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MOSCOW, Nov. 25 - It is about to become the world's largest energy company. And it is making plans to supply the hugely lucrative market of North America. 

But that company - Gazprom - is effectively controlled by the Russian government, and therein lies the rich potential and risks for investors. 

"We see Gazprom as a sort of government-controlled Yukos," says Soeren Rytoft, strategist at Metzler/Payden European Emerging Markets Fund. "It will be the new Russian energy company - with all the good and the bad related to that."

Gazprom, already the world's largest natural gas company, controls 20 percent of global supply and an extensive pipeline network. For American consumers, the company represents one of the best alternatives to Middle Eastern suppliers. Gazprom executives recently visited the United States to talk with ChevronTexaco and other companies about future supply deals. PetroCanada and Gazprom have already signed a memorandum of understanding to ship Russian gas to North America by 2009. 

Sometime next year, Gazprom will merge with Rosneft, a Kremlin-friendly oil company. With 3.1 billion barrels of oil and 16.8 billion cubic meters of natural gas, Gazprom's reserves will top all other energy companies. 

After that deal is completed, Moscow has promised to scrap Gazprom's notorious ring-fence - a two-tier share structure that allows local investors here to buy cheaper shares and requires foreign investors to buy more expensive American depository receipts. 

If the ring-fence is abolished, Gazprom will become more attractive to investors. For one thing, it would draw in investors who use Morgan Stanley's emerging markets index as a benchmark. Gazprom would account for about 2.9 percent of the MSCI Emerging Markets index, up from 0.25 percent currently, and would have the third-largest weighting behind Samsung Electronics of South Korea and Anglo-American, a mining and paper concern based in South Africa.

Currently, only a small amount of Gazprom stock is available through A.D.R.'s, about 2.5 percent of the shares outstanding. The premium for the A.D.R.'s has been as high as 100 percent, although recently it had dropped to about 30 percent. Still, big American investors like Fidelity Investments and Merrill Lynch have been buyers of Gazprom A.D.R.'s. 

And Gazprom's star has risen as Yukos's has fallen. For better or worse, Gazprom is one of the only big Russian energy investments available besides Lukoil, Russia's second-largest producer. 

Gazprom - not Yukos - is now the proxy for Russia's promise as an energy superpower, said Ian Hague, co-manager of Firebird Fund in New York. He estimates Gazprom, with a market capitalization of just over $52 billion, could grow to a $150 billion company in three to four years, or about 11 to 13 times earnings. 

"Gazprom is Yukos circa 2001, in terms of liquidity, investor interest and performance," he added.

But there are clear differences, investors note.

"Think of Yukos as a hungry riverboat gambler, and Gazprom as a staid apparatchik," said John Kleinheinz, founder of Kleinheinz Capital, an American hedge fund and a Gazprom shareholder. 

The role of apparatchik worries some, who cite little financial transparency and opportunity for poor corporate governance at Gazprom. 

"The company is government controlled, and that is a huge factor, with inefficiencies that investors have not discounted into the share price," Mr. Rytoft at Metzler/Payden European Emerging Markets Fund said.

Even the minister of economic development and trade, German Gref, has criticized Gazprom for buying assets and blocking shares in other companies. 

"We are making a hypermonopoly out of Gazprom," Mr. Gref said on Wednesday according to the Interfax news agency. "We are increasing gas prices, while Gazprom is investing in all imaginable and unimaginable types of business."

After the Soviet Union collapsed, Gazprom managers treated the company as their private fief; many cut private gas supply deals to line their own pockets. The Russian president, Vladimir V. Putin, replaced the previous management in 2001 and installed Aleksei Miller, an old political ally from St. Petersburg, as the new chief executive. 

"The wind is at Gazprom's back right now financially," said William Browder, founder of Hermitage Capital hedge fund and a shareholder in Gazprom. "The key question is, will graft and corruption erode that growth and its benefits to shareholders?"

Asset theft stopped after Gazprom's former chief executive, Rem Vyakhirev, left in 2001. Side deals, meanwhile, have come under scrutiny, like an arrangement with an unknown shell company, EuralTransGas, which was reaping hundreds of millions in unauthorized profits from natural gas sales to Ukraine.

After shareholders threatened to sue, EuralTransGas was cut out of Gazprom entirely. And profits at Gazprom soared. Gazprom reported net profit of $5.1 billion on sales of $26.7 billion in 2003, compared with $861 million on sales of $19.2 billion in 2002. 

But new side deals have cropped up. Most recently, Gazprom's chief executive, Mr. Miller, surprised investors by revealing last month that the company had spent nearly $2 billion buying 10 percent of Unified Energy Systems, the country's national electricity monopoly, as well as a Moscow utility, Mosenergo.

E. Vadim Kleiner, a Hermitage partner who unsuccessfully sought a seat on Gazprom's board, said directors never even had a chance to give their say about the U.E.S. deal. "It wasn't on the agenda at any of their meetings," he said. "So who decided? No one on the board, that is for sure."

Concerns about corporate governance at Gazprom have not deterred investors like Günter Faschang, portfolio manager of Vontobel Eastern European equity funds. Gazprom is now his biggest position, he said in a phone interview from Vienna. He does hold the more expensive Gazprom A.D.R.'s, but he also holds Gazprom through different structured products, like listed funds that hold cheaper local shares. 

The biggest risk for Gazprom investors is more delays to the abolishment of the two-share structure. While Mr. Faschang expects the ring-fence to come down in the second half of next year, the Russian government could drag its feet.

"If plans to abolish it were canceled, it would be a huge problem, but that is highly unlikely," Mr. Faschang said. With the Rosneft deal, the Russian government will get what it wants, a 51 percent majority in Gazprom. So "there's no reason to hold the share price down," he said.

[image: image1.png]Ehe Nework Times



