phenomsncn in Russia, transforming Ruasians into
horne improvermant fanatice and stimulating consum-
ar aconomisa and commernzial real setats in far-flung
mgional cities. |KEA already haa thres cutleta in Mos-
o and twa in 8t Peteraburg. Mow it ia building out-
lata in 12 regicnal Russian citss, including Vokogo-
rad, MNizhry Movgomd, Rostov-on-Don, Voronszh,
Moveaibirak, Sarmara and Lfa.

IKEA's Mega Malle houss wall-known  forsign
chaing as well, such as Rusaian retailers M.Vidso and
coarmatica chain Arbat Prasetigs.

MMides, the country's second-biggest slsctronica
mtailar, sold F205 million of ita shares laat year in an
initial public offering to fund openings of rew stores
as aalsa growth has outstrippsd capacity. The com-
pary cams to the markat in Novernber, at the peak of
the glebal liquidity crisis, & tims when ssveral Rus-
aian companise opted to cancsl thair own listings.
Ceapita markst conditions, the listing was desmed &
alccsas, as it wae pricsd at #6595, the middle of ita
sxps=cted rangs, and roes as high as $7.24 in ita de-
btk @n the Auasian Trading Systam stock exchangs.
Tha company is uaing the procssds to continus ita
mgioral ewpansion and has recertly operad hypsr-
marksta in Bamaul, Lipstak, Koatroma, Kamerovo,
Tyurrean, Stavropal, Astrakben, Moveaibisk and Ros-
tov-cn-Dion.

“Incmasing the numbsr of MVideo selsctronica
atorsa in Ruasian citiss is the foundation of our strat-
agy,” says Michasl Kuchment, the chain's commsr
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cial dimctor “In particular, the com-
pary ia intersated in atrangthening its
positizns in the most dyramic Ruasian
mgiong, auch as the Bouthern Federal
Ciatrict and Siberia.”

X5 Retail Group, Russia’s langsst
grocery chain, is aleo driving mstail ex-
panaizn intha mgions. [t has mors than
1,000 stores and plana te open an ad-
diticnal 200 atores this year, with hopeas
af hitting $5 billicn in annual salss. The
group has atores in 22 regions of the
Ruesian Faderation and has ktaly besn
buying out local franchissa in atrategi-
cally important regions, such as tha
Urala and the Cantral regian.

The Lendon-listed company postponsd a $1 billion
gecondary offaring in Ssptamber last ysar Instead,
it bomowed $1.1 killion in thres-ysar lcans in Janu-
ary to refirancs debt, but it statsd that a sscondary
equity affering remains an option in the future. Group
chisf exscutive Lev Khasis saya ha intenda to puraus
a “diversifiad financing atrategy.”

The Ragions® Differances

The 85 regicns and asvan federal districts of Rua-
aia are in very different stages of developmsant. “In
broad temme,” saye Kingamill Bornd, chisf atrategist
at Troika Dialeg, *the Urals and Mortweat districts
arm arcund four year bshind Moacow, followsd by
the Sikeran and Yaolga districta, while the Far East,
Central and Bouthern districta have lower levala of
developrmesnt.”

The Urals Fedsral District, which ia nearly a2 largs
as Swadan, is the heart of Rusaia's raw material ssc-
tor, with 35 percant of ita oil and 91 psrcent of its
aas sxtraction. Mearwhils, agriculturs makas up 15
percant of the Southarn Federal Cistrict’s scononmy,
rreare than twics the national svarages, and rmanufac-
turing is meat aignificant in the Morthwsast, Siksan
and Wolga districta.

Bord seys investors can beet gain esposurs to the
regional story by playing such asctors s broadkand,
rmadia, retail, banking, coreumer goods, automotive
and mal eatats. “Companies we favor includs VTB,
CametarlTS, WinmmBillDann, PIK Group, X5 Retail
Group, and phamracy chain 36,6, All ars making a
rrejor push inte the regions,” ha aays.

Criginally a amall whalssals company, 36.8 was
the first Ruasian retailer to conduct an IPO in 2003,
raizing $14.4 millizn. It has since swalved, through
acouisitiona ard by opsning new storss, into a na-
tional chain of phamasias in 29 regions throughout
Fussia, “We wera fouaing on the milionkr citiss, but
wa ars now targsting regional cities of 500, 000-plus,”
aaya Masha Zhog, who heads the company's inves-
tor ralatiore. “Thers ia still a lot of reom to develop
when you realize thems ia anly ona pharmacy for svary
2,500 pmopls, comparsd with one for every 300 to
S00 pacpk in the LIKLT

Zhag saya the chain, which raissd a further $150
rmillizn in a sscondary offering in Movembs=sr iz cur-
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nfly koking at mfinancing ite $270
million cradit portfolic,

“We are atill leoking at increasing
our market shars, We have recently sx-
pardsd irity Bochi on the Black Ssa and
intc Sikeria,” he aays, “But this year, wa
ara mors concsmed about conaclidat-
ing our market-lsading posaition.”

Government Stimulus

In the mun-up to Auesia’s presidential
akectiona on March 2, praminent gowvem-
rmarit rninistars have mads a numbse of
propoaals to atimulate investrnant in the
regicra. Regional Devaloprmant Ministar
Crritry Kozak, a kngtirms ally of cutgoing
Presidant Wadimir Putin, announcsd plana to devolve
rmcre authority to the mgicrs and to amangs additional
fundirg from the federal ireatrmant furd.

Fuasia's B mgions would be allocated R1 billion
(542 millicn), on averags, and be groupsd into sevan
to 10 economic “macrogiona.” Theass regicns would
be similar to the ssven ewisting fadsral districts but
wold ke organized according to scanomic sk,
“What wa have in mind,” said Kozak, "ia asven to 10
macreegicns that have commoen economic featumss,
and in which, abowve all, policiss apscific to them can
be camisd ot to devalop their infrastructuss with
kang-tarmn developrment forecasts in visw.”

Pricr te the slsction, the main preaidential con-
tander, Dmitry Medvadsy, said the governmsnt will
apand akout RST0 billion to devalop tranaportation
and snsrgy infrastructurs over the next asven yaara
in Russia's Far East.

The governmsent's priorty ia to promaote custes of
growth rather than inveat in depreeasd mgions. Cne
plan iz to creats a major Siksrian hub by merging the
rgicnal capital Inkutsk with the towre of Angarsk and
Shelskhaowv. Funding is sscpectsd far impraving the Bai-
kal-Amur Raitwey and a new airport in Irkutsk, along
with dewveloping the defenss industry. The govemmeant
saya it will devots R30 billion to the mmots, Far East-
am regicns of Magadan, Ghukotka and Karnchatka.
Infrastracture is alas a pricrty in Kamchatka, whera
coretruction of a new gas pipsline will start this year.

Meow that dersgulation of the slectricity grid LUES is
almost cornplate, the govemment i kesn to atiract
irveatrmant inita vast, sharmbling rail syatsm. Wadirmir
Yakunin, boss of RZD, Aussia’s mil monopoly, haa
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stated that RZD will nesd R12 trillion
aver the nest two decadss to modern-
ize ita stesl railway natwork, to con-
atruct new milroads for high-apsed
pasasngsr traine and to upgrads roll-
ing atock,

Baye Chris Weafer, chisf atrategist
at Uralsily, a lsading bank and insur-
ancs group: “[Yakunin] told wus RZD
haa a valus of about $75 billion, and
they want to miss $15 bilion, or 20
pament of tha company’s valus, in tha
rmarksts.”

In January, the Eumpean Bank for
Rsconatruction and  Development
agraed to pay 134 millicn (F202 mil-
lion) for an eatimated 10 percant stakes in BZ0 freight
aubaidiary TraneContainar BZD says it plana to fol-
low up with the sals of a stake of 25 parcent to 30
percant in TransContainar through an PO this ysar
Further ahare iasusa in 20029 ars plannsd in Moscoy
and London for such unita as RZ0D' First Gargo G,
of which 50 parcant haa besn earmarksd for privati-
zatian.

Crice all the subsidiariss have besn disposed of,
irvastment bankers say the parent FZD is ayeing an
IPCworth & potential $12 billion bsfors 20710,

RZD ia Ruasia's lamgeat smpleyer with 1.3 million
amplysse, but the revenuse per employes that it
gensratea ars only about 7 percent that of its U2
pesm, Lralaib's Weafar saya RZ0 will have to com-
pete with other privatizations, auch as that of tsle-
com rmanapaly Svweazinvesat and other infrastructurs
asctors, to attract imeestment. “Thare won't be an-
athar svent like the breakup of UES [Unifisd Ensrgy
Zyatam of Ruasia),” he saya. "Ruaaian raikwayes havs
a huge apportunity for growth, and IPCsowill b= a fea-
ture, but thare will havs to b= a lot of consolidating
and restructuring first. | can ses MEA playing just as
big & part for RZ0." RED has almacy b=en buying
up stakss in porta and a 50 percent staks in Asroex-
praas, the company that will operats the rail link to
Moacow's Sharamstysvo airport.

Twao ather high-profike, governmeant-aponeorad proj-
acta am the development of the Scchi arsa, to pepas
foor the 2014 Winter Clympic Garmeas, and of the ail in-
custry in Eastern Sibsria, saya Halloran of Pharos,

The Scchi effect has almady kicked in: Many for-
sign and domestic firma ars bidding for confracts to
build the Clympic villags, hotsls, venusa and com-
munication retworks. The Federal Tamst Program
for the Developmsant of Sochi (FTF) combinea pub-
lic: (G0 parcent) and privats (40 pemant) investmsnta
arncurnting to mors than $12 killion.

Easterm Biberia is a wast, unsxplorsd and un-
tapped region for the oil and gas industry. To open
tha area up for production, the full rangs of infra-
atructurs — pipslinas, railroada, smployes faciliiss
—nigedla to be built. “This ia asan at tha higheat po-
litical lewala as an eassntial national project,” says
Hallzran, “and it will rmove forasard moardlses of any
glebal developrments.” B



