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S&P downgrades Russia to junk

Greece has blocked EU proposals on a renewal of 
sanctions against Russia, which could force the 
EU to pull back from tighter sanctions despite the 
escalation of fighting by Russian-backed rebels in 
East Ukraine.

Permanent representatives of EU member states 
drafted a common position for presentation to a 
EU foreign ministers meeting on January 29 in 
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common position  
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sanctions

Standard & Poor's downgraded Russia's credit 
rating to junk status late on January 26, a move 
which precipitated the rouble's fall by more than 6%.

S&P lowered Russia's credit rating to BB+, one 
step below investment grade, as renewed fighting 
in Ukraine raised the threat of tighter Western 
sanctions, while oil prices stay below $50 per 
barrel. 

Russia, which has held investment grade for a 
decade, is still ranked one notch above junk by 
the other two main agencies, Fitch Ratings and 
Moody's. Russia's investment grade rating of 
2004 marked a remarkable return to international 
respectability only six years after a national default 
in 1998.

Brussels, containing proposals on how sanctions 
against Russia could be tightened.

But the Greek representative blocked key clauses 
in the final statement, New Europe reports, and 
the EU foreign ministers will now have to find a 
compromise.

 See page 3 
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Top Stories

Greece's new radical government headed by Alexis 
Tsipras, elected on January 25, has indicated it is 
likely to support the Russian stance in the ongoing 
Ukraine conflict, thwarting the EU's attempt 
to presented a united position. Immediately 
on assuming office, the government protested 
against a statement from EU heads of government 
on possible further sanctions against Russia, 
saying it had not been consulted.

The draft statement, discussed on January 29 
by the permanent representatives, proposes to 
extend sanctions against Russia - due to expire in 
March 2015 - until September, while adding new 
names to the list of individuals sanctioned. The 
sanctions under discussion are relatively minor 
assets freezes and travel restrictions imposed 
on Russian officials after Russia's annexation of 
Ukraine's Crimea in March 2014.

"In view of the worsening situation, the council [of 
foreign ministers] agrees to extend the restrictive 
measures targeting persons and entities for 
threatening or undermining Ukraine's sovereignty 
and territorial integrity ... until September 2015,” 
says the conclusion of the draft statement, New 
Europe reports. 

The draft conclusion notes evidence of 
Russian support for separatists, but instructs 
the European Commission only to perform 
"preparatory work" on further sanctions, while 
the EC says it has already performed "extensive 
preparatory work".

The decision on further economic sanctions on 
Russia is likely to be left to EU leaders who next 
meet in Brussels on 12 February.

EU hawks have discussed further restricting 
Russia's access to capital markets for both 
sovereign and corporate borrowers. Britain, 
Sweden, Poland, Romania and the Baltic states 
are believed to be among the hawks, demanding 
a timeframe for new sanctions, according to the 
Financial Times. Opposition to new sanctions is 
coming not just from Greece: France, Italy and 
Germany are believed to be pushing back over 
further sanctions.

German Economy Minister Sigmar Gabriel told the 
German parliament on January 29 that it was still 
too early for new sanctions. “No-one in Europe 
and certainly not in Germany has any interest in 
further, tougher sanctions, and Europe and the 
whole world clearly need Russia as a partner 
to solve global conflicts and challenges,” said 
Gabriel, as quoted by the Financial Times.

Corporate sanctions restricting Russia's state-
owned banks and oil companies from tapping 
international financial markets will probably prove 
even harder to renew when they expire in July, one 
year after imposition.

In the escalation of the fighting, Russian-backed 
rebels claim they are close to encircling Ukrainian 
government forces in the exposed Ukrainian-held 
town of Debaltsevo, the easternmost Ukraine-held 
town in the conflict-torn Donbass region.

The rebel forces, posting on an internet bulletin 
used for announcements, claim that they have 
occupied high ground surrounding the town, 
while Ukrainian forces are trying to break out in 
the direction of the rebel-held chemicals town of 
Gorlovka, to the south-west of Debaltseve. The 
rebels also report they are attacking Lozove, a 
village directly to the west of Debaltseve, potentially 
cutting the town off from reinforcements.

Debaltseve, a town of 26,000, currently forms a 
Ukrainian salient into rebel-held territory, allowing 
rebels to attack it from three sides in the hope of 
cutting it off. Several thousand Ukrainian soldiers 
are reported to hold Debaltseve.
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"Rebels are constantly attacking Ukrainian 
government positions across the conflict zone 
with artillery, mortars, grenade launchers, tanks," 
Ukrainian security council spokesman Volodymyr 
Polyovy was quoted by newswires as saying at 
a briefing. “The situation is under control in 
Debaltseve (…) It is difficult but the army is holding 
up,” he added. 

Debaltseve residents quoted by Reuters confirmed 
that the town was under heavy rebel attack and 
“almost surrounded". Whereas fighting in the 
summer war involved Ukrainian forces advancing 
on towns rebels seized without use of military 
force, the current phase of fighting involves rebels 
attacking Kyiv-held population centres, causing 
significant damage and civilian casualties.

Ukraine's government declared a state of 
emergency in both the Donetsk and Luhansk 

regions on January 26, and said that seven 
Ukrainian soldiers had been killed and 24 
wounded.

Debaltseve is located on the cross roads of the 
north-south route between the main rebel-held 
cities of Donetsk and Luhansk, and the east-
west road leading from the Russian border to 
the Kramatorsk-Slovyansk agglomeration in the 
western area of Donetsk region, which was held 
by rebels in the spring of 2014 until Ukrainian 
government forces launched their “anti-terrorist 
operation” against the rebels. 

Rebel leader Aleksandr Zakharchenko was 
quoted on January 24 saying that rebels intended 
to recapture the whole of the Donetsk region. 
Other statements by rebels said they only wished 
to push Ukrainian forces back to stop artillery 
threatening the civilian population.  

Historic yields are no guarantee for future yields. Fund shares can go up or down 
in value, and investors may not get back the amount invested. Before investing, 
please read the prospectus carefully. Full information on East Capital’s investment 
funds such as the prospectus, key information documents and financial reports 
can be obtained free of charge from East Capital, from our local representatives 
and are available on the website. Please also note that the funds, or some of the 
funds, may not be available for sale in your country.

We are specialists in 
emerging and frontier 
markets
Rather than working from an office, we work on the 
ground, visiting more than one thousand companies 
in thirty countries each year. This tells us more about 
the markets than any index in the world ever could.

Read more about our award-winning funds  
at www.eastcapital.com.
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S&P expects inflation in Russia to exceed 10% 
in 2015, with banking assets set to deteriorate 
sharply, and consumer demand to drop.

S&P's growth forecast for Russia did not detail the 
size of the anticipated recession in 2015, but forecast 
average 0.5% annual growth 2015-2018, down from 
2.4% annual growth over the last four years.

According to the Financial Times, traders said that 
since two of the three major agencies still rated 
Russia at investment-grade, the S&P downgrade 
should not trigger a wave of automatic selling.

The ruble was already under pressure on January 
26 as markets anticipated the downgrade. When 
S&P announced its decision, the ruble plummeted 
by as much as 6.2% against the dollar after the 
S&P announcement, to 68.4 rubles to the dollar. “I 
would expect Fitch and Moody's to follow relatively 
soon [in downgrading Russia]” Standard Bank's 
Tim Ash said in a research note.  

S&P downgrades  
Russia to junk
In unusually hard hitting comments for a credit 
agency, S&P suggested Russia has now lost 
that respectability, pinpointing corruption and 
authoritarianism as the underlying weaknesses 
in Russia's credit profile: “Political power is highly 
centralised with few checks and balances, in our 
opinion,” the agency said in its analysis. “We do not 
currently expect that the government will be able 
to effectively tackle the long-standing structural 
obstacles - perceived corruption, the weak rule of 
law, the state's pervasive role in the economy, and 
the challenging business and investment climate 
- to stronger economic growth over our 2015-2018 
forecast horizon,” S&P concluded.

Russia's international reserves will now 
haemorrhage, believes S&P, because of massive 
private sector capital flight, which hit $152bn in 
2014, after averaging $57bn between 2009-2013. 
Russia's hard currency outflows in 2015 will 
reach nearly 85% of current account receipts, the 
agency believes.

As a result, Russia's international reserves will fall 
to what is regarded as a critically low level – only 
three months of import coverage - by 2017.

According to S&P, the pressure on its financial 
account results from corporates' need to roll over 
debt, while the country is cut off from international 
capital markets due to sanctions. “Stresses could 
mount for Russian corporations and banks that 
have foreign currency debt service requirements 
without a concomitant foreign currency revenue 
stream,” S&P wrote in the analysis.

The drop in budget revenues - resulting from a 
50% collapse in the price of oil since June 2014 - 
will hit Russia's fiscal position hard, with a 1.3% 
budget deficit forecast for 2015 deepening to an 
average annual deficit of 2.5% over 2015-2018 - 
draining the 'rainy day funds' Russia has put aside 
to cope with a sharp drop in the oil price.

Top Stories
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The Regions This Week

Putin didn't show, but close ally and US 
blacklisted head of Russian Railways Vladimir 
Yakunin attended Prague's alternative 
Auschwitz memorial on January 26. Poland had 
criticised the Czech event for competing with the 
official ceremony, to which the Russian president 
was not formally invited. 

Lithuania has sealed two deals to supply gas 
to Estonia. The contracts are the first step 
towards its ambition to use the country's new 
LNG terminal to serve the regional market. State-
controlled operator Litgas hopes to send a total of 
30mn cm to Estonia this year.

Poland will not force conversion of CHF 
mortgages below market rates, Economy 
Minister Janusz Piechocinski pledged on January 
28. The relief saw bank shares make large gains. 
Suggestions earlier that Warsaw would offer a 
populist response to borrowers had seen banking 
stocks plummet.

Miners at Poland's JSW launched strike action 
against restructuring plans on January 28. The 
company has pledged its programme will see no 
jobs cut or mines shut.

Hungary will reduce the ad tax levied on RTL 
Klub in return for the TV channel dropping 
politics, claim reports. Germany's RTL Group 
has confirmed meetings are ongoing over the 
tax, which it has said unfairly targets it alone. The 
news comes just ahead of a visit to Budapest by 
German Chacellor Angela Merkel.

Slovakia's Eustream is set to sign an MoU with 
Balkan partners on Eastring imminently, the 

Central Europe
company's CEO claims. The project aims to link 
Central European gas networks with Romania 
and Bulgaria, in a bid to offer SEE increased 
energy security as the Russia/Ukraine crisis 
continues.

Polish banks have accepted proposals by the 
country's lobbyist to help out CHF borrowers. 
They will pass on the negative Libor rate, 
alter repayment schedules, and allow conversion 
at market rates. However, Warsaw has also talked 
of a repayment holiday.

The Czech coalition partners continue to clash 
in the lead up to the congress of the senior CSSD. 
The latest spat saw Industry and Trade Minister 
Jan Mladek fighting with Ano leader and Finance 
Minister Andrej Babis over mining limits.  

Police raids on Hungarian NGO Okotars were 
illegal, a Budapest court ruled. The September 
raids were based on claims of embezzlement 
or unauthorised banking activities that were 
not established, the court said. The government 
claims Okotars distributed funding from Norway 
on political grounds. 
 
Slovakia will hold a referendum on same-sex 
marriage and gay adoption on 7 February. 
Opponents hope that the turnout on the motion 
will fall below the threshold to be valid.

Hungary may reduce its bank tax to levels "not 
unknown in Europe" in the coming years, once 
the economy is saved from collapse and put on 
the right track. PM Orban said on January 30. 
Budapest recently said it would offer to lower the 
tax if banks return to lending.
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Southeast Europe
Albania's central bank cut its benchmark 
interest rate by 0.25pp to a new historic low 
of 2% on January 28, citing weak inflationary 
pressures and the economy's output gap. This 
follows three rate cuts in 2014. 

Political uncertainty has slowed Bulgaria's progress 
on the implementation of judicial reforms and its 
fight against corruption and organised crime in the 
last 12 months, the European Commission said in its 
latest report under the Cooperation and Verification 
Mechanism (CVM) released on January 28.

The CVM report on Romania was more positive, 
with the EC praising action taken by the key 
judicial and integrity institutions to address high-
level corruption. However, it cited concerns such 
as inconsistency in court decisions. 

Croatian Prime Minister Zoran Milanovic took 
an optimistic stance on January 28, saying the 
country is now approaching a long period of 
continuous economic growth after six years of 
recession. However, the European Commission’s 
2015 forecast is for growth of just 0.2% growth, 
while the International Monetary Fund expects 
GDP to remain flat. 

Moldova’s President Nicolae Timofti has 
nominated Iurie Leanca, acting prime minister 
and head of the government before the 30 
November parliamentary elections, for another 
term, Timpul daily reported. However, it remains 
unclear whether Leanca will be able to gather 
support from a majority of MPs within the 15-day 
period allowed by the Constitution.

UK-based private equity firm Cinven has expressed 
an interest in the privatisation of Telekom Slovenije. 
Other potential buyers of the Slovenian telecoms 
company reportedly include several private equity 
firms and Deutsche Telekom. 

Turkey’s Prime Minister Ahmet Davutoglu says he 
expects a rate cut decision at the Central Bank’s 

next monetary policy committee (MPC) meeting on 
February 4. Central Bank governor Erdem Basci 
has also indicated that the bank may convene an 
extraordinary meeting to cut interest rates if annual 
inflation declines more than 1pp in January. 

15,000 Turkish metal workers went on strike on 
January 29 over pay and working conditions. Workers 
represented by the left-wing Birlesik Metal union 
struck at 22 plants in 10 cities across the country after 
talks with employers’ union MESS failed. 

Turkey’s Eroglu Holding has bought troubled 
Dutch fashion chain Mexx for an undisclosed 
sum. Eroglu, which announced the deal on 
January 28, already owns the Loft and Colin’s 
retail chains.

Bosnia’s central bank urged the local divisions 
of Hypo Bank to offer acceptable solutions for its 
CHF loan debtors. Hypo is the only bank in Bosnia 
to have extended CHF loans.

The number of foreign tourists who visited 
Bulgaria in 2014 rose 2.4% to 9.4mn despite 
a 30.9% fall in the number of Russian tourists, 
statistics office data showed. In December alone, 
tourist arrivals increased by 6% y/y to 430,130, 
with just over half arriving from EU countries. 

Russia has reportedly refused a request for $100mn 
worth of financial support for the Moldovan 
separatist republic of Transnistria. The president 
of the self-declared republic, Evghenii Sevciuc, was 
reportedly expecting the funds to pay public sector 
wages, pensions and social security arrears. 

Montenegro plans to launch tenders for the 
privatisation of five companies, including flag 
carrier Montenegro Airlines and hotel operators 
Budvanska Rivijera and Ulcinjska Rivijera, the 
privatisation council said in a statement. Other 
companies slated for privatisation this year 
are rail freight carrier Montecargo and metals 
company Institut za Crnu Metalurgiju - Niksic.

The Regions This Week
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Eastern Europe
The US signed off on a $2bn loan guarantee to 
support Ukraine's social spending this week. 
Ukrainians are becoming increasingly unhappy as 
the economy slides into deep recession. 

The Ukrainian government has submitted a 
request to the IMF to replace the existing stand-
by loan program with a multi-year, extended fund 
facility, reported the IMF website on January 21, 
citing Christine Lagarde, the IMF managing director.

Interpol has rejected a request filed by Russian 
authorities to issue an arrest warrant for William 
Browder, CEO of Hermitage Capital Management, 
once the largest foreign investor in the Russian 
stock market, reads the statement of the company. 
Russia unsuccessfully requested to issue an 
Interpol Red Notice for Browder for the third time.

The head of Russian Railways Vladimir Yakunin 
is suing The New York Times for defaming his 
reputation by accusing him of corruption and 
"violating the law”. Yakunin has been the subject 
of exposes by anti-corruption blogger Alexei 
Navalny. 

Similar to 2008, Russians demand for FX cash 
was up to $34bn in 2014, from $25bn in 2008. At 
same time personal net capital transfers abroad 
accelerated to $5bn per quarter in 2014 from  
circa $2-3bn per quarter for the previous three 
years. 

Russia’s total foreign debt in 2014 was down to 
$600bn from $729bn a year ago, and corporate 
debt dropped $104bn; however, actual redemption 
was only $40bn, with the rest representing FX 
revaluation of RUB-denominated foreign debt, 
which stood at RUB5tr last year. Russian banks 
and companies were able to refinance about half 
their due foreign debt, and bankers expect they 
will pay off another $50bn in 2015. 

Russia’s meat imports from non-CIS countries 
fell by a quarter in January-November 2014 as 

purchases from CIS states were up 13% plus a 
6% rise in domestic production, particularly that 
of pork. Domestic cheese output rose by 14.1%, 
poultry production was up 7.8%, sunflower oil 
up by 21.5% and sugar up 6.5%. Fish production 
dropped by 4%, flour down by 1.6% and milk was 
down by 1%. 

Ukraine is still not paying its Russian gas bills 
in full, Gazprom Deputy CEO Alexander Medvedev 
said at a European gas conference this week and 
Russia's "support for Ukraine will not be endless”. 
Kyiv currently owes Gazprom $2.4bn. 

The Kremlin-owned news agency Sputnik 
launched a French language news service 
fr.sputniknews.com as it continues its 
international expansion. 

Danish brewer Carlsberg will close two of its 
10 Russian breweries to cut costs in the face 
of weakening demand. The company, which cut 
profit targets twice last year, says the closures will 
not impact on its 2014 operating profits. 

The Parliamentary Assembly of the Council 
of Europe (PACE) suspended Russia's voting 
rights until April this week and Russia responded 
by boycotting the international organisation. 

Russian airline Aeroflot saw passenger traffic 
rise 10.7% in 2014 to 34.7 million passengers, 
with a 16% boost in traffic in December alone. 
This year foreign flights will be hard hit by the 
devaluation of the ruble. 

Eight out of 10 Russians are willing to give 
up western food if sanctions are extended or 
prolonged, according to a recent poll by the 
Sociology Institute of Russia's Academy of 
Sciences. Another 55% said they were willing 
to forego foreign holidays to the US or Europe 
and 51% said they would not save using foreign 
currency. Only 10% said they would accept a wage 
freeze. 

The Regions This Week
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Eurasia
Uzbekistan's state railway company plans to 
connect the capital, Tashkent, with the historical 
city of Bukhara with a 550km-long high-speed 
railway. For this the company is investing $400mn 
in electrifying a railway line between Bukhara and 
Samarkand. Tashkent and Samarkand are already 
serviced by high-speed Spanish-made Talgo trains.

Uzbekistan plans to reduce the number of 
enterprises with state involvement from 534 
to 147 in 2015-16. It will auction off about 1,000 
state-owned facilities and close down over 660 
enterprises. The government also plans to sell 
off state stakes in 360 enterprises and sell 400 
state-owned facilities that are not used. This, the 
government expects, will attract strategic foreign 
investors and modern technologies to the country.

Kyrgyzstan's national debt reached $3,647mn in 
2014, or 54.1% of GDP. The country's public debt 
was 47.7% of national GDP at the end of 2013. 
External debt in foreign currency made up most 
of the total debt and amounted to $3,437mn, or 
50.9% of GDP, the remainder being local debt in 
Kyrgyz soms.

Foreign direct investment in Kyrgyzstan totalled 
$620mn in 2014. Total 2013 FDI was $758mn. FDI 
inflows mostly targeted the mining and energy 
sectors and, as such, the decline in 2014 was largely 
due to the wrap-up of a number of projects like the 
Zhunda oil refinery, which came online in July 2014.

Kyrgyzstan’s National Bank has raised its 
benchmark rate by 50 basis points to 11% to 
tackle inflationary pressures. Mid-January annual 
inflation rate stood at 10.4%, and inflation since 
the beginning of 2015 reached 0.4%. The bank 
aims to eventually bring down the inflation rate to 
the level of 5% to 7% in the medium-term.

Mongolia's foreign reserves fell by 41.46% y/y to 
$1,352mn in November. Its reserves peaked at the 
end of 2012, when they reached a record level of 
$4,125mn, but they have been steadily decreasing 

since then as foreign direct investment (FDI) 
inflows dried up - FDI in Mongolia fell to $582.4mn 
between January and November 2014, down from 
$1,990.9mn in the same period of 2013.

British oil company BP plans to cut 255 jobs, 
about 8% of its workforce, in Azerbaijan in a 
bid to cut costs. The decision is line with its $1bn 
programme to cut thousands of jobs worldwide. In 
Azerbaijan, 105 Azeri nationals and 150 foreigners 
would be made redundant out of a total of 3,254 
employees (of whom 2,760 are Azeri citizens). 

As of December 31, 2014 Armenian banks’ total 
assets amounted to AMD3.4tn ($7.2bn), up by 
16.06% y/y. The top five largest banks hold 51% 
of all the assets. The banking sector's net profit 
totalled AMD27.1bn ($57.1mn) from AMD46.3bn 
($97.5mn) in 2013, marking a drop of 41%. The 
decline resulted from banks' decision to build up 
reserves for possible losses on loans and offset 
the devaluation of the Armenian dram, which lost 
14% of its value against the dollar in December.

Baku’s private Miniature Books Museum has hit 
the Guinness Book of World Records. Located in the 
Old Town, the museum features over 5,600 miniature 
books from 66 countries, the oldest volume being a 
miniature copy of the Koran dating back to the 17th 
century. The museum’s rarest books are four micro-
books published in Japan, measuring from 0.75 x 
0.75mm to 2 x 2mm and four German miniature 
books between 2.0 x 2.9mm and 3.5x3.5mm.

Kazakhstan has extended a ban on auriferous ore 
exports for another six months. Exports of gold ore 
to Russia are exempt from the ban because they are 
relatively small. The government intends to impose 
state controls over exports and imports of precious 
metals. According to law, the central bank has a 
priority right to buy all gold produced in Kazakhstan. 
A new bill on precious metals and stones will have 
a provision that requires all auriferous ore to be 
processed in the country so all gold could be bought 
by the National Bank.

The Regions This Week
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Amid continued decreases in the price of oil and 
the weakening of the ruble, Russia's Ministry 
of Finance has revised the 2015 budget, with 
spending cuts of 10-15% looking likely.

The budget cuts of at least 10% are now being 
planned in efforts to soften the blow of low oil prices 
on Russia’s bottom line, requiring major revisions of 
both oil price and ruble rate expectations.

The current consensus is that 2015 will see oil 
average $60 a barrel, the ruble average RUB56 
to the dollar, and Russia record a 2% deficit as a 
result. The original 2015 budget, announced last 
year, was based on an oil price of $96 per barrel.
Speaking at the World Economic Forum in 
Davos last week, Russian Deputy Prime Minister 
Arkady Dvorkovich conceded that, despite the 
revised budget being modeled on $60/b oil, 
prices could drop even further. “For a short 

period of time, prices can be lower than today, 
$25-30, but not for a long period of time since 
most of the countries actually want higher 
prices,” he said.

Russia’s budgetary break-even point last year 
hinged on $100 oil and a ruble rate of RUB32 
per dollar. The current price per barrel of Brent 
crude is less than half of that. After a brief rally 
in late December, the ruble has since steadily 
weakened, trading at RUB69.2 per dollar at the 
time of writing.

If 2014 is to be taken as a marker of things to 
come, then the above estimates could well prove 
to be wide of the mark come the end of the 
year. Even slight changes in either the oil price 
or ruble rate parameters would see Russia’s 
end-of-year balance sheet looking drastically 
different to current predictions.

Russia budget deficit a given, but how big?

We’ve taken as a starting assumption 
analysts’ best guess of $60/bl oil and a
rate of RUB56 per dollar, giving a 2%

budget deficit. All changes are relative to
this point.

 
If the above assumptions materialise,

Russia will record a RUB2.34 trillion or
$41.8 billion deficit in 2015.

Russia 2015 budget surplus/deficit calculator

-RUB 2,340.8B
-$ 41.8B

-2.0%
*Negative value indicates a budget deficit. %
GDP figure based on 2013 GDP of $2.09 tril-

lion.

Potential surplus/deficit...

...as % GDP

or...
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Ministry, which is less than two months of import 
cover. 

Lukashenko said that Belarus should receive 
another tranche of a stabilisation credit from 
the Eurasian Economic Union, and that Belarus 
has “solid agreements” in place with Russian 
President Vladimir Putin to receive up to $500mn 
in loans “if the situation gets very difficult", 
Lukashenko told  journalists. He said that Putin 
had told him "if the worst comes to the worst, we 
will prop you up".

Belarus received a $3.5bn bailout from the IMF 
in 2009 during the global financial crisis. In 2011, 
Russia lent its Western neighbout $3bn to cope 
with a balance-of-payments crisis, with Belarus 
also transferring ownership of its gas-pipeline 
network to Gazprom. 

Lukashenko blamed the country's financial problems 
- leading to devaluation at the end of 2014 - on the 
crisis affecting its neighbours, Russia and Ukraine, 
whose currencies devalued by up to 50% in 2014.

“This situation was driven by external factors 
since we have an export-oriented and absolutely 
open economy. Our main partners are Russia 
and Ukraine,” Lukashenko said, adding that 
Kazakhstan had also devalued the tenge at the 
end of 2014. "Given these countries account for 
nearly a half of our foreign trade, our exports, 
of course these events could not but affect the 
situation in Belarus. The psychological factor also 
plays a big role in this so-called market economy,” 
Lukashenko said.

“Taking into account that our country is open, 
such events had an influence on us. We tried 

Eastern Europe

Belarus sovereign 
bond yields soar after 
Lukashenko comments

Belarus may have to restructure its debts this year 
and can lean on Russia for financial assistance 
if it needs to, Belarus President Aleksandr 
Lukashenko told a press conference in Minsk 
on January 29, triggering a massive sell-off of 
Belarus debt.

"This year we have to make $4bn payments on 
our foreign debt in principal and interest. In 
2016, around $1.5bn, which will be easier. But 
if there are difficulties, we will hold talks on 
restructuring," Lukashenko said.

A few hours later he corrected his statement 
that Belarus would hold talks on sovereign debt 
"restructuring," saying that he meant talks on 
"refinancing," or rolling over debt. He made the 
error in the first half-hour of an over seven-hour 
press conference, clarifying the statement two 
hours later during the same press conference.

But the damage had been done already, after 
Bloomberg seized on the original "restructuring" 
comment, crashing the market in Belarus 
bonds, which saw its biggest ever sell-off.  The 
government’s dollar-denominated bond due in 
August plunged 22 cents on the dollar to 75 cents. 
Dollar-denominated notes due in 2018 dropped 21 
cents to 70 cents on the dollar.

Belarus' $1bn eurobond due in August 2015 
remained 12.4 cents down on the dollar, bring 
yields to 47.53%, three times higher than on 
closing January 28.

Belarus' external sovereign debt stood at $12.8bn 
as of December 31, 2014, more than twice its hard 
currency reserves of about $5bn as of the end 
of January, according to the Belarusian Finance 

businessneweurope I Page 10January 30, 2015 



Eastern Europe

Ben Aris, chief editor of bne IntelliNews, argued 
that talks on a new strategic framework for 
Europe could also be worth trying, though Sir 
Rodric Braithwaite, former UK ambassador to 
Moscow, dismissed this as impractical in the 
current environment.

Most of the participants in the lively debate – entitled 
“East-West Conflict, Temporary Lapse or New 
Normal?” – held at Cass Business School on January 
27, agreed that sanctions were seriously hurting 
Russia and should not be scaled back at the moment.

However, no one expected a quick resolution of 
the current East-West conflict and opinion was 
deeply divided on whether sanctions would ever 
be effective in forcing Russian President Vladimir 
Putin to modify his behaviour.

West needs new tactics 
to deal with Russia over 
Ukraine

Robert Anderson in London

Participants at a bne IntelliNews debate in London 
expressed frustration with the failure of Western 
sanctions over Ukraine to modify Russia’s 
behaviour so far, and some suggested it is time to 
try new tactics.

“We are reinforcing all the bad traits in Russia,” 
said Erik Berglof, director of the Institute for Global 
Affairs at the London School of Economics. “We 
need to find a way back. We need to find areas where 
there is a positive sum game. We need to find some 
kind of conversation where we can engage.”

The former chief economist of the European Bank 
for Reconstruction and Development said trade 
talks between the European Union and the new 
Eurasian Economic Union could offer such an area 
for a constructive conversation.

to react promptly, took the measures you know 
about and tried to ensure stability on the financial 
market of the country. It seems that we were a 
success. Let's see what the situation will be in 
the future," Lukashenko said, striking a note of 
optimism.

Lukashenko acknowledged that Belarus is 
dependent on Russian financial support and 
committed fully to the future of the Eurasian 
Economic Union - comprising Belarus, 
Kazakhstan and Russia - which was launched on 
January 1, 2014. “We must use every opportunity 
this integration project opens for us,” Lukashenko 

said, adding that "Belarus will do everything 
possible to strengthen the integration, develop 
the union of equals free from any exemptions and 
restrictions". 

However, in a reminder that Belarus, as one of 
Russia's few remaining allies, also has significant 
leverage over the Kremlin, he said that Belarus 
could leave the Eurasian Economic Union if Russia 
fails to deliver on promises on free trade, citing 
recent disputes over imports to Russia from 
Belarus of meats and sweets. He also emphasised 
that Belarus was not part of any "Russian world," 
but remained "an independent nation".  
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Eastern Europe

Edward Lucas of The Economist argued that it was 
too early to tell one way or the other, but sanctions 
needed to be made tougher to be effective. “If we 
really wanted to impose sanctions we would go 
after the Russian dirty money in the West,” he 
said, pointing out that this money meant “we [in 
the West] were riding first class in the Kremlin 
gravy train”.

Aris, by contrast, argued that sanctions were 
reinforcing Putin’s domestic position and were 
therefore counter-productive.  “Sanctions will not 
change Putin’s mind at all,” he said, adding: “If 
anything [they] have only made him stronger.”

This split partly reflected a difference over the 
end-goal. Lucas and Sir Andrew Wood, another 
former UK ambassador to Moscow, argued that 
the goal must be to bring down Putin, while Aris 
and speakers from the floor warned of the risk 
that what came after might be even worse.

“The question is when will Russia begin to change 
its system of government and can it change it 
without a violent end?” summed up Sir Andrew.

There was more agreement on the need to bolster 
Ukraine in the face of Russian aggression, which, 
if it works, could encourage change in Russia 
itself. 

“The solution is much more about trying to 
do the right thing in Ukraine,” said Berglof. “If 
Ukraine manages to get through this very difficult 
transition… that is the road to real change in 
Russia itself.”

The other participants in the debate were 
Professor Michael Ben-Gad of City University, and 
Pippa Malmgren of advisers DRPM Group. The 
debate was moderated by Liam Halligan, editor at 
large for bne IntelliNews, and attended by around 
100 participants.  
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Slyusarchuk. Russia is Kazakhstan's largest 
supplier, accounting for a third of imports.

Echoing Morgan Stanley the Moscow-based 
Renaissance Capital investment bank predicts 
that even at the oil price of $60 per barrel the 
tenge will in a sudden move fall to KZT250 to the 
dollar by the end of the first quarter, but this, 
the bank cautions, will undermine trust in the 
national currency. "On the downside, the risk is 
that the second big devaluation in two years might 
worsen local sentiment considerably, resulting in 
a significant drop in domestic demand growth and 
trigger dollarisation of the economy," it said.

"On the upside, the risks include a more proactive 
government policy, giving a better boost for 
growth, especially if oil prices start to recover in 
2H15. In this environment authorities might be 
less cautious on the mid-term oil price outlook 
and, hence, less concerned about the pressures 
on reserves."

Reminding about the previous devaluations, 
Renaissance Capital said in a research note: "It is 
a very unpopular step, so the authorities might try 
to maintain the exchange rate until they are sure 
that the external environment (low oil, weak ruble) 
has changed completely, and the situation would 
not reverse." The authorities would need to make 
sure that the bottom for oil prices and the Russian 
currency has passed which may postpone the 
radical measure well into 2015, the Moscow-based 
bank said.

As an outside observer Khudaybergenov is now 
suggesting three scenarios regarding the exchange 

Eurasia

Observers question 
Kazakh central bank's 
wait-and-see stance  
on devaluation
bne Intellinews

Kazakhstan's National Bank, the central bank, has 
no choice but to devalue the national currency, 
the tenge, because of the low oil prices and the 
almost 50% depreciation of the ruble, the currency 
of the country's largest supplier, Kazakhstan 
watchers believe.

With expectations of devaluation flying high, 
international banks forecast almost a 30% drop in 
the value of the tenge over the next few months.
"Now with the approaching of February the main 
question is whether there will be a devaluation," 
Olzhas Khudaybergenov, former adviser to the 
Kazakh central bank, was quoted as saying at 
a briefing in Astana on January 28 by the Vlast 
newspaper.

February has been the month chosen for previous 
sharp devaluations of the tenge: by 25% in 
February 2009 and 19% in February 2014. Since 
the ruble has weakened by half against the dollar 
since last summer on the back of the falling price 
of oil, the tenge is under enormous pressure to 
devalue next month: "Should the devaluation be 
carried out in February, then in February 2016 
everyone will expect another devaluation, so 
regularity will be established which will loom every 
year and the dynamics of the exchange rate will be 
defined by this regularity, not economic factors," 
Khudaybergenov warned.

Morgan Stanley forecasts that the tenge 
will devalue by up to 30% to KZT260 to the dollar 
by the end of June 2015, as the National Bank 
will "eventually" choose a weaker tenge to restore 
the competitiveness of Kazakh goods compared 
to Russian ones, according to analyst Alina 
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retail gas station chains under the Gulf brand. 
The company is owned by Georgian-Swedish 
businessman David Iakobashvili, who made his 
money in Russia in the early 1990s with his long-
time business partner, Gavril Yushvaev. He was 
one of the main shareholders of Russia’s biggest 
food producer Wimm-Bill-Dann (WBD) which was 
bought by US PepsiCo. Iakobashvili will retain 51% 
of Petrocas’s shares.

The city of Poti is home to Georgia’s major seaport 
and harbour on the eastern Black Sea coast and 
the country’s only terminal that is able to unload 
oil products from tankers. Rosneft has used the 
port in the past as a logistic base to transport 
petroleum products to Armenia. The trade has 
increased since 2013 when Russia agreed on 

Eurasia

Rosneft's entry into Georgia’s 
energy market sparks criticism

Monica Ellena in Tbilisi

Rosneft’s investment into an oil terminal in 
Georgia has sparked a political row in the country 
over whether it poses a strategic risk and whether 
the deal should have been blocked because of the 
Russian oil company’s alleged involvement in the 
breakaway enclave of Abkhazia.

On December 29 RN-Foreign Project, a subsidiary 
of the Russian state-owned oil producer, bought 
for an undisclosed amount a 49% stake in Cyprus-
based Petrocas Energy, with the aim of creating 
a joint venture in logistics and retail sales in the 
Caucasus.

Petrocas operates Georgia’s oil terminal in the 
Black Sea port of Poti through its subsidiary 
Channel Energy and also one of Georgia’s largest 

rate of the tenge: the first scenario which "almost 
has no supporters" in his opinion, is to maintain the 
current exchange rate within the National Bank's 
target corridor of KZT170-188 to the dollar.

The second "radical" scenario is to "restore" the 
exchange rate of the tenge to the Russian ruble at 
KZT5 to RUB1, but this scenario, he believes, would 
be more painful for Kazakhstan than it is for Russia 
because in Kazakhstan "the share of foreign currency 
loans is around 30-35% against 10-15% in Russia". 
Moreover, "the share of imports of consumer goods 
is 70% in our country against 50% in Russia, which 
is why our indicators are worse and we cannot afford 
the [sharp] devaluation," Khudaybergenov explained.

The former adviser suggested that the National 
bank should allow the tenge to devalue by 6%, or 
by KZT11, a year, which translates into the tenge's 
value dropping by KZT1 every month.

Despite the devaluation pressure fundamentals 
are exerting on the tenge, National Bank Governor 
Kelimbetov has repeatedly said that he will not 
allow sharp fluctuations of the national currency's 
exchange rate.

Renaissance Capital warns against the delay in 
devaluing the tenge: first, with weaker oil and a 
suffering ruble, the country's current account 
becomes deeply negative, putting pressure on 
foreign exchange reserves. A strong tenge will 
also damage domestic non-oil industries leading 
to high unemployment. "Fears of a devaluation 
could persist on the street until oil recovers to 
at least $80-90/bl, while the ruble has already 
weakened too heavily," it assumed. The exchange 
rate stands at KZT2.9 to the ruble, but "the 
general public still thinks it should be around 
KZT5.0/RUB1", the Russian bank said.  
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think-tank which runs the news and information 
watchdog service FactCheck.

According to Lasha Senashvili, FactCheck’s 
researcher, in 2009 Rosneft signed a five-year 
agreement with the Abkhaz authorities to explore 
for oil reserves in the Black Sea and established 
the subsidiary Shelf of Abkhazia, which runs three 
gas stations in the breakaway region.

However, Petrocas’ vice president Niko 
Mchedlishvili has claimed that “Rosneft’s 
subsidiary does not work in Abkhazia, so [the deal] 
does not break the Georgian Law on Occupied 
Territories”.

For its part, the government has not voiced 
a unified position. Commenting on the deal 
with local reporters, Foreign Minister Tamar 
Beruchashvili stated on January 7 that it does not 
break Georgian legislation but the government 
is following “closely” the implementation of 
the agreement. But talking to reporters on the 
margins of Davos, Georgia’s Minister of Economy 
Giorgi Kvirikashvili criticised the decision.

“The government’s delayed and fragmented 
position, and an overall lack of transparent 
response, has contributed to the debate in 
the society,” commented Gaprindashvili. The 
former deputy minister of defence added that 
when in 2009 Benetton Turkey, the Turkish arm 
of the Italian clothing retailer, opened a shop 
in Abkhazia’s capital Sukhumi, the vigorous 
response from the government led the company  
to back down and close the shop.

The current government’s policy of restoring 
economic ties with Russia led Moscow to revoke 
the embargo on Georgian products – water, wine, 
and agricultural products – introduced in 2006. 
Analysts consider that a strong government 
reaction to the deal could upset Moscow and lead 
it to restore the limits on the import of Georgian 
products.  

Eurasia

duty-free supply of petroleum products and 
natural gas to Armenia, hence gaining a market-
dominant position in the country.

Georgia has not joined the Western sanctions 
against Russian companies and key economic 
figures – Rosneft’s chairman Igor Sechin is on the 
blacklist – but the arrival of the Russian energy 
giant has sparked criticism in the South Caucasus 
as opposition politicians claim it poses a “threat to 
the national interest”.

Russia’s vitriolic relations with Georgia under the 
previous government culminated in 2008 in a brief 
conflict over Georgia’s breakaway region of South 
Ossetia. Since then Moscow and Tbilisi have no 
diplomatic relations, but the current government 
is committed to improve ties with Russia, a move 
opposition parties resist.

In Davos for the World Economic Forum (WEF), 
Iakobashvili was quoted as saying that he does 
“not interfere in politics and on the other hand the 
government should not interfere in my business 
activities”. Asked why Rosneft, Iakobashvili 
responded that “more than a thousand people 
will be employed at the Poti Port Oil Terminal and 
about $200mn investments will be implemented 
by Rosneft”.

Iakobashvili has also said that the Poti port oil 
terminal is Georgia’s smallest and is no longer of 
strategic relevance.

The dispute revolves around Georgia’s law 
on occupied territories, which bans foreign 
companies from operating in the breakaway 
regions of Abkhazia and South Ossetia without 
clearance from the Georgian authorities.

“The purchase of a large stake in a large energy 
company is certainly bound to divide, and in this 
case it raises legitimate questions with regards 
to the occupied territories,” explains Paata 
Gaprindashvili, deputy director at Georgia’s 
Reform Associates (GRASS), a Tbilisi-based 
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QE hands bullets to 
Central European rate 
setters

return to its version of monetary easing. The 
central bank launched an intervention policy 
in November 2013, in a successful bid to spur 
economic growth. Based on verbal rather than 
market intervention, it had pledged to keep 
the koruna from strengthening to lower than 
27 against the euro until 2016. Somewhat 
surprisingly, the action by the SNB had prompted 
some to suggest the Czechs could follow suit and 
remove the ceiling on its currency.

In an interview with Slovak newspaper 
Hospodarske Noviny, Miroslav Singer, head of 
the Czech central bank, said on January 23 that 
"the limit of 27 crowns to the euro will likely 
remain with us longer than we assumed". The 
economy will likely continue to import deflationary 
pressures from the Eurozone, he noted.

While its interest rate of 0.05% matches that of 
the ECB, the Czech central bank will be wary of 
any sign that QE could drive speculative liquidity 
into the currency. The country is also keen to 
maintain its export advantage and avoid following 
its regional peers into deflation.

That clearly has the CNB – a conservative beast 
that prefers to leave the markets to do the 
spadework – seeking to keep the koruna capped 
via verbal intervention. The timing of Singer's 
comments are little coincidence; the koruna 
halted its rise to remain at CZK27.80 or so into the 
afternoon of January 23.

Poland's rambunctious monetary policy council 

Central Europe

Tim Gosling in Prague

Central European currencies have recovered 
strongly on the back of the European Central 
Bank's huge quantitative easing programme. That 
opens up space for more monetary easing in the 
region, as central banks scramble for ammunition 
to shoot down deflation.

The Eurozone's central bank surprised the 
markets on January 22 as it said it will allocate 
¤60bn per month over the next 18 months to 
buying sovereign bonds in the single currency 
area. The scheme offers a boost to assets 
in countries with strong trade ties with the 
Eurozone. At the same time, Central European 
states are likely to experience capital inflows from 
investors hunting higher returns.

The action pushed the euro to new lows. At the 
same time, it alleviated some of the pressure seen 
since the start of the year on Central European 
currencies, which have sagged because of the 
ruble meltdown, the sluggish economic recovery 
in the EU, and the shock provided by the Swiss 
National Bank's decision to end the franc's ceiling 
against the euro.

The Czech koruna gained 0.5% on January 22 to 
raise it to CZK27.86 to the euro. It has traded at 
around the same levels since, and sat at CZK27.76 
on the morning of January 26. The Polish zloty has 
had a greater recovery, pushing to PLN4.20, as 
has the forint, which sits at HUF309.8.

The rise of the Czech currency has been capped 
by the Czech National Bank's almost instant 
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at a five-week high of HUF309.6 to the euro on the 
morning of January 26.

Although the speculation has been lower than 
regarding Poland, a similar deflationary trend has 
had analysts also ruminating on a return to easing 
by the MNB. The Hungarian central bank has 
pledged since it ended a 24-month easing cycle 
in July that it would hold policy loose to the end 
of 2015, but has also resisted any talk of further 
accommodation.

However, the ECB plan has pushed those 
expectations up a notch. “The market started to 
re-price the rate cut expectations," KBC analysts 
note. "[A] 10 bps rate cut is already priced in for 2 
months, while within 6 months a 20-30 bps cut is 
expected." RBS now sees a 50% probability that 
the NMB will resume its easing cycle in the first 
half of the year, to the tune of 30-50bp.   

Central Europe

has done most to muddle the markets in recent 
months, with those members pushing for a 
further cut below the current 2% benchmark 
almost constantly fighting in the media with their 
more hawkish brethren. The balance on the panel 
remains fine, however, suggesting the ECB's 
move could lead to another surprise at the next 
rate setting meeting on February 4.

At the same time, the zloty has endured a bumpy 
2015 thus far. The SNB's removal of the Swiss 
franc's ceiling to the euro in mid-January led 
the zloty to plummet because of the 500,000 
or so households that hold mortgages in CHF. 
The ECB's bazooka helped the Polish currency 
strengthen 0.8%, moving it from PLN4.32 against 
the euro to PLN4.22.

Analysts from Bank Zachodni WBK say they expect 
the zloty to continue to strengthen against the 
single currency in the coming months. However, 
it remains stuck against the Swiss currency - the 
Polish currency fell from PLN3.50 to the CHF to 
around PLN4.30 earlier in the month - posing a 
conundrum for rate setters.

With Poland fighting a growing deflation trend, 
economists agree that the ECB's move increases 
the chances for a Polish interest rate cut. The 
Frankfurt-based central bank's benchmark rate 
is currently at 0.05%, meaning Poland offers 
a spread of 195bp. The MPC doves are keen to 
strike; Governor Marek Belka insisted on January 
23 to PAP that they "aren't far" from forming a 
majority.

That said, most analysts maintain the National 
Bank of Poland won't move until March, when 
it's due to publish its latest inflation report. With 
expectations that the current five-month run of 
deflation is set to extend until at least the middle of 
the year, the consensus is that the NBP will offer 
25bp of easing, to set a new record low of 1.75%.

Bouyed by its skin of the teeth escape from the 
Swiss franc fallout, Hungary has enjoyed the 
greatest momentum from the ECB. The forint sat 
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lobby group also pledged to ask lenders to agree 
to give up plans to ask for additional collateral.
However, facing a closely-run election against 
the populist Law and Justice party due by 
October, the governing centre-right Civic 
Platform clearly feels it needs to be seen to be on 
the side of borrowers. 

Poland's path is somewhat set by moves in 
other countries hit by the rise in the Swiss franc. 
The overarching strategy appears to be the one 
followed by Hungary, which escaped the mess by 
the skin of its teeth after the forced conversion 
of forex loans in late 2014. Polish officials and 
others are reported to have requested details 
of the Hungarian scheme since the Swiss franc 
crisis hit in mid-January. 

However, Hungarian Prime Minister Viktor 
Orban's drive has seen bank lending dry up, 
leaving the central bank as the main provider of 
credit to the economy, while foreign investment 
has dropped off. On top of that, the Hungarian 
scheme was one of several over the past few 
years, meaning that some of the stock of debt 
had already been unwound.  

It also means the market had seen the banks 
go through years of wrangling to absorb the 
effort. A sudden similar move in Poland to force 
a conversion along the same lines would likely 
cause a huge shock. Polish bank shares were 
hit hard following the SNB's move, causing the 
Warsaw Stock Exchange to move sharply lower. 

Central Europe

bne IntelliNews

Poland could force its banks to shoulder huge 
losses on foreign currency loans, the prime 
minister said on January 26, as the government 
juggles a political hot potato ahead of elections 
in the autumn. The path that Warsaw looks set to 
tread is becoming well worn.

With 500,000 Polish households exposed to the 
recent steep rise in the Swiss franc, following the 
ending of its cap to the euro, the government is 
seeking a swift response. 

"If I have to choose between the interests of 
banks and of ordinary borrowers, I'll side with 
the people, but it will be the banks that foot the 
bill, not the state budget," Prime Minister Ewa 
Kopacz told Polskie Radio.

The PM's words will disappoint the country's 
lenders. After meeting with Finance Minister 
Mateusz Szczurek, governor of the Polish central 
bank Marek Belka and the financial markets 
regulator KNF, the banks pledged their own 
measures on January 23 in a bid to stem tougher 
action by the government. The authorities have 
meanwhile ordered a probe into the behaviour of 
the banks.

The Polish Banking Union (ZBP) said its 
proposals should considerably limit the effects 
of the Swiss franc hike. The package includes 
passing on negative CHF/Libor rates, lowering 
spreads between the Polish zloty and Swiss 
franc, and extending repayment periods. The 

Poland, others look to 
banks to pick up Swiss 
franc tab

businessneweurope I Page 18January 30, 2015 



incumbent Ivo Josipovic to the HDZ's candidate 
Kolinda Grabar-Kitarovic. Josipovic's defeat 
does not bode well for Milanovic's ruling 
Social Democrats, and puts pressure on the 
government to woo voters on issues such as the 
Swiss franc loan crisis. 

In Romania, several hundred Swiss franc debtors 
demonstrated outside parliament on January 25, 
demanding that the authorities step in to support 
them. They are calling for their loans to be 
converted to local currency loans at the exchange 
rate prevailing in 2007-2008 when the loans were 
extended. 

However, central bank officials have claimed that 
debt conversion at any exchange rate other than 
the market rate would push some banks into 
bankruptcy. The bank has called for individual 
solutions negotiated between debtors and banks, 
while the government wants to adjust existing 
legislation to provide a two-year grace period to 
troubled debtors.

Around 75,000 Romanians hold Swiss franc 
loans, and these borrowers are concentrated 
at a handful of banks. Volksbank Romania has 
already taken action to support borrowers by 
freezing the RON/CHF exchange rate for those 
paying CHF loan installments over the next three 
months at the December 31 level. 

Elsewhere in Southeast Europe, the Serbian 
government has opened talks with banks on how 
to support Swiss franc debtors. Serbian Prime 
Minister Aleksandar Vucic said on January 22 
that Belgrade will only take measures agreed 
with commercial banks, and has no plans to 
follow the Croatian example. Around 22,000 
Serbians hold Swiss franc loans.   

Central Europe

However, on top of the Hungarian lead, Warsaw 
is being pulled along by populist moves in the 
other countries of the region struggling with 
forex debt.

On January 23, the Croatian parliament approved 
a government proposal to freeze the exchange 
rate used to calculate the Croatian kuna value 
of personal loans taken out in Swiss francs at 
HRK6.39 for one year. This was the exchange rate 
immediately before the Swiss franc-euro peg was 
abandoned, since when the kuna has weakened 
by around 20% against the Swiss currency. 

According to a January 19 statement from 
Croatian Prime Minister Zoran Milanovic, 
financial institutions will bear the cost of the 
exchange rate freeze, despite opposition from 
Croatian banks. 

In a statement issued after the parliament vote 
on January 23, the Croatian Banking Association 
slammed the moveas "not only illegal but also 
socially irresponsible and unconstitutional". 
The central bank has also warned that the cost 
of converting the Swiss franc-denominated 
mortgage loans into kuna at an exchange rate of 
HRK6.39 to the fanc could amount to HRK3.8bn 
(¤493.5mn).

Milanovic's decision to freeze the Swiss franc 
exchange rate was expected, as 2015 is an 
election year in Croatia, with parliamentary 
elections to be organised in the second half of 
the year. As of the end of 2014, Swiss franc-
denominated loans made up 16% of all lending in 
the country and some 38% of all mortgage loans 
were denominated in the Swiss currency. 

Presidential elections in December 2014 and 
January 2015 resulted in a shock defeat for 
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Southeast Europe

Communists to back 
Moldovan minority 
government

There is now speculation that the PLDM will 
appoint Natalia Gherman-Snegur, the daughter of 
Moldova’s first president Mircea Snegur, as prime 
minister. However, there is still the possibility 
of a last minute renegotiation of the coalition 
to include the pro-European Liberal Party (PL), 
which could enable  Leanca to remain in office.

The PL had been in talks with the other pro-
European parties for six weeks following the 
elections but the three parties failed to reach 
a coalition deal. The PL had insisted on faster 
European integration and strict anti-corruption 
targets, as well as for a foreign head prosecutor  
to be appointed.

A government comprising Moldova’s three main 
pro-European parties would have held only a 
fragile majority within the parliament. The PLDM-
PDM coalition holds only 42 of Parliament’s 
101 seats. However, with the backing of the 
parliament’s largest party, the PCRM, it will hold  
a substantial majority.

PDM President Marian Lupu has stressed that 
the PCRM will not be part of the government, in 
an attempt to allay fears that Moldova’s progress 
towards the EU will be halted. However the PCRM 
will receive some, as yet unspecified, positions in 
the public administration.

Moldova’s new parliament speaker, Candu, is a 
former economy minister and close ally of the 
PDM’s financial backer and deputy-president 
Vladimir Plahotniuc, who is also his godfather. 
According to a 2010 estimate from Ukrainian 

bne IntelliNews

The Liberal Democratic Party of Moldova (PLDM) 
and the Democratic Party of Moldova (PDM) have 
agreed to form a minority government, which will 
rule with support from the Moldovan Communist 
Party (PCRM). 

The two parties back Moldova's application to join 
the European Union but they will be constrained 
by their reliance on the pro-Russian Communist 
party. Attempts to reach an agreement with the 
pro-European Liberal Party (PL), which would 
have given the coalition a majority, failed after six 
weeks of negotiations since the general election.

The PLDM and PDM announced the so-called 
Alliance for European Moldova on January 23 
and voted in Andrian Candu (PDM) as parliament 
speaker, with backing from PCRM deputies. The 
coalition will publish its strategy on January 26 
and the government is expected to be formed 
within two weeks.

Iurie Leanca, prime minister until the November 
30 elections and currently acting prime minister, 
is unlikely to retain his position. The PCRM has 
already said that it is ready to support a minority 
PLDM-PDM cabinet, but not one headed by 
Leanca, most likely because of Leanca’s firm pro-
EU stance.

In June 2014, Leanca’s government signed 
an Association Agreement and Deep and 
Comprehensive Free Trade Agreement with the 
EU. Leanca has also indicated he wants to apply 
for EU membership in 2015, paving the way for 
Moldova to enter the bloc by 2020.
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Southeast Europe

January 24, when around 10,000 people gathered 
in central Pristina. The earlier demonstration 
also erupted into violence, when protesters threw 
stones at a government building. Around 20 police 
officers were injured.

Tensions increased sharply in Kosovo, as the 
parliament prepared to vote on a new law on  
public enterprises, which would have paved the 
way for Pristina to take over the giant Trepca 
Mining, Metallurgical and Chemical Combine, on 
November 19.

However, Mustafa informed the parliament at the 
last minute that the draft law had been removed 
from the agenda. Mustafa is believed to have 
conceded to pressure from the international 
community, who feared the impact an attempt to 
take over Trepca - which is also claimed by Serbia 
- would have had on relations with Belgrade.

The plans had angered Serbian officials, with 

 bne IntelliNews

Police used tear gas against protesters in the 
Kosovan capital Pristina in the second day of 
demonstrations triggered by the government’s 
climbdown over plans to take over the Trepca 
mining complex.

Thousands of protesters took to the streets of 
Pristina on January 27. In addition to anger over 
Trepca, where Prime Minister Isa Mustafa’s 
government is seen as bowing to pressure from 
Serbia, protesters also demanded the resignation 
of ethnic Serb minister Aleksandar Jablanovic.

Police were attacked with rocks and Molotov 
cocktails, according to a government statement. 
Deliberate damage to both government and 
private property was also reported. At least 37 
people including 22 police officers were injured 
in street fighting between protesters and police, 
Reuters reported. More than 120 were arrested.

The protest follows another mass protest on 

Kosovan capital rocked 
by violent protests

daily Delo, Plahotniuc had a fortune of between 
$300mn and $1bn, though its sources are 
unclear.

The November 30 general election was widely 
viewed as critical to deciding whether Moldova’s 
future orientation lay towards the EU or to 
Russia. Two pro-Russian parties, the Socialist 
Party and Patria, wanted the Association 
Agreement to be scrapped altogether, while 
the PCRM took a softer stance, calling for the 
agreement to be amended.

The Moldovan population remains divided over 
whether Chisinau should push ahead towards 
EU entry or remain within the Russian sphere 
of influence. Moldova’s economy is already 
increasingly oriented towards the EU, with more 
than half its exports going to EU countries, a trend 
that has increased after Russia introduced a series 
of trade embargoes in the second half of 2014. 
However, remittances from Moldovans working in 
Russia still account for a substantial share of GDP, 
though these are expected to drop in 2015 amid a 
contraction in the Russian economy.   
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on property as “unacceptable”. Jahjaga called on 
political leaders to “distance themselves from acts 
of violence which are severely damaging our new 
country".

Vetëvendosje had previously expected to form part 
of Kosovo’s new government after the June 2014 
elections, alongside Mustafa’s Democratic League 
of Kosovo (LDK), the Alliance for the Future of 
Kosovo and Initiative for Kosovo. However, after a 
six-month deadlock during which outgoing Prime 
Minister Hashim Thaci appeared determined not 
to relinquish his hold on power, the LDK struck 
a coalition deal with Thaci’s Democratic Party of 
Kosovo.

Kosovo’s population is mainly ethnic Albanian 
but the small republic has a sizable ethnic Serb 
minority in the north, which looks to Belgrade 
rather than Pristina for leadership. Many Serbs 
consider Kosovo to be an integral part of Serbia.

Kosovo broke away from Serbia after a war 
of independence in 1998-1999, in which more 
than 10,000 died. So far, Kosovo, which became 
independent in 2008, has been recognised by 108 
countries worldwide, but Serbia remains adamant 
it will not recognise its former province and 
Russian support for Belgrade’s position has so far 
kept Kosovo out of the UN.

Both NATO peacekeepers and EU police officers 
are present in Kosovo, but neither have yet 
intervened, leaving it to the Kosovan police 
to handle the demonstrations. The United 
Nations Mission in Kosovo (UNMIK) issued 
a statement expressing concern over the “recent 
violent events” in Pristina. “Such acts have 
nothing to do with the exercise of the democratic 
right to express legitimate grievances," the 
statement says. It adds that it is “the responsibility 
of the Kosovo Police to ensure public safety and to 
take appropriate action”.  

Serbian Prime Minister Alexandar Vucic warning 
on January 16 that the move would pose a serious 
threat to attempts to normalise relations between 
Serbia and Kosovo. There were fears it would trigger 
unrest between ethnic Albanians and Serbs in the 
Kosovo-Metohija area where the mine is located.

Protesters in Pristina also demanded the sacking 
of Jablanovic, one of three ethnic Serb ministers 
in the Kosovan government. Jablanovic angered 
many Kosovans when he slammed a group 
of Albanians who tried to stop Serb pilgrims 
visiting a monastery during Orthodox Christmas 
as “savages”. Although Jablanovic has since 
apologised, demands for him to quit his post as 
communities minister have persisted.

Kosovo’s new government, which took power 
in December following six months of political 
deadlock, says the protests, organised by 
opposition parties including the nationalist 
Vetëvendosje (Self Determination) movement, 
were politically motivated.

Mustafa told a press conference on January 27 
that the violence had done “tremendous harm to 
our new state”.

“The government condemns violence by the 
protesters, resulting in extreme escalation of the 
situation and endangering the security of the 
constitutional order of the Republic of Kosovo,” 
Mustafa said.

He also indicated that the protests, organised by 
opposition parties, could be an attempt to grab 
power. “Protests should not be used to fulfill the 
ambitions for power, because power is gained 
only by the free vote of the citizens of Kosovo, not 
by force and through violence,” he added.

President Atifete Jahjaga also issued 
a statement describing the violence and attacks 
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Mark Galeotti of New York University

What’s left of Donetsk airport has fallen to the 
rebels of the self-proclaimed Donetsk People’s 
Republic, and, as of writing, they are now 
launching an attack on Mariupol. At this stage, 
it is hard to know whether the rebels will be 
successful, but Kyiv is in trouble. The standard 
response is to blame Moscow, the influx of 
modern heavy weapons and actual Russian 
troops. Would that it was so simple. The sad truth 
of the matter is that until Ukraine begins to come 
to terms with its own failings, it is hard to see how 
it can win – or even stem – the rebel advance.

Of course, Moscow has armed the rebels – a 
secessionist movement it essentially fomented 
in the first place – and not only facilitated 
and encouraged the flow of volunteers (and 
“volunteers”) to join their forces, but also sent 
advisors, specialists and, when it seemed 
necessary, combat troops. At present, Kyiv 
claims there are 9,000 there. Other intelligence 
sources I have spoken to put the figure at 4,000-
6,000. Either way, that is a brigade to a brigade 
and a half. Okay, these are relatively elite troops, 
paratroopers and marines, but a brigade in a 
country of over 40mn souls ought not to be a 
decisive war-winning asset.

Likewise, the materiel provided by Russia, even if 
sometimes more advanced than that available to 
the government forces, is not enough to explain 
the rebel victories.

Instead, if Kyiv is to defeat this hybrid invasion-

insurrection, then it also has to appreciate its 
own manifest and often decisive limitations. So 
what's going wrong with the Ukrainian war effort? 
Regardless of the undoubted determination of 
some individual units, such as the ‘cyborgs’ who 
defended Donetsk airport for so long, the answer 
appears to be pretty much everything, so far.

First and most fundamentally, there is no 
meaningful strategy, the essential game plan 
that ought to drive every aspect of the war. Is it 
to win the war on the battlefield by encircling 
and besieging Donetsk? To hold the line and wait 
until economic and political pressures on Russia 
force Moscow into abandoning its local agents? 
A broad rollback of the rebel front line? At times, 
any or all of them, but rarely with any coherence 
or conviction, leaving those within the General 
Staff at least meant to be planning the war effort 
floundering. This has led to inconclusive and often 
piecemeal military operations, which often look 
more like street brawls (which frankly favours the 
rebels) than full-scale war.

It is hard to tell how far this is a failing of political 
leadership, military leadership or operational 
command. All three have often seemed 
questionable. Consider the shelling which often 
hits civilian targets rather than military ones. Is 
this because the artillery crews lack the skills or 
the targeting data? Because they are not being 
told where to aim? Or because Kyiv actually wants 
to punish the civilian population? I'd rather not 
believe the last, and honestly see no evidence 

STOLYPIN: Ukraine cannot 
just blame Russia for  
its military setbacks
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to suggest it is the case. But at the very least it 
hands Moscow and the rebels a propaganda win, 
hardens popular hatred of the government, and 
does nothing to bring the conflict any closer to an 
end. This is shoddy war fighting at best, counter-
productive malice at worst.

The morale of government forces is often brittle. 
Some units – again, let's note the ‘cyborgs’ – 
demonstrated true grit. However, in the main 
units tend to have good morale when things are 
going well, but are prone to sudden collapses 
when things go badly. To an extent, of course, 
this represents not just that a fair proportion of 
the government forces are essentially deputized 
militias with relatively minimal combat training, 
but also that even the regular army is heavily 
made up of conscripts and the product of years of 
under-spending and corruption, which has also 
infected the officer corps.

Besides which, winning wars also depends on 
intelligence: knowing the enemy’s plans and 
capabilities while masking your own. For all that, 
the director of the Security Service of Ukraine, 
Valentyn Nalyvaichenko, claims his service is 
cleansed of Russian agents and sympathizers, 
Moscow still appears to have a commanding 
intelligence advantage. This is in part because of 
their commanding lead in electronic and satellite 
capabilities, but also suggests they continue to 
penetrate government ranks.

Ultimately, Russia’s involvement has been 
relatively minimal, not even to the scale of the 

Georgian war when its was fighting a country 
with a population of something like a ninth 
Ukraine’s. Of course, it could increase this 
substantially, but also at much greater economic 
and political cost.

Instead, it is Kyiv that needs to take this war 
seriously. A country of more than 40mn seems 
unable or unwilling to field more than some 
50,000 troops. By way of comparison Spain, 
a country of comparable size, not at war and 
protected by Nato, has an army of 75,000. 
Likewise, John Schindler has noted that in 1991, 
when fighting Serbian rebels, Croatia –  
a country with a tenth of Ukraine’s population – 
fielded 150,000.

But it is more than just a question of the size of 
the military. Kyiv needs to spend less time on its 
propaganda war – the only people who still don’t 
see Russia’s hand in the rebellion will never be 
convinced – and more time on its real one.

This means a clear strategy so the generals 
can then be held accountable for developing a 
battle plan to achieve it. If that means bringing in 
military experts from abroad, so be it. A renewed 
and serious counter-intelligence drive. Above all, 
a government that does not just talk about “total 
war”, but one that will fight it.  

Mark Galeotti is Professor of Global Affairs at the 
Center for Global Affairs, New York University. He 
writes the blogIn Moscow’s Shadows.

businessneweurope I Page 24January 30, 2015 



bne: 
Infrastructure

Weekly Lists

Hungary seeks to fill 
South Stream-shaped 
hole     
bne IntelliNews

Hungary is pushing to establish a project to collect gas from 
Russia's proposed "Turk Stream" pipeline and ship it to Central 
Europe, Foreign Minister Peter Szijjarto said on January 26. 
At a news conference in Turkey, Szijjarto said Budapest has already 
kicked off talks with Greece, Macedonia and Serbia over a potential 
route to carry some of the gas that Moscow wants to deliver to a 
gas hub on the Turkish-Greek border.

Hungary and Serbia are still smarting over the cancellation of 
Gazprom's South Stream gas pipeline. The 63bn cubic metre (cm) 
South Stream pipeline was designed to transport gas to Europe 
from Russia under the Black Sea, bypassing Ukraine. At the same 
time as sounding South Stream's death knell in December, Russian 
President Vladimir Putin surpisingly said Gazprom would instead 
look to pump European exports via Turkey.

Below is a selection of stories from bne's lists. bne offers a variety of daily, weekly and monthly lists to 
subscribers, including: daily lists for Russia, Turkey, Ukraine, Central Europe, Southeast Europe and Eurasia; 
the weekly lists Banker, Deal, Credit, Investor, Stocks; and monthly lists Real Estate and Infrastructure. 
For more information, please visit the website at www.bne.eu.

Gazprom reinforces 
grip on Baltic with  
LNG terminal plan 
bne IntellinNews                                  

Russia plans to build a giant liquefied natural gas (LNG) terminal 
on its Baltic coast that could disrupt efforts to construct a pan-
regional facility to serve Latvia, Lithuania and Estonia.

Russian gas giant Gazprom said on January 22 that it will build an 
LNG terminal at the sea port of Ust-Luga. The facility is planned 
to be capable of handling 10mn-15mn tonnes of LNG per year. 
That could hinder the Baltic States’ efforts to find alternative gas 
supplies to upset Gazprom’s domination of the regional market.

Ust-Luga project’s first phase will be the construction of a high-
pressure pipeline from Volhov to Ust-Luga across the southern 
part of the Leningrad Region, Gazprom announced on January 22.

The Ust-Luga project emerged shortly after Gazprom pulled 
out from a project to build a 2.3mn tonnes LNG terminal in the 
Estonian port of Sillamäe in January.
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The mobile JV of Rostelecom and Tele2 Russia has gained approval 
to receive government project financing to construct a 3G/4G 
network in Moscow, according to press reports. The total estimated 
cost of the project is around RUB20bn, and the company will receive 
a loan of RUB16bn (the maximum possible amount under the 
government project financing scheme of up to 80% of a project’s 
cost). The loan will be given at a fixed rate not exceeding 11% 
(compared with the current CBR policy rate of 17%). At the same 
time, the government declined to provide financing to the JV for 
construction of such a network in Russia’s regions.

It was previously reported that the JV’s strategy implies launching 
operations in Moscow in 2-the third quarter of 2015. There are no 
spare GSM frequencies in Moscow and the company reportedly 
failed to reach an agreement with existing carriers in Moscow on 
becoming a MVNO. Hence, the JV intends to operate using only 3G 
and 4G standards. According to a representative, the JV is going to 
pursue a discounter strategy in Moscow.

Weekly Lists Below is a selection of stories from bne's lists. bne offers a variety of daily, weekly and monthly lists to 
subscribers, including: daily lists for Russia, Turkey, Ukraine, Central Europe, Southeast Europe and Eurasia; 
the weekly lists Banker, Deal, Credit, Investor, Stocks; and monthly lists Real Estate and Infrastructure. 
For more information, please visit the website at www.bne.eu.

Mobile JV gets 
financing to enter 
Moscow    
Sberbank CIB

Ulmart plans IPO  
in 2016 

Alfa Bank

RBC reports that Ulmart, Russia’s largest online retailer 
specializing in consumer electronics, with 2014 sales estimated at 
$1.3bn, is continuing with its IPO plans for 2016, market conditions 
permitting. The company could be worth $5-6bn according to a 
preliminary valuation. Ulmart plans to offer 25% to the market 
during the IPO, hoping to raise up to $1.5bn. We view the news as a 
POSITIVE development for Russia’s economy in general and a kick 
start for IPOs among Russian companies.

bne:TMT
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subscribers, including: daily lists for Russia, Turkey, Ukraine, Central Europe, Southeast Europe and Eurasia; 
the weekly lists Banker, Deal, Credit, Investor, Stocks; and monthly lists Real Estate and Infrastructure. 
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Weekly Lists

RBI to shed assets to 
calm market fears

bne IntelliNews
         

Raiffeisen Bank International (RBI) is set to sell assets, as well as 
divest portfolios, in a bid to reduce the pressure on its capital from 
the Ukraine crisis and the hike in the value of the Swiss franc, it told 
analysts in a conference call on January 29.

RBI, the second largest lender in Central and Eastern Europe, is 
heavily exposed to the decline in the ruble, because Russia has 
been its most profitable market. The Swiss National Bank's shock 
removal of its cap on its currency to the euro on January 15 has 
also sparked concerns over RBI's portfolio of CHF mortgages in 
countries such as Poland, Croatia and Romania.

The Austrian bank issued an ad-hoc statement on January 28 
announcing that it is working on a plan to extend its capital buffer 
by reducing risk-weighted assets (RWA) by at least 20%. RBI also 
stressed it will not look for another capital increase. That did most 
to drive a massive recovery in its shares, which were trading 12.72% 
higher in the afternoon session on the Vienna bourse on January 29. 

Russian central bank 
predicts 41% fall in 
banking sector profit  
in 2015 
bne IntelliNews                    

Alexei Simanovskm deputy head of the Central Bank of Russia 
(CBR), told the press that the banking sector profit in 2015 is 
expected at RUB200bn-RUB300bn a 41% y/y profit decline from the 
RUB589bn recorded in 2014. CBR's previous target was a RUB1 
trillion annual banking sector profit.

The main factor behind the shrinking profits is the growth of 
reserves for bad loans, related to asset quality and the situation of 
the borrowers. At the same time CBR's forecasts vary depending 
on the price of oil, the base case scenario relying on $60/barrel and 
worst case on $45/barrel average oil price in 2015.

bne:Banker
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IMF postpones Bosnia 
loan tranche over lack 
of reform       
bne IntelliNews

The International Monetary Fund (IMF) will delay the disbursement 
of a new loan tranche under its stand-by agreement with Bosnia 
because of lack of reform, according to a statement by Ruben 
Atoyan, the IMF resident representative in Bosnia, quoted by 
Indikator.ba news service. Atoyan also said that the IMF is planning 
a new mission to the country.

In September, the IMF had said that Bosnia needed more time 
to implement the policies agreed under its stand-by loan deal in 
order to receive approval for the next loan tranche. The Fund's 
mission pointed out that the policies Bosnia still needed to work 
on included measures aimed at reining in government spending 
that is not directly related to the floods; improving tax compliance 
and fighting tax fraud; strengthening financial sector stability and 
enhancing banking supervision.

IMF links aid to Ukraine 
to peace   
bne IntelliNews

Christine Lagarde, head of the International Monetary Fund, has 
for the first time publicly linked IMF funding for Ukraine to an end 
to conflict in the country's east.

“In order to reform its economy, Ukraine need stable borders, 
this is indispensable,” she told Le Monde during an interview at 
the World Economic Forum in Davos on January 24, but published 
later. “There is a flagrant link between the economic situation and 
the military situation,” she added in the interview.

Any new programme offered Ukraine by the IMF "assumes that the 
situation stabilises - this is a priority", Lagarde said. “No partner 
of the IMF can consider participating in a support programme if 
there is a question mark over 20% of the gross domestic product of 
Ukraine," she said, in a reference to the Donbass region. Lagarde 
said the original two-year stand-by programme agreed with 
Ukraine in April 2014 had assumed that the conflict in East Ukraine 
would be over by the autumn of 2014.

bne:Credit
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