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ABOUT THE ORGANIZATION FOR SECURITY AND COOPERATION IN EUROPE

The Helsinki process, formally titled the Conference on Security and Cooperation in
Europe, traces its origin to the signing of the Helsinki Final Act in Finland on August
1, 1975, by the leaders of 33 European countries, the United States and Canada. As of
January 1, 1995, the Helsinki process was renamed the Organization for Security and
Cooperation in Europe (OSCE). The membership of the OSCE has expanded to 56 partici-
pating States, reflecting the breakup of the Soviet Union, Czechoslovakia, and Yugoslavia.

The OSCE Secretariat is in Vienna, Austria, where weekly meetings of the partici-
pating States’ permanent representatives are held. In addition, specialized seminars and
meetings are convened in various locations. Periodic consultations are held among Senior
Officials, Ministers and Heads of State or Government.

Although the OSCE continues to engage in standard setting in the fields of military
security, economic and environmental cooperation, and human rights and humanitarian
concerns, the Organization is primarily focused on initiatives designed to prevent, manage
and resolve conflict within and among the participating States. The Organization deploys
numerous missions and field activities located in Southeastern and Eastern Europe, the
Caucasus, and Central Asia. The website of the OSCE is: <www.osce.org>.

ABOUT THE COMMISSION ON SECURITY AND COOPERATION IN EUROPE

The Commission on Security and Cooperation in Europe, also known as the Helsinki
Commission, is a U.S. Government agency created in 1976 to monitor and encourage
compliance by the participating States with their OSCE commitments, with a particular
emphasis on human rights.

The Commission consists of nine members from the United States Senate, nine mem-
bers from the House of Representatives, and one member each from the Departments of
State, Defense and Commerce. The positions of Chair and Co-Chair rotate between the
Senate and House every two years, when a new Congress convenes. A professional staff
assists the Commissioners in their work.

In fulfilling its mandate, the Commission gathers and disseminates relevant informa-
tion to the U.S. Congress and the public by convening hearings, issuing reports that
reflect the views of Members of the Commission and/or its staff, and providing details
about the activities of the Helsinki process and developments in OSCE participating
States.

The Commission also contributes to the formulation and execution of U.S. policy
regarding the OSCE, including through Member and staff participation on U.S. Delega-
tions to OSCE meetings. Members of the Commission have regular contact with
parliamentarians, government officials, representatives of non-governmental organiza-
tions, and private individuals from participating States. The website of the Commission
1S: <WWW.CSce.gov>.
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Foreign Meddling in the Western Balkans:
Guarding Against Economic Vulnerabilities

January 30, 2018

Commission on Security and Cooperation in Europe
Washington, DC

The briefing was held at 9:59 a.m. in Room 385, Dirksen Senate Office Building,
Washington, DC, Robert Hand, Senior Policy Advisor, Commission for Security and
Cooperation in Europe, presiding.

Panelists present: Robert Hand, Senior Policy Advisor, Commission for Security and
Cooperation in Europe; Andrew Wilson, Managing Director, Center for International Pri-
vate Enterprise; Ruslan Stefanov, Director, Bulgarian Center for Study of Democracy;
Milica Kovacevi¢, President, Montenegrin Center for Democratic Transition; Nemanja
Stiplija, Founder, “European Western Balkans” media outlet; and Dr. Dimitar Bechev,

Research Fellow, Center for Slavie, Eurasian, and East European Studies, University of
North Carolina-Chapel Hill.

Mr. HAND. It’s getting quiet, so I think we can start. Usually, I have to step in and
get everyone to tone down, but now everybody’s anxious to go. Maybe that’s a sign in the
interest in the subject matter today.

So let us start. And as moderator, let me welcome the panelists, as well as the
audience, to today’s briefing. My name is Robert Hand. I'm a policy advisor at the U.S.
Helsinki Commission. Our chairman is Senator Roger Wicker of Mississippi, and our co-
chairman is Representative Christopher Smith of New Jersey.

This is the third commission briefing on the Western Balkans in three months. That
fact underlines the ongoing concern of the Helsinki Commission for this region in Europe,
despite many other issues which require so much attention.

Today’s turnout for this briefing I think demonstrates that the commission is not
alone in its concern for the Western Balkans. Let me, nevertheless, start by stressing why
we are having this briefing, and why the stability of the Western Balkans and the demo-
cratic development and economic prosperity of the countries of the region remain so
important to us, two decades or so after devastating conflict.

First, we have already devoted significant effort—political, economic, even military—
not just to stopping those conflicts, supporting recovery, and preventing new conflicts. It
only makes sense that we should complete this job. It’s a commonsense argument and

(D



probably means greater commitment than we see now from United States as well as the
European Union, but nothing near what was required in the past.

Second, these countries are next in line to each other as future aspirants to join the
European Union. And most are similarly in line to join the NATO alliance. Indeed, some
have already done so in the region. They each can make a small contribution, but collec-
tively far from an insignificant contribution to both collective security and common pros-
perity in Europe. Being next in line, but still outside the safety of the club—especially
at this time of uncertainty, conflict, and confrontation in Europe—may be the toughest
place to be, accentuating the internal and external threats these countries face. As the
foreign minister of Macedonia, Nikola Dimitrov, recently said on the matter: “Those on
the inside tend to forget how cold it is outside.”

Expectation can encourage reform, but reform generates expectation as well. If not
met, internal reversals are sure to come. By external threats, or outside sources of insta-
bility, I mean those that seek to divert the Western Balkans from what otherwise seems
to be a natural and genuinely popular European path, and also to seek opportunities for
mischief that is far from innocent. Russia comes immediately to mind in this regard, and
the attempted coup in Montenegro in 2016 as the country was finalizing its NATO bid
is only the most blatant of many manifestations of these outside sources of instability.
Moscow’s attempts to steer public opinion in Serbia away from Europe and to encourage
recalcitrance in the Republika Srpska entity of Bosnia-Herzegovina have also received our
attention. The Kremlin also took interest in Macedonia during the course of the political
crisis there.

This, of course, makes the Western Balkans more important, as the countries there
are a stage on which a much bigger issue is playing itself out—namely, Moscow’s aggres-
sive behavior throughout Europe. As one expert witness told the Helsinki Commission last
year at a hearing on Russia’s threat to European security, the Western Balkans are in
Russian crosshairs. We continue to read about Moscow exerting a malign influence in
Europe and elsewhere. And considerable attention has been given to that issue here in
the U.S. Congress. Turkey, various countries in the Middle East, and now China have also
developed a presence in the Balkans, with some reason for concern regarding the implica-
tions for stability.

Our briefing today focuses on foreign meddling and, more specifically, how the
absence of good governance and strong adherence to the rule of law give outside actors
an opportunity to develop an economic footprint that can be used for political purposes.
The four countries of primary focus this morning are Bosnia and Herzegovina, Macedonia,
Montenegro, and Serbia. Of course, there may be some commonalities throughout the
region, including countries not the focus of this morning’s briefing. And we may comment
on those as well.

And although the focus is primarily on Russia’s economic footprint in these countries,
the reform shortcomings that create vulnerabilities are of concern to the extent that they
also slow the process of European integration and, let’s remember, rob the citizens of the
countries of economic opportunity and of increasing prosperity.

This is, of course, yet another reason why the Balkans are so important, beyond the
concern about foreign meddling. The people of the region have already been traumatized
so much by conflict that they deserve better from their own political leaders. Indeed, their
political leaders have committed themselves in the OSCE to develop good governance, to
adhere to the rule of law, to operate with greater transparency, and to combat corruption.
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At the 2012 meeting of foreign ministers in Dublin, Ireland, for example, the OSCE
adopted a declaration on strengthening good governance and combating corruption, money
laundering, and financing of terrorism, which best expresses the commitment of all OSCE
States in this regard.

We have an excellent panel today to discuss this important topic. You have their biog-
raphies. They were handed out to you as you signed in this morning, so I won’t detail
them here. Let’s just start by thanking them, again, for coming. And let me particularly
thank the Center for International Private Enterprise (CIPE) for taking its leadership role
in working with partners in the region on this issue.

And so let me start with Andrew Wilson, the managing director of CIPE, to introduce
the issue. Let me say how much I value CIPE’s work. We deal a lot with other organiza-
tions dealing in the political affairs. But just as we know that we need free and fair elec-
tions in these countries, we also need to have free and fair markets, and that’s where
CIPE plays such an important role.

And then after we hear from Andrew, we will listen to some of the partners in CIPE
who are visiting Washington, coming in from their home countries. And then we’ll finalize
with Dr. Dimitar Bechev, who will put it all together and give some comments and anal-
ysis on the region.

So with that, let me turn it over to Andrew and we’ll start the presentation. When
everybody’s done, we’ll then go to a question and answer period.

Andrew.

Mr. WILSON. Thank you, Bob, and thank you for the kind introduction. I'd like to
thank Bob and the Helsinki Commission for his leadership on this important initiative,
and welcoming the participants and attendees of this timely briefing.

Over the past decade, there has been an increase in the flow of funds from a number
of non-democratic countries into emerging democracies. While in many cases, this might
represent wholly legitimate investment, in other cases there are signs that governments
have specifically sought to direct this capital to achieve purposes other than purely eco-
nomic. At CIPE, we define this issue as corrosive capital, equity, debt, and aid that takes
both advantage of and exacerbates weak governance in emerging democracies to the det-
riment of their democratic and market development, as well as to influence their geo-
political orientation. Corrosive capital can distort policymakers’ incentives and decision-
making, privileging the political influence of foreign governments over local citizens’
voices.

CIPE welcomes the partnership with the Helsinki Commission and the opportunity
to present today these knowledgeable panelists who will be speaking on how to respond
to this challenge in the Balkans in particular. As we know, in the Balkans, despite the
passage of nearly two decades since the end of armed conflict, democratic transitions
remain woefully incomplete. Against that backdrop, in recent years external actors have
reasserted their role, diverting the Balkans from a trajectory of Euro-Atlantic integration.
As the panelists will explain, corrosive capital has emerged as a key element of that
approach, posing a major challenge for governments, business communities, and civil soci-
eties across the region.

In response, in 2017, CIPE embarked on a unique project in pioneering a new com-
prehensive methodology to analyze, first, how what we call governance gaps, such as loop-
holes in anticorruption policies, nontransparent procurement policies, and a lack of strong
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competition policies create in the Balkans opportunities for the inflow of corrosive capital.
And, second, how that capital widens those governance gaps and potentially undermines
the consolidation of democracy in the region. A network of CIPE partners represented by
the panelists today from across the region—Bulgaria, Montenegro, Serbia, Macedonia, and
Bosnia and Herzegovina—have identified specific governance gaps and, in particular, have
examined the extent and impact of Russia’s economic footprint in the region.

Now, we recognize that in recent years the countries of the Balkans have made
important progress. But as the panelists will discuss, judicial and executive institutions
are still not sufficiently independent, efficient, or accountable. Implementation and
enforcement of legislation is often weak and inconsistent. And further efforts are needed
to tackle corruption and to make public budgeting, procurement, and privatization more
transparent. We’re honored that the Helsinki Commission has invited CIPE’s partners
here to inform a U.S. audience about these issues, just as they are raising awareness in
their own countries. In addition, working with local business and civil society leaders,
they are seeking to create greater transparency about foreign investment in the Balkans,
and to advocate with policymakers to close those identified governance gaps.

By so doing, they aim to ensure that local businesses can compete on an equal footing
and that all investors enjoy a level playing field. This, in turn, will make markets and
democracies in the Balkans more resilient to potential untoward external influence and
help ensure inclusive economic growth. This effort can contribute to democratizing eco-
nomic opportunity in the Balkans, and countering the worrying spread of a perception in
the region that democracy and markets have failed average citizens.

We note that the European Commission plans to adopt a new strategy to boost demo-
cratic transition and economic reforms in the region. By tackling the challenge of corrosive
capital in the Balkans, CIPE is also developing tools and approaches that can benefit
other emerging democracies worldwide, including across Asia, Latin America, and Africa.
We look forward to future opportunities to share the results of that work with you as well.

Finally, I'd like to close by thanking the National Endowment for Democracy for its
support of the CIPE program that engages today’s panelists. Of course, such projects are,
in turn, made possible thanks to the critical commitment of the U.S. Congress to funding
the NED.

Thank you.

Mr. HAND. Thank you, Andrew. Our next speaker is Ruslan Stefanov. He is the
director of the economic program at the Sofia-based Center for the Study of Democracy
(CSD).

Ruslan.

Mr. STEFANOV. Thank you. Let me start by thanking the Center for International Pri-
vate Enterprise and specifically its executive director Andrew Wilson for the partnership
of the past more than 25 years, the National Endowment for Democracy for its support,
and, of course, the Helsinki Commission for taking the time and leadership to examine
the issues that are key to the security and prosperity of the Balkans region.

The Western Balkans have become one of the regions in which Russia, among others,
has increasingly sought to assert its presence in the past decade. Thus far, the region has
remained on its chosen course on Euro-Atlantic integration toward market economy and
transition. But the countries from the region need to not just recognize their vulnerability,
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but know their level of the vulnerability and work to close existing governance gaps which
allow the penetration of corrosive capital and democratic backsliding.

To improve the understanding of the interplay of existing governance gaps and corro-
sive capital from non-democratic countries, we at the Center for Study of Democracy,
together with CIPE and experts from the Western Balkans that you will hear from, have
embarked on an assessment of Russia’s economic footprint in Serbia, Montenegro, Mac-
edonia, and Bosnia and Herzegovina. The assessment builds on previous work of CSD that
you might have seen, the Kremlin Playbook, which analyzed Russia’s influence in Central
and Eastern Europe.

The Russian economic footprint in the four assessed countries has notably expanded
in absolute numbers over the past decade. Russia has grown from a peripheral economic
power to a significant player in the region. In some countries, though, Russia’s economic
footprint in the Western Balkans has shrunk in the wake of economic recession, inter-
national sanctions following its annexation of Crimea. Yet, in others, we’ve seen that it
has deepened and has even amplified rising political and soft power, including over media.

The Russian corporate footprint, or the share of Russian company revenues of the
four economies’ total turnover hovers between 6%2 and 10 percent. Russia’s economic pres-
ence is highly concentrated in strategic sectors such as energy, banking, mining, and real
estate. Although it has been most significant and most diversified in Serbia, notably, until
the withdrawal of Deripaska in 2013 from the KAP aluminum plant in Montenegro, close
to one-third of that country’s—Montenegro’s—economy was under the direct or indirect
control of Russian firms. Even today, Russian FoFDI stock in Montenegro is close to 30
percent of the country’s GDP.

The Russian footprint is least pronounced in Macedonia, while Russian FDI tops out
at only 1 percent of GDP. In Bosnia and Herzegovina and Serbia, the footprint is about
equal. Russia exerts direct and indirect control over about 10 percent of the economy in
Serbia, primarily in energy and banking. In Bosnia and Herzegovina, Russian foreign
direct investment (FDI) is concentrated in the Republika Srpska, where in 2014—which
is the latest available data—Russia-owned companies controlled 39 percent of the total
corporate turnover in the hands of foreign companies.

The indirect footprint of Russian companies general goes through several channels
including, number one, the dependence of local companies on imports of Russian raw
materials, such as, most notably, natural gas. Debts—number two—debts accumulated for
gas supply. Number three, the dependence of domestic companies on exports to Russia,
or loans provided by Russian-controlled banks. For example, the subsidiary of Agrokor,
which drama we have seen play out in the past year. An over-reliance on Russian energy
imports, coupled with an expansion of Russian capital, has made the governments of the
Western Balkans particularly susceptible to pressures on strategic decisions related to not
only energy market diversification and liberalization, but also Russian sanctions and,
notably, NATO and EU integration.

Russian state-owned and private energy companies dominate the region’s oil and gas
sectors. These firms have gained influence through a series of nontransparent privatiza-
tion deals for lucrative assets, such as the Serbian companies NIS and Beopetrol, the Brod
refinery in Bosnia and Herzegovina, and Skopje Heating Company in Macedonia. These
countries remain almost entirely dependent on supplies of Russian gas, allowing Gazprom
to charge some of the highest prices for gas in Europe.
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Russian companies have also taken advantage of the closed nature of regional and
gas markets to solidify their dominant position, successfully exploiting governance deficits,
such as delays in market liberalization, a reliance on intermediaries for wholesale sup-
plies of gas, and an unwillingness to advance diversification projects. Furthermore, Russia
has locked regional governments into costly energy projects, such as the South Stream
pipeline, overwhelming poorly resourced regional governments’ administrations, and
exposing the western Balkan nations to huge fiscal risks.

Nontransparent privatization, in which asset valuations did not stem from objective
economic assessments have enabled Russian businesses to expand their economic presence
in a number of key industries, to the detriment of the host countries. Too often these
companies have received preferential treatment, including tax regimes and energy sub-
sides, but rarely complied with the terms of their privatization agreements, leading to
losses for taxpayers and state budgets alike. To exploit these governance gaps, Russia has
captured local power brokers by offering government-sponsored business opportunities at
premium returns. These intermediaries in turn have benefited from further business
opportunities or Russian support for their political objectives. Ultimately, the concentra-
tion of power in small, influential, economic and political networks creates vulnerabilities
that Russia can exploit to affect public and private decision making.

Finally, to amplify the effect of its economic footprint, Russia has deployed an array
of traditional soft power instruments, including through media, support for pro-Russian
nonprofits and political parties, as well as high-level political visit and statements. These
tools have been used to leverage both current governments and opposition groups
depending on which means suits Russians best.

Now, based on the findings of our study we have made a number of targeted policy
recommendations that you could find in the papers outside or also the website of CIPE
and CSD.bg. But let me just sort out some of the most important one. First, there is a
strong need for diversifying foreign direct investment away from an over-reliance on corro-
sive capital from non-democratic countries. The corporate governance of state-owned
energy companies should be depoliticized and improved because otherwise they can be
decapitalized in long term deals granting preferential treatment to clients that enjoy spe-
cial status from the government. All infrastructure projects should be in compliance with
the high standards for transparency and competitive tendering. Independent institutions
for privatization and follow-up monitoring should be strengthened by the appointment by
parliament of staff free from any influence.

Similarly, countries should enhance the investigative capacities of their financial
intelligence to institutions, tax administration, and anti-money laundering institutions to
identify the ultimate beneficial ownership of foreign investors, in order to prevent tax eva-
sion and money laundering. The EU and its member states, as well as the U.S., should
substantially enhance their assistance mechanisms, particularly to counter corruption to
help the most vulnerable countries in the region build greater resilience to corrosive cap-
ital inflows.

[Background buzzer.] Is that for me to end? [Laughter.]

The U.S. and EU should work together on joint coalition building mechanisms in the
Western Balkans to support the capacity building of civil society and independent media
to monitor and expose corruption, state capture, and external risks.



And finally, something we’ve been doing with our partner from CIPE for the past 25
years, private sector in the region, through it support organizations, should engage in a
constructive dialogue with the national government on shaping a corruption-free business
environment and open, competitive markets in line with the best international standards,
such as the laws developed by the Organization of Economic Cooperation and Develop-
ment and/or the European Union. And with that, I'd like to thank you.

Mr. HAND. Thank you. And, no, that buzzer was not a response to your comments.
Since we’re here in the Congress, we do have these bells or buzzers that go off when one
or the other chambers goes into session, when there’s votes, et cetera. And so if it happens
again, just ignore it. I should have mentioned it earlier to our visitors. But it’s just the
way that we keep our Members of Congress aware of what is happening on the floor and
when they need to go for votes, et cetera.

Our next speaker is Milica Kovacevi¢. Milica is president of the Center for Demo-
cratic Transition in Montenegro. Welcome. We look forward to your statement.

Ms. KovACEVIC. Thank you. And thank you very much for having us here to share
our thoughts on the challenges facing the Western Balkans and our countries.

I'd like to start with a historical reference that I find really illustrative. During the
Cold War, back in 1956, Yugoslav ambassador to Moscow, Montenegrin Veljko Micunovic,
wrote to Yugoslav President Tito that history of our economic relations with Russia is not
less dramatic than the history of our political relations. For Russia today, as in the past,
every trade is a direct means of politics, he wrote. Even today, this sentence continues
to remain valid, and the playbook for our region was always the same.

In the last decade, we saw a significant level of economic engagement by Russian
companies and individuals in Montenegro. And in addition to economic relationships,
Montenegro and Russia used to have sparkling political ties. Political relations, however,
deteriorated since 2013, as Montenegro moved forward with its NATO integration. And
so far, by the data that we have, this change in the relationship has not yet affected the
economic ties between two countries. But there have been some warnings coming from
senior Russian officials.

For example, in March 2017, Russian Foreign Minister Sergey Lavrov said that Mon-
tenegro has sacrificed its economic relation with Russia by joining NATO. The dependence
of Montenegrin economy on Russian investment in real estate and in tourism still raises
the possibility that further deterioration in bilateral relations could pose a risk to our
economy. Ruslan already mentioned, today Russian foreign direct investment in Monte-
negro makes up close to a third of the country’s GDP. Russia is the single largest indirect
investor in Montenegro, with almost $1.3 billion U.S. of cumulative investment, which is
equal to 13 percent of all foreign direct investments to the country. A majority of this FDI
is concentrated in the real estate and the tourism.

The number of Russian tourists in Montenegro has consistently increased in the last
10 years. Russian tourists, according to the official data, make around one-quarter of the
total number of country’s visitors. And this is really important, because tourism is the key
sector of Montenegrin economy, and the most powerful generator of economic growth.
Today, it makes around one-fifth of Montenegrin GDP and over 54 percent of all exports.

However, on the other side, Russia’s share of the overall Montenegrin economy
significantly shrank in recent years from almost 30 percent of total revenue back in 2006
to around 5.5 percent in 2015. And this is largely a result of the withdrawal of the Rus-
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sian capital from Podgorica’s aluminum plant, KAP, one of the largest companies in the
country. Similar trends are observed in the analysis of the number of the employees
working for the Russian-controlled entities, which fell from over 14 percent in 2007 to just
2.3 percent in 2015. And, again, primarily because of the loss of the control of KAP.

Based also on the experience of some other countries in the region, where some of
the initial Russian investment in the energy sectors spilled over to a number of other eco-
nomic sectors, we can now only contemplate what would have happened if the parliament
of Montenegro hadn’t stopped the acquisition of country’s energy resources by KAP’s
owner, Oleg Deripaska, in 2007. The government of Montenegro also rejected Russian
request to use Montenegrin port of Bar for military purposes, despite the fact that Russia
allegedly had a multibillion proposal, worth at least half of country’s GDP. In 2014, Mon-
tenegro also aligned with the EU sanctions following the Russian annexation of Crimea.

Well, obviously prior to the admission to NATO, Russian Government condemned
Montenegro’s membership aspirations, but also actively worked to prevent it, in particular
by backing up the nationalist groups whose policy platforms are at the odds with Western
values. Russian Deputy Foreign Minister Dmitry Rogozin went even further when he said
that Montenegro will regret joining NATO. In parallel, the Russian media started to run
a negative campaign aimed at preventing Russian tourists from coming to Montenegro,
describing it as a dangerous place.

Montenegro has accused the Russian Federation of meddling in the 2016 parliamen-
tary elections by attempting to overthrow the government to the strongest opposition
coalition in Montenegro, the Democratic Front. There is an ongoing court case for the coup
attempt against some of the DF leaders for acting against the country’s constitutional
order. The indictment also includes two Russian military intelligence officers and several
Serbian nationals, mostly members of the right-wing organizations and groups. Further-
more, another Democratic Front leader is being charged with participation in a money
laundering scheme during the 2016 election campaign. Allegedly the DF used funds of
criminal origin, provided in large amounts by Russia to offshore accounts and then split
into small installations and sent to individuals who later donated the money to the party.

Nevertheless, Montenegro managed to resist the allegedly Russian-orchestrated use
of both hard and soft power, joining NATO in 2017. But even NATO admission has not
completely brought Montenegro out of the danger zone. Russian interests in the Western
Balkans has never been to annex the region, but to keep it unstable and as far from the
Western integration as possible. And many analysts in the region, and followers of the
region would agree that the region’s integration in the EU will be the next target of these
campaigns. EU integration is supported by the overwhelming majority of the citizens of
Montenegro, and by all key political actors.

The report that we prepared also examines the governance gaps that have been
exploited for the intrusion of the corrosive capital, and offers recommendations how to
close these gaps to prevent further deterioration. Addressing these gaps is essential for
our democratic reforms, inclusive economic growth, and EU integration. In order to suc-
ceed, we remain determined to advancing the progress we made so far. And we would wel-
come even more international support.

At the end, I would like to thank you, the commission, and everyone here for the
ongoing support and commitment to the region. The West should be persistent in
demanding real democratic progress in our countries, because it’s the key for a country’s
stability, security, prosperity, and resilience to harmful foreign influence, both in the
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region and beyond its borders. Civil society in the Western Balkans looks with hope at
the United States enhanced diplomatic engagement, and relies on your help in ensuring
that the region remains on its Euro-Atlantic integration path. Thank you.

Mr. HAND. Thank you very much.

Our next speaker is Nemanja Todorovic Stiplija, who’s the editor in chief of “Euro-
pean Western Balkans,” a web portal focusing on the European integration of the Western
Balkans.

Nemanja.

Mr. STIPLIJA. Thank you, Mr. Hand. Dear guests, thank you for the opportunity to
appear before the commission today. Allow me to thank also the Center for International
Private Enterprise, and the National Endowment for Democracy for their support and the
opportunity to present our views here in Washington. We very much appreciate the
interest of the Helsinki Commission in issues that are of the great importance of the sta-
bility and the future of the Western Balkans.

Serbia is one of the key countries where Russian influence is the most obvious. Since
2008, it has been based on two pillars. First, the issue of Kosovo. And the second, the
Russian engagement in Serbian energy sector, which dates back to the South Stream
construction deal, and the below-price purchase of the Serbian oil industry, shortly NIS.
Furthermore, following particularly the global economic downturn in 2014 and 2014
Ukrainian crisis, the Russian influence has slipped over to the key economic sectors, such
as the financial sector and the infrastructure. The economic engagement, high-level polit-
ical visits, and strengthening cultural and religious ties mutually reinforce each other.

While most research has focused on the outright political influence, it has often dis-
regarded the sophisticated networks in nation economics that exploit the democratic defi-
cits in Serbia, and throughout Western Balkans. Despite the fact that South Stream was
discredited, Russia still dominates Serbia’s oil and gas sector. Through NIS, Russia almost
completely runs oil production, refining, and retail. Serbia imports more than 70 percent
of crude oil consumption, and close to 65 percent of its natural gas needs from Russia.
What’s more, Russia is the only importer of gas in Serbia, and it favors inflexible, long-
term deals.

Through those deals, it has gained the eminent influence over a state-owned whole-
sale gas supplier, Srbijagas, which has, as a result, accumulated debt affecting Serbia’s
financial health. Srbijagas, the state-owned company, holds a dominant position on the
national gas market. An intermediary, YugoRosGaz, which is owned by Gazprom, receives
around 4 percent premium on the gas resales to Srbijagas. Besides Srbijagas, Russians
generally do a lot of business with state-owned companies, and those with close connec-
tions to politics.

That is why the country needs to advocate the reform on its public administration
as soon as possible. Gas diversification is long overdue. Furthermore, steps are needed to
tackle the restructuring and privatization of Serbia’s enterprises. Based on our analysis,
lowering the budget deficit and reducing the high public debt level, including debt gen-
erated by companies of strategic importance, also remain a challenge.

With regard to the private sector, Russians fully or partly opened approximately
1,000 companies in Serbia. They control revenues of close to 5 billion euros, or 13 percent
of the total revenue generated by the country’s economy. Russian companies are also
almost the major employers in the country, directly employing approximately 2 percent
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of total labor force, and indirectly employing 5 percent. What is important is that such
employment is concentrated in just a few industrial enterprises.

Export to Russia has become an important aspect of the economic relationship
between Russia and Serbia, particularly following the expansion of free trade agreement
in 2009 and 2011. Russia’s 2014 embargo on imports of EU agriculture or food products
has provided a boost to export in non-EU countries in the Western Balkans. Nowadays,
Serbia’s export to Russia is highest by volume in the Southeast European region after
Greece.

Russian foreign direct investment remained relatively small, amounting to 4 percent
of all FDI stocks in Serbia, according to data available from 2005 to 2016. Should we
account also investing—following from third states, but still attributed to Russians, along
with their reinvestment from profit, the total Russian FDI would be around $2 billion,
or 6 percent of country GDP.

During Serbia’s fiscal crisis, Russia further deepened its engagement with the Ser-
bian economy by adding loans to the array of other tools deployed to promote its interests.
Some of these loans reportedly stipulate less favorable conditions than those of the inter-
national financial institutions, and even granted preferential status to Russian state-
owned contractors for the infrastructure modernization projects.

While Russia’s presence in the finance sector is somewhat limited, borrowing loans
from Russian banks may involve risks, as shown in recent Agrokor crisis. Relying heavily
on bank loans, this retail has recently expanded into almost all countries of the Western
Balkans, including Serbia. In early 2017, not only Agrokor employed more than 60,000
people through the region, but also accumulated debt totaling around $6.4 billion, or 6
times its equity. Sberbank, the Russian state bank, owns around 18 percent of it. Despite
the debt, Agrokor remained relatively stable until the statement of Russian ambassador
to Croatia sent shockwaves through the market.

Again, in Russia’s mind, the economic engagement and other tools manually reinforce
each other. Russia attempts to widen influence also through initiatives in the spheres of
media, culture, church, nonprofit and academia. It provides support, including financial,
to organizations, groups, and individuals that promote Russian interest in foreign coun-
tries. In Serbia, Russia has supported development of several media enterprises and
information initiatives of major Russian media outlets. For example, the state-owned news
agency Sputnik opened its regional editorial office in Belgrade in 2015. They seek to dis-
orient the local audience by offering narratives that exploit Serbia’s weak spot and pro-
mote the Russian interests.

To conclude, I would like to stress that all relevant actors—whether Serbian, regional
or international-—need to recognize the potential costs of the inflow of corrosive capital
which the region is facing. They should press for democratic progress, which is the real
key to regional security and long-term stability, inclusive growth, and countering negative
foreign influence. Based on the analysis I conducted together with the research director
of ISAC Fund, Dr. Igor Novakovic, and in addition to the regional report presented by
the Center of Study of Democracy, we made country-specific recommendations. And if
you’re interested, I can share this with you during the questions.

Thank you so much.

Mr. HanD. OK. Thank you.
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And then, last but not least, we have Dr. Dimitar Bechev, who is at the University
of North Carolina in Chapel Hill, I believe, but also a nonresident senior fellow at the
Atlantic Council.

Dimitar?

Dr. BECHEV. Thank you so much. First of all, let me extend my warmest gratitude
to the U.S. Helsinki Commission, as well to the Center for International and Private
Enterprise. It’s a great occasion and we need to have more of those gatherings to put the
Balkans on the map, but also to discuss the region in—there’s some broader processes and
events. Russia is obviously very relevant on a number of counts.

What I'd like to do here, just to complement what Ruslan and his team across the
region have done in terms of collecting the data and putting a lot of flesh to the discus-
sion, is to give some general views on what Russia is doing in the region. It echoes argu-
ments I've developed in a recent book I published with Yale University Press called “Rival
Power: Russia in Southeast Europe.” And I have three points to make. I'll be very brief,
because I know you guys are itching to ask your questions to the team here.

First point is what Russia’s strategy looks like in Southeast Europe, but perhaps
even more broadly in Europe as a whole. And second of all, how Russian foreign policy
squares with Russian business or corporate interests in the region and beyond. And
finally, how Russian policies intersect with what regional elites, institutions, political
players are up to domestically—in other words, the supply and demand. What is the
demand for Russian policies in the region?

First of all, a lot of people discussing Russia almost come to this easy line: Russia
is back to the region. Well, guess what? It is not back. It has been there for a long time.
And much of what we discuss now is a legacy of the 2000s, when Russia was resurgent.
It was—flowed with cash because of the high oil prices. And it was on a shopping spree
in the region. Many of those privatization deals date back to the 2000s—the Beopetrol
sale, even NIS in Serbia, the oil industry of Serbia that Nemanja discussed, Lukoil’s
expansion on the region.

But back then, Russia was having a much more cooperative relationship with the EU,
in the early 2000s, even with the U.S. So economic profits and co-opting local elites was
much more of an overarching objective than disruption. And I'd suggest that what hap-
pened with the Ukraine crisis is that Russia has shifted gears from co-optation or
expanding its footprint to disruption. And you see it not just in the world of business, but
more prominently in the world of politics with the Russian-affiliated political players, civic
actors, political movements, media playing a role.

In the old days, Russia wouldn’t argue against EU membership, EU expansion in the
region. Now EU, along with NATO, has become a problem and challenge. So that’s this
shift of gears. Russia is pursuing disruption. The logic in Moscow, if I allow myself to
think like Mr. Putin or his close entourage think, is we are under siege. The West is
encroaching our near-abroad in Moldova, in Georgia, and Ukraine. Well, guess what? We
can do the same in the Balkans, which is the vulnerable part of the West, an enclave that
is not subsumed into NATO and the EU, and where we have traditionally our economic
and political allies.

It’s a tit-for-tat strategy. And as long as you maintain pressure on the Western alli-
ance, you can have a bargaining chip in the greater dynamic between Russia and the
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Western actors—the U.S., but also European allies. So I think that’s my rough version
of what Russian foreign policy is about, maintaining pressure.

Now, Russian business. Many of those people and economic agents, theyre after
profits. They’re not necessarily proxies of the Russian regime. They came to the region
because there are opportunities to make cash and to get assets, very often in
untransparent ways. Some of them parked money because—in jurisdictions like Monte-
negro, like Cyprus, like Bulgaria, you could have the right conditions. Nobody would be
asking questions about the origins of your money. And you could launder money. You
have lots of people close to the regime, but also post-Soviet elites from other places like
Ukraine, Armenia, and so forth, buying property, investing in Southeast Europe, in the
Western Balkans.

But—there is always a but—the lines between foreign policy, the political establish-
ment, and the business establishment are blurry in Russia. In other words, if you are the
owner of, say, Lukoil, and you are summoned to the Kremlin, and you are reminded of
how much your business depends on the good graces of the political leadership—of Putin
and the people close to him—you will be giving back services. So all those business enti-
ties, although they might be primarily motivated by economic profit and gain, are poten-
tially exposed to pressure from the state, and can very easily turn into elements of Rus-
sian foreign policy.

But it’s constructive or disruptive, as I believe is the case right now. The formal—
any formal in Russia, this boundary’s always blurry. Many of the big political leaders are
also prominent business people, and so on and so forth. So this ambiguity plays, and is
very much present, in Russia policy in the Balkans. And I think that’s reflected in the
reports with very interesting detail.

Finally, supply and demand. We always tend to see Russia involved. But one thing
that’s really valuable in the research and the projects, and also—and I call it in my
book—is very often we have to look at what are the local conditions that make Russian
interference, Russian meddling possible? And very often in the sphere of economic govern-
ance you see lots of sectors that have been poorly managed, exposed to high-level corrup-
tion, political meddling. That creates the right conditions for Russia to throw its weight
around.

And Serbia, being a very prominent country in the Western Balkans, provides the
best illustration to me. Nemanja gave you some observations about Srbijagas. Well,
Srbijagas has been a political fiefdom since the times of Milosevic, with different parties
shifting. There is the intermediary company that charges some premium. And I could
argue that this is a slush fund—and this is not a scheme that is not seen elsewhere in
the post-Soviet space, but also in Eastern Europe—you could very well hypothesize that
some of this money finds its way back into party coffers and buys political influence.

But the real root cause of the problem is why you have state monopoly, why gas is
overpriced, why there’s no competition or transparency in the gas sector. And you can
envision a scenario—and I'm just moving here to the last bit of my remarks which is the
political recommendations, where the Serbian energy sector and the natural gas is much
more competitive, we have rival suppliers, where the final—the consumers and households
and industries are given a choice. And actually, gasification of Serbia, which doesn’t con-
sume that much in absolute terms, might be a good thing, because it also will lead to
lower carbon emissions. It’s a problem across the region.
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So what we need to have in the Western Balkans, but I would argue also in South-
east Europe, including countries that are already NATO and the EU, is much more robust
reform agenda to ensure that sectors that are exposed to proliferation by Russia and polit-
ical manipulation are scrutinized, are open to market competition and, also, you have a
vibrant civil society, including think tanks and critical media investigative journalists,
that break through the floor of those networks, and dependencies between local elites—
be it business elites or political elites—expose the state capture that is providing the fer-
tile ground for the Russians—or, for the Kremlin to interfere in the region.

Well, thank you so much.

Mr. HAND. OK, thank you. Excellent presentations from everybody here at the table.
And it’s made me think of several questions that I would like to ask as a follow-up.
Looking out in the audience, however, I see quite a number of experts on Balkan affairs
here today. And hopefully they’ll be able to ask some of those questions for me.

I will ask one question to give people time to come to either one of the standing
microphones. I'll ask my question and people can answer and then I'll turn to whoever
is at the microphones to ask their questions. When I do, if you could please identify your-
self and also state your affiliation. And then when you ask your question, if you could
clarify whether you’re asking it to a particular panelist or to the panel as a whole, or just
one or two of them, however you see fit. But please clarify. And please try to keep your
questions short and to the point. You can make a brief comment, but let me lay stress
the word “brief,” from the standing microphones.

While people get up and prepare to ask their questions, let me ask all of the panelists
here a question, to the extent that they want to respond. You’ve talked about the threat
to stability in the region that is posed by Russia’s economic footprint. And you've
expressed the views of civil society, I think probably reflective of civil society as a whole
in terms of what needs to be done regarding the greater transparency, greater freedom
for investigative journalism, perhaps judicial reforms and other efforts that would
enhance the rule of law, and could hopefully tackle corruption. And these are very good
things. And I think you have friends here in the United States and probably in Europe
who can help in that regard.

But I was wondering if you could specify a little bit on how the political leaders them-
selves in the region see it, the ruling parties. Do they see Russia’s economic footprint as
a threat, or do they see it as something that gives them leverage that they can use vis-
a-vis the West? Or are they somewhat oblivious to it? Are they actually personally bene-
fiting from it? I assume that the answer will be different in each one of the countries in
this regard, as well as to the extent which they each view Russia’s economic footprint as
a threat that determines how open they are to various reform efforts.

For example, I can imagine in Montenegro it’s quite stark, the Russian influence. And
now that it’s a NATO member, there’s serious concern. But has that made the Montene-
grin government, Montenegrin authorities, more open to some of the fundamental things
they need to do in their country in terms of transparency, rule of law? And I give Monte-
negro just as an example. I don’t mean to focus just on Montenegro. I think it applies
to all other countries. In Serbia I can see where there may be more of a balancing act.
And in all of these countries, certainly probably in Republika Srpska, in Bosnia and
Herzegovina, you can see how they can actually personally benefit from it or take advan-
tage of it.
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So I was wondering if you would like to comment on how the prime minister or presi-
dent and the ruling party of a country might view the Russian presence in the region?
And how does that shape their willingness to engage in these reforms that could try to
lessen the malign influences that come with the investment from Russia, or from other
countries that tie it to the political issues? Who would like to go first?

Milica.

Ms. KovaCEVIC. OK. I can say that we had totally different situation 10 years ago.
And probably, if I was doing this research at the time, it would be difficult even to gather
the data. Even at that time, there was a criticism coming from investigative journalists,
from media, over some concrete investments that later on appeared to be connected with
corruption. Some of them are under investigation. For some cases there are already
criminal verdicts, judgements. And the government was actually replying to us that the
money doesn’t have nationality and that we are stopping the reforms and stopping the
progress. And I would say that there was no basic understanding of this phase that we
are describing today, which is corrosive capital.

I have to admit that these things have changed. But I would say that we learned
that a more difficult way. During the research—and I've been exchanging that with all
the colleagues in the region, we really have the openness of the institutions to share all
the available information and data with us—but what I believe is the most important is
the recommendations that we are offering, that we should use this as a lesson learned
and that we should fix these governance gaps in order that we are not surprised again
in several years when maybe some other foreign country decides to use economic influ-
ences, leverage in political relations.

Mr. HAND. OK. All right. Thank you.

Ruslan, would you like to—make sure the light is on.

Mr. STEFANOV. Yeah, it says so. [Laughter.] Well, thank you for that question. And
I'd like to address it also from the wider perspective of Europe. And I think it’s one
distinctive feature when you ask about these attitudes, the leadership of the countries,
it’s the silence that you usually get on this topic. And I think that speaks volumes. Of
course, this has changed in the past year and year and a half. But I would say that this
is the case also within Europe. And this—I fear that we will be witnessing this. And of
course, it’s not a secret that there are certain people also in Europe who like Mr. Putin’s
model, like the illiberal model, and that somehow hasn’t been dealt with.

Now, if you look at the region, we’ve worked on the past five years on these topics,
and including tackling very much governance and corruption problems. And one continues
to see people that do not want their names appearing openly in the public. And I should
say that in this regard, I'd like to mention that the U.S. role in the region remains
indispensable, which is why we actually value very much, very highly Congress’ and hope-
fully the U.S. administration’s engagement.

But what we wanted to create with these reports is exactly this discussion space that
would allow people to assess the size of the threat, the vulnerabilities that are out there.
And I think it’s exactly this type of diagnostics that actually should serve as a background
for creating the—for designing the policies and the measures to tackle this footprint—or
vulnerabilities of the footprint, including the entourage of Mr. Putin.

Mr. HAND. OK. Go ahead, Nemanja.
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Mr. STIPLIJA. Thank you. You ask about political leaders, but I want to stress some-
thing about citizens. Perception of citizens in past several years is that Russia is the big-
gest investor and biggest donor, at least in Serbia. So can you imagine, when—in recent
surveys in past three years, we have this situation that citizens, on question who is the
biggest donor or biggest investor in Serbia, it’s always Russia in the first place, then
China, and then Turkey. And reality is totally opposite. We don’t have Russia in first 10
countries when we took account investments. So first is, of course, European Union,
together with Germany and Italy. And then United States and other countries. We even
have Japan on the ninth place, and Russia is somewhere below.

And the point that we need to have this role of media to think about these strategic
economic sectors and to speak more about this influence and how this influence has hap-
pened. Also, governments should ensure that media outlets operate in safe environment,
which is not the case now. And also, full access to data and information regarding these
things.

Thank you.

Dr. BECHEV. Just a brief remark, both on the motivations of political elites and, of
course, I'm generalizing because there are differences from place to place. But my impres-
sion is that the bulk of political elites are risk averse. I mean, we tend to think about
Putin as a poker player. He makes risky decisions. Just the opposite in Southeast Europe,
where people don’t want to rock the boat, get into conflict with vested interests, or push
too far against Russia because it might create blowback.

In the case of Serbia, there is an additional dynamic. President Vuéi¢ I think has
encouraged his friendly media to inflate the image of Russia and its presence, it also
reflects in the polling data, because it provides a very useful smokescreen. Anytime you
cooperate with NATO and you build up the relationship with the U.S., that potentially
is diverted by the media into how great Russian-Serbian relations are doing. It’s a
Machiavellian strategy of putting Russia first in order to avoid criticism over Serbia’s
dealings with the West and potential attacks from more radical voices, what Serbia is pre-
pared to do in Kosovo as well, or is prepared to do with NATO. I think that’s at
play too.

But again, the question we should be asking ourselves is why governments in the
region have managed to quell the media and silence critical voices, why they have all
those subservient media outlets and there is precious little critical scrutiny in the public
sphere.

Mr. HAND. Andrew?

Mr. WILSON. Yes, I think we have to look at this, too, in a broader political context,
not just within the context of the governments in the region, but I think within a Euro-
pean context to truly understand this.

I don’t think there really was a lot of concern from the rest of Europe about the
nature of Russian investment or the scale of Russian investment in Southeastern Europe.
But I think with the rise of euroskepticism within Central Europe, the questioning of
globalist institutions that has occurred as a result of in the last two or three years, I
think—and sort of the resurgence or the surge of both Russia and China, for that matter,
filling a gap, whether it’s the Russian move towards sort of this disruptive foreign policy
or whatever, I think that’s focusing people now. And I think that focusing by European
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governments on these issues is starting to force the attention of local political leaders as
well.

I think it’s probably—you know, has the horse fled the barn and we’re trying to close
the door—I don’t think so. And I think there is certainly a rethink within Europe, because
of things like Brexit, about the nature of European investment, the nature of European
governance. And I think this fits into that broader debate in terms of rule-of-law issues
and who’s putting pressure where.

Mr. HAND. All right. So now you have had time to think of the questions you’d like
to ask. Let me first call on this gentleman here, and if anybody else wants to ask a ques-
tion, just feel free just to come up to the microphone.

QUESTIONER. Actually, I will make a short comment. I'm Igor Novakovic and I'm one
of the contributors in the project run by the CSCE and CIPE. And I would also like to
stress that there are other issues that local private enterprises are facing in Serbia, but
also throughout the Western Balkans.

What actually makes these countries so exposed to the foreign meddling influence?
I have a short list here and I will just read it: So there is an excessive state influence
in the economy. Weakened energy and transport infrastructure. Inefficient markets. Only
partially restructured public utility companies. Difficult access to finance; red tape; large,
informal economy.

Of course, in Serbia, but also in other countries, employment is rising, but still large
portions of the population remain unemployed and this especially affects younger popu-
lation. So all of the states have a huge brain drain in particular towards the EU. And
finally, state subsidies are usually directed towards the public inefficient and unprofitable
companies instead of towards other objectives, like the small-to-medium enterprises and
development and research.

Thank you.

Mr. HAND. Thank you. Does anybody want to follow up on what he said, since that
was just a comment?

Mr. WILSON. I will. I think the reports highlight this already, but I think I would
sort of just like to restress certain strategies that need to be put into place in this regard.
And I think the NED in itself has been doing some very interesting work on kleptocracy,
et cetera, about flows of capital once they leave the country. But our argument has been
you really need to focus on, what are the conditions that allow the loss of money from
state budgets and other things to occur? And focus on public procurement policy in the
region needs to be reinforced.

Corporate governance, I think it was said in one of the reports, is very important,
especially within the state-owned sector, to make sure that enterprises aren’t politicized
or bad decisions are made. Budget transparency—and, again, the importance of competi-
tion policy in this area, so these monopolies where they occur in energy or other things
can be combated. And if we are able to introduce greater competition into the region, into
the economies of the region, I think that’ll go a long way towards ameliorating the influ-
ence of any one single economic player or group of players to shape political decision-
making.

Mr. HAND. Thank you.

Paul?

16



QUESTIONER. Well, thank you all very much for this great panel. My name is Paul
Massaro. I'm the anticorruption advisor for the entire region, a functional portfolio at the
Helsinki Commission. And I had a question. It’s rather long, so please bear with me.

In a number of countries surrounding the Balkans, we are witnessing the develop-
ment of kleptocratic governance structures when corruption is used to ensure the loyalty
of cronies as well as to influence the politics of neighbors and rivals.

The Global Magnitsky Act, which contains provisions to sanction individuals engaged
in grand corruption, is a powerful tool for combating these sorts of regimes by enabling
the United States to name and shame kleptocrats enjoying impunity in their own coun-
tries. Any such sanctions should be based on strong evidence and target individuals who
are demonstrative of the problem so as to serve as a warning sign to others. To what
extent are there states in the Western Balkans that could be described as kleptocracies
or are on their way to becoming Kkleptocracies, which may contain individuals who would
be appropriate to target under the Global Magnitsky act for grand corruption?

Mr. HanD. OK, thank you, Paul.

So the question is that of kleptocracies, but then also of the U.S. Global Magnitsky
Act as a tool, in addition to supporting civil society efforts, reform in these countries to
actually sanction offending individuals. Who would like to respond to Paul’s question?

Mr. STEFANOV. I can take that.

Mr. HanD. OK, respond.

Mr. STEFANOV. Thank you very much for that question. Indeed, we have—we at CSD,
together with other partners in the region, have been following as civil society the corrup-
tion and anticorruption developments in the past 20 years. And let me underscore that
definitely the EU, including its current efforts during the Bulgarian and the Austrian
presidencies, have made a difference. So we’ve seen corruption victimization, so the level
of corruption and bribery in the region decreased. But it’s still at levels that are systemic.

And probably the single-largest contribution and reason why this is so is the impu-
nity that you have mentioned. Clearly, the judicial systems in the region have not been
able to tackle particularly high-level corruption and links between politics and business,
which is part of the reason why there’s been the possibility of such corrosive capital to
enter in the region and to actually exert its bad influence.

So we think that—and what I mentioned earlier—that the Magnitsky Act is a really
powerful and needed tool. And that I think that our reports and the reports that we've
produced both for the region, Central Europe, but also the individual reports are a very
good starting point as a background to not just target individual politicians or rotten
apples, as we say, but give a wider perspective as to the needed policies. And Andrew
just mentioned a number of them that we think need encouraging.

And I think that this year we’re going to see a lot of that coming, you know, with
the renewed European strategy for enlargement. And hopefully we’ll see more and more
focus on the issues of good governance.

QUESTIONER. Could I just follow up and ask for clarification? Would you see the tar-
geting of a basket of individuals emblematic of the impunity enjoyed by corrupt actors in
the region as a helpful move or as an unhelpful one?

Mr. STEFANOV. I see it as a helpful move as part of a larger basket of policies. And
definitely, I think we’ve seen this in the past, we've seen it act in the previous European
enlargements, we've seen it in the case in Ukraine. So, yes, the short answer is yes.
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Mr. HAND. Andrew?

Mr. WILSON. Yes, just a couple of thoughts. And I completely agree with what Ruslan
has said. I think one of the issues I've got is, how do you define a kleptocracy? And I
think a lot of people have been kind of struggling with this. How do you separate a
kleptocratic state from something that’s just very, very corrupt?

And I use a loose definition that, if by some means you're able to wave a magic wand
and corruption went away immediately, could the state still function within its economic
and political structures? I think you could make the argument, if you waved your magic
wand at Russia, the state would probably collapse. Corruption is the way of life and busi-
ness in Russia. I'm not so sure states in the Balkans are corrupted to that extent. Cer-
tainly, we have a lot of corruption, but I would fall short of calling them kleptocratic
states.

That being said, I think the power of the Global Magnitsky Act and the ability to
sanction individuals is a very important part of a broader anticorruption strategy. But I
think, while we may be able to single out individuals in a region to say, you know, you’re
a thief, you're doing your country bad, I think we also have to put pressure on groups
like the EU to step up and say, OK, you’re doing wrong, what can you do right? And I
think, frankly, the EU is awash in its own problems right now. But I think if you look
at what they’ve done with Article 7 in Poland and the issues with the judiciary in Poland
where they have finally put the foot down and said, OK, no more of this, I think to the
extent that we can—if we could encourage the European Union, which is one of the
largest investors in the region, to put its foot down and to say we’re not going to tolerate
this anymore—and by the way, the individuals on these lists are ones we’re going to
watch closely, too—would be very helpful.

But if we don’t have a strategy that addresses both the policy remedies and the
criminal approach, we’re only—naming and shaming will only get you so far.

Mr. STEFANOV. Well, let me just say that I completely agree with Andrew on the
kleptocracy thing. I don’t think any of these countries could be named as kleptocracies.
But there are certain sectors, there are certain sectors, there are certain trends that have
been visible and that could be labeled as kleptocratic trends or kleptocratic deals, you
know, and we’ve mentioned these in the reports. You know, looking at the energy sector
in particular, looking at large scale infrastructure projects.

And actually the EU—you’re right, Andrew—the European Commission actually, I
think, is trying to put its foot down, like mentioning in its last progress report on Mac-
edonia, for example, that there are certain trends, certain areas that look like a captured
state.

We've certainly had—and I think Dr. Bechev mentioned the captured media—that’s
a huge issue and needs to be tackled effectively.

Thank you.

Mr. HAND. Anybody else like to make a comment before we go to the next question?
No?

Ma’am?

QUESTIONER. Hi, Robin Brooks from the State Department. And I'd like to thank the
organizers of this conference and all of the speakers for very interesting reports.

I have a question that I'll start with, and then give some background and then ask
again. My question is to Ruslan.
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In the first Q&A, you mentioned that the U.S. role is still critically important. And
I want to ask you what the U.S. should do—and I say this as someone who, as you know,
has worked in the Balkans and will work in the Balkans again. What I think the U.S.
does do is say things like, hey, don’t do that Russian project, instead take this American
project, and say, hey, don’t violate sanctions or more sanctions, Global Magnitsky. But I
think what we haven’t done very effectively is request and demand an interest-based,
transparent approach. You know, why do you want a nuclear reactor? Why do you want
this project? Why are you having a tender for this infrastructure project at all? Explain
to us and your own people why you need it and where the money needs to go.

And I think there’s—you know, there’s two interests here at stake, right? There’s if—
and I think every single one of the speakers mentioned debt as one of the most important
ways that Russia maintains its influence in the Balkans. If you’re indebted to Russia, they
can’t kill you, right? Venelin Ganev said that in his book “Preying on the State.” They
can’t kill you if you owe them money because they have to wait for you to pay them back
and you never will. So there’s a very strong interest in choosing the Russian project so
they can’t kill you.

But what can the U.S. do to make the U.S. project make more sense? And I think
Ruslan and also the first questioner had some good points about sort of the background
that builds resilience—you know, a strong education sector and health care sector that
reduces brain drain and causes good people to stay in a country and actually hold their
government accountable and be journalists to hold their government accountable for
journalists’ safety and so on.

So what more could the U.S. do to actually make a difference beyond sort of contrib-
uting to think tanks and saying, hey, don’t get in bed with sanctions?

Mr. STEFANOV. Thanks, Robin, good to meet you again. Let me underscore that I
think both the U.S. and Europe have done a lot to improve transparency in the region.
And that cannot be denied. And we’ve had, with CIPE and Andrew, countless discussions
in the past three years about corporate governance, about the facts of capital that’s
coming from Europe or the U.S., about improving the local business environment so that
this capital actually delivers to the people and that also the democracy and institutions
that we have been building actually deliver to the people.

And I think the real question is that, as I mentioned, the silence among the leaders.
You know, there is—people have never been shy to discuss certain deals in which the U.S.
or European countries, European investors have been involved, including in cases of For-
eign Corrupt Practices Act and so on and so forth. But Russia appears as the elephant
in the room, you know, nobody wants to speak about it for some reason.

Now, when—and I think there are a lot of issues that have been discussed in terms
of potential policies. You know, one is, I already mentioned, I think, the focus on media
capture. That is definitely something that we need to do.

Andrew already outlined a very good list of policies we’ve had. I mean, one sees the
difference between, for example, Bulgaria and the Western Balkans in terms of the level
of transparency. And that has also affected the European Union integration that is much
higher in Bulgaria.

But at the same time, you look at certain, we call them switch projects, like, for
example, the interconnectors in the energy sector because energy is critical. You know,
like the IGB interconnector in Bulgaria or like the Bulgaria-Serbian interconnector. These
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are very straightforward, very clearly beneficial to the countries and to the people and
to the prices they’re going to pay. And yet, they don’t happen for some reason. So I think
these are the switches that the U.S. and the EU could help push a little bit forward.

And we could—we could talk, of course, in many more different such aspects, but I
think this gives an example. You know, we keep—I think there has been a lot done on
the overall environment on transparency, on the capacity-building of public administra-
tions and on keeping that pressure in a way. I mean, I think somehow with the EU acces-
sion we've been somewhat complacent, saying that once a country is in that’s it—
[inaudible]. But that’s not the case. Actually, I think people in Europe start realizing that
it’s a constant work that we need to deliver.

Mr. HanD. OK.

Dr. BECHEV. Yes, the U.S. has one advantage that it has more of a strategic
approach. It’s a nation state. What we have with the EU is very often speaking with dif-
ferent voices. All those governance issues, the pressure for human rights is sometimes
outsourced to the European parliament which ends up being a huge talking shop. And
there are very good people there and they say the right things, but when it comes to the
nitty-gritty, it’s the member states who decide and very often it’s the lowest common
denominator, it’s always the same, you know, it’s worse.

When the U.S. speaks, for all the dysfunctionalities you sometimes encounter, you
have more of a unified voice and pressure. So America carries some weight in the region
still—that’s important on this score.

And just to echo what Ruslan said about the energy sector—energy security has been
high on the radar of U.S. diplomacy, but it’s the State Department’s policy, there is very
little by way of private investment to follow up. So U.S. diplomats pursue some objectives,
but it’s very rare that you see private business prepared to invest there, which is probably
fair from their perspective because the profits are not short term. You have to make a
case for the economical nature of those ventures. But that’s where it’s lacking with the
U.S. approach, the money, which Europe does have, but it doesn’t have the vision.

Mr. HAND. Sir, go ahead.

QUESTIONER. Hello. I'm from the House Foreign Affairs Committee, and I have a
question for all of you.

You've talked a lot about the extent of Russian meddling in the West Balkan region.
You also mentioned earlier that China and Turkey were putting corrupt capital into these
countries. Could you talk more about specifically what these two countries are doing in
the region and what are some tangible effects of their influence?

Mr. HAND. Who would like to start on that one?

Andrew?

Mr. WILsoON. I think we need to make a distinction, first off, between types of corro-
sive capital, if you will. So if we look at Russian capital and the way it’s tied to foreign
policy objectives as opposed to maybe easy capital, you know, which might be something
from Turkey or others, which is just capital, in our minds, which tends to flow into high-
risk environments, the nature of the investment becomes much more short term and it’s
quicker to flow out. It’'s not the best kind of capital you can get, but that’s a premium
for being in a high-risk place.

If I was to look at, say, Chinese projects in the region, the Chinese were able to buy
the Port of Thessaloniki a while back and it’s part of their Belt and Road strategy. And
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I think if you look at the construction of the railway line, the proposed railway line
through Serbia into Hungary to link Thessaloniki with the European rail infrastructure
in a better way, that’s one area.

Should we look at how that deal was made in Serbia? The Hungarians, because
they’re under EU policy, have yet to commit to building their stretch of the track. But
I think we could look to say, what was the nature of the deal that’s getting the dual
tracking being built in Serbia as part of that.

You know, Chinese investment, Chinese aid, Chinese projects are a completely dif-
ferent area of focus, one we’re working on as well at CIPE, you know. But I think, you
know, the questions need to be asked. The same types of weakness in government that
allowed in the 2000s Russian investment in private enterprise or privatization in the
region are the same basic weaknesses that we’re seeing now that might allow govern-
ments to take dubious loans from the Chinese or allow dubious construction projects.

Frankly, you know, Chinese financing and Chinese foreign aid is kind of like the pay-
day loan version of lending. You know, you can take a lot of risk there, they’ll take a lot
of risk with you, but when it comes time to pay the debt you’re collateralized and they’ll
seize it. And that’s how doing deals with the Chinese is very different from doing deals
with, say, the World Bank or the IMF when it comes to these types of aid projects. And
I think there’s not enough scrutiny in regards to how these deals get made in the first
place.

Mr. HAND. Thank you.

Somebody else would like to speak on China, but also Turkey? And I would actually
add also the presence of Gulf states from the Middle East to the extent that they can be
compared and contrasted to what we’re talking about in terms of the Russian economic
footprint.

Dr. BECHEV. Maybe just a word on Turkey. There’s a spectrum of Turkish investment
over the past 25, 30 years, all the way from small-medium enterprises based on diaspora
networks. I mean, let’s not forget that Turkey is not exactly an external power. Just look
in a place like Sanjak in Serbia and Montenegro, how many of their relatives live in Tur-
key and there is human connectivity. So there is that. I mean, it’s money.

There is a vibrant business sector as well, so some of the investment is always—also
may be beneficial. But certainly, there is politically correct capital, especially in the
construction sector with the AKP government. All those people have made money because
of their proximity to Erdogan and his family, so we’re likely to see those.

But I think the dynamics are more in the mold of the Turkish state lobbying for its
investors to get market openings relevant to seeking to employ economic connections to
push governments in one direction or another. So I think there is something different
between Russia and Turkey. The Gulf is a different story as well, somebody might want
to comment.

Mr. HAND. Milica?

Ms. KOVACEVIC. It wasn’t part of this very research, but actually the patterns, the
problems, the governance gaps can also apply to some other investors as we see in civil
society. And I would agree with Dimitar what he said on Turkey, but I would say that
civil society, at least in Montenegro—but also I'm talking to the rest of the region—is rec-
ognizing the problems that we recognized 10 years ago with huge Russian investments,
now with the Chinese investments, especially because they are using the same ways—
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like, for example, bilateral agreements to avoid public tenders, to avoid Freedom of
Information Act. So we are ending up like it was back in 2005 and 2006 with Russian
investments without knowing what’s behind these deals. So we don’t know now and I can’t
say anything about that.

But I'm hoping that we will continue working exactly on this, and not because of
Russia only, but because of all the potential risks and, you know, we are endangering our
economy by not knowing about these important problems.

Mr. STEFANOV. Just very, very briefly. As Milica said, this was not a focus of our
research. I'd say the worrisome thing is the integration between politics and business. And
if—and this is clearly—I mean, Russia, in this respect, has presented the most assertive
threat in the past years. But if there’s one country that combines the same level of control
over business and coordination of political strategy, that’s probably China and we’ve seen
this. I mean, talking to stakeholders in the region, we've seen this worry of similar
impacts.

But the real issue is that we don’t know—really know—what are its business
opportunities they are after, or rather, the suspicion is we don’t really know what their
political goals might be. So, again, this is my take on this.

Mr. HAND. Thank you.

Sir?

QUESTIONER. Hi. I'm Marko Durovic, I work for a congressional office here, but I lived
in Belgrade all my life.

I don’t know where to start. And I'm sure you feel that way, too, sometimes. But I
guess the first part would be about the media. And I feel like the media at this point
is essentially state owned, except for maybe N1. So how do you put pressure on the
government to move away from that? Because without an impartial media there’s no way
to change public opinion and public opinion is not in favor of what people in this room
think should be the solutions.

And then secondly, how do you put pressure, in general, on a government that that
is playing this balancing act between the West and the East and that could, if you put
too much pressure on them, they might go further towards Russia than you would like
and that could lead to some even worse problems? And I don’t know—I have so many
questions that I could ask.

Mr. HAND. Well, why don’t we get answers to those and then maybe we can go to
a round two.

Mr. STIPLIJA. So basically, the media situation has become very complicated from
2012 in Serbia, but, you know, throughout Western Balkans, especially, in the first place,
in Macedonia was the worst example. Media are not owned by the government, but just
influenced by the government, so it’s very, very, very big topic. Like, if we speak about
how government influences media through advertising to controlling some other aspects
or their work, et cetera, et cetera, even controlling owners of media.

In Serbia, this is several, of course, free media. And maybe for some part of civil
society it’s the only way to influence. But still, influencing through just media cannot
affect the broader population. That’s true.

QUESTIONER. Exactly. Sorry. But I think that a lot of the population literally looks
at television, like N1, and thinks, oh, American propaganda. And I've heard this because
I'm——
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Mr. STEFANOV. Yes, yes.

QUESTIONER. So how do you practically change that? Because there’s a lot of solutions
that in theory are great, but there’s just too many powerful actors with no real incentive
to change the status quo.

Mr. STIPLIJA. You know, like, we try to work with the, in the first place, European
institutions, through the—because in this stage of enlargement we have something which
is called Chapter 23 and Chapter 24, which are chapters dealing with basic rights and
also the rule of law and, at the end, media freedom. So by—and these are crucial chapters
for Serbia and Montenegro in this phase of European enlargement. So pushing the govern-
ment through this is one of the things we do.

Mr. HAND. Ruslan?

Mr. STEFANOV. There are no silver bullets. And I understand how you feel. And we’ve
been facing this situation time and again, but we’re very positive about the future, you
know. And there is one kind of unique disinfectant and that’s sunshine. You know,
knowing the ownership structures and not allowing concentration is the good old principle
of not having a monopoly on media distribution or media ownership and, of course,
knowing who owns the media. Because in many cases in the region and actually through-
out Central and Eastern Europe, you don’t exactly know who owns—who’s the official
owner of the media and how they respond to the different ethical standards that are in
these countries.

So I think it won’t happen overnight. But at the end of the day, a combination
between, as Nemanja said, the European integration process, local civil society, including
through an approach like this, you know, where you create this discussion space, you
create the opportunity for other people to contribute, and I think this is the way forward.

Thank you.

QUESTIONER. Yeah. Thank you, Bob. My name is Reuf Bajrovic, and I'm the former
minister of energy in Bosnia and Herzegovina. I really didn’t want to say anything, but
I have to just make two short comments and ask a question for your excellent panelists.

First is a response to the question by the gentleman here about the Chinese. The Chi-
nese are extremely interested in the energy sector. They have lined up two very big
investments in Bosnia in two thermal plants. They love coal, as we all know, unfortu-
nately, and there’s a very good possibility that they’ll do the same in Montenegro, in
Pljevlja actually.

They’re doing a number of other things. Their influence, unlike the Russian influence,
is far more under the radar and, in many ways, I'd say a more strategic one. They have
a much—in my view, their window of sort of how they view their investment is much,
much more—much longer.

Regarding the corruption, I was very surprised by Mr. Stefanov’s response, because
as somebody who actually resigned because of the endemic corruption, it is my impression
that, I mean, we’re dealing with probably the most corrupt countries in Europe. I mean,
I could be wrong. I've never actually worked in Russia in any capacity, but corruption is
absolutely everywhere. And since the U.S. has essentially sort of let the Europeans take
over the region, as we used to call it, “lead it from behind,” you know, in the last several
years, at least seven, eight years, corruption is not really something that people want to
deal with.
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The judiciary is completely penetrated by the ruling parties. And there’s absolutely—
and my view is that the Magnitsky Act can do more good to the Balkans than probably
any other part of the world that I know of. Because unlike other big countries where, you
know, if you really, as the gentleman there said, if you push too hard, they might go in
the very wrong direction, I think in the Balkans it would actually make a difference if
some of these people were actually named and shamed.

And the EU, in my view—I hope that I'm wrong—the EU is not going to do it. I
mean, the EU simply, for example, refused to impose sanctions on Mr. Dodik after the
U.S. did last year, because the EU just doesn’t want to, as your panelists have said,
doesn’t want to deal with the region, period.

My question is for the panelists. And it is, do you—is the—I've read the report and
I think the reports are excellent. I've read every single one of the papers that you've been
publishing them consecutively. Do you actually—what you don’t say there and what I
would like you to share with the audience here—do you think that the Russians are get-
ting a good return on their investment in the Balkans, because nobody really wants to
talk about that, you know, people say they don’t make profits, they don’t make money.
But overall, do you think that the money they’re spending is, from their point of view,
a well-spent dollar?

Thank you.
Mr. HAND. Thank you, Reuf.

And before we turn to his question, I'd just like to reinforce the point that he had
made in terms of initiatives the United States can take in terms of sanctioning individ-
uals, but that we certainly need the support of Europe which is currently very much
unwilling to do the same type of thing. If there was a united front in that regard, I think
it could make an enormous difference in the region. So I just wanted to reiterate that.

But return on investment for Moscow, who would like to start with that one?
Ruslan? I always go to you first. You're always ready. [Laughter.]

Mr. STEFANOV. No, I can actually respond because it was a direct comment on what
I said. We actually have in the regional report, that you can download at CSG.bg, we have
this perspective. And indeed, Bosnia and Herzegovina is the one country from the four
that has stayed above the regional average in terms of corruption and victimization, so
probably your feeling is right.

But at the same time, we’ve seen a decline in the past 20 years and that we have
registered through a victimization strategy. And I also have brought here a couple of
copies of “Shadow Power,” a regional report that I can distribute.

But let me say that the level of corruption indeed that we’re seeing and I mention
is really systemic and it requires further concerted action, including, as you mentioned,
through the Magnitsky Act at the highest level.

Now, we’ve also wondered about a return on investment, but then you have to
acknowledge as to how does an investor define that return on investment, whether it’s
just the monetary value or whether it’s something more. And I should say that if you look
at the—in the number of cases that we’ve looked into, profit is not usually shown on the
balance sheet. So if you look at just the numbers, probably the answer would be no. But
the question is, are we certain? And rather, we’ll say we’re certain that this is not, in
many of the cases, this is not the ultimate or the only criteria that the investors them-
selves are looking into.
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So I should say that that’s exactly the point that we’re making, you know, that return
on investment and how the investor feels, it depends on their goals in the first place. And
we're not sure actually, sure that in many of these cases it has not been entirely commer-
cial.

Thank you.
Mr. HAND. Dimitar?

Dr. BECHEV. Yes, I guess the answer varies from place to place. In some cases, there’s
been a lot of betrayed expectations. When Oleg Deripaska bought into KAP, he was
counting on continued support and subsides from the Montenegrin Government, so his
accounts didn’t prove right. And, I mean, ultimately, he was burned. And that’s his
perspective, I'm sure.

In other cases, if you think about the NIS sale, they have very different accounts.
The Serbian viewpoint is that they sold their family silver to the Russians and didn’t get
much back. The Russians will say that we bought an underperforming company with a
lot of liabilities and hidden problems that we needed to sort out, and we did the Serbians
a favor, but there is no way to bail out now. And what we wanted to get at the end of
the deal, South Stream, didn’t happen. So it doesn’t—or it’s not very clear what the bal-
ance is.

But you have, certainly, cases where Russian businesses with political cover, or
krisha in Russian, did very well. I guess Macedonia might be a case. Mr. Samsonenko
has a thriving gambling empire being in cahoots with the previous government, and I'm
sure has connections with the business establishment.

So I think the answer varies from place to place and from business to business and
there is a whole new level when it comes to geopolitics. My gut feeling is that—yeah, I
mean, and the other thing is some of the people involved in those deals, packages, geo-
political, have their personal interests at stake. Gennady Timchenko, Stroytransgaz,
involved and on the sanctions lists, I should add, involved in South Stream, he has done
very well. Even if the project was canceled, the amount of services he delivered to South
Stream and construction, but also pipes have generated profit. So at the different levels,
the geopolitical level, the business level, but also the state capital level, the answer varies
from what is the dimension you are looking at.

Mr. HAND. Anybody else?

We have time for one more question if there’s anybody out in the audience who would
like to come to the microphone. OK. Or we could do two if they’re quick.

QUESTIONER. Hello, everyone, Boris, Macedonian Information Agency.

I just wanted to ask about or focus on the Macedonian report, on the report from
Macedonia. You guys have put scrutiny on the energy sector, basically, but we—I don’t
see any other parts of the economy, like investments of the Russian capital in, for
example, in food sector or agricultural sector, because I have information that the Rus-
sians are investing in these sectors as well, as well as in real estate. So have you seen—
have you—do you know any information about that? I mean, I have information that Rus-
sian security services, individuals from Russian security services, they used their capital,
they are getting capital to invest in these parts of the economy. So maybe you have put
this perspective more on the energy, and why is it like that?

Mr. HAND. OK, thank you. Why don’t we go to this side and ask both questions
together?
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QUESTIONER. Thank you, Bob. I'd like to salute Bob Hand today for his longtime
involvement.

Mr. HAND. If you could identify yourself, please.
QUESTIONER. Yes, sorry. Joe Foley ?
Mr. HAND. Before you salute me. [Laughter.]

QUESTIONER. Giving out the accolades early. But I'm Joe Foley with the National
Federation of Croatian Americans here in Washington. And I wanted to thank Bob again
for his longtime expertise in the Balkans and for his excellent assembly of this expert
panel on the basis of the commission.

The Croats in Bosnia are the smallest of the three constituent peoples as designated
by the Dayton Peace Accord, as we all know. The NFCA has viewed Bosnia as a frozen
state for some time and that the current and future treatment of the Croats in Bosnia
is and will be an indicator of the success of this new nation state. In other words, the
treatment of Bosnian Croats equally along political, economic and religious lines, this
matter remains an Achilles heel in Bosnia and, in effect, the Croats and their equal treat-
ment may be the glue that will hold the Bosnian nation state together.

Does the panel agree or have additional thoughts on this? And will Russia continue
to pick at this seeming political scab via the statelet of Republika Srpska and/or in the
parallel statelet of the Federation? Or should we be more worried about Turkey in Bosnia?

Thank you.

Mr. HanD. OK, thank you.

And there’s one last question that we’ll add to this group and then I'll ask each of
the panelists if they want to answer the questions, but then make a quick concluding
remark, then we’ll wrap up.

QUESTIONER. Yes, well, that will be my question actually. Good morning, everyone.
I'm Jovana Djurovic, a journalist from Serbian service of Voice of America.

So my question is basically, what is the conclusion—what could U.S. and EU do
towards decreasing this malign Russian influence? Because we have heard a lot of times
on hearings like this that there should be a stronger engagement. But, you know,
regarding this economic influence, which is very concrete, we are talking about money
here, what could be done instead of, of course, what has been done already in terms of
fortifying civil society and, you know, justice?

Thank you.

Mr. HAND. OK, we’ve had three questions: just to summarize, not do them justice,
but to summarize the questions—sectors other than energy, the issues in Bosnia, and
then, again, the U.S. and what it can do.

Why don’t we start, go in reverse order from the way that we started and you can
make any concluding comment that you want as well. And we’ll start with Dimitar.

Would you like to make any comments on any of these things?

Dr. BECHEV. Well, just to say a few words about Bosnia that we sometimes assume
that the Russians are bound by their alliance with local Serbs, Serb nationalists. But in
reality, Russian foreign policy has been very versatile. There are no commitments, no
permanent allies. They can do business with pretty much everyone, so you could see with
the change of tone by Croatia’s president, Ms. Grabar. Mrs. Grabar-Kitarovic, so she is
one of the people who argued that Russia was waging hybrid warfare in Bosnia. But since,
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she has softened her rhetoric, she went to Sochi, had a face-to-face with Mr. Putin. I think
Agrokor made a difference.

And in order to disrupt U.S. policies, I think the Russians are prepared to align with
extreme factions of Bosnian Croats as well, without going as far as upending Dayton. So,
yes, the Croatian issue is crucial, but my sense is that Russia can exploit this line of con-
frontation as well, if it suits its interests. And we have to be mindful of that.

Mr. HaND. Milica?

Ms. KOVACEVIC. Oh, I think that Jerusalem can provide Macedonia and Bosnia
answers for this question whether the EU and the U.S. can—I mean, we have been fre-
quently asked this question, and—obviously it’s not a simple answer, and it requires a
strategy for this region. And I am actually happy to hear that there are some develop-
ments.

So I will just try to be as simple—though I will say that the U.S. should continue
what it is doing right now because, for many years before I was screaming and yelling
at my friends from Western Europe and primarily from the U.S. that once they lost
interest to the region, once they got out, the gap was left, and the vacuum couldn’t stay
because we are not in the space because there is always someone to fill in that gap. And,
unfortunately, we were—for all the mentioned reasons that include both good govern-
ance—well, actually deficiencies of the governance and poor economy, we were not always
able to really be choosy.

But this new engagement and diplomatic presence and efforts in the Western Bal-
kans, I would—civil society in the Western Balkans really looks at that hoping that it can
help because we already see that it is giving some motion to the processes that were quite
stagnating due to the different reasons in Europe.

Mr. HAND. Ruslan?
Mr. STEFANOV. Thank you.

On Macedonia, this was a country that was most difficult to get data from, so—and
many of the investments there come from offshore jurisdictions, so there wasn’t a way to
actual verify whether they were actually with Russian origin or not.

So that would be my answer on Macedonia, and we’ll continue this as a pilot—I
mean, we’ll continue to research that, and as information becomes publicly available,
would be able to of course deepen and expand that analysis.

On Bosnia, I'd like to underscore that the real issue that we’re looking at is our
governance gaps. I do not think that Russia or anybody else that wants to exert malign
influence would look at the really historical or cultural links. I would rather—we would
rather think—and this is what the research shows—that they are actually using any
governance gap that they can, and in that respect, they could actually—as Dimitar men-
tioned, could go into any different kind of—through any different channels—channel of
influence.

Now—and final remarks—I think with—we have a more detailed section on rec-
ommendations in each of the reports and also the regional one. I would like to underscore,
again, that we think that the U.S. remains the indispensable nation for the development
of the region. We think there’s been a very good development in the past year, and Con-
gress has been leading that on the side of the U.S. We think that the EU is also
increasing its focus on the region, including on good governance. We've seen that in the
past.

27



We would like to see a little bit better kind of joint voices on the side of the EU from
the different from different EU institutions like the Commission, the Council, the delega-
tions on the ground, the different political party families—would like to see a coherent
message. I think that the real issue with the EU approach has not been the approach
itself or the amount of time or focus that they spend, but the coherence of the message,
and we hope that this will continue to improve in the future.

So, with that, I would like to conclude.

Mr. WILSON. I'll comment on the question on land ownership in particular. I'm
personally not as troubled about land ownership as I am about other assets. You know,
land is not going anywhere. You might own a piece of land, but it’s not like you are going
to take it away to Russia if you don’t get your way. It’s stuck in the country. It’s a fixed
asset; therefore, your ability to influence of land ownership I think is a little more restric-
tive.

And I think we also have to look at why are people in the secret services, for
instance, buying land versus the other nature of Russian investment in, say, energy
sector. I would posit that if you are buying land somewhere—if I'm a criminal buying land
somewhere and I reside in Russia, I'm essentially trying to move my money to someplace
where it’s more secure. My intention there is to get it out of the country. It’s not to try
and influence a decision made elsewhere, whereas buying a stake in a gas company is
something that you can directly use for political ends in the longer term. So I think you
need to distinguish between the types of ownership.

In terms of final thoughts of—you know, I think why we haven’t been talking about
this more and investigating this more is that I think this idea of corrosive capital is not
one that people have paid a lot of attention to until recently. And I think we all are just
starting to understand, as we start looking at these connections between governance fail-
ures and governance weakness and the nature of investment, that we’re starting to put
these pieces together.

So if we're going to move forward and have an idea about, OK, what do we do about
this, I think I'd go back to what Ruslan was saying earlier about sunshine. I think the
better we understand things, the more information we can get to the public that helps
people draw the line between investment decisions being made or accepted and the poten-
tial outcomes—whether it was the decisions on South Stream or something else.

So we need to understand the nature of ownership. We need to point out the nature
of the consequences of this type of ownership—you know, this investment was made and
it was used to influence a decision here or there—and then to say what are the policy
remedies that need to come from this. That doesn’t necessarily mean that the United
States or the EU needs to shift its policies or reinforce policies. I think that what that
really means is we need to encourage groups like these at the table to undertake this kind
of research. We need to enable them, civil society, independent media, and others—and
I think it has been said here at the table—to start looking at this as an issue. And that’s
certainly what we, at CIPE, are trying to do. It’s not to really, you know, in single cases
try to point these things out, but to say, hey, look, there’s a connection here that needs
to be made. There is a cause and effect here that’s out there, and we need to better under-
stand that, especially because of the changing nature of globalization and how the
economy is working in the world, and the nature of how norms, moving forward in the
economy, are going to change.
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Corrosive capital is here. It’s not going to go away. So the issue is how do we provide
governments and people in emerging markets with the tools they need to understand the
potential impact that’s going to have on them, and I think we have a lot more work to
do in trying to understand the basic nature of the problem, in the first place, and then
to understand what the policy remedies are moving forward.

Mr. HAND. OK. One additional person has come up to the microphone. I never like
to say no, so I'll allow the question. But after Ajla’s question, the microphones are closed
and I'll conclude the briefing.

Ajla?

QUESTIONER. Thank you, Bob. I'm sorry, everyone. This will be very quick.

My name is Ajla Delkic, and I'm with the Advisory Council for Bosnia and
Herzegovina. We advocate for a united multiethnic and democratic Bosnia.

My question is for Dr. Bechev. Why is the Croat question crucial when it comes to
Bosnia? Would you not say that—well, first of all, Croats have equal rights under the law
given that they are one of three constituent peoples, according to the Dayton Peace
Accords. And it’s actually Bosnians themselves that would be the more crucial question
because if you identify just as a Bosnian, you can’t run for presidency, as we all know.
And another question is, my colleague, Mr. Foley, talked about Russian and Turkish influ-
ence in the region, in Bosnia in particular. But what about Croatia’s influence?

Those are my two quick questions.
Thank you.
Mr. HAND. Quick response?

Dr. BECHEV. I need a disclaimer of amended—the kind of dynamic between Croats
and other groups. It’s important, which doesn’t mean to say that other questions are not
equally pressing in Bosnia. Unfortunately, we have a whole list of concerns and the so-
called Croatian question might be one of them, along with many.

On Croatia, I will just say it—absolutely its role is important because at times the
governments since I grew up have played constructively, Bosnia has benefited. And sadly,
when they played a disruptive game, consequences haven’t been good for Bosnia, but
arguably also for Croatia.

I'm not as concerned about the role Turkey plays in Bosnia because, I mean, there
is this claim that Turkey is reconquering the region, having new Ottoman ambitions, and
what I see in the Turkish case—and that is the last thing I will say—is that they have
actually downscaled their objectives because their foreign policy is elsewhere, their con-
cerns are elsewhere.

Back in the day, Ahmet Davutoglu wanted to be the power broker in Bosnia. He
didn’t go very far. Nowadays, it’s Izetbegovic and Vucic going to Istanbul to talk to
Erdogan to resolve their issues, but I guess the message from Erdogan is, you guys sort
out the issue of the highway yourselves. Turkey will probably support you, but we’re not
there to knock heads.

And think about it. Now Serbia thinks that Turkey is an ally on the issue of where
the highway should go through. It’s a reversal. Belgrade thinks that Ankara is on its side,
not on the side of Sarajevo, which tells us that things are not fixed in the region, and
there are new phenomenons, new processes at play.

Mr. HanND. OK. Thank you.
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At this point let me just wrap up the briefing with a comment or two. A lot of specific
recommendations or suggestions have been made here. The thing I take away—and I hear
this other places where the Balkans are discussed in Washington—is that, on this issue
as in so many others, the United States does need to play a leadership role, and by leader-
ship role, it’s not lead by behind, as Reuf Bajrovic said, but also to take some initiative
and to promote some of the things that have actually made this country as good as it is:
individual enterprise, openness, transparency, accountability. We have our faults, but we
try very hard, and we also try to correct the faults that we have as we promote some
of those things and be more active and engaged in the region.

And it’s not just in the economic realm; I think it is across the board. Looking at
some of the larger political issues, having followed the Balkans for 30 years now at the
Helsinki Commission, the United States has always championed those that are vulner-
able, whether it’s the populations as a whole, this or that ethnic group, or this or that
country in the region, to make sure that everybody shares in a brighter future. I think
that would apply in Bosnia and elsewhere, trying to preserve the equalities of the people
at the same time promoting what is an American ideal of stressing individual human
rights over collective ethnic privileges generally.

I know some people in the audience will probably say, here goes Bob again, but it’s
something that I think we will continue to need to advocate, to push for alternative ways
of thinking than the way so many of the people in the Balkans have been thinking over
these years, and to realize that there’s alternatives to those ways. So I take that away
from this briefing, and I think the Helsinki Commission will continue to maintain its
focus on the Balkans and pushing these issues throughout the rest of 2018.

Let me just conclude by again thanking the Center for International Private Enter-
prise, CIPE, for bringing our panelists here. I'd like to do a specific thank you to Martina
Hrvolova for helping with this. Martina and I, I think, first spoke about this subject a
year or so ago, and I said I'd love to have a briefing on it, and CIPE has delivered very,
very well in helping me do that.

I'd like to also thank Lauren Meyer and our interns at the Helsinki Commission who
came over here and got everything done. After 30 years, ’'m more nervous about orga-
nizing one of these things than our interns, who just started this semester. They just get
it all done very well—thank you—and let me thank as well Stacy Hope and Jordan
Warlick and my other colleagues at the Helsinki Commission who helped make this
happen, get the word out and make sure the room is set up the way we want, correct
it when it’s not, microphones working, and recording it.

I should mention this has been live streamed, and it will be available on the commis-
sion Facebook page and website, as well all the written submissions. I'll include the state-
ments that were made today as well as the reports, and there will be an unofficial tran-
script originally, but then it will be printed in a final form.

And I hope to see you all again at a future commission event, and enjoy the State
of the Union address tonight—[laughter]—and have a good day. [Applause.]

[Whereupon, at 12:03 p.m., the briefing ended.]
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APPENDIX

PREPARED STATEMENT OF ANDREW WILSON, MANAGING DIRECTOR, CENTER FOR
INTERNATIONAL PRIVATE ENTERPRISE

Chairman Wicker and Co-Chairman Smith, Distinguished Members of the Com-
mittee, Senate and the House of Representatives,

Good morning. My name is Andrew Wilson, and I serve as the Managing Director
of CIPE, the Center for International Private Enterprise.

I wish to begin by thanking Bob Hand of the Helsinki Commission for his leadership
on this important initiative, and welcoming the participants and attendees of this timely
briefing.

Over the past decade, there has been an increase in the flow of funds from a number
of non-democratic countries into emerging democracies. While in many cases, this might
represent wholly legitimate investment, in other cases, there are signs that governments
have specifically sought to direct this capital, to achieve purposes other than purely eco-
nomic.

At CIPE, we define this issue as “corrosive capital’—equity, debt, and aid that both
takes advantage of, and exacerbates weak governance in emerging democracies, to the
detriment of their democratic and market development, as well as to influence their geo-
political orientation. Corrosive capital can distort policymakers’ incentives and decision-
making, privileging the political influence of foreign governments over local citizens’
voices.

CIPE welcomes the partnership with the Helsinki Commission, and the opportunity
to present today these knowledgeable panelists, who will be speaking on how to respond
to this challenge in the Balkans in particular.

As we know, in the Balkans, despite the passage of nearly two decades since the end
of armed conflict, democratic transitions remain woefully incomplete. Against that back-
drop, in recent years, external actors have reasserted their role, diverting the Balkans
from a trajectory of Euro-Atlantic integration. As the panelists will explain, corrosive cap-
ital has emerged as a key element of that approach, posing a major challenge for govern-
ments, business communities, and civil society across the region.

In response, in 2017, CIPE embarked on a unique project, pioneering a new, com-
prehensive methodology to analyze:

o first, how what we call “governance gaps”—such as loopholes in anticorruption poli-
cies, non-transparent procurement practices, and a lack of strong competition poli-
cies—create in the Balkans opportunities for the inflow of corrosive capital; and

e second, how that capital widens those governance gaps and potentially undermines
the consolidation of democracy in the region.
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A network CIPE partners, represented by the panelists today—from Bulgaria, Monte-
negro, Serbia, Macedonia, and Bosnia and Herzegovina—have identified specific govern-
ance gaps, and in particular, have examined the extent and impact of Russia’s economic
footprint in the region.

We recognize that in recent years, the countries of the Balkans have made important
progress, but as the panelists will discuss, judicial and executive institutions are still not
sufficiently independent, efficient, or accountable; implementation and enforcement of
legislation is often weak and inconsistent; and further efforts are needed to tackle corrup-
tion, and to make public budgeting, procurement and privatization more transparent.

We are honored that the Helsinki Commission has invited CIPE’s partners here to
inform a U.S. audience about these issues, just as they are raising public awareness in
their own countries. In addition, working with local business and civil society leaders,
they are seeking to create greater transparency about foreign investment in the Balkans,
and to advocate with policymakers to close identified governance gaps. By so doing, they
aim to ensure that local business can compete on an equal footing, and that all investors
enjoy a level playing field.

This, in turn, will make markets and democracies in the Balkans more resilient to
potential untoward external influence, and help ensure inclusive economic growth. This
effort can contribute to democratizing economic opportunity in the Balkans, and coun-
tering the worrying spread of a perception in the region that democracy and markets have
failed average citizens. We note that the European Commission plans to adopt a new
strategy to boost democratic transition and economic reforms in the region.

By tackling the challenge of corrosive capital in the Balkans, CIPE is also developing
tools and approaches that can benefit other emerging democracies worldwide, including
across Asia, Latin America, and Africa. We look forward to future opportunities to share
the results of that work with you as well.

Finally, I would like to close by thanking the National Endowment for Democracy for
its support of the CIPE program that engages with today’s panelists. Of course, such
projects are, in turn, made possible thanks to the critical commitment of the U.S. Con-
gress to funding the NED. Thank you.
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PREPARED STATEMENT OF RUSLAN STEFANOV, DIRECTOR, ECONOMIC PROGRAM, CENTER
FOR THE STUDY OF DEMOCRACY

ASSESSING RussiA’s ECONOMIC FOOTPRINT IN THE WESTERN BALKANS: UNDERSTANDING
THE NEXUS BETWEEN CORROSIVE CAPITAL AND GOVERNANCE DEFICITS

January 30, 2018

Chairman Wicker and Co-Chairman Smith, Distinguished Members of the Com-
mittee, Senate and the House of Representatives, Your Excellencies, Dear Guests,

I wish to begin by thanking the Center for International Private Enterprise, and its
Managing Director Andrew Wilson, for the partnership; the National Endowment for
Democracy for its support, and the Helsinki Commission for taking the time and initiative
to examine the issues that are key to the security and prosperity of the Balkan region:

The Western Balkans have become one of the regions, in which Russia, among others,
has increasingly sought to (re)assert its presence in the past decade. Thus far, the region
has remained on its chosen course of Euroatlantic integration towards market economy
and democratic transition. But the countries from the region need to not just recognise
their vulnerability but also know their level of that vulnerability, and work to close
existing governance gaps, which allow the penetration of corrosive capital and democratic
backsliding.

To improve the understanding of the interplay of existing governance gaps and corro-
sive capital from non-democratic countries, we, at the Center for the Study of Democracy
(CSD), a Sofia-based European think tank, together with the Center for International Pri-
vate Enterprise (CIPE), and experts from the Western Balkans developed an assessment
of Russia’s economic footprint in Serbia, Montenegro, Macedonia, and Bosnia and
Herzegovina. The assessments build upon CSD’s previous work—the Kremlin Playbook,
which analysed Russia’s influence in Central and Eastern Europe.

The Russian economic footprint in the four assesed countries has noticeably expanded
in absolute numbers over the past decade. Russia has grown from a peripheral economic
power to a significant player in the region. In terms of share of the economy, the Russian
presence has remained more or less stagnant amid the continuing moderate growth of the
four economies. In some countries, Russia’s economic footprint in the Western Balkans
has shrunk in the wake of economic recession and international sanctions following its
annexation of Crimea. Yet, in others, it has deepened and has even amplified rising polit-
ical and soft power, including over media.

The Russian corporate footprint or the share of Russian companies’ revenues of the
four economies’ total turnover hovers between 6.5 and 10 percent. Russia’s economic pres-
ence is highly concentrated in strategic sectors such as energy, banking, mining and real
estate.

Although it has been most significant and most diversified in Serbia, until
Deripaska’s 2013 withdrawal from the KAP aluminum plant in Montenegro, close to one-
third of that country’s economy was under the direct and indirect control of Russian firms.
Even today, Russian FDI stock in Montenegro is close to 30 percent of the country’s GDP.

The Russian footprint is least pronounced in Macedonia, where Russian FDI tops out
at only 1 percent of GDP. In Bosnia and Herzegovina and Serbia, the footprint is about
equal: Russia exerts direct and indirect control over about 10 percent of the economy of
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Serbia, primarily in energy and banking. In Bosnia and Herzegovina, Russian FDI is con-
centrated in Republika Srpska, where in 2014—according to the latest available data—
Russia-owned companies controlled 39 percent of the total corporate turnover in the hands
of foreign companies.

The indirect footprint of Russian companies generally goes through several channels,
including 1) the dependence of local companies on imports of Russian raw materials such
as natural gas; 2) debts accumulated for gas supply; and 3) the dependence of domestic
companies on exports to Russia or loans provided by Russia-controlled banks, for example
the subsidiaries of Agrokor.

An overreliance on Russian energy imports, coupled with an expansion of Russian
capital, has made the governments of the Western Balkans particularly susceptible to
pressures on strategic decisions related to not only energy market diversification and
liberalization, but also Russian sanctions and NATO and/or EU integration.

Russian state-owned and private energy companies dominate the region’s oil and gas
sectors. These firms have gained influence through a series of non-transparent privatiza-
tion deals for lucrative assets, such as the Serbian companies NIS and Beopetrol, the Brod
refinery in Bosnia and Herzegovina, and Skopje heating company in Macedonia. These
countries remain almost entirely dependent on supplies of Russian gas, allowing Gazprom
to charge some of the highest prices for gas in Europe.

Russian companies have also taken advantage of the closed nature of regional oil and
gas markets to solidify their dominant position, successfully exploiting governance deficits,
such as delays in market liberalization, a reliance on intermediaries for wholesale sup-
plies of gas, and an unwillingness to advance diversification projects. Furthermore, Russia
has locked regional governments into costly energy projects, such as the South Stream
pipeline, overwhelming poorly resourced regional governments’ administrations, and
exposing the Western Balkan nations to fiscal risks.

Non-transparent privatization, in which asset valuations did not stem from objective
economic assessments, have enabled Russian businesses to expand their economic pres-
ence in a number of key industries to the detriment of the host countries. Too often, these
companies have received preferential treatment, including tax regimes and energy sub-
sidies, but rarely complied with the terms of their privatization agreements, leading to
losses for taxpayers and state budgets alike.

To exploit these governance gaps, Russia has captured local power brokers by offering
government-sponsored business opportunities at premium returns. These intermediaries
in turn have benefitted from further business opportunities or Russian support for their
political objectives. Ultimately, the concentration of power in small influential economic-
political networks creates vulnerabilities that Russia can exploit to affect public and pri-
vate decision-making.

Finally, to amplify the effect of its economic footprint, Russia has deployed an array
of traditional soft power instruments, including through media, support for pro-Russian
non-profits and political parties, as well as high-level political visits and statements.
These tools have been used to leverage both current governments and opposition groups,
depending on which means suit Russia’s ends.

Recommendations

Based on the findings of our study, we have made a number of targetted policy rec-
ommendations:

34



There is a strong need for diversifying foreign direct investment away from an
overreliance on corrosive capital from non-democratic countries that is concentrated
in one or two industries.

The corporate governance of state-owned energy companies should be depoliticized
and improved because otherwise they can be decapitalized through long-term deals
granting preferential treatment to clients that enjoy special status from the govern-
ment.

All infrastructure projects should be in compliance with the highest standards for
transparency and competitive tendering, and subject to independent cost-benefit
analysis.

Independent institutions for privatization and follow-up monitoring should be
strengthen through the appointment, by parliament, of staff free from any influ-
ence.

Similarly, countries should enhance the investigative capacities of their financial
intelligence institutions, tax administration, and anti-money laundering institu-
tions to identify the ultimate beneficial ownership of foreign investors in order to
prevent tax evasion and money laundering.

The EU, its member states and the U.S. should substantially enhance their assist-
ance mechanisms, particularly to counter corruption, to help the most vulnerable
countries in the region build greater resilience to corrosive capital inflows.

The US and EU should work together on joint coalition-building mechanisms in the
Western Balkans to support the capacity-building of civil society and independent
media to monitor and expose corruption, state capture and external risks.

The private sector in the region, through its support organizations, should engage
in a constructive dialogue with the national government on shaping a corruption
free business environment and open, competitive markets in line with international
standards, such as the ones developed by the Organisation of Economic Coopera-
tion and Development and/or the EU.
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PREPARED STATEMENT OF MILICA KOVACEVIC, PRESIDENT, MONTENEGRIN CENTER FOR
DEMOCRATIC TRANSITION

ASSESSING THE RISKS OF THE RUSSIAN EcoNOMIC FOOTPRINT IN THE WESTERN BALKANS:
GOVERNANCE VULNERABILITIES AND RUSSIAN FOOTPRINT IN MONTENEGRO

January 30, 2018

Chairman Wicker and Co-Chairman Smith, Distinguished Members of the Com-
mittee, Senate and the House of Representatives,

Thank you very much for having us here, to share our thoughts on the challenges
facing the Western Balkans.

During the Cold War, in 1956, Yugoslav Ambassador to Moscow, Montenegrin Veljko
Micunovie, wrote to Yugoslav President Tito that history of our economic relations with
Russia is not less dramatic than history of our political relations. “For Russia, today, as
in the past, every trade is a direct mean of politics,” he wrote. Even today, it has contin-
ued to remain valid. The playbook for our region has always been the same.

In the last decade, we saw a significant level of economic engagement by Russian
companies and individuals in Montenegro. In addition to their economic relationship,
Montenegro and Russia had sparkling political ties.

Political relations have however deteriorated since 2013, as Montenegro moved for-
ward with its NATO integration. So far, this change in the relationship has not yet signifi-
cantly affected the economic ties between the two countries, but there have been some
warnings coming from Russian officials. Russian Foreign Minister, Sergey Lavrov, stated
in March 2017 that Montenegro sacrificed its economic relations with Russia by joining
NATO. The dependence of Montenegrin economy on Russian investment in real estate and
Russian tourism raises the possibility that further deterioration in bilateral relations
could pose a grave risk to our economy.

Today, Russian foreign direct investment (FDI) in Montenegro makes up close to a
third of the country’s gross domestic product (GDP). Russia is the single largest direct
investor in Montenegro, with USD 1.27 billion in cumulative investments—equal to 13
percent of all FDI stock in the country. The majority of the FDI is concentrated particu-
larly in real estate and tourism.

The number of Russian tourists in Montenegro has consistently increased in the last
ten years. Russian tourists make around one quarter of the total number of country’s visi-
tors. This is very important because tourism is the key sector of Montenegro’s economy
and the most powerful generator of economic growth. It makes up around one-fifth of the
Montenegrin GDP and over 54 percent of all exports.

It is however true that Russia’s share of the overall Montenegrin economy signifi-
cantly shrank in recent years, from 29.4 percent of total revenue in 2006 to around 5.5
percent in 2015. This is largely a result of the withdrawal of the Russian capital from
the Podgorica Aluminum Plant (KAP), one of the largest companies in the country.

A similar trend can be observed in an analysis of the number of employees working
for Russian-controlled entities in Montenegro, which fell from 14.2 percent in 2007 to just
2.3 percent in 2015. Again, primarily because of the loss of control of KAP.
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Based also on the experience of some other countries in the region where some of the
initial Russian investment in energy for example spilled over to a number of other eco-
nomic sectors, we can now only contemplate what would have happened if the Parliament
have not stopped the acquisition of country’s key energy resources by KAP’s owner Oleg
Deripaska in 2007.

The Government of Montenegro rejected a Russian request to use the Montenegrin
port of Bar for military purposes, despite the fact that Russia had allegedly proposed pay-
ments worth at least half of the Montenegrin GDP. In 2014, Montenegro also aligned with
the EU sanctions following the annexation of Crimea.

Prior to NATO admission, the Russian government condemned Montenegro’s mem-
bership aspirations and actively worked to prevent it, in particular by backing ethno-
nationalist groups whose policy platforms are at odds with Western values. Russian
Deputy Prime Minister Dmitry Rogozin went even further when he said that Montenegro
would regret joining NATO. In parallel, the Russian media started to run a negative cam-
paign to prevent Russian tourists from coming to Montenegro describing it as a dangerous
place.

Montenegro accused the Russian Federation of meddling in the 2016 parliamentary
elections by attempting to overthrow the government through the strongest opposition
coalition in Montenegro—the Democratic Front (DF). There is an ongoing court case for
the coup attempt against some of the DF leaders for acting against the country’s constitu-
tional order. The indictment also includes two Russian military intelligence officers and
several Serbian nationalists. Furthermore, another DF leader is being charged with
participation in a money-laundering scheme during the 2016 election campaign. Allegedly,
the DF used funds of criminal origin, provided in large amounts by Russia through off-
shore accounts, and then split into small installations and sent to individuals, who then
donated the money to the party.

Nevertheless, Montenegro managed to resist the allegedly Russian-orchestrated use
of hard power as well as soft power, joining NATO in 2017. Yet, even NATO admission
has not completely brought Montenegro out of the danger zone. Russian interest in the
Western Balkans has never been to annex the region, but to keep it unstable and as far
from the Western integration as possible. Many analysts agree that the region’s integra-
tion in the EU will be the next target.

EU integration is supported by the overwhelming majority of citizens and key polit-
ical actors in Montenegro. The report that we prepared examines the governance gaps
that have been exploited for the intrusion of the corrosive capital, and offers recommenda-
tions on how to close these gaps to prevent further deterioration. Addressing these gaps
is essential for our democratic reforms, inclusive economic growth, and EU integration.
In order to succeed, we remain determined to advancing the progress made so far and
would welcome even more international support.

Mr. Chairman,

I would like to thank you for your ongoing support and commitment to the region.
The West should be persistent in demanding real democratic progress in our countries
because it is the key to security, stability, prosperity, and resilience to harmful foreign
influence both in the region and beyond its borders. Civil society in the Western Balkans
looks with hope at the United States’ enhanced diplomatic engagement and relies on your
help in ensuring that the region remains on its Euroatlantic integration path.
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PREPARED STATEMENT OF NEMANJA STIPLIJA, FOUNDER, “EUROPEAN WESTERN BALKANS”
MEDIA OUTLET !

January 30, 2018

Dear Mr. Hand, Dear Guests,

Thank you for the opportunity to appear before the Commission today. Allow me to
thank also the Center for International Private Enterprise and the National Endowment
for Democracy for their support and the opportunity to present our views here in Wash-
ington. We very much appreciate the interest of the Helsinki Commission in issues that
are of great importance for the stability and future prosperity of the Balkans.

Serbia is one of the key countries where Russian influence is most obvious. Since
2008, it has been based on two pillars. First is the issue of Kosovo (Russia is perceived
as the main supporter of Serbia in the international arena). Second is the Russian engage-
ment in Serbia’s energy sector, which dates back to the South Stream construction deal
and the (below price) purchase of the oil industry of Serbia (NIS).

Furthermore, following particularly the global economic downturn and 2014 Ukraine
crisis, the Russian influence has spilled over to the other key economic sectors, such as
the financial sector and infrastructure (railways). The economic engagement, high-level
political visits, and strengthened cultural and religious ties mutually reinforce each other.

While most research has focused on the outright political influence, it often dis-
regards the sophisticated networks in nations economies that exploit and exacerbate the
democratic deficits in Serbia and throughout the Western Balkans.

Despite the fact that the South Stream was discarded, Russia still dominates Serbia’s
oil and gas sector. Through NIS, Russia almost completely runs oil production, refining,
and retail. Next, Serbia imports more than 70 percent of its crude oil consumption and
close to 65 percent of its natural gas needs from Russia. What’s more, Russia is the only
importer of gas to Serbia and it favors inflexible long-term deals. Through those deals,
it has gained control over a state-owned wholesale gas supplier, Srbijagas, which has, as
a result, accumulated debt effecting Serbia’s financial health. Srbijagas, the state-con-
trolled Serbian company, holds a dominant position on the national gas market. An inter-
mediary (Yugorosgas), which is owned by Gazprom, receives around a 4 percent premium
on the gas it resells to Srbijagas. Besides Srbijagas, Russians generally do a lot of busi-
ness with state-owned companies and those with close connections to politics. That is why
the country needs to advance the reform of its public administration as soon as possible.
Gas diversification is long-overdue. Furthermore, steps are needed to tackle the restruc-
turing and privatization of Serbia’s enterprises. Based on our analysis, lowering the
budget deficit and reducing the high public debt level, including debt generated by compa-
nies of strategic importance also remain a challenge.

With regard to the private sector, Russians fully or partially own approximately 1,000
companies in Serbia. They control revenues of close to EUR 5 billion, or 13 percent of the
total revenue generated by the country’s economy. Russian companies are also amongst
the major employers in the country, directly employing approximately two percent of the

1 These findings are part of the project implemented by the Center for Study of Democracy, Sofia, Bul-
garia, and a group of Balkan experts. The findings and opinions expressed are those of the CSD and experts
and do not necessarily reflect the views of experts’ employers.
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total labor force and indirectly employing around 5 percent. What is important is that
such employment is concentrated in just a few industrial enterprises.

Export to Russia have become an important aspect of the economic relationships
between Russia and Serbia, particularly following the expansion of the free trade agree-
ment (in 2009 and 2011). Russia’s 2014 embargo on the imports of EU agricultural and
food products has provided a boost to exports in non-EU countries in the Western Bal-
kans. Nowadays, Serbia’s export to Russia is the highest by volume in the Southeastern
European region after Greece.

Russian foreign direct investment (FDI) remained relatively small, amounting to 4
percent of all FDI stocks in Serbia according to date available for the period from 2005
to 2016. Should we account also for investment flowing from third states but still attrib-
utable to Russians along with their reinvestment from profit the total Russian FD) would
be around USD 2 billion, or 6 percent of the country’s GDP.

During Serbia’s fiscal crisis, Russia further deepened its engagement with the Ser-
bian economy by adding loans to the array of other tools deployed to promote its interests.
Some of these loans reportedly stipulated less favorable conditions than those of the inter-
national economic institutions and even granted preferential status to Russian state
owned contractors for the infrastructure modernization projects While Russia’s presence
in the finance sector is somewhat limited (through three banks that occupy a small por-
tion of the market), borrowing loans from Russian banks may involve risks as shown by
recent Agrokor crisis. Relying heavily on bank loans, this retail has recently expanded
into almost all countries of the Western Balkan, including Serbia. In early 2017, not only
Agrokor employed some 60,000 people throughout the region but also accumulated debt
totaling around USD 6.4 billion or six times its equity. Sberbank owns around 18 percent
of it. Despite the debt, Agrokor remained relatively stable until a statement of Russian
Ambassador to Croatia sent shockwaves through the market. Again, in Russia’s mind, the
economic engagement and other tools mutually reinforce each other. Russia attempts to
wield influence also through initiatives in the spheres of media, culture, church, non-
profits, and academia. It provides support, including financial, to organizations, groups,
and individuals that promote Russian interests in foreign countries, including in Serbia.
In Serbia, Russia has supported development of several media enterprises and informa-
tion initiatives of major Russian media outlets. For example, the state-owned news agency
Sputnik opened its regional editorial office in Belgrade in 2015. They seek to disorient
the local audience by offering narratives that exploit Serbia’s weak spots in and promote
the Russian interests.

To conclude, I would like to stress that all relevant actors, whether Serbian, regional
or international, need to recognize the potential costs of the inflow of corrosive capital the
region is facing. They should press for real democratic progress, which is the real key to
regional security, long-term stability, inclusive growth, and countering malign foreign
influence. Based on the analysis I conducted together with a Research Director of ISAC
Fund Igor Novakovic and in addition to the regional report presented by the Center for
Study of Democracywe would like to make the following country-specific recommenda-
tions:

Serbia should ensure that infrastructure projects funded by foreign governments are
not exempt from the EU’s and national laws on public procurement and transparency and
are in accordance with relevant international rules. Hence, Serbia’s energy infrastructure
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projects should follow the country’s obligations on the European level, including in the
areas of ownership of gas transmission, supply, and production.

Serbia should explore it’s the possibility of completing its natural gas interconnec-
tions with Bulgaria and Croatia to allow for diversification of the gas supply.

Commission for Protection of Competition should prevent the concentration of owner-
ship in strategic sectors such as the oil and gas sector and monitor possible market collu-
sion that hinder competition and lead to monopoly.

There needs to be a clear separation of the management of state-owned energy
companies and politics. Government’s nominations of professional management should be
considered by the parliament to ensure its independence from external pressure.

Serbia should ensure that the sale of distressed companies and assets is transparent
and should be careful about potential concentration of capital in the hands of a small
number of politically-connected businesses.

Media and communications regulators, the Republic Broadcasting Agency and the
Republic Telecommunications Agency, should investigate ultimate beneficial ownership of
media and alert counterintelligence in cases of foreign covert operations involving
disinformation campaigns in the country.

Finally, the media should play a critical role in objectively informing (even educating)
the public about how strategic economic sectors, such as energy, function to debunk
existing misconceptions and expose those decisions that harm Serbia’s public interest. In
this respect, the government should ensure that media outlets operate in a safe environ-
ment and are granted full access to public data and information.

40



CENTER FOR
THE STUDY OF
DEMOCRACY

ASSESSING RUSSIA’S ECONOMIC FOOTPRINT
IN MACEDONIA

Policy Brief No. 71, January 2018

Overview

Russia’s economic footprint in Macedonia can be de-
scribed as non-existent at best or very limited at worst.
However, a detailed assessment of Russia’s economic
presence in the country reveals a more nuanced pic-
ture, in which many channels of engagement are in-
direct, including through third parties and offshore
companies. Former Prime Minister Nikola Gruevski
and his coalition were instrumental in strengthening
Macedonian ties with Russia through an expanded
engagement in not only the national, but also regional
energy sectors. Fully dependent on Russian gas and
possibly with the aim of becoming a natural gas tran-
sit center, Gruevski sought to enter two large-scale
Russian-led gas pipeline projects: South Stream and
its replacement, Turkish Stream. Following opposition
from European regulators, and in part due to declin-
ing gas consumption in Central and Eastern Europe,
Gazprom canceled South Stream and announced
Turkish Stream, a project which could secure a market
for more gas coming from muitiple gas development
projects in Western Siberia and the Yamal Peninsula
in Russia.

Outside the oil and gas sector, trade between Rus-
sia and Macedonia has historically been small. Bi-
lateral trade recently saw some uptick due to in-

This report was compiled using publicly available sources and:
databases. C5D would fike to thank Emina Nuredinoska, Head of
Civil Society Department, Macedonian Center for Internationat
Cooperation, and Slagjana Dimidkova, Investigative journalist
who contributed to the analysis, as well as Dr. Dimitar Bechey,
Research Fellow, Center for Slavic, Eurasian, and East European
Studies, University of North Carolina at Chapel Hill and Hya
Zaslavsky, Research Expert, Free Russia Foundation and Academy
Associate at Chatham House, for providi luabl

This publication is supported by o grant from the
Center for International Private Enterprise (CIPE)
In Washington D.C. The document does not reflect
CIPE’s opinions or any employee thereof. CIPE is
not responsible for the accuracy of any of the
e included.
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creased Macedonian agricuitural exports following
a 2014 Russian decision to embargo EU-produced
agricultural goods, which opened space for oth-
erwise non-competitive producers, such as those
from Macedonia. Macedonia was allowed by Russia
to export more after its refusal to join the EU and
U.S. sanctions against Russia over its annexation of
Crimea. Aithough Macedonia currently maintains a
trade deficit, it fell from around 5 % of gross domes-
tic product (GDP) in 2006 to about 0.5 % in 2016.
This was mainly due to the fall in natural gas prices
and Macedonia’s diversification away from import-
ed Russian crude oil. In absolute figures, the trade
turnover between the two countries has never been
more than EUR 400 million per year, and is currently
around EUR 100 miilion.

Similarly, Russian direct investments in the country
are just EUR 27 million {in 2015), compared to, for ex-
ample, Austrian investment in Macedonia of over EUR
500 million, Russian direct investments in the country
began around 2009 but have increased incrementally
since then. Russian businesses have also invested in-
directly through offshore accounts held in countries
such as Cyprus, Belize, or others with preferential tax
regimes such as the Netherlands, where Lukoil, the
largest Russian company operating in Macedonia, is
registered, as becomes clear when reviewing corpo-
rate footprint data to identify offshore companies
with their ultimate beneficial owners located in Rus-
sia. One example is the sports and gambling business
of Russian businessman Sergei Samsonenko, who is
one of the wealthiest individuals in Macedonia. As
detailed in this report below, he built strong ties with
the former government of Gruevski and his circle, in-
cluding powerful Macedonian businessmen such as
the co-owner of the Iskra MM company, Cvetan Pan-
deleski, and Orce Kamcev,! purportedly the richest
person in Macedonia. Samsonenko also supported
Gruevski’s election campaign in 2014,

“

Investigative Journalism (SCOOP), 5 December, 2016.

~

, Serbian A

Over the last two years, there has been increasing evi-
dence of Russian efforts to take advantage of Mace-
donia’s political instability and undermined the coun-
try’s Trans-Atlantic aspirations. in 2017, confidential
information was leaked that appeared to indidcate
that that Russian agents operated in Macedonia with
the aim of blocking the country’s entry into NATO.?
There are indications that Russia sought to use the
Macedonian energy sector to dominate the country’s
politics. Such a strategy was employed in Bulgaria
and Serbia, and is consistent with strategies identi-
fied in The Kremlin Playbook regarding Russia’s use
of vulnerable economic sectors and weakly governed
state-controlled businesses to establish with a range
of countries long-term, asymmetrical relationships.’?
On the political fevel, Russian Foreign Minister Sergei
Lavrov publicly blamed the West for creating the crisis
in Macedonia to support allied politicians.

fn sum, though the Russian economic footprint in
Macedonia is less significant than in other Western
Balkan countries, there is significant potential for
future growth considering Russia’s projected plans in
the energy sector over the next decade.

Russia’s Economic Footprint
in Macedonia

Russia’s economic presence has been growing stead-
ily over the past decade, from a low starting point.
A detailed analysis of Russia’s corporate footprint
shows a total of 78 companies registered in Macedo-
nia with at least 25 % of their shares owned by Rus-
sian entities or individuals. The revenues of Russian
companies operating In Macedonia grew fourfold
from EUR 63 million in 2006 to over EUR 212 million
in 2015.4 Still, these companies make up a little over
1 % of the total revenues in the economy, with close
to half of the revenue generated by one company:

Rajcheska, Angela and Stankovich, Blanka {2016). Samsonenko: Successful in Macedonia-under scrutiny in Russia. Center for

pts to Meddie in Macedonia,” 4 June, 2017,

OCCRP (2017). “Leaked D Show R

* Conley, A. Heather, Stefanov, Ruslan, Mina, James and Viadimirov, Martin {2016). Kremlin Playbook: Understanding Russian
influence in Central and Eastern Europe. CSIS/Rowman & Littlafield, October, 2016.

-

CSD calculations based on data from Eurostat, and corporate registers and databases.

42



ASSESSING RUSSIA’S ECONOMIC FOOTPRINT IN MACEDONIA

Lukoil, a retail fuel distributor. The other half is con-
centrated in the two largest gas pipeline construc-
tion companies that arecurrently expanding Mac-
edonia’s domestic gas transmission and distribution
network, and the aforementioned Samsonenko’s
gambling business.

In comparison, Macedonian companies with Austri-
an and Dutch beneficial ownership directly control
more than 26 % of the total revenues of all busi-
nesses in the country and 24 % of the total assetsin
the economy, as well as employing 15 % of the labor
force.® Greek companies make up another 13 % of
the economy; Hellenic Petroleum, operator of the
OKTA refinery, is the largest Greek investor, Some of
the largest companies in Macedonia are also from
the above-mentioned countries, including a power
distribution provider, EVN, as well as a Kavadarci

ferro-nicke! plant owned by the largest nickel pro-
ducer in Europe, Cunico Resources, currently regis-
tered in the Netherlands. With a significant stake in
the banking, fuel distribution, and shipping sectors,
Greece arguably has the largest corporate presence
in the country® and in one case, there are indications
that Russia may have tried to use a Greek firm to ex-
pand the Russian footprint in Macedonia.

Some of the Russian corporate footprint in Macedo-
nia is currently channeled through third countries.
One example is the Russian mining company Solway,
which operates a lead, zinc, and copper mine in Mac-
edonia, but is officially registered in Switzerland. An-
other is a large Russian power plant operator, TKG,
which owns a joint-venture, the TE-TO Combined
Cycle Heat and Power Plant near Skopje, through a
Cypriot offshore intermediary.” To consider the mines

Figure 1. Stock of Russian Foreign Direct Investment
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Figure 2. Russia’s Corporate Footprint in Macedonia
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operated by Solway and TE-TO as Russian-owned
companies in this assessment would nearly double
the extent of the Russian economic footprint in Mac-
edonia.

Macedonia currently imports mostly natural gas and
oil derivatives from Russia. Hence, with the fall of oil
prices on world markets after 2014, the country’s
import costs have significantly shrunk. imports from
Russia fell from around EUR 300 million per year from
the 2006 — 2011 period to EUR 58.3 million in 2016,
of which EUR 55 million were mineral fuel products.
Conversely, Macedonian exports to Russia have more
than doubled in the past decade, reaching around
EUR 50 million in 2016, or 2.4 % of Macedonian total
exports. Until 2016, Macedonian exports were domi-
nated by pharmaceuticals produced by a Macedonian
subsidiary of a Russian pharmaceutical glant, Protek,
and agricultural products (mostly fruits and vegeta-
bles). These agricultural products have become more
attractive and competitive on the Russian market fol-
lowing Russia’s embargo on EU agricultural exports in

cial corporate database survey using ultimate beneficiol ownership as criteria.

response to 2014 sanctions against Russia.® Macedo-
nia and Russia worked on including dairy and meat
products in the country’s export portfolio, but Rus-
sia’s high import tariffs and strict food regulations
prevented a major expansion of this trade, At least
since 2014, the Macedonian government of former
Prime Minister Gruevski floated the idea for a free
trade agreement between the two countries, but this
did not materialize.

Russian foreign direct investment (FDI} in Macedonia
has increased since 2014 following the establishment
of closer ties with the government of former Prime
Minister Gruevski. Still, Russian FD1 in the country was
estimated at just around EUR 31 million in 2015, or
less than 1 percent of the total FD! in Macedonia.®
For comparison, in 2015, Dutch FD! in Macedonia
accounted for a quarter of the total, or around
USD 1.05 billion, while Austrian investments were
ciose to 12 percent.” Austria and the Netherlands
are the two the largest investors in Macedonia, and
more generally, In the region. The biggest direct

* Currently, the biggest pharmaceutical exporter to Russia is the Alkaloid company. Protek closed its plant in 2016.
* CSD calculations on the basis of foreign direct investment statistics from the Macedonian Central Bank, UNCTAD and the

Russian Central Bank.
® ihid.
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Russian investment in the country is through the strained the economy. This energy dependence is
pharmaceutical company Protek, owned by Russian exacerbated by the fact that Russia controls the single
businessman Vadim Yakunin. The company has  gas route to Macedonia. The Macedonian gas market
invested around EUR 13 million since 2011.1 is fully dependent on imports from Gazprom via the
TransBalkan Pipeline, which passes through Ukraine,
However, according to our findings, Russian indirect  Romania, and Bulgaria. Gazprom charges Macedonia
investment appears to dwarf its FDI in Macedonia. one of the highest gas prices in Europe.’® The high gas
The two largest Russian investments in the country  price and the inflexible take-or-pay contract terms
date back to 2005 when Lukoil and itera invested in  with Gazprom have placed financial strain on some of
a chain of gasoline stations and a combined heatand  the major gas consumers in Macedonia.t®
power plant, respectively.!? Both investments were
channeled through third countries, including Cyprus In the oil sector, Macedonia’s OKTA refinery no
and the Netherlands. in the period from 2005t0 2016,  longer depends on Russian crude oil, as it ships from
Lukoif invested USD 50 million in Macedonia.”” if we & Thessaloniki port controlied by Hellenic Petroleum,
include third-party investments channeled through a major fuel producer and supplier in the country.
Switzerland, Belize, and Cyprus by Solway, Sintez, In 2016, Rosneft attempted to purchase the Greek
and Samsonenko’s BetCity, Russian investmentinthe  state-owned company, though no agreement was
country would be at least six to seven times larger, reached. Considering that OKTA is the sole refinery in
amounting to USD 200 million in FDI stock, or around Macedonia, the potential Russian purchase of Hellenic
4 % of all FD1. Notably, in 2015, the biggest investor in Petroleum would have increased Russian control of
Macedonia was Bermuda (USD 200.7 million). the oil sector in Macedonia had the purchase gone
through. This incident underscores that Macedonia’s
reliance on one pipeline and one refinery potentially
Vulnerable Sectors poses economic and political risks to the country.

Energy Natural Gas

Macedonia is a country with exceptionally high Macedonia does not have a well-developed gasifica-
dependence on fossil fuels: over 80 % of the primary  tion network, and natural gas is not a major part of
energy in the country comes from coal and oil.  the country's energy supply. In 2016, Gazprom de-
Depending on the year, Macedonia imports up to half  livered only 70 mem of gas, the lowest in Europe.”
of its energy needs. Meanwhile, the energy sector Macedonia’s remarkably low gas consumption spared
has suffered from very high levels of energy intensity,  the country the impact of 2006 and 2009 gas supply
which is estimated to be 40 % higher than the EU  cuts caused by Gazprom’s debt disputes with Ukraine.
average. Energy inefficiency has pushed up the Macedonia had little difficulty in switching to heavy
country’s energy import costs and has significantly  fuel to substitute for the gas supply cut.

B

CSD calculations based on muitiple media reports.
“Lukoil Plans to Increase the Investment In Macedonia.” Lukoll Press Center. 21 June, 2012.

Stefanova, Natasha (2016). "Lukoil Plans to Increase the lnvestment ln Macedonia SITEL, 30 September, 2016, sccessed on
January 13, 2018 at hittouf/sit plavuvane a
Stojkovska, Iskra {2012). Energy Pollcy in Macedonia ln the Context of the EU lntegfation, Front 23/42, April 2012,

Gazprom’s Grip: Russia’s Leverage Over Europe. RadsoFreeEurope—- graphi on the ian gas depend: tn Europe by
country, accessed on 9 November, 2017 at htias:/iwvww, QIg/alua; everage-Lurona/25441983.hi

3 A take-or-pay clause stipulates that a buyer is obllged to elther take up all of the contracted gas volumes or pay a certain
percentage of them.

Gazprom statistics on gas supply to Europe accessed at Gazprom’s official website: hitpu/fwww.ga
statistics/, accessed on 30 November, 2017.
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Heat production is based predominantly on the use to several industrial clients and the TE-TO Skopje
of coal, wood, and fuel oil. The country generates Combined Cycle Heat and Power (CCHP) plant. Con-
roughly 80 % of its electricity through two lignite-  secutive governments have continued to support
fired power plants in Bitola and Osiomej, both owned natural gas network expansion in the country and
by a state-owned power monopoly, ELEM, with a engaged with the Gazprom-led South Stream and
combined capacity of 800 MW. The remaining 20%  Turkish Stream pipelines. in July 2013, the Macedo-
is provided by hydroelectric power plants (528 MW~ nian government signed a bilateral agreement with
also owned by ELEM and several private companies) Russia to construct an offshoot of South Stream,
and marginal volumes of wind and solar power. Mac-  although there was great uncertainty regarding
edonia is also among the biggest lignite producers how exactly to link Macedonia to the pipeline,®®
and holds around 2.5 billion Mt of reserves. Hence,  After abandoning the project following a dispute
the country is planning to construct additional lignite-  with regulators in Brussels,® Russian President
based power stations despite its obligations to Brus-  Viadimir Putin announced a new project, Turkish
sels to invest in renewables instead. Macedonia has Stream, which would consist of two pipelines to
not been able to implement many of its obligations, Turkey, each delivering a little less than 16 bem of
including unbundling of ELEM and the liberalizationof  gas per year. The first line would supply only the
the power and gas markets, which are still highlyreg-  Turkish domestic market, while the second would
ulated and non-transparent.*® Poor management and  transport gas either through Greece or Bulgaria to
a highly regulated below-cost power and gas price Macedonia, Serbia, and Hungary along a new pipe-
environment have led to an accumulation of large  line, TESLA, and would terminate at the Baumgar-
debts on the part of these state-owned companies.  ten gas hub near Vienna. These plans are similar
As a consequence, the companies have neglected  to the initial South Stream project plans, but only
much-needed infrastructure improvements, which  TESLA has been inciuded in the European Commis-
further imperils the security of the supply chain. sion’s Projects of Common interest (PCi). PCl inclu-
Macedonia’s energy security risks are also associated  sion Is a pre-condition for possible EU financing.
with widespread energy poverty among househoids,  The pipeline is scheduled for 2019, which appears
which find it difficuit to pay their electricity bills and unrealistic, considering the slow progress of Turkish
are widely reliant on burning low-quality wood and Stream and opposition in the EU to a new Russian
lignite for heating. This contributes to high levels of  pipeline from the South. The inclusion of TESLA in
air pollution and associated health risks. the list of EU Projects of Common Interest {PCl} in
2015 seems to be the result of heavy lobbying on
The government sees household gasification as one the part of Hungary, which has been the diplomatic
possible solution to the country’s energy poverty.‘ leader in pushing TESLA through.?
However, there has been limited infrastructure de-
velopment in Macedonia. The underdeveloped do-  The former Macedonian government embraced TESLA
mestic gas network, supplied by the TransBalkan  and worked closely with a Russian gas construction
pipeline, reaches only Strumica in Eastern Macedo-  company, Stroytransgaz, to extend the domestic
nia and the outskirts of Skopje, where it connects  natural gas pipeline network, Stroytransgaz is owned

¥ Furopean Energy Community (2017). Annual impl Report. 1 September, 2017, Energy Community Secretariat.

* B892 {2013) “Russia and Macedonia sign South Stream o\'fshoot deal 24, O? 2013, accessed on 16 November at hitoffwwow,

L Geor;iev, Geor;i (2015) 'CEISEE partners eye EY funds for Tesla gas pfpel!ne project, SeeNews, 28 Au;ust, 2015 acc:ssed
on 21 November at: https//seane 6566 e !
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by the U.5.- and EU-sanctioned Gennady Timchenko.
The same company was reportedly responsible for
constructing an offshoot of the South Stream pipeline
before the project’s cancellation.?® The cancelled
project was planned at USD 200-300 million and
would have been partially financed by the Russian
state as a way to repay USD 60 million in Soviet-
era debt to Macedonia. Russia’s Finance Ministry
announced in February 2017 that it would clear the
debt to Macedonia by the end of the year.** in effect,
in repaying this longstanding gas debt to Macedonia
through financing the expansion of the domestic
pipeline infrastructure, Russia would have financed
a company with strong ties to Kremiin, which had
previously received biflions of U.S. dollars through
other pipeline projects in Russia and Europe.

Despite the failure of South Stream and the some-
what unclear fate of TESLA, the government has par-
tially followed through with the plans to expand its
network. In August 2016, Stroytransgaz completed
the construction of the 96 km, USD 75 million Kle-
covce — Negotino pipeline, linking Macedonia with the
Serbian gas system.” The company also planned to
complete a link to Greece, where it would potentiaily
connect to the second line of the Turkish Stream pipe-
line at the border.

In October 2016, Macedonia’s and Greece’s trans-
mission operators, MER and DESFA, signed an agree-
ment to connect their networks via a 160 km inter-
connector between Stip, where the extension of the
Russian-built Klekovce-Negotino pipeline ends. This
new pipeline is a welcome move in the process of
gas diversification that could possibly link the Mac-
edonian gas system with Azeri gas flowing through
the Trans-Adriatic Pipeline (TAPL.? Unfortunately,
consecutive Macedonian governments have balked

at this opportunity to diversify gas supply. Instead,
government officials have decided to pursue eco-
nomically unrealistic, contractually rigid, Gazprom-
managed pipeline projects: South Stream, Turkish
Stream, and TESLA. The decision to begin large-scale
gasification exclusively with a company close to the
Kremlin {Stroytransgaz) and Gazprom in order to re-
coup its Soviet-era debt is one example of a region-
wide pattern of Balkan governments acting against
what would appear to be in their national interests.

Simifar approaches can be observed in Bulgaria and
Serbia. Consecutive governments in Bulgaria have
not been willing to complete a number of strategic
energy security projects, such as the gas intercon-
nectors with Greece, Romania, Turkey, and Serbia,
and instead have focused almost entirely on build-
ing a Gazprom-led large-scale pipeline through the
country, either South Stream or Turkish Stream. In
Serbia, the government agreed in 2008 to sell its
largest company, Naftna industrija Srbije (NS}, to
Gazprom at a below-market price without improving
the terms of its long-term gas contract. This precipi-
tated huge losses for the state-owned gas supplier,
Srbijagas, and the Serbian budget.

Throughout the region, there is one key popular
economic misconception associated with the South
Stream project: that hosting a large Russian gas pipe-
line would transform local economies, create thou-
sands of jobs, and generate new businesses, and
that the construction of the pipeline would benefit
Balkan countries through cheaper natural gas, which
would, in turn, facilitate expanded gas transmission.
It appears that this view is not grounded in facts or
detailed economic impact assessments, but have
drawn on statements of high-level politicians and
business leaders.” The idea that a Russian pipeline

# Luhn, Alec (2014). “Gennady Timchenko demes Fuﬁn links made him one of Russia's top obgsrchs, 24 03. 2014 accessed

on 16 November at hitps:
sanctions

# RT (2017). “Russia to clear entire Soviet debt by year-end”, RT, 17.02.2017 accessed on 10 November at httos:/Asww rt.comy/

i 77676-russla-pays-soviet-di

 “Macedonia completes part of its gas network”, economynews.bg, 01.08.2016,
* Balkan Energy (2016) “MER and DESFA sugned Mol on gas pcpeune construction”, 14 October 2016 accessed on 10 November

¥ Marusic, Stmsa (2013) "South Stream Deal Boosts Macedomz 's Gas Prospects”, Balkanlnstght 26 July, 2013,
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project would bring more energy security to the host
countries can be contrasted with the experience of
Ukraine and Belarus, which have both faced contin-
ued supply disruptions, despite serving as the main
transit countries for Russian gas.

From 2006 to 2013, the promise of closer coopera-
tion between Macedonia and Russla on natural gas
pipeline projects spilled over into a number of re-
lated joint projects, including the biggest individual
Russian investment in the country: the construction
of a 220-MW gas-fired heat and power plant near
Skopje, the above-mentioned TE-TO plant, CCHP is
owned by Russia’s TKG-2 company, a subsidiary of
the Sintez Group, owned by Russian Senator and
businessman Leonid Lebedev. TKG-2, which con-
trols 80 % of the shares (through the Cyprus-based
offshore company Bitar Holdings), completed CCHP

Figure 3. TE-TO CCHP Plant Ownership Structure

in 2010 for EUR 136 million (see Fig. 3 for a visuali-
zation of ownership links). At the time, there was a
widespread belief in Macedonia that Gazprom had
control of the Sintez Group.?® In 2013, Sintez further
increased its stake at TE-TO to 89.2 %.

Sintez purchased another 9 % from Toplifikacija, a
private heat distribution company, which until 2012
hada monopoly over the heating supply in Skopje.”
in 2012, an offshore-registered company, Balkan
Energy Group, also controlled by the owners of the
TE-TO plants, received a license to take over heat
production, distribution and supply to the city, de-
spite the fact that there was no information about
the financial or managerial capacity of the firm.»
Hence, in the past five years, one Russian company
has indirectly taken over heat production and dis-
tribution In Skopje. This close interdependence cre-

€145 million debt

€23 Million Loan

Source; CSD.

* Earlier, TE-TO was owned by the Russian companies Itera {60 %) and Bitar {20 %).

* Toplifikacija’s major shareholder ls a mysterious Cyprus-based

Kardikor MKD {2012). “Banxan Enepys

fpyn” ke np yea, auctpubynpa u YA

eHepru;a 3a CKOnj! 30 December, 2012, accessed on

* immediately after (aking over the heat!ng ltcenses, Balkan Energy Group hegan accumuhtinx debt to Topliﬁkacua as desmbed

by the annual reports of the company from 2013 to 2015.
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ates a potential vulnerability for the Macedonian refinery in 1999, Before 2012, Macedonia imported
energy sector. most of its crude oil from Russia (though imports fell
from USD 497 million in 2012 to nearly 0 in 2014).%*
By 2013, TE-TO accumulated around USD 120 mii- In order to cover some of its debt obligations to its
fion in gas debt to Gazprom for the operation of  international creditors, the Greek government previ-
two plants in Russia and the CCHP in Skopje.® The  ously offered to sell its state share in Hellenic Petro-
exact extent of its gas debt in Macedonia is not  feum. Both Lukoif and Gazprom expressed interest
known due to the agreement’s confidentiality. At  in purchase.
the end of 2016, TKG-2 also owed Toplifikacija®?
EUR 23 million, most of which was used for a con-  Currently, Makpetrol is the biggest distributor of oil
struction of the CCHP in Skopje.* In January 2017,  products to around half of all gas stations in Mac-
a Russian state-owned bank, VTB, filed a claim with  edonia. As of 2014, Russia’s Lukoll, which represents
a Russian court to seize the CCHP (which was used  the second-largest Russian investor in the country,
as collateral for a loan) in an attempt to use its as-  controlled around 9 % of the retail processed fu-
sets to recover some of TKG’s debts to the bank. els market. The Russian company imports its fue!
The difficult financial situation of the ownership  products from a Bulgarian refinery in Bourgas, also
of the CCHP has created a cascade of debt that af-  owned by Lukoil. In addition to its own chain of
fects the heat distribution company. In theory, this 27 gas stations, Lukoil supplies 40 other gas stations
could lead to decapitalization of the company, in  with fuel. In 2016, two former partners in a joint ven-
turn causing problems with the reliability of supply,  ture between Russian TNK and British BP attempted
or even a temporary halt of the plant’s operation, to take over Makpetrol for EUR 47 million. However,
which would risk leaving 50,000 Skopje households Makpetrol was eventually purchased by Balkan Pe-

without heat. troleum Holding Limited, a British-Cypriot company
that can be traced to the British Virgin islands.®® One
oil report links the Balkans Holding company to a Rus-

sian-Israeli businessman, Uri Bider, Vasiliy Evdoki-
Macedonia is completely dependent on crude oilim-  mov, a British national with links to Russia,* and two
ports from the port of Thessaloniki in Greece, via the Russian businessmen, Alexander Kaplan and Mikhail
pipeline to the OKTA refinery in Skopje. Hellenic Pe-  Cerny, about whom allegations of wrongdoing have
troleum, partially owned by Greece, purchased the been made.” In July 2017, the Macedonian Security

* skorlgina, Nataliva (2014) The debt of TKG-2 could be covered by China. Komersant, 28.05.2014 accessed on 9 November,
ac/2480821. TKG-2 is owned by Sintez Group, with significant oll and energy assets

in Russia and across Eastern Europe -
2 TKG-2 {co-owner of TE-TO piant) also have 16.44 % ownership in Toplifikacija through the Cypriot subsidiary, Bitar Holdings.
The rest of the company’s shares are dispersed among private investors and the company’s employees. The stocks of
Toplifikacija are publicly traded on the stock exchange.
* Letter from a management of Toplifikacija AD to its shareholders regarding an attempt by the Balkan Energy Company
1o take over TE-TQ AD, one of whose shareholders, TGK-2, lated debt to VTB Bank, Gazprom Bank and Gazprom,

6 June, 2016, accessed on 21 November, 2017 at weww.tc Ja.nk/Ta Hon2O16 pi
Report for 2016, accessed on 4 January, 2018 at WQQL@ML[@A‘MQ&& }
had Observatory of E C ,' What does Macedoni import from Russia?, accessed on 16 November at {tp:/fatias.

if. Toplifikacija Annual

E

Telma (2016) ”Carrlbean Offsbore Companies Stand Behlnd the Takeover of Makpetrol GJuly, 2016, accessed on 16 Novemn-
berat hito://telms e Bk L 2 e

largest-fuel-retailer-101:
v Mﬂmo, Cahal (2012) "Buslnessman ‘boasted of kming us tradar, lndependent accessed on 13 Jjuly, 2012 at hitp:flwesw.
a i 4 g 8.h
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and Exchange Commission suspended the takeover, is officially registered in Switzerland but has links
and the relevant Macedonian institutions have not with Rusal Holding, controlled by Oleg Deripaska,
yet reached a final decision in this case. an ex-owner of Montenegro’s' aluminium company,
KAP, and widely considered a close ally of the Rus-
If a Russian company were to take over Makpet-  sian president.*
rol, Russia would have a virtual monopoly on the
country’s oil and gas market, which would expand In 2005, Solway acquired Bucim and has since in-
the Russian economic footprint muiti-fold. in neigh-  vested over EUR 32.6 million (in modernization and
bouring Bulgaria, Lukoil’s controls 50-60 % of the oil  development).*? Bucim is the biggest local employer,
market, making it quasi-monopoly in the country.®®  with 600 workers, and has significantly contributed
Lukoil has not only been charging higher than inter-  to local infrastructure. Since 2010, Solway has also
national market prices in Bulgaria, but has also been  invested around EUR 4 million in a Pehcevo copper
alleged to have used transfer-pricing methods to  ore mine and has announced plans to increase its in-
evade taxes.* vestment to EUR 40 million in the future.®

Mining and Metallurgy In 2010, a Cyprus-based company, Circuitland De-

velopments LTD, purchased an electrical and met-
Solway previously owned a lead-zinc mine, Sasa, allurgy plant, jugohrom, and became its majority
and Macedonia’s most productive copper and gold owner with its 90 % of its shares. Circuitland Devel-
mines, Bucim and Pehcevo. Each year, the Sasa  opments LTD can be traced to a Hong-Kong-based
processes about 900,000 tons of lead and zinc ore. holding company, Camelot Group, owned by Rus-
Solway’s investments in the development and ex-  sians Maxim Moskalev and Dimitry Agramakov.** In
pansion of the mines are estimated at EUR 70 mil- 2016, Jugohrom was closed due to extremely high
fion since their acquisition in 2005. Solway however  levels of pollution.*® The State inspectorate for the
sold Sasa to a U.S. commodities fund in December  Environment ordered the plant to stop production
2015 and currently operates only Bucim.® Solway  until further notice.*

3 Goranova, Kalina and Vassileva, Teodora (2017). ,/lykoiin” moxe aa e npogage Gvarapckus cu Susnec, [eHepantuaT gu-
peKmp Ha nyuoml Bwrapuu Bmemuu 3IIITeB npe.q ,.Kanwran, Capml Dauy, 7 April 2017, accessed on 10 November at

* g-Burgas (2014). ,Pexopaun sarybu 3a ,,nyxoﬁn He@'roxum naupwr Ha mpmsa crase sce no-;mnammen, e—Burgas,
accessed on 16 November at 0t
V3-v! -dinamichen
4 MiningSee {2015}. “Orlon mlneﬁnance,theownerofMacedonia Sasa Iead zlncopﬁmlsﬂc mcommodlt:es market, 7Decem-
ber, 2015, accessedon 16 November at hitps:i//www.miningseesuwioton-mine-fnance-the & 28
lead-zinc-opti -in- modities-marks

* Smith, Geoffrey {2017). “What to Know About Oleg Deripaska, the Russnan Btﬂiomire Who Paul Manafon Worked For" Time
Magazine, accessed on 22 March, 2017 at$iftofAirme com/4709452/oaut-manafort-donald-trump-viadimic-putin-ol ¢
4 Solway — Comy bsi d on 21 N ber, 2017 at hitge

ucim-dooel-radovish-m nia

43 MiningSee (2015). “Solway Russian mining company plans 40 MEUR investment in Macedonia copper ore mine Pehcevo,”
24 July, 2015.

“ Xhelal, Nezirl (2015). “In the toxic Klngdam of Jugohrom, Center for lnvestigaﬁve Journalism - SCOOP, 21 February, 2015,
accessed on 21 November at httpifer ! rioxic-King

45 Meta (2016). “Tomorrow employees from "Jugohrom wm block the intersecﬁon outside the courthouse,” 23 November,
2016, accessed on 16 November at http://meta.mbk/en/iagliugohrom-en/

b {2017). “Macedoni; ds ban over Jugohrom Ferrua!loys plant opeuﬁons 31 lanuary, 2017 acoessed
on 21 November at hitos://seenews aws/macedonia-extends-bas-over-jugabis 08 pla 1730

# h.Ag0DPY
10

50



ASSESSING RUSSIA'S ECONOMIC FOOTPRINT IN MACEDONIA

Jugohrom, based in Tetovo, was one of Macedo-
nia’s top exporters. It accounted for 7 % of total ex-
ports and employed 1,100 workers. Aithough it was
among the biggest poliuters in the country, it faced
little oversight and consequences from the relevant
Macedonian authorities. Despite prior investigation
by the Tetovo public prosecutor and an indictment
in 2014 against the management of Jugohrom on

charges of endangering the health of the citizens of
Tetovo, the case was dropped on December 5, 2014
due to a lack of evidence of any criminal offense.”
This changed when it failed to meet a October 31,
2016 deadline set by the State Inspectorate for the
Environment to install a dust collection system, and
was, as a result, closed.*®

Box 1. Influx of Russian Offshore Capital: the Case of Samsonenko

47 Xhelal, Neziri (2015). “In the toxic Kingdom of Jugohrom Cemer for Invesﬁgaﬁve Journalism - SCOOP, 21 February, 2015,

accessed on 21 November at hitpafles
“ Dimitrievska, Valentina (2016). “Top M d

exporter Jugoh

Hution”. intelliNews,

1 November, 2016.

“ tefkov, Goran (2016). k ful in Maced

SCOOP, 5 December, 2016.

over air p

ia-under scrutiny in Russia”. Center for investigative Journalism ~

% SCOO0P (2016). “Samsonenko: Successful In Macedonia-under scruﬂny in Russia,” Center for Invesﬂgaﬁve Journahsm -

SCOOP, 5 D ber, 2016 d on 16

serutiny-inrussiaZ and Nova TV {2015). “The Russian Samsonenko h the story "nvest in Macedonia Beﬂze G February.
t2 ""k 3, 3 &

2015, accessed on 16 November at irttp
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Political Meddling Russia emerged as a political player in Macedonia
after the country plunged into a political crisis fol-
and SOft POWEI’ lowing April 2014 elections. The Social Democratic

Union of Macedonia (SDSM), an opposition party,
Russia has also gained a foothold in the Macedonian left the Macedonian parliament because it claimed
public space through its media outlets, such as Sput-  that the elections were illegitimate and demanding
nik, and its non-profit organizations, including chari-  a new vote. Gruevski’s determination not to back
table activities. Some of these Russian organizations  down unleashed a wave of street protests. The po-
have donated funds to construct Orthodox churches  litical crisis deepened after a leader of the SDSM
or promote Russian culture and language. Russia’s  began releasing wiretaps revealing high-fevel cor-
public relations campaign relies heavily on promot-  ruption and even alleged murder plots. The record-
ing Russia’s historic ties to Slavic nations in the region ings appeared to have the voices of Gruevski, the
as a way to improve the public perception of its in-  Secret Services head Sasho Mijatkov {Gruevski's first
stitutions. Pro-Russian media and non-profits often  cousin), and the Transportation and Interior minis-
present Russian governance as an alternative to the  ters discussing public procurement tender manipu-
EU, which they describes as hypocritical in its ap-  lation, appointments of loyalists to senior judicial
proach to the Western Balkans, positions, suppression of protests, abuse of public

funds for conspicuous consumption, and cover-
Russia has allegedly financed the construction of a ups of the murder of a youth who attended earlier
Russian Orthodox Church in the Aerodrom munici- protests.
pality of Skopje, which also hosts a sports center,
co-financed by Samsonenko and the municipality.®®  As the protests turned violent, the EU negotiated the
The same foundation was previously associated with  so-called Przino agreement between the government
financing the pro-Russian Center Party in Estonia.®  and the opposition, which stipulated the resignation
Meanwhile, a member of the Russian Duma, Leonid  of Gruevski's government, new elections, and ap-
Lebedev, also a beneficiary of the Skopje TE-TO heat-  pointment of a special prosecutor to investigate the
ing plants, donated funds for lighting the Millennium corruption allegations stemming from the wiretapped
Cross above Skopje.™ recordings. However, the crisis was exacerbated in

2016 following inconclusive elections and the attempt
Although the Gruevski government attempted to by Macedonia’s president to pardon the individu-
boost Russian tourism to Macedonia by scrapping  als charged in or allegedily involved in the publicized
short-term visa requirements for visits of less than one corruption scandals. Eventually, the president back-
year, the number of tourists from Russia has remained  tracked and rescinded the pardon in the face of na-
small, at between 2,400 and 4,800 per annum. The tional and international protests, including from the
latter trend is not helped by the lack of a direct flight  EU. Finally, once a new coalition government headed
connection and the limited promotion of the country by Zoran Zaev and his SDSM party formed a govern-
in Russia. In comparison, more than 300,000 Russians ment on May 31, 2017, the country returned to rela-
on average visit Montenegro each year. tive stability.*®

% Braw, Elisabeth, {2015). “Mixed Feelings In Macedonia As A Russian Orthodox Church Rises”. 25 June, 2015, accessed on
16 January, 2018 at httos:{iw Q) i EMaSE d :
3 RWR (2015). “Fconomic and Financia! (E&F) Threat A for Macedonia: A g the Activities of Russian State-

Owned Enterprises in Macedonia,” 2 December, 2015.

3 Xuzmanovski, Blagoja. {2015). Is Russia Showing Special in A donia?, RadioFreeEurope, 25 March, 2015 accessed
on 16 January, 2018 at hitps.//www.slobodnaevropa.erelali ssia g-spec st 6 8 |

% Marusic, Sinisa. {2017). *"Maced ra-’ Appl New Gov’t aftar‘ fonged Stal . Balk h 31 May, 2017
accessed on 13 January, 2018 athitnui/ww kaninsight.com article/macedonia-parlisment-approveszac T
05-31-2017
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Throughout, there were Indications that the Russian
government was using the political crisis to reawaken
national rifts in the region and to find “evidence” to
back claims of Western meddling, including allega-
tions of stoking the protests and pushing for a change
in government.”” The Gruevski government, as well as
Macedonian President Gjorge ivanov, repeated many
of Russia’s claims.®® Russian Foreign Minister Lav-
rov stated that the protests in Macedonia were the
product of outside manipulation.® Lavrov had been
commenting on the situation in Macedonia beginning
with the protests in 2015, when he drew upon ethnic
divisions and sensitivities, claiming that Macedonia
had been a victim of extremism and would be divided
by Albania and Bulgaria. Later, after the December
2016 elections, Russia focused attention on an al-
leged “Tirana Platform” to create a “Greater Albania.”
In government statements, Russia played up the poor
state of inter-ethnic relations, with great resonance
in Macedonia and the region. In general, Russian For-
eign Ministry statements became a regular occur-
rence after 2015. Prior to these protests, Russia had
largely ignored Macedonia. Against this backdrop, the
Macedonian government refused to join the EU and
U.S.-sanctions against Russia after the Crimean an-
nexation. Ivanov was also invited to join the May S,
2015 military parade in Moscow amid a boycott of the
event by most world leaders.®

The poor state of media freedom in Macedonia con-
tributed to the ability of Russian messages to enter
the mainstream media. Pro-government media out-
fets and then-Prime Minister Gruevski himself bor-
rowed narratives from Russian media outlets such as
Sputnik, Outside the panic-raising reports about the

West promoting a Greater Albania project, the U.S.
Ambassador also became a target of a pro-govern-
ment media campaign.s!

An investigative report from June 2017 by the Organ-
ized Crime and Corruption Reporting Project {OCCRP}
and several local and regional Investigative organi-
zations revealed information from leaked Macedo-
nian counterintelligence documents portraying how
Serbian intelligence had been involved in efforts to
support anti-Western and pro-Russian nationalist
groups.* The documents also revealed how the Rus-
sian Embassy in Skopje had been engaged in propa-
ganda and subversive activities since 2006, which in-
cluded direct funding of Macedonian media outlets,
including those directed at the Albanian minority,
so that they become outlets for Russian disinforma-
tion.® The Russian foreign intelligence (SVR) bureau
in Belgrade and the military intelligence (GRU) office
in Sofia were reportedly managing the operations in
Macedonia. In addition, Russia has set up over 30 Rus-
so-Macedonian cultural associations, opened a Rus-
sian cultural center in Skopje, and opened two Con-
sulates in Ohrid and Bitola in 2016, allegedly with the
goal of gathering intelligence.®*

Apart from some Russian intelligence officers, leaked
documents identified some journalists from TASS, a
state-owned Russian news agency, and a representa-
tive of the Rossotrudnichestvo Russian aid agency to
have worked on recruiting Macedonian officials.®> A
Rossotrudnichestvo office opened in Macedonia in
2016 as a result of a 2013 intergovernmental agree-
ment envisioned the founding of a Russian cultural
and science center in Macedonia.®® The leaked coun-

37 Rettman, Andrew {2017). “EU and Russia step into Macedonia crisls,” EUObserver, 3 March, 2017,
8 Marusic, Sinisa (2016). “Macedonia’s Gruevski issues Threats,” Balkaninsight, 17 December, 2016.
* Holodny, Elena. “The Kremiin thinks that the massive protests rocking a Balkan nation are an outslde )ob to hurt Russla,

Business Insider, 20 May, 2015 accessed on 11 November, 2017 at hittornffwwrw.buisin

protests-2015-5

n

institute —- MGIMO.

Ivanov was also made doctor honoris causa by the
tbid.

foreign rel

OCCRP {2017). “Leaked Doc
ibid.
thid.
ibid,
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s to idle in Macedonia,” 4 june, 2017.

Website of the Rossotrudnichestvo office in Macedonia accessed on 6 December at http://mkd.rs.gov.ru/ru/about
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terintelligence documents also noted that the Rus-
sian Ambassador directly told a senior foreign min-
istry official in April 2017 that Russia was working
to make Macedonia, Bosnia and Herzegovina, Mon-
tenegro, and Serbia militarily neutral countries and
complained that the Macedonian government was
not reciprocating Russia’s support, and threatened it
with economic and political consequences.*

Policy Recommendations

The immediate goal of Russia’s economic policy in
Macedonia has been to maintain its regional domi-
nance over energy markets and galvanize support for
its gas pipeline projects in the region. Contro! of en-
ergy markets is the basis on which Russia could try
to step up its efforts to expand both its economic
engagement and political influence. By trying to lock
Macedonia in large-scale energy projects, Russia has
been working towards pressuring the government
over the long-term, potentially through energy sup-
ply halts, debt disputes, or trade restrictions. To bol-
ster the resiliency of its economy and political system
against the inflow of corrosive capital, the Macedo-
nian government should strengthen the governance
of its key Institutions, put economic considerations
before geopolitical assumptions, improve media free-
dom, make capital inflows more transparent, and
tackle high-level corruption that could be used by for-
eign countries, entities and individuals for their own
interests.

Several key policy recommendations include:

* Macedonia should create an independent depart-
ment within the Financial intelligence Office {(FIO}
to monitor and analyze capital flows from foreign
countries. Its task would be to flag suspicious
money flows into strategic economic sectors and
in sensitive areas, such as cultural and media insti-
tutions. .

* The FIO and the Special Prosecutor’s Office should
look more closely at ties between domestic po-
fitical parties and businessmen and foreign busi-

“ lbid.
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nesses, particularly from authoritarian countries,
especially when there is little transparency about
the origin of large-scale transactions aiming to ac-
quire lucrative assets in the country.

Macedonia should work on strengthening the
independence of media by reforming the media
regulator and developing a special unit targeting
disinformation campaigns that pose threat to
national security.

To promote healthy investment in the country,
Macedonia should demand transparency of ul-
timate beneficial ownership, and should closely
monitor and analyze money laundering and tax
evasion risks.

Macedonia should focus its efforts in the energy
sector on diversification of gas supplies and
liberalization of gas and power markets, consistent
with European energy rules.

Regulatory institutions such as the country’s Se-
curity and Exchange Commission (SEC} should
not allow the ownership of the largest oil refin-
ing and wholesale distribution assets to be ac-
quired by companies with unidentified ultimate
beneficial ownership and financial capacity. The
SEC should ensure full transparency of its deci-
sion-making process, in which the FIO and the
Energy Regulatory Commission (ERC) should also
be involved.

A detailed cost-benefit analysis of each large-scale
infrastructure project conducted by independent
consultants should be performed before the
government commits to them. Foreign financial
institutions, such as the European Bank for
Reconstruction and Development, the European
Investment Bank and the World Bank, could be
engaged In advising the government on the most
efficient public investment frameworks.

The capacity and independence of energy and en-
vironmental regulatory bodies, as well as judicial
institutions should be strengthened, so that they
can prevent and respond to violations of respec-
tive frameworks.

Mergers and acquisitions should be closely moni-
tored by Macedonia’s Commission for Protection
of Competition for possible market concentration
risks, even when the deals affect foreign compa-
nies investing in Macedonia.
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® Private businesses and CSOs should advocate
against non-transparent decision-making in stra-
tegic sectors such as energy, mining and finance
that potentially attract the attention of corrosive
capital.

* (Civil society organizations and investigative jour-
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nalists should become much more active in reflag-
ging and exposing corrupt practices, the fusion of
corporate and political interests, and irresponsible
and opportunistic economic policies,
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Overview

Russia’s economic footprint has been growing in the
Western Balkans for at least a decade. The gradual
takeover of the Serbian energy sector by Russian state-
owned and -affiliated firms is the most visible manifes-
tation of this trend. Russian firms and their Serbian do-
mestic intermediaries have targeted in particular large
companies with weak corporate governance. Because
these companies typically have only a handful of capa-
ble managers, Russian and associated Serbian entities
have been able to win largely uncontested and in many
cases unilaterally enriching contracts. Among the four
countries under this study, the Russian economic foot-
print in Serbia is the largest in terms of Russian com-
panies’ revenue as a share of the total turnover of all
Serbian businesses. Russian entities, directly or indi-
vectly, affect as much as 10 % of the Serbian economy.
Notably, Russia’s corporate presence, measured by
volume of revenue and assets controlled by Russian
companies in Serbia, is even larger than in Montene-
gro, where Russian foreign direct investment {FDI) is a
third of the country’s gross domestic product (GDP).
v

There are two main, interconnected factors in Rus-
so-Serbian relations that have laid the foundations
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and Hya Zaslavsky, Research Expert, Free Russia Foundation and
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for Russia’s expanded power in the country. One
is Russian support for Serbia’s non-recognition of
Kosovo’s unilateral declaration of independence,
and the second is a 2008 energy agreement that
included Gazprom’s takeover of Serbia’s largest
Serbian company, the oil and gas firm Naftna in-
dustrija Srbije {NiS). The agreement sold NiS at a
below-market price and approved a new long-term

contract with the Yugorosgaz intermediary compa-

ny, which, in effect, appears to be a shell company
majority-owned by Gazprom. The 2008 agreement
also included provisions for Serbia to join the South
Stream project. Although work on the project end-
ed in December 2014, South Stream’s dominance
over the Serbian energy agenda for the past decade
slowed key diversification projects, market liberali-
zation efforts, and the implementation of critical
EU energy commitments. Moreover, Russia has ef-
fectively reincarnated the South Stream project as
Turkish Stream, which could be read as a continued
attempt to fock Serbia into an asymmetrical energy
relationship.

Gazprom’s terms in the 2008 natural gas agreement
have weakened the financial solvency of the state-
owned wholesale gas supplier, Srbijagas, and have
ballooned the debt of other petrochemical and large
industrial companies. High import prices dictated by
Gazprom and the limited liberalization of the domes-
tic market have caused a large accumulation of debt
in the energy sector {primarily in the state-owned
gas supplier, Srbijagas). The gas debt accumulated
in the energy sector has, over time, translated into
state debt, which severely limits the country’s finan-
cial firepower.

Moreover, the far-réaching energy agreement ap-
pears to have energized Russian involvement in other
sectors of the Serbian economy. For example, Russia
has sought economic cooperation in railway infra-
structure projects and the banking industry. Although
in comparison with Serbia’s total trade with the EU
and the EU’s investments in Serbia, Russia’s economic
presence is comparatively small, the Russian footprint

is concentrated in several strategic sectors that affect
the whole economy.

Over the past decade, Russia has compounded its
political ties with Serbia and its economic presence
in the country by leveraging traditional pro-Russian,
pan-Slavic, and pan-Orthodox attitudes via a series of
soft power initiatives. Sputnik, a Russian state-owned
media company, has worked with some Serbian media
owners to provide content direcily through their
local branches. Whether directly or indirectly, the
promotion of ideas sympathetic to Russia provides
a narrative to the Serbian population that appeals to
anti-NATO and anti-EU sentiments.

Moreover, Russia has used high-level political visits
to strengthen political ties and impress upon ordi-
nary Serbians that Russia is a strong foreign policy
actor and ally. in the background, Russian compa-
nies and Russian officials have built networks that
take advantage of Serbian governance deficits, such
as opacity in economic decision-making, the lack
of accountability among the management of state-
owned companies and a lack of regulatory inde-
pendence.

Russia’s Economic Footprint

_in Serbia

Russia’s effort to increase its political and economic
leverage in Serbia dates back to 2008, when Russia
sided with Serbia’s position against Kosovo’s declara-
tion of independence. Russia’s support for Serbia’s
stance coincided with the takeover of NIS and the
commitment by Serbia to joln Russia’s South Stream
pipeline initiative, which defined the energy policy
thinking of Southeastern European policy-makers
for ten years.! Gazprom also gained control over the
wholesale gas supplier, Srbijagas, via a long-term gas
import contract that utilizes a politically-connected
intermediary company, Yugorosgaz. This intermediary
is controlled by Gazprom and managed by a board of
directors, one member of which is Srbijagas’ CEO who

*  Polterman, Andreas. “Serbia Caught between Two Chairs? Does Serbia Want to be Part of the Russian Sphere of Influence or
Join the European Union?” Heinrich Bal! Stiftung In Serbia, Montenegro and Kosovo, 10 December, 2014,
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Figure 1. Russia’s Corporate Footprint in Serbia
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is a Vice President in the government’s junior coali-
tion partner, the Socialist Party.

Russia has firmly entrenched itself in the Serbian oil
and gas sector. Serbia imports close to 65 percent of
its natural gas needs and more than 70 percent of its
crude oil consumption from Russia. However, the fall
of energy prices since 2014 pushed down Serbia’s oil
and gas import costs from USD 2.06 billion in 2011 to
just USD 812 million in 2016, or from 5.4 percent to
1.8 percent of Serbian GDP (see Fig. 2). Correspond-
ingly, as energy resource imports make up most of
the bilateral trade between the two countries, the
Serbian trade deficit with Russia has also dropped sig-
nificantly. Although these factors have decreased the
financial burden from excessive dependence on one
supplier, Russia remains the country’s most important
energy partner. Critically, Russia stili dominates Ser-
bia’s domestic oil and gas production via ownership
stakes in NIS, and controls the wholesale and retail
fuel market through Gazprom Neft and Lukoil.

Apart from the energy sector, Russian FDI in Serbia
has remained small. From 2005 to 2016, Russian in-
vestment amounted to 4 percent on average annu-
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ial corporate database survey using uitimate beneficial ownership as criteria.

ally of all FD! in Serbia. Russia invested a total of
around USD 1.1 billion, or a bit less than 3 percent
of Serbian GDP over this period. However, this fig-
ure underestimates the true value of Russian in-
vestment in the country; for example, our research
shows that NIS, Lukoi! and Sherbank, among others,
have invested in Serbia through intermediary states
such as Austria and Netherlands. NIS has invested
at least USD 1 billion since Gazprom’s purchase of
it in 2008, and Lukoil has invested additional USD
250 miflion. Hence, a more realistic estimate of total
Russian FDI {including indirect investments) would
be around USD 2 billion, or 6 percent of the coun-
try's GDP.

In addition to corporate investments, Russia has
used direct government-to-government loan
schemes to expand its footprint in the Serbian econ-
omy. During the Serbian fiscal crisis in 2012 - 2013,
Serbia asked Moscow for a ioan to buttress the
Serbian budget. This could be read as an effort to
avoid asking for assistance from the International
Monetary Fund {IMF), which would require struc-
turai reforms. Russia agreed to lend Serbia USD 500
million and disbursed USD 300 million immediately

3
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Figure 2, Oil and Gas Imports and Trade Balance with Russia
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Source: CSD calculations based on data from the National Statistical Agency of Serbia.

to keep the country afloat. At the same time, Serbia The result was a long-term contract to deliver up to
borrowed additional USD 800 million from Moscow 5 billion cubic meters {bcm) per year of natural gas,
to modernize the country’s outdated railway infra- twice the amount of gas supplied by Gazprom from
structure. At an annual interest rate of 4.1 percent, 2001 to 2011 and 40 percent more than Serbia’s av-
the Russia loan had less favorable conditions than  erage annual gas demand. However, Gazprom set a
typical loans from European development financial 1.5 bem minimum threshold for the annual volume
institutions such as the European Bank for Recon-  of Serbian gas purchases, somewhat alleviating the
struction and Development (EBRD) and the Euro-  initial worries that Serbia would be paying for much
pean investment Bank {EIB). Moreover, the second more gas than it actually needs.® On December 19,
loan granted preferential status to Russian state- 2017, Yugorosgaz and Gazprom signed an addendum
owned contractors for the infrastructure moderni-  to the Russian gas supply contract to increase the
zation projects.? This loan was not debated publi-  volume of gas supplies to Serbia from 1.5 bcm to
cally, and it seems that Serbia agreed to the terms 2 bem, starting from 2018, although Serbia imported
of exclusive access for Russian contractors in viola-  only 1.75 becm in 2016.* The contract’s amendment,
tion of EU norms on competition and transparency came on the tail of two preliminary agreements
in public procurement. Moreover, the loan negotia- between Gazprom and Serbia to expand transmis-
tions happened concurrently with negotiations be-  sion and storage facilities, including that of Banatski
tween Gazprom and Srbijagas for the 10-year gas Dvor, an underground gas storage facility from 450
supply contract. to 750 million cubic meters {mcm).®

~

For example injune 2017, the German development bank, KfW, lent Serbia EUR 17 million for new water supply infrastmctum
o foar a ect:

3 Reuters (2011) "Srbuagas agrees 10~ yr gas :mport deal with " 21 D b 2011 don 24 N ber at hﬁm{{

‘ D Export bpage ded| d to the rel with Serbia, accessedon 2 }lnuary, 2018 atMmmmm
ru/en, ners/serbi,

S Ihid.
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Figure 3. Structure of Russia’s Corporate Presence in Serbia
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Source: CSD calculations based on data from a commercial corporate datobase.

During Serbia’s fiscal crisis, Russia further deepened its
presence in the Serbian economy through loans, con-
tracts, and investments. in our view, Russian state-ad-
ministered and -controlled companies have won favo-
rable repayment terms, gained preferential treatment
to work in country, and forced unnecessary energy
purchases on the country’s balance sheet. The rene-
gotiation of the natural gas contract has significantly
changed the Serbian energy import scheme and has
gone largely unnoticed by the public. A Russian-owned
company effectively took control of the Serbian natural
gas sector without much public discussion.

Russia’s economic presence is most salient in the cor-
porate arena. In Serbia, approximately 1,000 compa-
nies are entirely or partly Russian-owned.® Russian-
owned or -connected firms in Serbia control revenues
of close to EUR 5 billion, or 13 percent of the total
revenues generated by the local economy. As will be
described below, the indirect footprint of Russian
companies takes different forms, including: 1) local
companies’ dependence on Russian raw material im-
ports, i.e. natural gas; 2) debts accumulated for gas
supply; and 3} domestic companies’ dependence on

exports to Russia or Russian-controlled bank loans,
for example Agrokor’s subsidiaries.

Meanwhile, Russian entities directly or indirectly con-
trol between 8 percent and 10 percent of all assets in
the Serbian economy. This is despite the lower-than-
market valuation of NIS' oil and gas reserves and the
decapitalization of some petrochemical plants, the
gas debt of which has been transformed into equity
for Gazprom. Russian state-owned and private oil and
gas companies own almost all domestic oil and gas re-
serves, control over half of the wholesale and retail
fuels markets, and indirectly affect the financial man-
agement and corporate governance of state-owned
gas supplier Srbijagas, as well as that of its important
industrial clients. Russian companies are also major
employers in the country, directly employing approxi-
mately 2 percent of the total labor force and indirectly
employing around 5 percent {roughly 70,000 people
in total). Such employment is concentrated in just a
few industrial enterprises.

Two of the biggest Russian-led mergers and acquisi-
tions in the energy sector are Lukoil’s takeover of Be-

* According to an analysis of company data in a commercial corporate database.
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opetrol in 2003, and NIS and Lukoil’s buy-up of shares
in petrochemical plant Petrohemija, After the latest
conversion of Petrohemija’s debt into its ownership
in 2017, NIS and Lukoil own around 23 percent of its
shares, while the rest is in the hands of state-owned
companies including Srbijagas {32 percent). Srbijagas
has been involved in the partial takeover of several of
its gas clients, including Azotara and MSK, and even
companies in other industries such as Srpska Fabrika
Stakla, Toza Markovi¢, and Agrofiv. All these compa-
nies accumulated large gas debts with the national
supplier.

Russian presence in the finance, banking, and insur-
ance sectors is limited but has expanded significant-
ly in the past years, as three Russian-owned banks,
Sberbank VTB (state-owned) and Expobank entered
the market. However, their market share is minimal,
as they are not among the top 10 biggest banks in the
country. There is the possibility that the 2017 Agrokor
crisis could increase Sberbank’s footprint via an ex-
panded share in Agrokor’s debt-ridden subsidiaries in
Serbia, including Merkator-S, the biggest retail chain
in Serbia.

Furthermore, exports to Russia have become an
important aspect of the economic relationships be-
tween Russia and Serbia, following the expansion of
the free trade agreement signed in 2000. A Russian
embargo on the import of EU agricultural and food
products has provided a boost to exports from non-
EU countries in the Western Balkans. Since 2011,
Russia has ranked consistently among the top five
export destinations for Serbian goods, with more
than S percent of ail Serbian exports ending up in
the Russian market, which contributes to about
2 percent of the Serbian economy. Between 2005
and 2015, Serbian exports to Russia rose four-fold
to more than USD 1 billion, the largest amount by
volume for the Southeastern European region after
Greece.

“

on 2 January at bilos://seet

t2ujHijr.dpuf

Even though Serbian officials continue to emphasize
that the free trade agreement is a unique instrument
that will enable more rapid economic development in
Serbia, the true effects of this agreement on Serbian
exports have been humble at most.” Several obstacles
persist; In particular, Russia maintains strict import
criteria, and Serbia has only modest production ca-
pacity. Some of Serbia’s most valuable manufactured
goods are not on the list of duty-free products in Rus-
sia. For example, Russian officials on several occasions
did not grant Serbian-produced Fiat cars duty-free
status, while Serbia’s exports to Russia are predomi-
nantly machinery and transport equipment, medical
and pharmaceutical products, and agricuitural prod-
ucts. in 2016, 815 Serbian companies exported goods
to the Russian market. A quarter of all Serbian exports
to Russia have been in agricultural goods because of
the Russian embargo on EU-produced agricultural
goods. In June 2017, Mlekara Sabac, one of the largest
dairy companies in Serbia, which exports 75 percent
of its white cheese to Russia, announced that it would
build a factory in Russia with a production capacity of
450 tons of milk, equivalent to the output of some of
the biggest dairy farms in the Western Balkans.®

Vulnerable Sectors
Energy

Serbia is an energy-poor country that imports much
of its energy resources, with the exception of coal.
The country has limited oil and gas reserves, with
77.4 million barrels and around 4.8 bcm in stor-
age, respectively. Currently, the only two gas sup-
plies in Serbia are from local gas fields in Vojvodina,
and Russian imports via Hungary and Ukraine {the
Beregovo metering station).’ Local gas production
currently satisfies only 16 percent of Serbia’s needs
and, despite some exploration activity since 2010, it
is difficult to imagine a significant increase in pro-

Xinhua (2017). "Russla wishes to further s!vengthen ties with Serbm Russn:m official,” 6 lune, 2017, accessed on 24 November,

* Energy Community. (2017). Serbia Gas Chapter in the 2017 Annual implementation Report. October 15, 2017.
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duction. The share of imports in crude oil dropped
from approximately 80 percent in 2006 to about
60 percent in 2015, because of renewed exploration
activity by NIS.*® Due to the high share of coal and
hydropower in overall electricity production, Serbia
is one of the least electricity-dependent countries
in Southeastern Europe. Coal, mainly domestic lig-
nite, represents 53 percent of gross inland energy
consumption.* Nonetheless, 47 percent of Serbian
energy consumption is imported from Russia.

1t is through the energy sector that Russia truly ex-
erts its economic feverage in Serbia — one of the
hardest hit countries in the wake of the 2009 gas
supply crisis, The country’s gas imports are fully
dependent on Russia and the supply pipeline route
through Ukraine, Slovakia, and Hungary. Instead of
seeking to diversify its gas supply through strategic
pipeline interconnectors with Bulgaria and Croatia,
Serbia has remained an energy island that has devot-
ed considerable effort to promoting Gazprom-con-
trolled pipelines. Not surprisingly, Serbia pays one of
the highest gas import prices in Europe, which has
dissuaded local residents from pursuing domestic
gasification and has pushed them out of the district
heating systems that use natural gas in large urban
centers, and into burning coal and wood, as well as
using electricity for heating purposes.

In 2016, Serbia’s oil and gas imports {mainly from
Russia) accounted for less than 2 percent of the
country’s GDP, down from over 5 percent in 2005.
Yet Russia has firmly occupled a crucial decision-
making position in the energy sector in Serbia for the
past decade. In 2008, Serbia concluded a wide range
of intergovernmental 30-year agreements, including
the sale of 51 percent of then-state-owned NIS to
Gazprom, as well as a majority stake in the country’s
only gas storage facility, Banatski Dvor, for a total
of USD 400 million. Russia bolstered the agreement
with a firm pledge to build the 63-bcm gas pipeline,

* According to the Serbian energy balance statistics of the interna
QIR sésia parchitena Coun RBIA

* Data from the European Energy Community, 2012.

[yt

South Stream, which would cross the Black Sea be-
fore crossing Bulgaria, Serbia, and Hungary, ending
at Austria’s Baumgarten hub. Aithough the project
has since been shelved, South Stream captivated
the imagination of Serbian energy policy-makers
for the six years it was active. For example, at the
outset, Srbijagas founded a joint project company
with Gazprom to build Serbia’s portion of the South
Stream pipeline. According to an investigative report
by Insider, the national gas supplier spent roughly
USD 35 million for the project’s preparatory activi-
ties.’? However, in reality there has been no visible
progress in the completion of the pipeline in both
the feasibility and engineering parts of the project.

If Serbia wanted access to the windfall of benefits
that South Stream could provide, it would have had
to accept other unsatisfactory conditions, including
not completing alternative projects providing for
potential future gas diversification. For example, by
focusing entirely on South Stream, Serbia did little
to advance the strategic gas interconnector with Bul-
garia, which could establish an alternative gas sup-
ply route from Azerbaijan via the Greece-Bulgaria
interconnector and the Trans-Adriatic Pipeline. De-
spite a Bulgarian-Serbian intergovernmental agree-
ment on the construction of the interconnector in
2017, no concrete steps have been taken to complete
the project; funding has not yet been sourced and a
project management company has not been set up.

When the South Stream project fell apart in 2014
due to the objections of the European Commission
to the pipeline project’s violation of EU energy and
competition law, the Russian president replaced
South Stream with Turkish Stream in December
2014, and proposed the hastily-designed extension
TESLA. TESLA is supposed to link to the proposed
Turkish Stream project and bring Russian gas to Eu-
rope through Greece, Macedonia, Serbia, Hungary,
and end in Austria. Turkish Stream has a proposed

accessed on January 2, 2018 athftps:i
004

2 in 2016, a team of investigative journalists tried to uncover where the amount of 30 million EUR was invested and why. Thay
were however left without any answer. See “Placamo i za uga¥eni projekat Junitok?” Insider, 11 March, 2016, hitos/finssider,

net/sr/sait, 454,
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Table 1. Gas Import Prices in Serbia (USD/1,000 cubic meters)

Source: ion “Tloc, N Cpbujozacay 2015 u y 2016 200uny,” Srbijagas, March. 2016, p. 9.

capacity of 31.5 bcm,*® of which Turkey expects to  gas supplier and a Vice President in the SPS, The Ser-
consume about 16 bcm. bian media considers him the principal pro-Gazprom
player in Serbia. Bajatovic has kept his position for al-
Kosovo's unilateral declaration of independence in most a decade with alleged support from Moscow.™
February 2008 appears to have catalyzed the 2008  Additionally, Serbia’s Anti-Corruption Agency claimed
energy agreement between Russia and Serbia. It ap-  in 2014 that his corporate positions could be a source
peared that the Serbian leadership at the time sought of conflicts of interest,” but he has so far defied the
to bring Russia into the Western Balkans as a counter-  criticism.’® Bajatovic has openly opposed gas supply
balance to the West. Since the early 1990s, the suc-  diversification, an otherwise widely popular concept
cess of Russian energy policy in Serbia typically relied  that would lower gas prices for Serbia. Strikingly, ona
on close connections to the senior leadership of the  number of occasions, he has even expressed on-the-
Serbian Socialist Party (SPS). The links established be-  record viewpoints that diréctly conflict with some of
tween SPS and Gazprom were revived in the second the government’s and energy ministry’s proposals.
half of the 2000s, when senior SPS members rose to
high management positions in many state-owned en-  The asymmetrical relationship between Gazprom and
ergy companies. With the 2008 agreement, Gazprom Serbia has indirectly affected the financial health of
gained a bigger-than-ever say in the financial man- a range of gas-dependent companies. State-owned
agement and governance of Srbijagas. For instance,  firms accumulated EUR 200 million in debt to Srbija-
Dusan Bajatovic serves as both a CEO of the national ~ gas between 2006 and 2013, due to Gazprom's price

® "Perspectlve for 'Tudush Stream’ Pro]ect Possible Scenarlos and Challenges,” N: | Gas Worid Nebsite, 27 January, 2017,
¢ 5 e i hallenges-3540

1

“ For example see GV ‘Ruska drugarska podr!ka Bajatovltu, Danas, 1 April, 2016 htth/ww danas, fek a/
ruska_drugarska_podrska_bajatovicu.4.htmi?news_] nd—258344 and "Rusl ne daju Bajatovi€a”, Novi Sad news portal 021,
May 17, 2016, Eotp://eon y :

1 *Case ~ Duian Bajatovié” Anti- Corrupt\on Agency of the Repubhc of Serbia, 18 September 2014, accessed on January 18,
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Figure 4. Gazprom Ownership Tree in Serbia

Source:

policies and its inflexible long-term gas import con-
tract. These financial losses are a result of the mis-
match between the high price of gas imports and the
low domestic price paid by consumers. It appears that
domestic consumer prices are heavily subsidized, in
part to prevent social unrest. Moreover, Srbijagas
has been unable to pursue its claims on the debts ac-
cumulated by several large state-owned enterprises
{SOEs), such as Azotara Fertilizer Plant, Petrohemija,

h

CSD description based on a commercial corporate datobase analysis.

Smederevo Steel Mill, and some municipal district
heating companies, as this could make the companies
insolvent, endangering thousands of jobs or even the
heating supply to big cities. Ultimately, a considerable
part of Serbian heavy industry has depended on the
supply of cheap natural gas both from NIS’ domestic
sources and from Srbijagas’s imports. The global eco-
nomic crisis in 2009 however prompted some signifi-
cant takeovers by Srbijagas or the state.”” For exam-

¥ *Srbijagas: Gas, staklo, piiiéi..”, B9S2, D
p 5 2010&mm=128dd:

R

14, 2010,
1Y

B
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ple, Azotara Fertilizer Plant, Petrohemija and Smed-  shares (see Fig.4 above). The venture originally
erevo Steel Mill, which are not owned by Srbijagas or was set up to construct the gas interconnector with
the state, amassed huge losses from 2008 to 2014 de- Bulgaria and to gasify southern Serbia, but in 2007,
spite receiving cheaper natural gas from Srbijagas.*®*  the company became the main intermediary in
it is in the strategic interest of Gazprom for all three  Srbijagas’s gas trade with Russia. Yugorosgaz receives
companies to survive since they constitute almost  around a 4 percent premium on the gas it resells to
one third of Serbia’s gas market. Gazprom may avoids  Srbijagas, contributing to profits of approximately
purchasing these companies outright, and instead lev-  EUR 15 million in 2013 alone.®
erage their debt to pressure Serbia since the indebted
companies’ potential collapse could leave thousands  Gazprom has designed the gas supply structure to its
of workers on the street protesting. benefit — and apparently at the expense of Srbijagas.
Gazprom sells the contracted volume to Yugorosgaz
By participating in the Serbian energy sector through in Ukraine, then Srbijagas buys the same gas but at a
buy-ups, it appears that Gazprom has positioned it- 4 percent premium and pays the additional shibping
self to potentially benefit from Serbia’s gas debt  costs through Hungary. For years, the paradox has
vulnerability by cutting gas deliveries to Serbia. The  been such that after Yugorosgaz sells the Russian gas
most significant reduction In gas supply — by 30 per-  to Srbijagas, the national gas supplier resells it at a low,
cent — occurred just days before a visit by Russian regulated price back to Yugorosgaz for its own distri-
president Vladimir Putin to Belgrade in 2014. At the  bution in southern Serbia, which contributes to per-
time, Gazprom stated that the official reason for the  sistent large losses on Srbijagas’ financial statements,
gas cut was Srbijagas’ debt to the Russian company.'®
In March 2016, Srbijagas began talks on restructuring  'Although many elements of the gas trade between
its total debt of around EUR 1 billion — close to half  Serbia and Russia remain unknown due to the con-
of which is owed to Russian state-owned banks. Ul-  fidentiality of the contracts, investigative reports
timately, the Serbian state took over the majority of  from leading Serbian media outlets* show that Sr-
the debt owed directly to Gazprom, which has con-  bijagas bears significant losses due to its gas trade
tributed to the country’s worsening fiscal position. In  arrangements. Eventually, the Serbian taxpayer will
June 2017, the Serbian energy minister reported that  have to foot the bill, most likely through the issue of
state-owned companies have fully repaid all gas debt  more public debt to be covered by higher taxes or a

worth USD 450 million to Gazprom.® cut in social expenditures. Yugorosgaz, on the other
' hand, does not reinvest its proceeds into develop-
Russia’s footprint in the gas sector extends through ing its gas pipeline system in Serbia or constructing

intermediary channels as well, such as Yugorosgaz, the interconnector with Bulgaria as negotiated by
a joint venture between Srbijagas and Gazprom in the Russian and Serbian governments, but instead
which the Russian side controls 75 percent of the  divides the funds between the company’s owners.?

3 Republic of Serbia — Fiscal Council. Assessment of State-Owned Enterprlses in Serbﬁa Fiscal Aspects Belgrade July 31,
2014, accessed on 22 january, 2018 at hitp./hwww fisk aly § g 364 :
aspect.pdf

¥ “Russia Reduces Gas F|ow to Serbia over Unpaid Debt,” Navinlte com, November 1, 2014, httpdAwwwnovinite.com/

to port gasin the future

hali,

u Orlgmally, the Sulgarian»Serblan lnter- or was
2 E.g. Insider, TV 892,

2 Apart from 100 km of plpeline built down to Nis before 2000, there has been very little progress in construction of the
gas pipeline Nis-Dimitrovgrad (Bulgaria). In 2014, when Russia’s Gazprom said it would abandon South Stream, Bulgaria and
Serbia, which had signed a memorandum for the construction of the gas interconnector in 2012, were forced to ook for
alternative gas supply options.
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Srhijagas receives 25 percent of all proceeds, while
the other 75 percent are transferred abroad, includ-
ing 50 percent to Gazprom in Russia and 25 percent
to another company, Centrex, which research shows
is ultimately owned by Gazprom.

in response to criticism from the European Com-
mission and amid the freezing of the South Stream
project, Serbia began to restructure the gas sector
at the end of 2014. According to the Energy Com-
munity Secretariat, the two transmission system
operators (TSOs) licensed in the country —the state-
owned Srbijagas and Yugorosgaz (distributing gas
to the southern part of Serbia) ~ did not fulfil their
obligation to effectively separate energy transmis-
sion from production and supply, as EU energy rules
required. The respective reasoned opinion stated
that although Yugorosgaz’s ownership arranged the
company into a separate pipeline subsidiary in fall
2012, it did not do enough to ensure discretionary
independence from political interference within
the company.? The Secretariat also found the faii-
ure to unbundle the two TSOs a key obstacle to the
proper development of a competitive gas market
in Serbia.

The Bulgaria-Serbia interconnector project {1BS) how-
ever lagged behind, due to constant opposition from
Srbijagas’s management to implementing the restruc-
turing of this company. After strong pressure from
the Energy Community and the EU, Srbijagas formally
established two new companies, one tasked with gas
transportation and the other with gas distribution.
Through a government special decision in January
2017, these new companies were to receive a func-
tional permit from the Ministry of the Economy, de-
spite the fact that Serbia’s energy regulator denied
the license request since the whole process happened
only on paper. Both companies had neither property
nor employees. in its latest Implementation Report,
the Energy Community reiterated its observation that
Serbia has persistently failed to unbundle Srbijagas

and noted that the gas market remains closed and
highly concentrated.® In any case, the functional per-
mit approval opens the door to the EBRD's financing
of the Bulgaria-Serbia interconnector, which was con-
ditional on the restructuring of Srbijagas. Overall, Ser-
bia has been dragging its feet in implementing chang-
es to the energy regulation framework in accordance
with the EU and Community, especially in the areas
directly affecting the current Gazprom-controlled gas
supply structure. The result has been a decade-long
delay of a key interconnector with neighboring coun-
tries that could improve the diversity and security of
supply.

in many cases, corporate governance issues plague
these downstream companies and actively contra-
dict the declared long-term interests of Serbia. The
mismanagement of the price-setting formula —
which Russian-controlled companies sell expensive
natural gas to the wholesale supplier, which then
resells the fuel to final clients at subsidized tariffs
ensured by the regulator — is the most critical exam-
ple of such failure. Moreover, the gas intermediary
has successfully lobbied to stymie the liberalization
of the gas market and halt the unbundling of Srbija-
gas, ultimately delaying EU alignment. There are also
indications that the Serbian government continues
to meddie in Srbijagas’ corporate governance, failing
to separate its high-level management from involve-
ment in the Russian-controlled gas supply intermedi-
ary, Yugorosgaz.

In the fuel market, the Russian-owned NiS-Gazprom
Neft and Lukoil dominate the upstream, refining,
wholesale and retall sectors. According to 2015 data,
NiS owns 325 gas stations (24 percent of all gas sta-
tions in Serbia}, while Lukoil has 148 {ten percent),
making them the two biggest retailers in Serbia. in
addition, NIS supplies 78 percent of the fuels sold by
other competitive retail gas stations. This data sug-
gests that Russian-owned firms have almost full con-
trol and monopoly over the fuels market, with more

* Energy Community {2014). “Secretariat submits a Reasoned Opinion against Serbia on its fallure to comply with gas unbun-
dling rules Press Release of the Legat Department, February 24, 2014, accessed on Januarv 2, 2018 at KNS/ WWW.EReIEY-

» Energy Community (2017) Serbia Gas Chapter in the 2017 Annual implementation Report. October 15, 2017,
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than a third of the retail market, all upstream pro-  bezhstroitekhnologiya” (3apybemcrpoitrexronorun)
duction, and most wholesale storage facilities. While as a main contractor for the coordination aspects of
crude oil prices fell by more than half in 2014, retail  the project as well.

gasoline and diesel prices fell between 4.4 percent

and 10.4 percent, far below the decline registered in ~ There are two main possible reasons for Russia’s in-

European oil trading indices such as the Platt’s Medi-  terest in the modernization of Serbian railway infra-
terranean Quote.® structure. First, it would grant Russia an opportunity

to provide state-owned companies with procure-
Railways ments abroad, and second, it would improve strate-

gic connections between Belgrade and Montenegro’s
Russia, as opposed to the EU, has not provided any  port of Bar, where Russia was interested in building
development aid grants to Serbia. However, Moscow  a naval base. Montenegro however officially rejected
has leveraged other types of macroeconomic loans  this project at the end of 2013, due to its NATO aspira-
to accelerate large-scale infrastructure projects that  tions. Interestingly, another major railway moderniza-
potentially serve Russian strategic interests. For ex-  tion project involved a stretch between Belgrade and
ample, a 2008 agreement between the two coun-  Nis. improving this infrastructure would better con-
tries allocated USD 800 million towards modern-  nect the Serbian capital with a Russian humanitarian
izing the country’s railway infrastructure. Despite  center in the country's second-largest city, Nis. The
the conclusion of the agreement nearly a decade  U.S. has perceived the Russian humanitarian center
ago, the government only began utilizing the loan  as a potential pretext for the deployment of a stra-
in 2014. The original intention was for full imple-  tegic Russian military facility, which could be used,
mentation by 2016. In 2016, Russia extended the  for example, for espionage activities in the Western
deadline for the loan’s full implementation to 2021, Balkans.*® Despite repeated Russian calls urging the
Meanwhile, Zorana Mihajlovic, now Serbia’s Minis- Serbian authorities to grant the humanitarian center
ter of Transportation and a government Vice Presi-  diplomatic status, Serbia has so far refrained from do-
dent, claimed in early 2016 that the government  ingso.® :
had implemented about USD 700 million of the total
800 million from the loan. Russia included a condi-  Finance
tion in the agreement that the Russian state-owned
railway company would be the primary contractor  Although Russian presence in the financial, banking,
for the modernization project.” The loan's repay-  and insurance sectors is quite fimited, in the past
ment period is 20 years at a 4.1 percent per annum ten years, two Russian state-owned banks opened
interest rate. This is less favorable than the EU finan-  branches in Serbia: Moskovska Banka, now part
cial institutions’ terms, which have been providing of the VTB group, which opened its first branch in
infrastructure loans in the region at an interest rate 2008 as a greenfield investment, and the Russian
between 1 and 3 percent. Serbia decided to contract state-owned Sberbank, which entered the market in
the Russian Railways international subsidiary “Zaru- 2012, by purchasing the banking arm of Volksbank

% Yssewmaj ¢ ceKMOPCKOf Ha senuko u mp Ha mano o Hathme y 2015,

200unu, Commission for the Protecuon of Compeﬁﬁon of the blic of Serbia, b 2016, p. 35

¥ ftis planned that participation of Russian companies in the reconstruction of the railway infrastructure in Serbia will be 70 %,
while particip of Serbian is d to be 30 %.

* Tanjug (2017). “US concemed" by Russian humamxartan center in Serhia 15 June, 2017 as reprinted by B92, accessed on
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international in Central and Eastern Europe. Another
small domestic institution, the Marfin bank, was
recently taken over by the Czech Expobank, owned
by a Russian businessman, igor Viadimirovich Kim;
there is some anecdotal evidence of Kim’s links with
President Putin.}® However, none of these banks is
on the list of 10 major banks that hold more than
77 percent of the banking market in Serbia. The three
Russian-owned banks jointly hold 4.7 percent of
Serbia’s market, and only Sberbank is visibly trying to
establish itself in the marketplace. In addition, there
is only one Russian-owned insurance company, Sogaz,
founded jointly by Srbijagas and Sogaz Insurance
from Russia. Nevertheless, Agrokor’s recent default
on a Sberbank loan could provide Russia with an
opportunity to expand its political footprint in the
region. The potential fallure of Agrokor’s subsidiaries
in Serbia could also trigger larger unrest, given that
hundreds of businesses serve and are dependent on
Agrokor’s supply chain.

In 2012, when Sberbank took over Volksbank’s busi-
ness in the region, the Russian financial institution
expressed its readiness to invest EUR 100 million in
Serbian export companies tied to the Russian mar-
ket, as well as to help attract a strategic partner to
purchase the Smederevo Steel Plant.** To date, Sber-
bank has not significantly increased its market share
in Serbia, and maintains the refatively low profitabili-
ty of its previous owner. In addition, the bank's initial
pians to finance the acquisition of the Smederevo
steef plant did not go beyond a formal agreement,
and cooperation with companies exporting to Rus-
sia did not materialize in large numbers.* Sberbank
has preserved the investment policy of its Austrian
predecessor and has not gotten involved in develop-
ing business cooperation with the largest privately-
owned companies in Serbia, since local businessmen

3 gjelotomic, Snezana. “Marfin Bank: Putin’s man igor Kim gets green light for

2016.

=
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own many of them.* Sherbank considers these busi-
nesses risky, as several banks in Serbia collapsed in
the period 2008 - 2015, due supposedly to political
meddling into their business. Sberbank, however,
was interested in purchasing the Komercijaina Banka
or Banka Intesa (a Serbian subsidiary of italy’s Banca
Intesa) in late 2013, as the latter has been the biggest
creditor of Srbijagas.*® No agreement was reached
though, and there have been no new developments
in the past four years.

One notable exception has been Sherbank’s aggres-
sive investment in the retail sector, including the
largest retailer in the Western Balkan region, the
Croatian holding company Agrokor. The company,
whose owner, Ivica Todoric, has been reported to
have close ties to Croatia’s government over the
years, has functioned as a highly centralized and
in many respects unreformed business. Relying
heavily on bank loans, the company has expanded
into almost all countries of the Western Balkan. In
early 2017, Agrokor employed some 60,000 people
throughout the region and had an income equal to
roughly 15 percent of Croatian GDP. The company
simultaneously accumulated large debts, totaling
around USD 6.4 billion or six times its equity.®® it
owes around 18 percent of its debt to Sherbank,
while VTB has provided around EUR 300 million in
loans {5.4 percent of the total) {See Fig. 5). Sber-
bank also supported Agrokor’s acquisition of a
Slovenian retailer, Merkator, in 2014, which in turn
owned the Serbian chain Roda. At the time of the
Merkator buy-out by Agrokor, Western creditors
were skeptical of the company’s ability to finance
the purchase. Sberbank was the only institution
that backed the Croatian holding, providing it with
a EUR 600 million loan, followed by a second EUR
400 million loan to improve the company’s financial

5 * Carhi
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* Hic, Igor. “Croatia passes law to protect economy from Agrokor-like crisis,” Reuters, April 6, 2017.
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health. Agrokor used the shares of some of its ma-
jor subsidiaries to secure the second loan, including
the Croatia-based PIK Vinkovci, Ledo, Zvijezda, and
Samnica.

Despite ballooning debt and unsustainable growth,
Agrokor remained relatively stable until Februar'y
2017, when Russian Ambassador to Croatia Anvar
Azimov threatened that Agrokor “will have to repay
the loans from Russia and Russian banks or will face
the consequences.”* He added that the company
had financial problems and that this time Russian
banks would not come to its rescue. The statement
sent shockwaves through the market. in the follow-
ing days, credit agencies downgraded Agrokor’s long-
term debt rating, which led to a stampede of credi-
tors asking for the repayment of their foans. Sberbank
later clarified that the bank was not interested in ac-
quiring the Agrokor businesses but only in improving
the holding’s management.¥

In an attempt to consolidate Agrokor, in March 2017,
Sberbank gathered four other creditors {Privredna
banka Zagreb, Reifeisen banka Austrija, VTB Banka
Austrija AG, and Zagrebacka banka) and issued one
large syndicated loan with the condition that Agrokor
appoint new management, consisting of independ-
ent experts. At the same time, Croatia adopted a
special law that would restructure the manage-
ment of companies with systemic importance for
the economy {later dubbed “Lex Agrokor”), with the
immediate purpose of stabilizing Agrokor. This law
effectively prevented a potential Sberbank takeover
of Agrokor. The law imposes compuisory state ad-
ministration for companies with more than 5,000
employees and debt levels higher than EUR 1 bil-
lion, depending on the company’s loan agreement.
The Slovenian parliament similarly introduced “Lex
Mercator” to protect the use of the Slovenian sub-
sidiary of Agrokor to cover Agrokor’s debt. Croatia
installed a special administration in early 2017 to

¥ “Rusija vife nece davati kredite Agrokoru —
¥ ekapiia.com/new Ja8

erbank pr
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run the company for the following 15 months. The
new management succeeded in persuading a Ameri-
can Knighthead Capital Management {AKCM) fund
specializing in distressed companies to secure a
EUR 480 million loan to Agrokor. Sberbank rejected
the deal and proceeded to claim its Serbian and Bos-
nian assets that had been used as securities for its
loan to Agrokor. However, the Serbian Commercial
Court did not allow Lex Agrokor to apply to the sub-
sidiaries in Serbia. Consequently, Sberbank was able
to begin a lawsuit claiming its Serbian assets as loan
guarantees in July/August 2017. The Serbian court
decided to rule against Lex Agrokor in order to pro-
tect Serbian companies from potential bankruptcy
during a resale,

morace da vrati pozajmijeni novac,” E-Kapifa, Feb
kredite-agroko i S{N-NOLACR

ruary 11,
LA-AENQASKI-KODCRIN~ RO = .
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52 % udjela u Agrokoru,” SEEbiz, March 26, 2017, hitu/Awwwsesbiz suf
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Clearly, the Agrokor’s crisis has the potential to criti-
cally affect the Serbian economy. In Serbia, Agrokor
owns a supermarket chain {made up of three brands),
a retail credit card company, pastry and ice cream
companies, a mineral water and sunflower oil pro-
ducer, real estate management companies, and vari-
ous consultancies. Agrokor directly employs 11,200
workers, or 16 percent of all employees of Russian-~
controlled or ~related companies in the country.®®
Merkator-S, which is the second biggest retailer in
Serbia with around EUR 867 million in revenues in
2016, has 350 diverse supermarkets under its pur-
view, making it one of the largest companies in Serbia
in terms of turnover and employees. The company
works with at least 660 domestic suppliers with enor-
mous significance for small-town economies.

Not surprisingly, Serbia pledged to prevent compa-
nies under Agrokor’s ownership from suffering any
direct damage and announced, in April 2017, that it
would introduce temporary measures in commer-
cial courts to protect these companies.” Following
this statement, Sberbank filed multiple requests in
Serbian commercial courts to block the disposition
of companies’ property related to Agrokor. Serbian
law prevents a foreign-owned parent company
from guaranteeing loans with the property of sub-
sidiaries in Serbia. This effectively supported the
Sberbank request. The courts introduced additional
temporary measures that the forbid creditors of
Agrokor companies from expatriating affected Ser-
bian property.

During the Agrokor crisis, the Serbian mainstream
media however reported that several businesspeople
who could be connected to Russia were interested
in taking over the ailing subsidiaries in Serbia.®
Rodoljub Dfaskovic, whois a brother-in-law of Danica
Draskovic, a current member of the Board of Directors
of NIS, is one of the most prominent among them.

3¢ “Seratli¢ porutio Ljajiéu: Mercator s plaéa sve na vreme,” SEEbiz, 23 March, 2017,

mercator-s-placa-sve-na-vrem 9

portal Ekapija on 27 Apru

Because Sberbank has indicated that it would not
like to run the Agrokor subsidiary businesses itself,
it is possible that the Russian financial institution
will sell them to private owners. So far, the Serbian
government and the courts have assisted Sberbank
in its fight for control of Agrokor’s assets. By allowing
asset transfers into the hands of companies with
ties to Russia, Moscow could potentially penetrate
deeper into the Serbian economy. The extensive
reach of Mercator-S into the Serbian economy could
represent a future vulnerability.

Political Amplifiers

Dating back to at least the 19% century, Serbia has
traditionally perceived Russia as a strong ally in its
political ambitions. The Kremlin’s support for Ser-
bia’s cause in Kosovo and Russia’s rejection of Ko-
sovo’s independence have strengthened the image
of Russia as a guardian of Serbia’s interests. While
domestic Russian media outlets have promoted a
shared vision of international relations in the West-
ern Balkans, a network of dedicated Russian insti-
tutions in Serbia has fostered feelings of proximity.
The network has been expanding in recent years to
provide support {including financial aid} to organi-
zations and groups that promote Russian interests.
Branches of Russkiy Mir (Russian Worid) and a rep-
resentative office of the International Fund for the
Unity of Orthodox Nations have operated in Novi
Sad and Belgrade since 2005. Attempts to strength-
en mutual ties between Serbia and Russia have fur-
ther intensified since 2013, the same year that the
Council of the EU announced Serbia’s readiness to
start accession talks. At the same time, the Russian
Institute of Strategic Research (RISI} established a
local branch in Belgrade, its only one in the West-
ern Balkans. RISP's website states that the institute
is a major scientific, research and analytical center

40 Biziife (2017). “Rodoljub Draskovic oﬁer!ng Todunc to take over Agrokor’s operations in Serbia.” Reprlnted in online media
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founded by Russia’s President, with the primary
goal of providing information to the presidential ad-
ministration and other state institutions. There are
also several other Russian foundations, including
the Gorchakov Public Diplomacy Fund, the Strategic
Culture Foundation, the Center of National Glory,
and the Foundation of St. Andrew, which have pro-
moted Russian interests through various activities:
financing projects on Serbia’s neutrality,® organ-
izing roundtables and conferences on Russian soft
power,*? and helping to establish Russian centers
in Serbia’s academic institutions.** Several Serbian
political parties, including parties that participate in
the current government, claimed cooperation with
Russia’s rufing party, United Russia.**

Russia has promoted the creation of several Serbian-
language branches of major Russian media outlets,
often with a comprehensive section devoted to po-
litical affairs. Since 2012, a considerable number of
online news outlets that openly promote Russian
interests In Serbia, by focusing on Russian military
strength*®® and spreading fear of U.S. influence, have
appeared.*® The first among them was the web por-
tal Vostok {(www.yostok.rs). There is a considerable
number of web news portals that have appeared
since 2012 that openly advocate Russian interests in
Serbia. Among the most influential are Novi Stand-
ard (wwwistandard.rs), Srbin.info (www.srbin.info),
Vaseljenska TV {wwwyaselienska.com), but also small-

er portals such as Gazeta {www.yvesti-gazeta.com),
Fakti (www.faktiong) Kremiin (www.kremlin.s), Glas
Moskve (wwwelasmoskvers) etc. Additionally, the
state-owned news agency Sputnik opened a regional
editorial office in Belgrade in 2015. in Serbia, Sputnik
operates in the Serbian language through its internet
portal and radio program, providing to local radio sta-
tions free content, which is widely used. One of the ma-
jor Serbian weeklies, Nedeljnik, contains the R Magazin
supplement, published by Rossiyskaya Gazeta as part
of a project “Russia Beyond the Headlines.” Public per-
ception is that the promotion of Russian interests is
visible even in the most prominent daily tabloids, such
as Informer* and Srpski telegraf. Efforts to penetrate
almost all areas of public life are also obvious from
Gazpromy's donation of USD 5 million to the Serbian Or-
thodox Church, which was spent on drawing mosaics in
the St. Sava Church. This project is part of Gazprom’s
comprehensive program for projects in the fields of
culture and the preservation of the historical heritage
of Serbia.*®

The activities of Russian organizations and their Ser-
bian media counterparts fall into several thematic ar-
eas. First, these outlets promote a Russian perspec-
tive on international affairs, for example, saying that
the current crisis In Ukraine will be more dramatic
because of U.S. involvement,* or they interpret his-
tory through a Russian lens In the spirit of support
for the long-term Russian-Serbian alliance. Secondly,

41 NSP (2015) News about project on Serbia (] mllttarv neutraltty chober 17 2017 accessed on December 25 2017 at hﬁmﬂ

- Sputnlk (2017) Openlns of the Russian centre on the Faculty of Pollttcal science in Belgrade December 16 20186, accessed on

December 26, 2017 at hitps;

* Blic {2017). Companv “Gasprom Neft" with 4 mlllion euros ﬁnances a mosan: in the Temple of Saint Sava April 22, 2016

accessed on December 6, 2017 at hitn.

A ira-| ik-u-h

“ Sputnlk (2017) Recent news, allegedly, about US mllltary acﬁvlﬁes in Ukraine. December 26, 2017, hlips./irs spitniknews.
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they attempt to discredit Western structures (NATQ,
the EU) by claiming that these institutions counter
Serbia’s interests {for example, EU support for Vo-
jvodina’s “separatist groups”)® and that they pose
a threat to global peace and stability. Thirdly, they
present Russia as Serbia’s closest aily, whose actions
are always consistent with the interests of Serbia.
They emphasize common aspects of Serbian and
Russian history, in particular the tradition of fighting
shoulder-to-shoulder in the two world wars. Next,
they criticize the pro-European actions and present
Serbia as a country repeatedly humiliated by the EU,
as well as by the U.S,, yet still “determined” to be-
come a part of the Union to the detriment of the
Serbian society.® Finally, Russian media constantly
remind of past disputes and conflicts between Ser-
bia and its Balkan neighbors, which seems to aims
to deter Serbia’s EU integration and the process of
reconciliation in the region.®

Governance Vulnerabilities

To boister its foothold in the Serbian economy, Rus-
sia appears to systematically target Serbia’s govern-
ance deficits. Russia strategically invests in the en-
ergy sector, often with the effect of reducing com-
petition, reinforcing its position, and locking in sup-
ply. These investments promote Russia’s economic
and political interests and foster interdependence.
To achieve these ends, Russia seems to identify
and use weaknesses in Serbla’s regulatory regimes
and corporate governance. Gazprom has success-
fully struck deals in secrecy and without transpar-
ent cost/benefit analyses, which has locked Srbija-
gas into a number of long-term contracts, as in the
case of the South Stream project. The management
of the South Stream project did not comply with the

principles of competitive and transparent public pro-
curement, and involved unaccountable spending. A
joint-venture company, in which Gazprom controi-
led 51 percent of shares, was to oversee the man-
agement of the project. This venture company was
also in violation of the Third Energy Package, part of
the energy obligations that Serbia has committed to
implement. Seven years later, Srbijagas still has not
fully restructured to comply with European energy
rules. Domestic opposition to the restructuring is
most likely related to the high likelihood that unless
the contract with Gazprom changes significantly to
the benefit of Serbia, if Srbijagas loses its transmis-
sion and gas storage operations and becomes just
a distribution company, it might go bankrupt. More-
over, Gazprom might have opposed the restruc-
turing, since it would bring more competition to &
highly concentrated and closed market, potentially
endangering its market share in Serbia.‘

Simifarly, Gazprom has opposed indirectly the con-
struction of the Serbia-Bulgaria Interconnector,
which could bring down gas prices by diversifying
the source and type of gas imported into the coun-
try. Yugorosgaz, the Gazprom-Srbijagas joint ven-
ture, was mandated to implement the project, but
did not have an interest in actually constructing the
interconnector. Constructing it would have directly
challenged Gazprom's dominant supply position on
the Serbian market. in addition, the key condition for
EBRD to finance the construction was the require-
ment for Srbijagas to restructure its company. Ulti-
mately, its failure to restructure, largely hindered by
Serbian officials close to Gazprom, was the final blow
to any hope for construction of the interconnector.

it also appears that preserving Bajatovic as the
CEQ of Srbijagas coincides with Gazprom’s interest

% Vestirs (2015) Allegedly, EU and NATO are planlng m make new state — Vojvodlna February 16, 2015 accessed on Decem-

3 Srbin Info (2017) News about posslblmy for Dayton 2 whlch feg
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in ensuring that the Serbian gas supplier remains a Board of Directors of the Sport Society Vojvodina, an
state-owned entity. Bajatovic’s party, SPS, holds an association of sport clubs from Novi Sad, and was a
important position in Serbia’s government, as one  member of the Board of Directors of one of two big-
of the partners in the ruling coalition. Such close  gest football clubs in Serbia, Crvena Zvezda, whose
proximity between business, particularly related to  main sponsor is Gazprom.
state-owned enterprises, and politics creates the
potential for conflict of interest. Since the state has The Anti-Corruption Agency recommended in 2014
acted as the guarantor of the company’s gas debts  that Bajatovic resign from the post of CEOQ, but he
{which other Srbijagas-supplied companies have fur-  managed to defy the recommendation. In the me-
ther exacerbated with their debts), Gazprom’s ties dia, he often promotes cooperation with Russiain the
to Bajatovic have secured, in essence, a guaranteed  energy sector and criticizes all other energy diversi-
stream of revenues from the Serbian state > fication options, including the interconnector with
Buigaria and any potential supply from a liquefied
Moreover, Gazprom has instalied an enormously  natural gas terminal on Krk in Croatia.’® By object-
profitable intermediary between itself and Srbijagas. ing to the restructuring of Srbijagas, he has thwarted
This intermediary, Yugorosgaz, makes a commission progress on the interconnector project, because the
on the resale of Gazprom gas to Srbijagas. Bajatovic, EBRD demanded Serbia’s alignment with the Third
CEO of Srbijagas and a member of the Board of Di-  Energy Package, which requires that the ownership
rectors of the Gazprom-controlied intermediary,  of supply and transmission activities be legally and
Yugorosgaz, has also been the Serblan representa-  functionally separated, He has also readily defended
tive in most joint ventures with Gazprom, including  Gazprom’s interests in the media, and has publically
South Stream, Sogaz, and Banatski Dvor, the un- opposed, among other issues, an attempt to increase
derground gas storage facility. His appointments to  the mining tax.
the senior management of these companies would
appear to contradict the OECD’s best practices in  Concerning oll and fuels, Gazprom and Lukoil have
corporate governance, which recommend clear  completely taken over the wholesale market. They
separation between politics and the management of  currently control also more than a third of the retail
national companies, in order to prevent conflicts of  segment. The result has been higher fuel prices, lack
interest, clientelism, and unprofessionalism.®® From  of competition, and significant influence over the
his positions, Bajatovic receives around EUR 20,000  country’s economy through the indirect control of
per month,> which is 20 times more than his base-  a large share of value-added tax and excise tax rev-
line reported income from Srbijagas. Because of Sr-  enues.” Gazprom'’s below-market-price purchase of
bijagas’ sponsorship, he is also the President of the - the controlling stake in NIS has raised serious ques-

* SHADOW GOVERNANCE INTEL. (2017) ’Can New Biood Shake Up Serbia’s Power mdustry?" OxIPnce com, August 5, 2017,

3 Nataia Latkovié "Srbijagas usve veéo] dublozu, a Bajatowéu VECA PLATA za lak 1. 400 evra, Fehruary 2,2017, Bllc, accessed
on November 29, 2017 at htto:/fwwweblic. o baf 25 2
evra/s2brymd

7 “Agencija: Bajatovi¢ &e moti da se iz,asnln,.. dioZenoj smeni,” N b 25 2015 BIIC, accessed on Deccmber 21,

» Serbia’s then Prime Min!ster Vudc sald during a meeting with CEQO of NiS on 23 October, 2017 that NIS was the top contributor
to the Serbian budget with EUR 1.3 biliion by the end of 2017, close to 15 % of the country’s 2017 budget revenues and 16 % of
the government spending (2.5-3 % of GDP). Accordmg to our esﬁmates. Lukoil contributes addmona! 4—5 % to the total budget
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tions and led to some allegations of corruptiori.‘“
The total value of NIS, according to the preliminary
estimates of privatization advisors in 2006, was
between EUR 1.2 and 1.6 billion. In other words,
51 percent of NIS was worth EUR 612-816 million
{excluding the value of the domestic oil reserves).
Interestingly, the Agreement and its associated pro-
tocol set the purchasing price for the controlling
stake in the NIS at EUR 400 million, with the obliga-
tion that Gazprom would finance a modernization
program worth EUR 500 miilion. Gazprom then bor-
rowed funds to fulfill its obligation instead of us-
ing its own equity. By raising debt instead of using
equity, Gazprom committed NIS to repay the loan
with interest. in addition, the Agreement granted
Gazprom favorable terms for the extraction of oil
and gas in Serbia. It set NIS’s mining tax at 3 percent
{lower than 7 percent tax for other companies, and
far below the international practice of between 15
and 30 percent), and exempted NIS from future tax
increases until the company becomes viable. Con-
sidering Gazprom’s massive modernization project
and ongoing oil and gas explorations, such terms
may mean that that the Serbian state has decided to
forego a great amount of potential future revenue.
Most Serbian energy officials claim that the mining
tax for NIS should remain the same until the Agree-
ment’s expiration in 2038. in 2008, the Serbian Con-
stitutional Court upheld the constitutionality of the

bilateral Agreement.® The Russian company’s favo-
rable mining tax treatment and its excessively privi-
leged position on the market are amongst the most
contentious points of the deal.®

The privatization of Beopetrol by Lukoil in 2003 also
raised concerns about Russian involvement. Accord-
ing to the privatization agreement, Lukoil pledged to

. invest USD 106.8 million in the company’s infrastruc-

ture. In a September 2013 report on Beopetrol's pri-
vatization, the Serbian Anti-Corruption Council said
that Lukoil never honored the agreement, causing
damage to the company equivalent to millions of U.S.
dollars. According to the Council’s report, instead of
investing In Beopetrol’s infrastructure, Lukoil violated
the privatization arrangement by actually dipping
into Beopetrol’s funds to lend the parent company
USD 120 million, or around 90 percent of what it had
Just paid to purchase this state-owned company. The
Council claimed that Serbia’s Agency for Privatization
never really controlled the process and never pre-
ventepl Lukoil from proceeding with the loan trans-
fers.®® Moreover, Lukoil’s then head in Serbia, Srdjan
Dabic, who was invoived in the privatization, has been
finked to a Belgrade mayor, Sinisa Maii (a close associ-
ate of Serbia’s then Prime Minister, Aleksander Vucic),
who bought 14 apartments on Black Sea coast from
Dabic for USD 6.1 million in 2012.% Mali denied that
he bought the apartments.®

% gven before his election, Alexander Vuclic, criticised the corrupt nature of the agreement with Gazprom and the acquisition
of NIS saying that a higher share of its profit should be transferred to the state budget, and the proceeds should be used to
repay Srbijagas’s debt to When Vucicb Serbia’s Prime Mini; Serbia’s pri i dani
into the 2008 deal. Media reported that the | was to pressure the Russian side to take over the petrochemical
company, Petrchemija, which in 2014 owed around EUR 20 million to NIS for the fuel it was using for its production. The
investigation was completed in 2016 but no indictment has ever been made.

€ international and Security Affairs Centre — ISAC Fund and Law Office *Nikoli¢, Kokanovié, Otafevi¢, (2009}, “Pravna analiza

aranimana izmedu Srbi;e i Susnje u oblasﬁ naftne i 5asne privrede, December 21, 2009, p. 6, accessed on December 21, 2017

% The mining royalty for NIS {Gazprom) is 7 % of the revenue, while the company pays just 3 %. In many other oil and gas
producing countries, the royalty is between 20 and 30 %.

Serbiaknergy. (2017). “Serbia mining: According to experts, little chance to increase the mining royalty in Serbia.” Febru-
ary 23, 2017.

Dojtinovi¢, Stevan, Peco Dragana and Tchobanov, Atanas. {2015). “The Mayor’s Hidden Property Organized Crime and Cor-
ruption Reporting Project October 19, 2015, accessed on November 30, 2017 at hitos: £ ayorsstary/Ihe-
Mavyors-Hidden-Prs x.htmi

# ihid.

b "Mali Nemam mllione ni 24 stana, podneo sam prihve 24 December 2015, N1, accessed on 21 December 2017 at hitgst/
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Russia has also sought to mix politics and business to ¢ Before concluding any long-term energy agree-

obtain preferential treatment in railway moderniza- ments or embarking on expensive infrastructure
tion. Since international agreements are exempt from projects, the government should conduct a com-
Serbia’s laws that govern public procurement con- prehensive cost-benefit analysis that takes into ac-
tracts, Russian loan-based activities in the railway sec- count security concerns, costs, and the flexibility
tor have not been organized transparently or based on of contractual obligations.
competitive tenders. instead, the agreement awarded * Serbia should ensure that infrastructure projects
project opportunities directly to Russian Railways, the funded by foreign governments are not exempt
former CEO of which, Vladimir Yakunin, is reportedly from EU and national laws on public procurement
one of the closest associates of the Russian President. and transparency, and are in accordance with
Most recently, in February 2017, Russian Railways an- rel t international rules.
nounced that it would acquire a Serbian infrastructure » Serbia’s energy infrastructure projects should be
maintenance company, which would further expand in compliance with the country’s obligations on the
the company’s control over the Serbian railway sec- European level, including in the areas of ownership
tor.*¢ Serbia’s inability to implement in a timely fash- of gas transmission, supply, and production.
ion the USD 800 million loan for railway modernization e Serbia should explore efforts to complete a natu-
also potentially provided an opportunity for the Rus- ral gas interconnector with Buigaria to allow for
sian government to pressure Serbia on other issues. diversification of the gas supply.

* The Commission for Protection of Competition
Serbian’s decision to back Sberbank during the should prevent the concentration of ownership
Agrokor crisis shows that its independent institu- in strategic sectors, such as the oil and gas sector,
tions, including the courts, tend to follow execu- and monitor possible market collusion that hinders
tive policies. In handling the crisis, both Serbia and competition and can lead to monopolies.
Sberbank have been determined to keep Agrokor’s s There needs to be a clear separation of the man-
subsidiaries afloat. Sberbank has great exposure to agement of state-owned energy companies and
the debt and the Serbian economy could face a se- politics. The government’s nominations of pro-
vere shock. However, Serbia’s current soft position fessional management should be considered by
provided an opportunity for Russian financial insti- Parliament to ensure independence from external
tutions to expand their economic presence in Ser- pressure.
bia. While the negotiations are ongoing, Sberbank’s ¢ Serbia’s government, in collaboration with Par-
prominent seat at the table means that, whatever liament, should introduce corporate governance
the outcome, Russian-owned entities can take ad- standards that clearly separate politics from the
vantage of a crisis in Serbia. Sberbank’s potential day-to-day management of state-owned compa-
takeover of key assets would allow Russia to control nies, and adopt competitive staffing procedures
a considerable part of the Serbian retail market. that would ensure individual accountability and

transparency in decision-making.
e Serbia should eliminate or reduce subsidies for

PO“CY Recommendations loss-generating enterprises, as well as household
heating and gas prices, because they contribute
Several key policy recommendations include: to enormous debts that ultimately the increase

citizens’ tax burden.
* Economic and investment agreements should be e The government should end the inefficient practice

evaluated based on their business merits and should of converting debts into equity. Serbia should take
not be the result of geopolitical bargaining. control of the wholesale gas supplier’s distressed
ebrﬁary

% *“Ruske Yeleznice kupuju u Srbiji firmu koja odrfava pruge,” 1 F
Sling = zelezaice-kupuiv-five

O/

2017, N1, accessed on 21 December 2017 at hiip://
4!

el
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subsidiaries and resell them to private investors
through transparent privatizations. If Serbia can-
not find buyers for these assets, the companies
should be allowed to default.

Serbia should not allow state-owned energy com-
panies to be in charge of managing behemoth in-
frastructure projects. Instead, strategic private in-
vestors should carry the burden of financing and
managing such projects, which would also make it
more likely that only cost-effective infrastructure
is built.

Serbia should ensure that the sale of distressed
companies and assets is transparent and should
be careful about the potential concentration of
capital in the hands of a small number of politically-
connected businesses.

The government should strengthen its financial in-
telligence institutions, such as the Administration
for the Prevention of Money Laundering and the
relevant unit in the Serbian Security Intelligence
Agency, to closely monitor foreign transactions
associated with large-scale merger and acquisi-
tion deals, in order to prevent the illicit transfer of
funds and formation of opaque ownership struc-
tures in strategic sectors.

76

Serbia’s media and communications regulators,
the Republic Broadcasting Agency and the Repub-
lic Telecommunications Agency, should investigate
the uitimate beneficial ownership of media and
alert counterintelligence in cases of foreign covert
operations Involving disinformation campaigns in
the country.

The private sector and civil society should be more
engaged in advocacy, relevant decision-making
and monitoring processes to close the above-
mentioned gaps.

Civil society organizations and investigative jour-
nalists should focus more on shedding light on cor-
rupt practices in public procurement, privatization
procedures and intergovernmental negotiations of
major economic deals.

The media should play a critical role in objectively
informing {even educating) the public about how
strategic economic sectors, such as energy, func-
tion, in order to debunk existing misconceptions
and expose decisions that harm Serbia’s public
interest. {n this respect, the government should
ensure that media outlets operate in a safe envi-
ronment and are granted full access to public data
and information,
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Overview

Russia has been one of the key political players in
Bosnia and Herzegovina since the Dayton Accords
brought the 1992 ~ 1995 war to its end. According
to the peace agreement, Bosnia and Herzegovina
consists of two entities — the Federation of Bos-
nia and Herzegovina {FBiH) and Republika Srpska
(RS} with roughly equal territories — and the Brcko
District. It is in RS, the entity with a Serb major-
ity, that Russia has gained the most traction. Rus-
sia has particularly backed RS’s opposition to the
Transatlantic integration of Bosnia and Herzegovi-
na, as well as RS secession initiatives.* Many re-
gional observers feel that the secessionist aspira-
tions of RS could potentially lead to a new regional
conflict.

Russia holds a permanent seat on the Peace Imple-
mentation Council {PIC} and the Steering Group of
the PIC, thus guiding the work of the High Repre-
sentative in Bosnia and Herzegovina invoived in in-
terpreting the Dayton Peace Accords. In addition,
the leadership of the RS has developed its own in-
dependent foreign policy vis-3-vis Russia, including
the establishment of a quasi-diplomatic mission in

* Knezevic, Gordana (2016). “Russia’s Fingers in Bosnia’s
Pie,” Radio Free Europe. 28 September, 2016,

This publication Is supported by o gront from the
Center for international Private Enterprise {CIPE)
In Washington D.C. The document does not reflect
CIPE's opinions or any employee thereof. CIPE Is
nolt responsible for the accuracy of any of the

This report was compiled using publicly available sources and
databases. CSD would like to thank Dr. Dimitar Bechev, Research
fellow, Center for Slavic, Eurasian, and East European Studies,
University of North Carolina at Chapel Hill and liya Zaslavsky,
Research Expert, Free Russia Foundation and Academy Associate
at Chatham House, for providing valuable comments.
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Russia outside Bosnia’s official diplomatic represen-  ment {the contract is renegotiated every year), gas
tation in 2006.2 The President of RS, Milorad Dodik, debts of local central heating plants, and one of
has used Russia’s support to preserve his political  the highest gas import prices in Europe charged by
credibility in the eyes of the RS electorate and to  Gazprom. In addition, a Russian pipeline project,
gain significant leverage in decision-making on the  South Stream,® dominated the energy policy agenda
state level. of the government for years, derailing Bosnia and
Herzegovina from pursuing alternatives for diversi-
In exchange for the political support of RS, Rus-  fication of supply via Croatian liquefied natural gas
sia has reciprocated economically via a number of  (LNG) or a planned ionian-Adriatic Pipeline (1AP),
economic interventions. Most of Russia’s economic which would connect the country to the Trans-Adri-
footprint in Bosnia and Herzegovina is concentrated  atic Pipeline {TAP) and, thus, to Caspian and Middle
in RS. Russia has consistently been the largest for-  Eastern gas.
eign investor in the entity and the fourth fargest in
Bosnia and Herzegovina, with around EUR 547 mil- Foreign investment deals, privatization tenders, and
lion of foreign direct investment {FDI) in the country  many other intergovernmental economic agree-
over the 2005 — 2016 period.* The revenues of Rus-  ments with Russia have been marred by allegations
sian enterprises in RS make up 42 % of the total rev-  of high-level corruption and money laundering op-
enue of all foreign companies in the entity, while the erations, primarily, it Is claimed, to sustain a power-
combined turnover of EU-based firms is only 27 %.*  ful group around President Dodik. Through financial
Russia’s corporate footprint in the entity Is concen-  support to the leadership in Banja Luka, the capital
trated in only five companies, which are all in the  of RS, Russia has increased its ability to influence the
energy, banking, and pharmaceutical sectors, mak- entity’s institutions. This, in turn, has bottlenecked
ing up a significant part of the regional economy’s  decision-making processes at the central level and
value-added. delayed the country’s progress in making reforms
needed to pursue a Euro-Atlantic path. Additionally,
Similarly to many countries in Central and Eastern Russia has backed the RS leadership in its increasing-
Europe, Russia’s economic footprint is channeled ly antagonistic relationship with FBiH and the state
primarily through the oil and gas sectors. Bosniaand  government. A vivid example was Russia’s support
Herzegovina is completely dependent on Russian  for a September 2016 referendum organized by the
gas supplies. Although the country imports oil not RS leadership on the recognition of a controversial
only from Russia but also from Croatia and Serbia, national day for RS. Russia has sought to amplify se-
Russian companies control the country’s two refin- cessionist sentiments in RS, thus stirring tensions in
eries, both located in RS. Russia has been exerting Bosnia and Herzegovina, which could pull the whole
significant pressure on Bosnia and Herzegovina uti- Western Balkans away from integration into the
lizing the short-term nature of its gas supply agree- Euro-Atlantic institutions.

* RS also has trade rep in Washi Brussels, Vienna and other cities around the world, The opening of separate
trade offices has convinced the state government that RS is trying to pull away from the Federation, see Latal, Srecko {2009).
“Republika Srpska EU Office Triggers Dispute,” Balkaninsight. 13 February, 2009.

¥ CSD calculations based on an analysis of a ial corp: datab
* According to the structural business statistics published in the statistical agency of RS accessed at hitou//www.zzs.ts.hal

0 A0y ei.mi=4 Qe

§ A controversial project aiming to transport natural gas from Russia to Southeast and Central Europe via Black Sea, from
Serbia to RS.
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Russia’s Economic Footprint
in Bosnia and Herzegovina®

Russia’s economic footprint in Bosnia and Herzegovi-
na is among the largest in Southeast Europe, trail-
ing only Montenegro, Bulgaria, and Serbia. Russia’s
corporate footprint, in terms of revenue controlled
by Russian entities, grew more than twice over the
past decade, from 2.6 % in 2006 to around 5.7 % in
2015 in an otherwise shrinking economy. In absolute
figures, Russian companies had a turnover of around
EUR 1 billion in 2016. However, looking at RS alone,
Russia plays a much more significant role. in 2014,
Russian companies made up close to 39 % of entity’s
total foreign-controlled revenues, while EU-based
companies had only a 33 % share.” This is a reflec-
tion of the fact that EU-based companies are wary
of investing in RS for a range of reasons, including
because of potential corruption-related costs. The
share of Russian companies in the entity’s economy
reached more than 8 % in 2014, as Russians filled the
gap following the withdrawal of some Western in-
vestors, in part due to the poor rule of law and eco-
nomic stagnation.

Russia’s FDI increased from USD 235 million® in 2008
to around USD 547 million in 2016, which made up
8.1 % of the country’s total FDI and 3.3 % of gross do-
mestic product (GDP). Most Russian investment is con-
centrated in oil processing, fuel and gas distribution,
and financial services. This, however, does not include
purported direct government loans from Russia to RS.
The President of RS was reported to have negotiated
a EUR 270 million loan from Moscow in April 2014, in

[

an attempt to push the state government to abandon
a previous agreement with the International Mon-
etary Fund {IMF). It implied that structural reforms®
were impossible to implement due to a lack of politi-
cal consensus among the political parties.** Months
later, President Dodik said that Russia had pledged
between EUR 500 and 700 million, which would cover
the government’s expenditures in case the IMF did
not disburse a new loan following the expiration of
the Fund’s lending agreement in 2015.!* There were,
however, no reports confirming the actual dishurse-
ment of these Russian funds.

In October 2015, President Dodik discussed a USD
300 million loan to finance the entity’s budget defi-
cits in 2015 and 2016 from a California-based in-
vestment fund called Global Bancorp Commaodities
and Investments, inc. (GBCI), implementing waste
management technologies in Russia. According to
several media sources, this company is also linked
to a Russian citizen — Alexander Vassilev.’? The loan
negotiations with Russia came only a few months af-
ter the country was hit with devastating floods that
paralyzed the economy and left the authorities with
little cash to continue their operations. Again, no
reports ever confirmed that this loan materialized.
The terms of the potential loans also remained con-
fidential, not only to the public but also to relevant
government institutions, as these loans were not dis-
cussed in public or in RS Parliament.

Apart from three large mergers and acquisitions in
the oll, banking, and pharmaceutical sectors, Rus-
sia and Bosnia and Herzegovina do not have close
economic relations. Their trade turnover is marginal

in quantifying the Russian economic footprint, the analysis derived from available data of national statistics on bilateral

trade and foreign direct investment {FDI} stocks. For calculating the corporate footprint, the study utilized a commercial
corporate database, which contains information on ultimate beneficial ownership and financial information on companies
in Bosnia and Herzegovina, allowing the authors to identify all Russian-owned companies active in the country. The data
on the Russian companies’ revenues was cross-checked with statistics of the entities’ statistical agencies. To quantify the
Russian economic footprint, the authors compared imports and Russian FDI to GDP, and the revenues of Russian-owned and
indirectly-controlled companies in Bosnia and Herzegovina to the cour!try's total revenues in the economy.

-

FOI statistics before 2008 were not available.

»

8
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According to structural business statistics from a 2016 statistical yearbook of the RS.

Latal, Srecko {2016). “Bosnia Clinches New £550m Deal With IMF,” Balkaninsight. 25 May, 2016.

Jukic, Elvira (2014). “Bosnian Serbs Seek Russian Loan to Replace IMF,” Balkaninsight, 3 April, 2014.
“Bosnian Serb Ieéder says Russia will loan region 500-700 min euros,” Reuters, 19 September, 2014.
Mukova, Denitsa {2015). “Mystery investor lends $300mn to Republika Srpska,” 16 October, 2015.
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Figure 1. Russia’s Corporate Footprint*
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compared to Bosnia’s overall trade, and the coun-
try’s trade with the EU. In 2016, Bosnia and Herze-
govina imported close to USD 5.775 billion from the
EU - more than 20 times more than from Russia.
However, Bosnia and Herzegovina Is running a signifi-
cant bilateral trade deficit with Russia, which in 2016
was over USD 250 million, or 3 % of GDP. Russia has
never been among Bosnia’s top 10 trading partners,
and most of the trade deficit is due to the country’s
oil and gas imports, which have halved since 2013
due to falling energy prices. Exports to Russia be-
gan rapidly increasing since 2014, albeit from a low
base, from USD 39 million in 2013 to USD 55 million
in 2016. This is thanks to the expanded export of ag-
ricultural products to Russia following the embargo
on EU goods.

The concentration of a deficit in the energy sector is
an acute risk for a country heavily dependent on Rus-
sian energy. The role of oil and gas dependence in re-
lations with Russia is even more significant because of
the engagement between Moscow and RS President
Dodik, and the RS’s rofe in these economic sectors.
The precarious situation of the country’s finances,
coupled with the fact that state-owned energy com-
panies are conducting business with Russia, magnifies
the potential risk that the trade deficit poses to the
country’s national security. This report analyzes how
Russian capital has expanded its presence in some of
the most strategic sectors of the country’s economy,
while exploiting governance gaps on the part of the
administrations of the various entities of Bosnia and
Herzegovina.

Vulnerable Sectors
Energy

The Bosnian electricity sector is quite diversified, and
the country is among the biggest power exporters in
the region. According to 2015 data from the interna-
tional Energy Agency,® close to 64 % of the country’s

* {EA {2017). Bosnia and Herzegovina: Balances for 2015, b

power is produced by burning domestic and imported
coal; the rest comes from its abundant hydropower
reservoirs.

in the natural gas sector, though, the country is fully
dependent on Russian imports. Natural gas covers
around 25 % of the needs of the central heating utili-
ties {the rest comes from fuel oil), but is otherwise
insignificant for the country’s energy sector. in 2015,
natural gas made up only around 4 % of the total fi-
nal energy consumption, and in absolute numbers,
has not gone beyond 220 million cubic meters per
annum. Despite the limited use of natural gas in
Bosnia and Herzegovina, Russia has sought to take
advantage of the country’s import dependence to
exacerbate divisions between the country’s entities.
Typical examples of this, as described below, are the
management of the South Stream pipeline project
and the resolution of a gas debt dispute.

Crude oil derivatives play a bigger role in the energy
sector because they are used not only in transporta-
tion but also in central heating. Russia is not the only
supplier of oil and oil products to Bosnia and Herze-
govina. Croatia has also exported final oil products
directly to the retail market in Bosnia and Herzegovi-
na. However, the Bosnian refineries, all located in RS,
are controlled by Russia’s Optima Group, which im-
ports only Russian crude via a pipeline from Serbia.
Gazprom'’s NiS, registered in Serbia, is also one of the
biggest fuel distributors in the country, together with
Lukoil’s Bulgarian branch.

Natural Gas

Bosnia and Herzegovina does not have any domestic
natural gas production and is entirely dependent on
Russian imports coming from one route, from Ukraine
through Hungary and Serbia. It was one of the coun-
tries in Southeast Europe worst hit by a cut in Russian
gas transit through Ukraine during a dispute between
Gazprom and Naftogaz in 2009, when 50% of the
contracted gas supply to the country was interrupt-

¥ International Energy Agency — Country Statistics: Energy Balances — 2015.
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ed.®™ Authority over the regulation and management to 49 % in Serbia and 50 % and 50 % in Bulgaria, to
of the gas sector is vested in the two entities, which construct an offshoot of South Stream from RS to
have constantly obstructed necessary cooperation on FBiH. The state government was not consulted on this
possible joint projects. State-owned BH Gas and Rus- issue at all, though. Although energy sector govern-
sian-controlled Energoinvest LTD (both supplying gas  ance is within the competencies of each entity, RS,
to FBiH), and the RS-based, Serblan-owned GAS RES  due to its geographic advantage thanks to its proxim-
have separate contracts with Gazprom. The contracts ity to Serbia’s infrastructure, has yielded significant
with Gazprom are renewed on an annual basis, while  power over the gas supply to FBiH.
the gas transit agreements with Hungary and Serbia
are for 10 years, and will expire at the end of 2018  The leverage that Russia has gained over Bosnian gas
and 2017, respectively.'® Bosnia and Herzegovina paid policy and its implications for the country’s energy se-
the second-highest gas import price in 2013 at USD  curity is probably most visible in the management of
515/1,000 cubic meters, trailing only Macedonia at  the country’s section of South Stream. Both FBiH and
USD 564, The gas contracts of the two entities with RS expected that South Stream would resolve their
Gazprom, similar to deals in most of the countries of  problems with gas shortages due to bottlenecks on
Central and Eastern Europe, are linked to the price of  the existing pipeline network caused by disputes be-
crude ofl, which has fallen precipitously over the past  tween the two entities. The goal of the RS leadership
three years, alleviating the pressure on gas suppliers  was to construct 280 km of gas pipelines to the capi-
in Bosnia and Herzegovina. Yet, the relationship with  tal of the entity, Banja Luka, and 46 residential areas
Gazprom remains largely asymmetrical, in which the in the RS. This is in an RS gasification plan dating to
Russian supplier often uses its monopoly position to  2002. That is when the company Slavija International
play the two entities against each other. from Laktasi, Dodik’s birthplace and a stronghold of
his Aliiance of Independent Social Democrats (SNSD),
For example, in February 2015, the head of RS’s GAS  was awarded a concession contract for construction
RES gas supplier and the CEOQ of Gazprom signed a  of a 480 km-long gas pipeline along the Sava river.®
new agreement for direct gas supply to the entity, by-  South Stream would follow exactly the same route
passing one of FBIiH’s gas suppliers —namely BH Gas—~  with a capacity of between 1.5 bem/yr to 1.7 bem/fyr.
at preferential pricing terms, after talks between the  In concluding the South Stream agreement, the RS
CEO of Gazprom and President Dodik in September  however circumvented FBiH and the state govern-
2014.%* The contract stipulated that Gazprom would ment, effectively blocking any access to the planned
deliver 106 million cubic meters of gas to RS from pipeline beyond the RS-operated gas distribution net-
July 1, 2015, to December 31, 2016.* The agreement work. According to RS estimates, direct and indirect
was tied to a newly created joint company {60 % for  losses for Bosnia and Herzegovina from the cancella-
Gazprom and 40 % for the RS), as compared to 51%  tion of South Stream exceeded EUR 2 billion.*

* Ralchev, Stefan (2009). “Russian Gas Suppues to Bosma Cut by Half ” See News, 6 fanuary, 2009, accessed on 13 November,

* European Energy Communlty (2017) Annual ,‘ Report 1 Septemb 2017 Energy Community Secretariat.
¥ Gazprom's Grip: Russia’s Leverage Over Europe. RadioFreeEurope—- lnfographics on the Russian gas dependence In Europe by

R h Blog, 16 ptemb 2014, d on 13 N b

b Gazprom Export Press Release, 27 February, 2015 acoessed on 13 November, 2017 at hitp;
I 1 I 1
2 paviova, Iskra. {2002). Serbian, Russian Firms Eye Gas Pipellne Construcuon in Bosnia - Medna SeeNews October 19, 2009
accessed on 28 January, 2018 at hitps:iisee 5:GOM his sign-firn e-fas-pipeline-consiruction-in-baso
B h.PfRhLHTq.
2 Article of D he Welle of 4 D b
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On the part of FBiH, Gazprom concluded supply con- Russia has pursued different strategies vis-3-vis FBiH
tracts with BH Gas and Energoinvest on an annual and RS, which can be explained by its geopolitical
basis, with the latest valid until the end of 2017. BH priorities. Another example of RS's preferential treat-
Gas Is the single wholesale supplier and one of two  ment by Gazprom is an agreement signed with Rus-
gas system operators in the entity {the otherone is  sia In 2017. According to this agreement, GAS RES
Gas Promet). In RS, there is another gas transmis-  is not obliged to participate in a repayment of the
sion operator, Sarajevogas Istocno Sarajevo. Be- USD 98 million gas debt accumulated by Bosnia and
tween FBiH and RS, there is only one connection Herzegovina for gas supplies from Russia during the
with a domestic transmission system at Zvornik, lo- 1992 ~ 1995 war, and only BH Gas from FBiH should
cated in RS, Constant ethnic political infighting and be responsible.®® in May 2017, Russia sought through
the fact that there are three different transmission official means full repayment of the debt, following
operators have contributed to the system’s under-  a March 2017 deal between Bosnia and Herzegovina
performance and supply shortages.® The fact that  and Russia on the settlement of the USD 125.2 million
there are two different gas sector laws and regula-  outstanding debt of the USSR to Socialist Yugoslavia.*®
tions for transmission system operators means that FBiH was to receive 58 %, or USD 72.6 million, from
gas suppliers face significant difficulties in shipping  the debt; RS — 29 % or USD 36.3 million; the Bosnian
gas from one entity to the other, as capacity book-  state institutions ~ USD 10 % or 12.5 million; and the
ing rules differ and limited cooperation between  Brcko district— 3 % or USD 3.8 million.?”
operators means that physical gas bottlenecks often ]
hait the gas supply. Bosnia and Herzegovina was the last of the states of
the former Yugoslavia to resolve its debt dispute with
Internal squabbles between the two entities and Russia, doing so only in 2017. Additionally, Bosnia and
among the many layers of authority in the gas sec- Herzegovina was the only Balkan country to receive
tor have aided Russia’s efforts to prevent gas diver-  its post-Yugoslav share of the clearance of the Russian
sification projects, including a link to Croatia that  debt in cash. The BH Gas company complained that
would provide FBIiH’s access to future LNG, Croatian  the settlement of the gas debt issue was purposefully
domestic gas, and potential Azeri supply via the  mismanaged to the benefit of RS.*®
IAP.# In August 2016, the Minister of Foreign Trade
and Economic Relations of Bosnia and Herzegovina,  As a consequence of the redistribution of the debt
Mirko Sarovic, signed a Memorandum of Under- burden entirely to FBiH, the financial situation of BH
standing (MoU) with his Montenegrin, Albanian, and  Gas has become precarious, which may potentially
Croatian counterparts on the construction of the endanger Sarajevo’s supply in the winter of 2017-18.
AP, which stipulated that the pipeline would pass  After receiving the cash reimbursement from Mos-
through the Neum corridor on the Adriatic coast on cow, it still owes Gazprom USD 25.4 miilion. FBiH
FBiH's territory.®* has also expressed concerns that the RS could use

# European Energy Community {2017}. Annual 1 Report. 1 September, 2017, Energy Community Secretariat.

# Anastasios Giamouridis and Sprios Paleoyannis. “Security of Gas Supply in South Eastern Europe,” The Oxford institute for
Energy Studies. July 2011.

 Ppaviic, Vedran (2016). “Ministers Sign Memorandum of Understanding on loman‘Adnatxc Gas Plpelme, CmaﬁaNews 27 Ausust,

b Garaca, Ma;a (2017) "Russia seeks repayment of $98 min gas debt from Bosma, 16 an, 2017 accessed on 13 Novem-
ber, 2017 at https 4 ) i i i 3 1
WBIPSED. dpuf

% Garaca, Maja (2017). “Bosnia’s BH Gas conﬁrms Russia seeks repayment of gas debt, 18 May 18 2017, accessed on 13 Novemn-
ber, 2017 at https: .00 osnig : eek: g 5

# fhid.
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its geographic position as a transit region for the gas
pipeline via Zvornik, in RS, and cut the gas supply to
FBiH under pressure from Gazprom. RS has already
cooperated with the Russian supplier to circumvent
FBiH in the South Stream negotiations and disrupt the
construction of new pipelines to alternative sources
of gas. The full control of the natural gas supply to
the whole territory of Bosnia and Herzegovina by
the RS would create a risk for gas consumers in FBiH,
which accounts for half of the total gas demand in
the country.

Furthermore, RS has worked to prevent the open-
ing of a new gas supply route to FBiH from Croatia,
so that RS can maintain its monopoly over supply to
FBiH. To achieve this, RS has limited the scope and
size of a low-pressure gas pipeline that is planned to
be built exclusively for the needs of the Oil Refinery
in Brod (a company privatized with Russian capital in
a deal brokered by RS authorities). For full-scale gas
diversification in FBIH to succeed, there is a need for
a high-pressure gas pipeline such as the previously
proposed Brod-Zenica interconnector from Croatia
{the North-South pipeline). This gas pipeline built by
BH-Gas and financed by the European Bank for Re-
construction and Development (EBRD) would have
provided not only FBiH but the whole country with
access to an alternative source of supply. The North-
South pipeline would also diminish the use of fuel oil
for heat generation in district heating plants across
the country, a major source of pollution.

RS has always objected to a North-South pipeline
project,” instead proposing the Sava pipeline {also
known as the East-West pipeline), which would also
reach the Croatian border shipping Russian gas. Sava
was conceived by Gazprom and the Serbian gas sup-
plier, Srbijagas, in 2002, but did not advance. The

project appears to be dead, especially after the can-
cellation of South Stream, which would have supplied
Sava with Russian gas. For now, only the North-South
pipeline can potentially be revived if RS does not con-
tinue to sabotage the project.

Another associated problem with smali pipeline
projects such as Sava and North-South in the Balkans
is the lack of investment interest in a small gas market
with poor prospects for significant expansion. Despite
this fact, Gazprom has continued to develop new con-
cepts for expanded gas supply to RS, most recently in
mid-December 2017, when the Russian company and
RS signed an agreement on a 70 million EUR liquefied
gas piant in Zvornik. This is at a border crossing point
where RS receives its Russian gas supplies from Ser-
bian territory.* The new project could be interpreted
as an attempt to replace South Stream.

Croatia and FBiH took steps to revive the North-South
pipeline in 2017. In April, Plinacro (@ Croatian Gas
Company} and BH Gas agreed to cooperate in con-
necting a gas transmission network through Croatia
and Bosnia and Herzegovina through a EUR 80 million,
160-km pipeline, so that FBiH could be connected to
a planned Krk LNG terminal on the Adriatic coast.*
The gas pipeline would, according to this agreement,
connect Zagvozd, Imotski, Posusje, and Travnik/Novi
Travnik. Adding this alternative would help Bosnia
and Herzegovina fulfil the requirements of the En-
ergy Community, according to which the country
must have more than three sources of gas supply.®
The pianned new pipeline network connecting Bosnia
and Herzegovina and Croatia represent a part of the
Energy Cornmunity initiative to complete a Gas Ring
within the Western Balkans, which would connect to
the AP pipeline along the Adriatic coast and eventu-
ally to TAP in Albania. Although RS would also benefit

» Pavnc, Vedran (2017) “Bosnian Serbs Reject Croatian Gas, 5 March 2017 accessed on 13 November, 2017 at https:fAwww.

2 The Energy [« the i

) of the EU energy acguis in the

countries. The R

Concerning Measures to Safeguard Security of Gas Supply {994/2010/EU} stipulating the three-sources rule is part of the

acquis,
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from receiving diversified gas supplies, the entity de- Herzegovina’s GDP, according to a statement in the
cided to focus on Russia-led gas pipelines originating  company’s annual report.> There have been some
in Serbia instead. press reports that Optima Group may have engaged

in tax evasion worth more than EUR 5.8 million, and
in general, the lack of gas demand makes it difficult  even that it has not repaid RS in full for the refin-
to justify the large investment costs. It has been dif-  eries and the gasoline stations.” Zarubezhneft also
ficuit for Bosnia and Herzegovina to reconcile the im-  acquired an 80 % share in a wholesale and retail fu-
portance of diversification for the security of supply  els supplier, Nestro Petrol, which has become the
with its limited economic viability. Demand has been largest gas station chain in Bosnia and Herzegovina.
low because gasification rates are among the lowest  Nestro Petrol operates 87 fuel stations and controls
in the region, and household gasification has not been more than a quarter of the market in RS, accordmg
attractive due to high prices caused by inefficiency  toits 2012 annual report.®®
and regulatory fragmentation.

Optima Group controls roughly 35 % of Bosnia and
Oil Sector Herzegovina's wholesale fuels market {down from

) 60 % in 2011), which is a 6 % decline year-on-year

Russia’s engagement in the oil sector of Bosnia and  due to increasing competition from Croatia’s INA
Herzegovina dates back to the privatization of two  and the entry of smalier traders, including the Rus-
of RS’s oil refineries, Rafinerija Nafte Brod and the sian-owned, Serbia-based NIS, with a 7 % share of
Modrica motor oil processing facility, in 2007. They  the market.* Optima also sells around one-fourth of
were privatized by a newly-created company, Nef- its output abroad, to maximize profits from higher-
tengazinkor, for a total of EUR 125.8 million, far  price markets in Croatia and Serbia. On average, the
below the initial price of EUR 285 million through Brod refinery has produced between 850,000 tons
a process which widely judged non-transparent.®  and 1 million tons of fuel derivatives in the past five
Neftegazinkor is 100 % owned by the Russian state-  years, with a steady decline In output in the past
owned oil company Zarubezhneft, which took aloan  three years due to more competition on the whole-
from a Russian state-owned development bank to  sale market from Croatian suppliers.
buy the two refineries.* Russian officials described ‘
the project as both politically and economically part  The Modrica motor oll refinery, the third major com-
of a broader strategy for strengthening alliances  pany in Optima Group, is the only such facility of its
with countries of the Western Balkans.® The refin-  kind in the country, producing 220 types of products,
eries and the fuel distribution business contribute and is among the 10 largest in Europe. The plant has
up to 25 % of the RS budget revenues, making them experienced a significant decline in oil distillate refin-
the largest taxpayer in the country. in 2011, Optima ing, with volume falling from 70,000 tons in 2013 to
Group, as Zarubezhneft in Bosnia and Herzegovina is a little over 40,000 tons in 2016, due to diminishing
known, was also responsible for 19 % of Bosnia and demand and low profit margins.

= Balk h (2008). Russi L] Ot Reﬁnery Raopens 27 November, 2008, accessed on 5 January at http://www.

* ibid.

36 2011 Annual Report of Zarubezhneft. This figure significantly exceeds the Russian corporate footprint as analyzed by the
turnover method, which estimates the share of the Russian companies’ turnover from the total turnover of the economy.

¥ {igoja, Marina {2016). Exclusively; Russians have evaded mimons of stamps in the Ol Reﬁnery Capital ba, 5 August, 2016,
accessed on 5 January, 2018 at htt a : : i rafin

¥ 2012 Annual Report of Zarubezhneft,

2016 Annual Report of Zarubezhneft. Back in 2011, the company controlled close to half of the whole market.
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Again, the privatization of the two refineries was  there have been a number of high-level meetings
conducted without a tender and without any pub~ involving the management of Zarubezhneft and
lic debate* it was completed quickly, possibly to President Dodik, during which it was reported that
rescue three bankrupt state-owned companies  the Russians promised millions in further invest-
with debts of over EUR 72 million. Zarubezhneft  ment. Most recently, in June 2017, Zarubezhneft an-
pledged to pay off the arrears and invest an addi-  nounced its construction plans for a low-pressure
tional EUR 600 to 700 million in modernizing the fa-  gas pipeline from the Brod refinery to Croatia that
cilities.** An independent audit by Deloitte in 2015  would alleviate the high leveis of air pollution in
showed that Optima Group was facing a severe  both Croatia and RS’s Brod valley.*® The announce-
debt crisis, with short-term debts exceeding assets  ment came fess than a month after a meeting of the
by EUR 20 million {the company’s total debt was  foreign ministers of Russia and Croatia on the pollu-
over EUR 320 million in 2016), and that a number of  tion issue in Slavonski Brod. BH Gas objected to this
suspicious transactions had been conducted by the  construction project, claiming that it would block
holding’s management.* These transactions were an alternative gas interconnector from Bosnia to
alleged by opposition leaders and some experts as  Croatia supplying both entities, as well as the Brod
potential sources for money laundering operations  refinery.¥
by the leadership of the RS as well as to channel
Russian political support.®® Another theory is that  The accumulation of a debt of around EUR 300 mil-
Russia threatened to cut the crude oil supply to the  lion by the Brod refinery has also affected its pro-
Brod refinery unless it came under the ownershipof  duction levels and has prompted its management to
a Russian company.** begin selling some non-essential assets. According to
one of the leaders of the People’s Democratic Move-
RS did not enforce the refineries sale’s conditions, ment (NDP), Dragan Cavic, this is not consistent with
which included investments in the modernization  the privatization contract.** The auditing company
of the facilities. By 2016, Optima Group invested KPMG stated in a 2016 report that Optima Group
barely EUR 120 million in modernizing the produc-  would not survive without a bailout from the par-
tion facilities and raising the output capacity of the  ent company.®® Continued negative financial results
refineries {representing six times less than the ini-  have however not prompted the sale of the whole
tial pledge of at least EUR 675 million).*® Since then  business, and some experts claim that Optima Group

he "Russia-awned Bosnian Oﬂ Reﬁnery pens,” Balk ht, 27 November, 2008, 4 on 15 Novemb , 2017 atfittoclt

“2 Panic, Katarina {2015). “Ailing Bosnian Oil Firm Flogs Assets to Raise Cash,” Balkaninsight, 26 June, 2015,

4 fbid. ‘

“ RWR Advisory Group (2016). Economic and Financial (E&F) Threat Assessment for Bosnia and Herzegovina: Assessing the
Activities of Russian State-Owned Enterprises in Bosnia and Herzegovina, RWR, 4 March, 2016.

** Optima Group website page don 15 N ber at kitpe//optimagrupa.net/enfo-nama/

Paviova, Iskra. {2010). B Oil Refinery B ki Brod To Absorb 103 Min Euro in lnvestment in 2010 ~ Media. SeeNews

March 22, 2010 accessed on 25 January, 2018 at att R " pil-refinery-bosanski-bros s

“* See Energy News (2017) "Zarubezhneft mterested in the construction of low-pressure BiH-Croatia gas connection,” See
Energy News, 14 june, 2017.

4 thid.

* Panic, Katarina. (2015) Aﬂlng Bosnian Oif Firm Flogs Assets to Raise Cash. Balkan lns:ght 26 june, 2015, accessed on 25 Janu-
ary, 2018, at hitoy lka B s i g al

* Garac, Maja {2017). "Future of Bosnlan oli reﬁnery Brod uncertain without ald from Russian parent”, SeeNews, 11 April 2017,
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has preserved its position in the country for political
reasons.®®

Non-transparent and non-competitive privatization
processes have been used systematically to acquire
strategic assets in the region. In a similar fashion, Rus-
sia has acquired oil, gas, minerals, and manufacturing
assets In Serbia, Bulgaria, Macedonia, and Montene-
gro. These agreements often undervalue the assets,
and the new owners often fail to implement agreed-
upon investment plans, while managing the compa-
nies into losses and decapitalization. There is often
also a substantial indirect effect on the states them-
selves, as these large loss-making companies typically
do not pay corporate taxes and fail to create new
jobs, which can generate fiscal and socio-economic
vulnerabilities.

Oil Exploration and Production

Russia has also been interested in expanding its
upstream activities in the Western Balkans since
GazpromNeft purchased NIS, a Serbian oil and gas
giant, in 2009. The company has aggressively ex-
panded into the wholesale and retail fuel markets
of Serbia, Romania, Bulgaria, and Bosnia and Herze-
govina, currently operating 400 fuel stations in the
region. In Bosnia and Herzegovina, NIS currently op-
erates 37 gas stations, placing it among the top four
largest retailers {11 % of the total fuels market) in
the country.

in 2011, RS granted a Zarubezhneft-NIS® joint ven-
ture, Jadran Naftagas, a 28-year exclusive concession
for its oil and gas exploration and production on the
entity’s territory.®® Jadran Naftagas had planned to

invest USD 41 million in exploration during the first
three years and 188 million for the next 25 years.
So far, some oil reserves have been discovered in
several places, which could potentially lead to an In-
crease of Russia’s economic presence in the country.
As a consequence of lower prices that the Russian
company may be able to afford to offer for its prod-
uct, third parties could be eliminated from market
competition,

Banking

While Russia’s presence in the banking sector of Bos-
nia and Herzegovina is small compared to that of ital-
fan and Austrian financial institutions (the four larg-
est banks in the country are Austrian and Italian, with
combined assets of more than EUR 5.6 billion), Sber-
bank has grown notably in the past five years.

Russia has entered the Bosnian market following the
takeover of Austrian Volksbank by Russian state-
owned Sberbank in 2012. Sberbank now controls all
of the former Austrian bank branches in Central and
Eastern Europe, including in Bosnia and Herzegovi-
na, where it has 51 offices. According to an assess-
ment of the banking sector by the IMF published
in 2015,% Sberbank is the sixth-largest financial
institution in the country by assets. it has around
100,000 clients and EUR 593 million of assets (5 %
of total bank assets). In other words, this is almost
twice its assets compared with 2012, when Sber-
bank entered the market.® Its loans and deposit
portfolios have also been steadily rising, to around
EUR 473 million and EUR 390 million in 2016. Sber-
bank’s interests are primarily in corporate finance
and energy projects.

e Djurd]evxc, Maja (2016) “Russia s Political !nterests Drive Investments in Bosnh, 4 My, 2016 accessed on 15 November, 2017

5 NIS 2016 Annual Repon
2 NiSis ma}onty-awned by Gazprom

BN !,»,4' I
rritory-of-the-

20G.pdf
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Sherbank is more active in RS, where it is the fourth-  loans (5.4 % of the total). As Agrokor began defaulting
fargest bank. It also services Optima Group and an on its debt, it was taken over by the Croatian state,
energy company, EFT. EFT is owned by offshore com-  which has tried to recover some of its assets in order
panies in the UK that are reportedly under the ulti-  to repay the holding’s enormous debt.
mate control of a Serbian businessman, Vuk Hamovic.
The UK Serious Fraud Office previously investigated  The restructuring of Agrokor would necessarily have
Hamovic for international corruption related to the  an effect on its Bosnian subsidiaries, including one
alleged rigging of electricity-trading deals and manip-  of the largest retail chains, Konzum, which recorded
ulation of foreign aid payments, though the case was  revenue of EUR 434 million in 2015 and employed
dropped.®s in 2014, Sberbank financed EFT's 21.2 mil- 4,154 people in Bosnia and Herzegovina. Agrokor
lion purchase of coal processing and transportation has a total of eight subsidiaries in Bosnia and Herze-
equipment for a Stanari coalmine. The mine was in-  govina, with a total of over 5,000 employees.
tended to supply coal to EFT’s 300-MW Stanari ther-
mal power plant, constructed with a 350 million EUR Konzum’s potential sale could have a domino effect
loan provided by the China Development Bank.> of failing suppliers. 1t has more than 100 suppliers, in-
cluding large meat and dairy plants.®® Konzum owes
The bankruptcy scandal of Agrokor has shown the  them around EUR 66.5 million. So far, the suppliers
growth of exposure to Sherbank’s funding across the  have agreed to cooperate with Agrokor in a debt-re-
region. This Croatian retail giant, the owner of which,  structuring program that started in September 2017.%°
ivica Todoric, has been reported to have close ties to in May 2017, Agrokor decided to put its Slovenian sub-
the Croatian government, has operated as a highly  sidiary, Mercator, in charge of the holding’s business
centralised and unreformed fashion. Relying heavily  in Bosnia and Herzegovina, amid complaints by suppli-
on bank loans, the company has expanded into al-  ers of not receiving regular payments for their defiver-
most all of the countries of the Western Balkans. In  ies.® The deal specifies that Mercator will take over
the beginning of 2017, Agrokor had 60,000 employees 83 of 253 stores operated by Agrokor in the country.®
throughout the region, with income around 15% of  Konzum also received a EUR 120 million injection from
Croatia’s GDP. The company has simul ly accu-  its fellow Agrokor subsidiaries in the country, which
mulated large debts of around USD 6.4 billion, or six  should be used to restructure the company’s debts
times its equity.®® Sberbank owns around 18 % of its  to suppliers.®® Agrokor also agreed to restructure the
debt, and VT8 has provided around EUR 300 millionin EUR 34.6 million in claims of two other Agrokor sub-

* Leigh, David and Evans, Rob. “Fraud office drops Bosnia corruption case”, The Guardian, 3 June, 2008.

EFT (2014). “Loan Agreement for the Stanari Mine Signed Today”, PR statement from the EFT website published on 16 April,

2014, accessed on 1 December, 2017 at hite//www. et . iny Loan-A :
nari-Mine-Si

** {lic, igor. “Croatia passes law to protect economy from Agrokor-like crisis,” Reuters, 6 April, 2017.

9

)

Among the biggest suppliers are the following p Coca Cola, AS Jelah Group, Atacco, Violeta, Orbico, Megamix,

Milkos, Meggle, Akova, Perutnina Ptuj and Bimal Brecko.
Paviin, Vedran (2017). “Agrokor’s Suppliers in Bosnia Readv to Contmue Cooperaﬁon, Total Croaha News 17 Aprﬂ 2017,

g

b Ganca, Maja (2017) "Retailers Mercator, Konzum to operate side by side in Bosnia from August 1" SeeNews, 13 Ju!y, 2017,
accessed on 1 December at hitosidisesnews.com/newsiretail onrum-ta-ope le-is 4 a
Aitsthash Q0dzM4 uf

# Garaca, Maja (2017) *Croatian retaner Konzum’s Bosnian unit eyes 15 mln euro capltal mjecﬁon - report, SeeNews,
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sidiaries in Bosnia and Herzegovina, Ledo Citiuk and
Sarajevski Kiseljak, into Konzum shares. Also, Konzum
Sarajevo Is set to receive a EUR 15 million loan from
the main Agrokor holding.®

Apart from Sberbank, the only other bank with Rus-

sian ties operating in Bosnia and Herzegovina is MF -

Banka a.d. Banja Luka, formerly known as IEFK Bank.
It opened its first branch in 2007, thus becoming the
first Russian bank operating in the former Yugosla-
via.® Prior to 2010, it was owned by the Russia-based
East-European Finance Corporation, with a little sig-
nificance for the country’s banking sector.

Box 1. Case Study: Alleged Money Laundering and Questionable Offshore Investment
in the Pharmaceuticai Industry

4 .htm|

InBosnia & Herxegovma," 4 September, 2017 accessed on 1 December, 2017 at
¥ e ovina/48

EMIS (2015) Mf Banka a d company repart, accessed at hitps:/Awww

% According to a 2013 IHS Markit study, Bosnalijek is the second largest pharmaceutical supplier in Bosnia and Herzegovina with
around USD 21 million out of a USD 366 million market. The company’s market position has improved significantly over the
last couple of years as its revenues jumped to close to EUR 80 million after its entry into Russia and Turkey.

thid.

Ibid,

¥ 2 d 8 8 9

Associated Press (2017} M g says Russia b

Center for Investigative Reporting {2016). Fishy Transactions from Russia via Sberbank. CIN, 14 September, 2016.
“Luxembourg Haden increases its stake in Bosnia’s largest drugmaker,” Pharmaletter, 3 August, 2013.

“Bosnalijek to establish production of drugs in Russia,” Pharmaietter, 7 july, 2017,
d its wine over NATO accession. 27 April 2017, accessed on 5 January,
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Political Interference from joining the EU’s sanction regime against Rus-
sia.”®"7 However, the Russian Agricultural Inspection
Russian companies have a significant footprint in  Agency banned the import of Bosnian fruits and veg-
several strategic sectors of the Bosnian economy,  etables in August 2016 for a period of three months,
which has been amplified by the Kremlin's political  which dented some producers” optimism about en-
influence in RS. Russia’s support for RS President  tering the Russian market.
Dodik {e.g. for a September 2016 referendum on an
RS national holiday) has fueled the entity’s flerce op-  Despite promising Dodik hundreds of millions in
position to the country’s Transatiantic integration. loans to RS to close the entity’s budget gap, there is
Compounding this issue, an expansion-weary EU has no evidence that Kremlin ever disbursed any funds
not able to effectively capture the imagination of  to the entity. The media hype created around muiti-
ordinary Bosnians, who have become disiliusioned ple rounds of loan negotiations with Russia created
with the post-war transition, which in turn benefits  the false impression that Russia plays an oversized
local elites. Additionally, various soft power tools  economic role in Bosnia and Herzegovina, nurtured
have been used by Kremlin proxies to foster popular by Dodik himself. He has used this to strengthen his
appeal for Russia, which is often based on an exag- own image, portraying Russia as firmly standing be-
gerated image of the importance of Russian invest-  hind his agenda. In an interview with Politico, Dodik
ment in the country. said that unlike the EU and the U.S., Russia was not
“asking him to do anything impossible” and was in-
Bilateral high-level meetings between Russian and  stead offering “economic cooperation.””®
Bosnian officials have rarely amounted to anything .
more than grand promises of new investment with Meanwhile, even if the political in-fighting between
no real follow-up. RS's delegation to a business fo-  the different ethnic groups in Bosnia and Herzegovina
rum in Nizhny Novgorod in April 2016 aimed to ex- does not originate in Russia, Kremlin has sought to
pand trade and investment relations following Rus- exploit and exacerbate existing tensions by inciting
sia’s embargo on EU agricultural goods. Of course, - conflict over the country’s gas supplies, the financing
President Dodik also publicly endorsed the Crimean of pipelines, the provision of government loans, and
referendum and blocked Bosnia and Herzegovina even Bosnia’s national holidays.

3 Nuttall, Clare (2016). “investigations reveal mtten side of Bosman Republika Srpska s bank sector BNE lnte"mews, 13 May,
2016, accessed on 16 November at hitpr/fwww.i : t a
-bank: r-97327,
™ lbid.
OCCRP (2016). Bosnia and Herzegovina: Police Bust Bank Owner Linked to RS President Dodik. 13 February, 2016,
Tanjug {2014). “Serbs won’t let Bosnia join sanctions agamst Russia,” 26 March 2014, accessed on 11 December, 2017
via a copy of the article in B92 opened at hitp://w 3 L.oh & & &
id=89781
7 Bugajski, Janusz {2015), “Moscow Upholds Frozen Bosnian State,” Center for European Policy Analysis, 3 August, 2015,
Ibid.
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Russia fully supported a September 25, 2016 refer-
endum on to maintain January 9 as the national day
of RS, which celebrates its founding during the war,
despite a 2015 Constitutional Court ruling to ban this
holiday on the grounds that it discriminates against
non-Serbs. Two days before the vote, which was pro-
tested by the international community, Dodik met with
Russian President Putin in Moscow, where he gave his
implicit support for the referendum. More than 55 %
of voters turned out for the referendum, and 99 % of
them approved the motion. Despite strong popular
support, Dodik stepped back from his earlier demand
for a second referendum — on independence ~ for
the time being.”® He has, however, not ruled it out,
famously stating that his referendum would not lead
to bloodshed.®

Based on Dodik’s actions, the U.S. Treasury Depart-
ment’s Office of Foreign Asset Control sanctioned
him for obstructing the implementation of the Day-
ton Accords and threatening the territorial integrity
and sovereignty of Bosnia and Herzegovina in January
2017 Russia immediately criticized the U.S. decision
and firmly backed RS’ President.®?

Since September 2017, President Dodik has also re-
activated another referendum, with roots that date
back to 2015, to negate the legal powers of the
courts and prosecutor of Bosnia and Herzegovina,
which would de-facto make RS independent from
the interference of Bosnia and Herzegovina, pav-

™ Vecernje Novosti, {2017). “Dodik: | want RS to secede, but

reprinted in 892 on 6 D b
1d=102786
* MacDowall, Andrew. “Bosnia’s Serb R

, 2017 at hitpss

blic leader: No b

ing the way for RS’s secession.® Such a referendum
could have had the potential to divert public atten-
tion away from a Dodik corruption scandal involving
his family’s real estate development, which unfoided
around that time.

In October 2017, Dodik reiterated his objections to
NATO accession® and vowed to preserve the coun-
try’s military neutrality, an objective shared by Rus-
sia.® RS’s Parliament also passed a resolution sup-
porting this neutrality and began a procedure to
hold a referendum on joining NATO.* In 2015, RS
opposed also a start of membership talks with the
EU. Dodik described the potential of EU member-
ship the greatest act of treason since the conclusion
of the Dayton Accords. In January 2016, Bosnia and
Hezegovina submitted a membership application an-
yway. However, the government has yet to submit a
response to the EU accession questionnaire evaluat-
ing the country’s progress on key issues such as the
economy and the rule of law. Without submitting of-
ficial answers to the European Commission, Bosnia
and Herzegovina will not be able to proceed in open-
ing accession talks.

In March 2014, the Russian Orthodox Patriarch gave
Dodik an award from the international Fund for the
Unity of Orthodox Nations in Moscow several months
before parliamentary elections in the entity. During
the same visit to Moscow, he reportediy received do-
nations for the same election campaign.¥’

4;4»13.. h,

any bi

2017 accessed as

y vote next year,” Politico, 3 fuly, 2017,

5 U.5. Department of Treasury Press Centre — Treasury Sanctions Republika Srpska Official for Actively Obstructing The Dayton

Accords. 1 January, 2017.

= Bugajski, Janusz {2015). “Moscow Upholds Frozen Bosnian State,” Center for European Policy Analysis, 3 August, 2015,

backed by a referendum.

Kovacevic, Danijel. “Republika Srpska Postpones State judiciary Referendum,” BIRN, 7 November, 2017.
Dodik has not always been consistent. On occasions, he has aiso made statements that RS would support NATO accession if

5 TASS (2017). “Bosnia and Herzegovina's Republika Srpska unwilling to join NATQ,” 26 October, 2017, accessed on 16 November,

2018 at htto://tass.com/world/972744
% ihid.
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Policy Recommendations

In general, the Russian strategy of keeping Bosnia and
Herzegovina neutral and blocking integration with the
Euro-Atlantic community has been successful. EU talks
have stalled, while continued economic stagnation
in the country has sapped reforms. The negotiations
have not progressed not only because of Russia, but
primarily because of the lack of political will among na-
tionalistic political elites to speak with one voice, and
the lack of democratic and economic reforms. The lack
of an efficient coordination mechanism makes all nec-
essary reforms difficult to implement in practice.

However, Russia has used its economic footprint
in key economic sectors to put a dent in efforts to
centralize authority over the country’s economy.
The feuds between the entities’ governance of key
sectors, such as energy, existed before Russia, but
the Kremlin has fueled these divisions to its benefit.
To achieve its objectives, Russia has used RS leader-
ship, which stands to directly benefit from increased
Russian capital inflows. In an environment of glar-
ing institutional weaknesses in the areas of energy
governance, bank supervision, and fiscal prudence,
the country, and especially the RS, has become vul-
nerable to corrosive capital. In the meantime, the
Energy Community warned both the state and en-
tity authorities in fall 2017 that Bosnia and Herze-
govina could fall under sanctions for non-adoption
of the previously-agreed commitment to instifute a
law on a regulatory body for electric energy and gas,
transmission, and the electric energy market, which
is a condition of the Energy Community’s Third Pack-
age.®® As a resuit, the country is facing financial pen-
alties and, in the long run, possible removal from the
Energy Community. However, the energy sector is
by far not the biggest obstacle for the completion
of EU talks.

Several key policy recommendations have been iden-
tified in the analysis of the economic vulnerabilities
created by Russia’s economic footprint in Bosnia and
Herzegovina:

Bosnia and Herzegovina must ensure fulfilment of
its commitments under the Energy Community.
Bosnia and Herzegovina should reform the govern-
ance structure of its energy sector, so that the nat-
ural gas sector is regulated at the level of Bosnia
and Herzegovina, in order to avoid duplication of
authority and competing energy strategies.

Bosnia and Herzegovina should commit to a gas
strategy for the diversification of its supply sourc-
es, 50 that it can fulfill the EU gas supply security
requirement to have at least three sources of sup-
ply. In this respect, priority should be given to the
completion of the Western Balkan Gas Ring with
a link to potential natural gas supplies from the
Mediterranean.

The Council of Ministers should work on reaching
a compromise between BH Gas and RS on the con-
struction of only one gas interconnector to Croatia
that would supply both entities.

Bosnia and Herzegovina should implement the EU
energy acquis, unbundle power and gas suppliers,
and ban the practice of individual gas contracts
with Gazprom at the entity level.

BH Gas and RES should begin talks with Gazprom
on a long-term {five-year) contract for the deliv-
ery of natural gas to avoid the unpredictability of
annual negotiations threatening the security of
supply.

RS’s Privatization Agency and the Commission for
Protection of Competition should investigate the
privatization deal with Zarubezhneft for the acqui-
sition of the biggest oil assets in the country, and
should insist on the implementation of the invest-
ment clauses in the contract.

The capacity of the State Investigative and Pro-
tection Agency (SIPA) should be boosted to probe
money-laundering operations through the bank-
ing system, and to identify the uitimate beneficial
ownership of investments coming from offshore
destinations, which might be used by shell compa-
nies for money laundering or other criminal prac-
tices.

The government should centralize and improve
banking supervision, including by eliminating the

* Batkan Green Energy News {2017), "New Enerxy Communlty sanctions for Bosnia and Herzegovina?' 31 October, 2017,

accessed on 1 December at httos.//balk
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two separate entity’s regulators, to establish a sin-
gle controlling mechanism.

Bosnia’s Central Bank and the two entities’ busi-
ness registries and statistical agencies should ex-
pand their data on foreign investment and corpo-
rate ownership.

The government of Bosnia and Herzegovina and
the entity governments should significantly im-
prove the transparency of their decision-making,
primarily in public budgeting, deficit financing,
negotiations of intergovernmental and other in-

93

ternational loans and agreements, and energy and
banking regulations.

Policymakers should publish online detailed re-
ports stating their motives for decisions affecting
key sectors, such as energy, banking, and telecom-
munications, which have implications for the en-
tire economy. These reports should be followed
by public consultations with civil society and the
pfivate sector. Regulatory bodies should take into
consideration reasoned opinions submitted by in-
dependent experts.
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