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HERMITAGE CAPITAL MANAGEMENT

A Tale of Two Russia’s

Assessing the current investment climate In
light of Bill Browder’s visa problem

By Bill Browder
Chief Executive Officer
Hermitage Capital Management

May 2006
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In the past, Bill Browder has been one of the biggest advocates of
Investing in Russia...

FINANCIAL TIMES Billion-dollar bet on Russia

The Mondav Profile: Bill Browder Bill Browder is making a high-stakes wager that energy stocks will continue to boom
's true believer

Russia

Mutual
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..and from a stock market perspective, that opinion has been vindicated

Performance of the Hermitage Fund vs. the Russian Market
(Since Inception)*
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However, on November 13, 2005, Bill Browder was returning to Moscow
from a routine business trip and was denied entry into Russia. No reason
was given for the denial and his valid Russian visa was not annulled

l

Persona non grata?
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There has been an intensive lobbying campaign on his behalf, but the visa
has not been restored

Jack Straw, uk secretary of State
for Foreign and Commonwealth Affairs

Ivan Rogers
UK G8 Sherpa

Dmitry Medvedev, 15t Deputy Prime Minister

Alexander Zhukov, Deputy Prime Minister

John Sawers, pirector

General/Political, UK Foreign and
Commonwealth Office

Sergei Naryshkin, Minister, Head of Staff

Anthony Brenton, UK
Ambassador to Russia

German Gref, Minister of Economic

Development and Trade

Stephen Green, CEO of HSBC
Group

Alexei Kudrin, Minister of Finance

Sergei Lavrov, Minister of Foreign Affairs

Jean Lemierre, President of
EBRD

Oleg Vyugin,Head of Financial Markets Regulator

Andrew Somers, President of
American Chamber of Commerce (Moscow)

Igor Shuvalov, Aide to the President

Marc Franco, Head of EU

Mission in Moscow Sergei Prihodko, Aide to the President

Sir Roderic Lyne, former UK Sergei Yastrzhemsky, Aide to the President

Ambassador to Russia

Arkady Dvorkovich, Head of Expert Dep-t of
Presidential Administration

William Browder , Hermitage
Capital Management

Sergey Ignatiev, Chairman of
Central Bank

Vadim Kleiner, Hermitage
Capital Management

Note: Arrows represent letters, meetings and other communications
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One of the key questions that arises from
this incident is:

“Have | changed my view of Russia?”
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There are really two Russia’s
that exist at the same time

Modernizing Russia Russia Stuck in the Past




Assessment of the Investment Climate |

Economic Perspective
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Modernizing Russia

Russia Stuck in the Past

Integration into

* New legislation reduces foreigners’ access to

Global » G-8 chairmanship and WTO accession mineral resources;
Economy * Foreigners arbitrarily denied entry into Russia
i * Russia is kicking off G-8 with the theme of * Russia threate,ns Europe’s gas supp!lgs- it .
Energy Security : Europe doesn’t allow Russian acquisitions in
energy security
the European energy sector
Tax Policy * 13% income tax is the lowest in Europe » Seemingly arbitrary tax fines ruin Russia’s

biggest oil company and threaten others

Banking reform

* Deposit insurance system introduced,;
* Cleaning of banking system started

* Most of the country’s 1,200 banks are small
“pocket” banks;
* Foreign banks not allowed to open branches

Corruption

* “Our plans do not include handing over the
country to the inefficient rule of a corrupted
bureaucracy” (President Putin, Annual
Address to the Federal Assembly, April 25,
2005)

* Between 2002 and 2005, Russia slid from 74th
to 128th place in the global corruption index
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Modernizing Russia

Russia Stuck in the
Past

UES
Restructuring

Hermitage worked with the Presidential
Administration to re-write the UES Charter
to eliminate risk of asset-stripping at the
company

UES management publicly portrayed
Bill Browder as “against reform” for
trying to stop the fire-sale of UES assets

Sberbank

Hermitage worked with the Duma to add
amendments to the Joint Stock Company
Law to prevent share dilution at Sherbank
and other companies

Sberbank sues Hermitage’s Head of
Research and Vedomosti newspaper for
defamation for saying that “by cutting
costs, Sberbank would increase profits”

Dividends

Hermitage and other shareholders worked
with the government to amend laws on
dividend payouts to improve preferred share
dividends

Transneft (a state-controlled company)
pays 90% less than  preferred
shareholders expected based on the new
law

Gas Prices

Hermitage and BCG assisted the Minister of
Energy with a gas price analysis to estimate
the impact of higher domestic tariffs on
inflation

Gazprom votes down government-
sponsored corporate governance code
that was proposed by Hermitage at 2004
AGM

10
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Russian Oil Companies Still Cheaper
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As a result of the conflict between the past and the future in Russia, the assets of
Russian companies trade at an enormous discount to Western and emerging market

eers .

P Enterprise Value per Barrel of Reserves
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Even though Russian oil companies are better in many ways

2005 Production Growth
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Source: CSFB, Troika Dialog, Hermitage Estimates, Company Annual Reports
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This discount will shrink in the future, but the speed and magnitude of
that process depends on the perception and resolution of Russian risks

Current discount Future discount
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In the short term, the cynics who are stuck in the past will say that oil outweighs
everything, but it will not always be the case

$70 -

Price of Oil, Brent
(US$ per barrel)
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(US$ bn) (US$ bn) (% of GDP) (US$ bn) (US$ bn)
$1,000 5933 $90 « $85 7% « 6506  $250 4 $240 $700 5635
$900 $80 4 6% $600 <
$800 < $70 4 $200 <
| 5% $500 <
$700 460 4
$600 4  4.8X 650 3.4x 4% 4.4x $15049  18.5x sa00 4 132
$500 <
$400 4 $40 9 3% 9 $100 « $300 <
$30 4 $25
004 o 2%d4  15% $200 <
$200 $20 < $50 4
% o L
$100 4 $10 < 1% $13 $100 48
$0 v v $- 0% $0 — | 3 1
1999 2006E 1999 2006E 1999 2006E 1999 2006E 1999 2006E 14

Source: Bloomberg, UBS, Hermitage Estimates, January 2006
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The Bill Browder visa scandal is an important litmus test for who wins in the
struggle between reforms and corruption in Russia. The outcome of this struggle

will ultimately determine whether Russia will be considered modern and civilized
place to do business

r""a H"'-.

o Corrupt personal interests
dragging Russia back into
the past

S m—

e National Interest

e Civilized Norms

* Brighter Economic Future
i \
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Disclaimer

This material is for information purposes only and is not an invitation to subscribe for units or shares in the Hermitage Fund.
Subscriptions will only be received and units or shares issued on the basis of the current prospectus for the Fund, and prospective
investors should carefully consider the risk warnings and disclosures for the Fund set out therein. Investors should also consider any
other factors that may be relevant to their circumstances, including tax considerations, before making an investment.

The information is based on data obtained from publicly available sources, which have not been verified by Hermitage Capital
Management Limited, or any of its respective associates or affiliates. As a result of the difficulty in obtaining reliable data in
Russia, we do not represent this information to be accurate and complete and we do not accept any responsibility for the
reasonableness of any conclusions based upon such information.

Past performance is not necessarily indicative of the likely future performance of an investment. The price of units or shares can go
down as well as up and may be affected by changes in rates of exchange.

The Hermitage Fund has been authorised by the Guernsey Financial Services Commission as a Class B Collective Investment
Scheme under the Protection of Investors (Bailiwick of Guernsey) Law 1987 and the Collective Investment Schemes (Class B)
Rules 1990. It must be understood that in giving this authorisation the Commission does not vouch for the financial soundness or
correctness of any of the statements made or opinions expressed with regard to The Hermitage Fund. Investors in The Hermitage
Fund are not eligible for the payment of any compensation under the Collective Investment Schemes (Compensation of Investors)
Rules 1998 made under the Law.
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