Alexander Radygin

Institutional development in 2000s

Among the forma[ terms and expressions that would characterize most pvecisely the year 2000, the fouow[ng may
be selected: “pvedictabi[ity”, “stabi[i’ty” and “prevaiﬁng trends of the past years”. The institutional trends of the several pre-
vious years, however, are pretty ambiguous. Moreover, by early 2007 some vague inconsistencies or, to be more precise, sub-
stitution of notions of institutional deve[opment that may p[ay a pvincipal vole on a [ong—tevm basis came to the fore—

gVOMVLd.

5.1.1. Politics versus economy: asymmetry cf mutual [ry‘]uence

All quantitative indicators of the deve[opmen’t of the Russian economy in 2006 demonstrate an economic revival
(for more detail see above) By late 2006 capitalization of the Russian companies was $908 billion; thus Russia may be
considered one of the major developing markets, with China on[y being ahead for this indicator in 2006.

The dynamica[[y growing Russian economy (by formal quantitative indicators) demonstrates higher economic
(credit) ratings of the country. In 2006 according to the largest rating companies (Fitch n Standard&Poors), Russia had a
“BBB+” credit rating denominated in foreign currency which meant that the country acquired a new “investment quality”
at the international ﬁnancial markets and reduced costs for Russian borrowers. Next expec’ted step for Russia will be mov-
ing to A-level ratings. OECD Council at its meeting of January 26, 2007, included Russia in the 3Vd (from the top zero down
to seven) group of credit risks where such countries as South Aﬁfica, Israel, India, Thailand, Morocco, Latvia, Hungary, Bul-
garia, Rumania and other states are present.

The economic growth coupled with nigner ﬁnancial indicators of the companies (the growth of consolidated returns
and, according to the survey results of the Center of Economic Market Situation under RF Government, in December 2006,
satisfaction of the companies with their ﬁnancia[ position across the industry) was accompanied on an unprecedented in-
crease of private capita[ net inﬂow. According to the RF Central Bank, in 2006 the net 'mﬂow of private foreign cap ital into

Russia increased ]oy almost 40 times vs 2005 ($41.6 billion inc[uding $25.1 into the banking sector vs $1.1 billion in 2005 and

" Herein and in sections 5.2 through 5.5. the sources used are oﬁ%cial web-sites, pvesfveleases and interviews with the Leaders of the RF Ministry of
Economic Deve[opment and Trade, Federal Agency for Federal Property Management, Federal Antimonopo[y Service, Federal Service on RF Finan-
cial Markets and other federal government authorities; infownaﬁon materials of “Prime-TASS”, “lnte(fax”, “RBK”, “lin.ru” Project, and Vegulav puJof
lications such as “Commersant”, “Vedomosti”, 1zvestia”, Vremya Novostey”, “Finance”, “Expert”, M&A”; ratings of specia[ized agencies and organiza-
tions, corporate sites and other sources of 2006 — 2007. In writing this section of the report the author also used the velevant materials ]oy A.
Abramov, E. Apeva[ova, G. Ma[ghinov, and K. Yanovsky and materials ﬁom numerous published research Ppapers of Institute of Economy in Transi-

tion (JET) and Academy of National Economy under RF Government on the prob[ems of institutional development (see: www.iet.ru).
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outflow of $8.4 billion in 2004). Repatriated Russian capital (see Section 5.4 describing the growth of investments from the
traditional oﬁc—shores) apparently accounts for a considerable share in this 'mﬂow, however, no clear distinction can be
made between residents and non-residents. Nevertheless the assessments of direct foreign investments into Russia in 2006
are pretty close ranging from $28.4 bio (UNCTAD) to $31 bio (Bank of Russia).

The year of 2006 also saw an essential gvowth of external ﬁnancing of [argest banks and companies (IPO and cor-
porate bonded loans at the internal and external markets). In 2006 the external debt of non—ﬁnancia[ companies and
commercial banks amounted to $135.4 billion and $78.5 billion, accovd’mg[y, The external debt of the Russian corporate
sector jumped up to $57 billion against $54.5 billion in 2005. In 2006 the aggregate value of 18 major 1PO (including Ros-
neft) was about $21 billion. Corporate bonds became a driver of debt market emission: their volume grew from RUR260.6
billion in 2005 to RUR465.3 billion in 2006 (or by 1.8 times). The overall amount of RUR-denominated bonds at the market
including federal securities, corporate and regional bonds increased from RUR 1.5 trillion in 2005 to RUR 2.2 trillion in
2006 or by 1.4 times.

According to the analysts of some investment banks, in 2007 1PO total volume of the Russian companies may reach
$20—$22 billion, and with account of Sherbank and Vneshtorgbank - $30 - $40 billion. Around 60 Russian companies plan
1PO in 2007, however, (due to the market situation) only some 30 companies will be able to do this realistically. There is a
more pessimistic outlook: according to Citigroup Global Markets, in 2007 the Russian companies will not be able to exceed
the 2006 indicators (2007 forecast: 32 IPO and $18.4 billion), after the 2008 presidential elections the situation will be close
to that of 2005 (in 2005 - $5.2 billion, and 2008 forecast is 18 1PO and $4.7 billion). The current sharp growth of 1PO is asso-
ciated directly with the determination to be secured against risks of a new phase of the political and business cycle after
March 2008.

The boom of initial pub[ic oﬁcering in 2006-2007 in the context of po[itical risks ﬁnds its Conﬁwnaﬁon when the
specific motivations of the Russian companies are being analyzedz. 1t is the consumer sector (about 80% of the 1PO partici-
pants recently) that gets investments fov its business development; this sector unlike the feedstock companies does not gen-
erate major cash nor has a simp [iﬁed access to bank credits. The sector began to show its interest in 1PO back in 2003 when
the companies in the absence of a proper loan base and considerable debt burden had to look at stock placement. The ma-
jor part of the consumer companies who were actually ready for 1PO were using this practice. Another motivation for the
companies with no bright prospects for development or those in need of finances to support deals on acquisition of new

assets, compensation of “exit” of the partners/ shareholders ﬁ'om businesses, etc. was the ﬁxed value of the company and

Y. Korotetsky, L. Moskalenko, M. Talskaya. TPO is out of fashion // Expert, 2006, Ne 39, p.19—27.
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drawing up cash funds for the shareholders’ needs. A huge number of major feedstock companies-issuers that have no
need in getting investment resources via 1PO strive to increase and ﬁx their cap italization as an “insurance” against their
exits gv the largest shareholders will have to dispose their ownership due to adverse po[itieal reasons. Some of the companies
have secured themselves already by ﬁxing their values having sold part of the stocks and [egalized the remaining assets.
Appavent[y a bonded loan is a cheaper source of external ﬁnaneia[ resources, though it does no insure the company against
po[iﬁea[ visks.

The g[oba[ expansion of a large number of Russian major private companies (gvoups of companies) in 2005-2006
was associated not only with the rationale of corporate deve[opment, the desire to strengthen their positions on new mar-
kets and search of faci[ities for investment but also with their preparation for the upcoming po[itiea[ and business cycle in
Russia.

These considerations app[y to some [arger state companies though the latter’'s motivations may be dif)terent (see sec-
tion 5.2). At the end of January 2007 the Head of the Federal Agency for Federal Property Management, announced a pos-
s[bi[ity of another pub[ic oﬁvering of Rosneg’:t stock up to 25% (worth around $20 billion), however this announcement was
almost immediately disowned by G. Gref, Head of the Ministry of Economic Development and Trade. These contradictory
appvoaehes, as some believe, are the evidence of more serious attempts to transfev the [argest possib[e portion of the Rosneft
state owned stock to private ownevship by March 2008 with the subsequent [egalizaﬁon for the sake of anarrow group of
the stakeholders.

The election cyc[e, accoro{ing to some forecasts, will obvious[y push down the amount of direct foreign investments
(where it is di_fﬁcult to separate foreign and Russian Vepatviated funds) in 2007. The forecasts are unanimous concerning
the expected decline however the driving factors are dﬁerent Standard&Poors believes the expected decline is linked to the
ongoing processes of boom decline at the feedstock markets that stimulated investments into the feedstock assets of the
develop ing countries and nationalization of energy assets in Russia, Bolivia, Venezuela and Ecuador. The Russian Union of
Industrialists and Entrepreneurs exp[a'ms the decline by futwe politica[ risks related to parﬁamentavy and pvesidenﬁa[
elections in Russia. There is also a pvob[em of pvepavedness of the Russian compan[es3.

Political risks that are not direcﬂy velated to the election Cycle are pretty essential for most conservative foreign insti-

tutional investors unlike the Russian owners.

* In 2006 Tatneﬁ initiated delisﬁng at NYSE. Tatneft examp[e is indicative for the Russia’s covporate sector. Accovding to AIM (Alternative Tnvest-
ment Market) dataof London Stock Exchange, in 2006 shares of 7 companies of Russia and some other post-Soviet states were listed here while in
2005 there were 15 such companies. This is an outcome of the absence of adequate ﬁnancia[ control required fov lisﬁng (consolidated reporting,

ﬁnancial statements, etc). Thought 2007 trends are assessed as positive, the value results of 2006 will hard[y be exceeded.
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One can give a reliable example of a rating developed for a number of years by one of the largest and most con-
servative global investors — US. Pension Fund - California Public Employees’ Retirement System (CalPERS) which assets
amount to $225 billion (see section 5.4.). Whenever CalPERS enters a developing market, it gives to the market a certain
“quality mark” attractive for other major institutional investors.

n 2006 out of four BRIC countries (Brazil, Russia, India and China), Russia and China received less that 2.0 scores
(CalPERS method) meaning that these markets are shut down for investments. The 2007 forecast (1.9 scores) shows that
Russia will remain at the previous year level while China’s score increased from 1.6 to 1.7. The main problems of the Rus-
sian market in 2006 were: low po[iﬁca[ stability, impe}fect labor laws and insuﬁcient openness of the market. n assessing
civil [iberty where 1 means the highest level and 7 — no [iberty at all, Russia was given 5 scoves. In terms of independence of
courts and legal protection Russia received 1 score out of 3 scores possib[e which is much worse than in China. Russia was
assessed at lowest scores in terms of courts [ndependence, [ega[ protection of property V'Lgh’ts, inqﬂic[ent ﬁght against orga-
nized crime and biased courts’ pronouncements issued in favor of the government authorities.

CalPERS method could be equally indicative if we tried to assess the input of the key factors impeding further im-
provement of the investment climate in the country. With account of impact of certain factovs in building up ratings, the
negative impact of specific country (government) factors is increasing vs “market factors” quality.

Similar negative assessments of the civil society and po[itica[ system in Russia may be fovmd almost in all traditional
ratings fov 2006 Yegarding these pro]o[ems (Freedom House ratings of civil [iberty and mass media ﬁ’eedoms; World Eco-
nomic Forum of g[oba[ competitiveness; Oxfovd Analyﬁca of creditors’ V'Lgh’ts comp[iance; the Heritage Foundation and
Dow Jones Co; Indem Foundation; World Economic Forum, World Bank, Transparency International and others - of eco-

nomic indicators). A number qf ratings became much worse vs 2004-2005 (Table 1).

Tabler
Changes in the ratings of political stability, economic

and civil liberties in Russia in 2005 — 2006

Lower rank/scores or close to

Rating 2005 2006
Russia (BRIC countries)
Civil liberties (by Freedom House) 5—no liberty 5—no liberty China (6)
GCl, World Economic Forum (Global Competitiveness) 53 rank 62 rank Brazil (66)
108 rank
GCl, World Economic Forum (protection of property rights) 14 rank
(in 2004 — 88)

4"" gV'OlAp - VlOﬁ'eCdOWl at [avge

Economic ﬁ'eedom rating, the Heritage Foundation and Dow Jones & China — 54.02 scores 119 rank

Company, Inc.
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(54.01 scores out of 100, 120

rank)

Tndia — 55.60 scores, 104 rank
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27.6
29.2
Political stability (by CalPERS, weight in country rating, %) (in 2003 — 20.5)
(30.6 — for 2007)
Total 1.8 Total 1.9
CalPERS vating (investment threshold is 2 at maximum 3) China — 1.6 scores
(in 2002 —1.15) Country — 1.6

Source: Rating Developers formal websites.

According to 2006 economic ﬁ'eedom rating made by the Heritage Foundation and Dow Jones & Company, Inc., out
of 157 states Russia ranked 120, getting 54.01 scores (maximum was 100) which was lower than the 2005 vank. Out of other
BRIC countries China was placed 119 (54.02 scores), Brazil and India — 70“l (60.89 scores) and 104th (55.60). Russia scored
least in the fo“owing areas: no corruption (24.0%), ﬁ'ee investments (30.0%), property Y'Lghts protection (30.0%), ﬁ’eedorn
of ﬁnance (40.0%). Low score in “ﬁ'eedom of ﬁnance”, according to the rating agency, was given because of inqﬁolcient
banking system, deﬁciencies n Ioanking supervision and transparency, and restrictions of access to banking and insurance
business for nonresidents. The low rating in the property V[gnts protection means that Russia does not ensure such protec-
tion proper[y: “the judicial system is cormpted and biased, and ensuring the implementation of contacts is a real chal-
lenge”.

As fov short-term trends, the situation is rather trivial. The o{eve[oped asymmetry (f economic and po/[t[ca/fécfors
qf the Russian economic deve/opmenf has been obscured so far by genera[ indicators of economic rise, instable feedstock
market situation and government ﬁnance parameters (budget swrplus, Stabilization ﬁAnd, and golo{ and currency reserves),
and also by indicators of extreme proﬁtabiﬁty of the Russian stock market.

The investors may describe this situation as ‘Clod Frollo dilemma” (section 5.4): a high profitability temptation up
to a certain limit is stronger than the economic ﬁfeedom, investors’ Vights and government 'Ln’te(fevence concerns.

From the government point of view, economic wealth measured with formal current indicators and ratings proves
the correctness of the selected po[iﬂca[ route (broad[y, including the issues of protection of property V'Lghts, thejudicia[ Sys-
tem, etc.).

1t is worth noting that the Russian companies that as said above ave most sensitive to potential poli‘cica[ and busi-
ness cycle risks are those that have least illusions.

The popu/aﬁon is extremely perceptive of the abilities of the government authorities to take eﬁqective actions in the

area of economic policy (Tables 2-3).
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Table 2
Why there is no sizable economic growth in Russia now?
2003-2006 population survey results , in %
2003 2004 2005 2006
1. Red tape, corruption and bribery with the highest bodies of state authority 34 34 31 34
2. Plunderous policy of the major Russian businesses/oligarchs and their disinterest in the national economic revival 38 34 29 33
3. Incorrect economic policy of the government 27 22 34 32
4. The government does not have an economic program 22 22 29 27
5. Capital outflow from Russia/flight to off-shores 25 27 26 26
6. Tncﬁ of managers (pvoﬁts withdrawal and appropriation) 28 20 21 24
7. Fixed assets worn-out 13 n n 17
8. High taxes on entrepreneurial activity 15 10 13 13
9. Russian goods are not competitive with Western goods 9 10 10 12
10. No investments into the Russian economy n n 12 12
1.Business is not legally protected 9 7 7 9
Other 7 7 6 5

Difficulties in responding 12 12 9 n

Source: “Levada-Center”, www.levada.ru.

As Table 2 shows, for the entire period of 2003—2006 the weight of such factov as “bureaucracy, corruption and
bviioevy in the nigh echelons of power” remained uncnanged (and the tavgest among all other 12 factors). At the third and
the forth places are the factors “incorrect economic policy” and “the absence of the economic program” which were
strengthening their signiﬁcance in 2003 tnrougn 2006. The second factor — “the ptunderous poticy of the major Russian
businesses/oligarchs and their disinterest in the national economic revival” — was losing its value in the same period. “The
absence of tegat protection for the business” is not significant for the community; this may be expiained by confusion of
notions (the Vespondents seem to mix up tegat protection and cormption). Table 3 appaventty demonstrates that oturing
2000 — 2006 not less than 2/3 of the poputation kept thinking that the Russian government was not able to devetop a sub-
stantiated economic program for Russia’. In any case the data in Table 5 add up to the conclusion that the “government”

and the “market” in Russia has been moving into opposite directions during 2000’es.

* We'd like to cite a statement made dw'ing the period of iaunching the 2004 administrative refown: “ . while the government authorities having
decided to increase their impact on the economy, demonstrate certain incompetence. There is a simpie expianation to this. The government has not
been deating with economy at least fov twelve years. It was involved in soiving budgetfveiated issues. There are no peopte in the current government
who might know the veal probiems of the economy and how to deal with those probiems... Therefove any attempt of the government to remove
private capita[ from the solution of strategic issues in the sectors where this capita[ operates would lead to stagnation “ (T. Gurova, “Give me the

wheel, Party” // Expert, 2004, No 15, p. 34).
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Table 3
Has the Government of Russia got a well defined economic program?
The 2000~2006 survey findings, in %
2000 2001 2002 2003 2004 2005 2006
May April August August August August April
The Government has gota well deﬁned and thoughtﬁd eco-
22 21 16 18 21 19 24
nomic program
There is no well defined program but only very high-level
38 37 39 38 35 40 33
outline of what shall be done
There is no such program, and decisions are taken given
22 30 33 34 34 3 33
current circumstances
Difficult to answer 19 13 12 10 n n 10

Source: “Levada-Center” www.levada.ru.

The pvob[ern of asymmetry of economic and po[itica[ factors of the deve[opment of the Russian economy becomes
h[gh[y critical gf viewed ﬁ'om a /ong—ferm perspective, moreover gv to assume that the sources of the current economic

growth, [oudget revenues and ﬁAnds to support social programs are C[osely related to the market situation.

5.1.2. Political versus economic institutions: pub/[c‘ po//s and their prob/ems

Tn the 1990’es which one could call a period of initial establishment of a new institutional structure of economy in
Russia the fo“owing components (criteria) were typica“y used: privatization, [egislation (the scope and quaﬁty of the new
[egis[aﬁon and the law institutions) Ioanking sector status (independence of banks, their business skills and practical distri-
bution of credit resources, and also the level of supervision and the payment system), and the role of the government
(whether it is market-oriented or not and how e)fﬁciently it manages the state owned sector). All subsequent additions were
h[gh[y speeia[[zed, we believe. This standard was expanded in the 2000’es by including various assessments of “the corpo-
rate governance quaﬁty”, of “economic and [ega[ factors of the ﬁnancia[ markets development” and “the boundaries of the
institutional capacity”. Appavent[y signiﬁcant was also a growing interest to the prob[ems of eﬁhective courts and enforce—
ment in genera[S. The most acute current issue is a systematic prob[em of adequate qua[ity of the po[itiea[ institutions.

Since various groups and individuals typica“y derive beneﬁts by “exp[oiting” economic institutions, a conﬂict tends
to arise between various options of the pub[ic choice which is eventua“y resolved in favov of the groups having more po[it[—

cal power. The distribution of the po[itical power in the society is defmed by po[iﬁcal institutions and depends on the dis-

® See, eg. The establishment of the institutional ﬁarnework of the market-based econormy, World Deve[opment Report, 2002. World Bank, 2002;

From plan to market. World Development Report 1996. The World Bank. Oxford University Press, 1996; EBRD Transition Reports 1995—2006.
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tribution of resources. Economic institutions that promote economic growt/z emerge where po/[f[ca/ nstitutions, ﬁrsf/y, give
the power to those groups that are interested in /zaving a /ug/z/y d[versﬁed owners/u}a r[g/zts ery‘orcemenf system, and, sec-
ond/y where po/[f[ca/ institutions set up ﬁcﬁve restrictions for the actions cf the power authorities and , thirdly, where
the power authorities have no poss[b[/ ity to generate considerable rent for themselves. .

The said restrictions are true for assessing institutional Cnanges in Russia dw'ing 1990—2000. In terms of applica—
tion, the most important issue is how realistic is the L‘oda)/s discussion of the development of the above positive eﬂ%cts. In-
deed we are not able to discuss the whole range of the ﬁAncﬁoning prob[ems of the Russian po[itical system in this Ppaper.
The above requirements to the qua[ity of poliﬁcal institutions speak for themselves and apparent[y are the subject matter of
the remote ﬁAtwe for Russia.

Let us discuss only one issue as a possible argument — are there in the curvent Russian society any groups that
could ensure the existence of a diversiﬁed system of ownersnip rignts enforcement, given the above assumptions. Whatever
appvoacnes may be used, it makes sense to discuss pvivnavi[y the prob[ern of “the middle class”.

There are various metnodo[ogies to identiﬁ/ “the middle class” (“normative” of “velative”, “market-based” or proper-
ty—educaﬁon based”, etc.). Using then one can receive a wide range of estimates. Even in the ex-USSR the quantitative esti-
mates in the period of 80-90’es of the last century varied ﬁ'om 1% to 30% of the popu[aﬁon. The estimates spread fov Rus-
sia of the 1990es is also large — from 6% to 25% (prior to 1998 crisis). As for the period 2002 — 2004, the majority of
estimates tend to coincide: 14% to 25% of the working popu[aﬁon.7
According to Institute of Sociology of the Russian Academy of Sciencess, in 2003—2006 given the inflow of “oil dollars” into
Russia, the size of the middle class keeps Veducing — ﬁ'ovn 25% down to 20% (econovnica“y active urban populaﬁon) ° The

vnavgina[ growtn of the middle class up to1/3 of the population size may take 10 — 15 years (provided the structure of the

% See.: Acevnog[u D.,Jonnson S, Robinson}. Institutions as the Fundamental Cause of Long-Run Growth. — In: Aghion Ph., leauf St., eds., Hand-
book of Economic Growth, North Holland, 2004.

7 See e.g.: E. M. Avraamova and others. Edited by T. Maleva. Middles classes in Russia: economic and social strategies. Moscow Carnegy Center.
Moscow, 2003. (“the share” of the middle class is vecorded at 20%). The data of All-Russia Center of Life Level and “KOMKON” (2004) go beyond
the domineenng estimates — 9%, and Rating Agency “Expert” which estimates of the middle class segment vary ﬁom 14% in 2000 up to 25%-30%
in 2005.

§ “Urban middle class in modern Russia”. Analyﬁcal report. M., Four criteria were used to identJy middle class representatives: education, pmfesf
sion, income and integrated selfassessment of the social status. 1t should be noted however, that the income threshold for the middle class is only
RUR10.5 thousand/month/household member. The report makes a distinction between “the old middle class” small businesses) and “new middle
class (primari[y top managers in the ﬁ/l(?[ and energy comp[ex and other sectors of economy)..

% A veverse trend pvevails in the world: annual surp[us of the middle class makes about 1%, according to some estimates.
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economy remains unchanged). The authors of the report believe that the chances of the middle class to grow at the expense
of “the old middle class” are close to zevo since the latter is decreasing which is a paradox. In other words it becomes clear
that in the devetoptng economic model (of state monopoty type) there is a trend to reduce this middle sub-class. As a way
out of this situation it is pvoposed to focus on the enhanced development of htgh technotogtes sectors rather than small and
mid-size businesses. This trend likewise a growing social and economic tndtﬂ‘erence of the middle class has been noted toy
T. Maleva, Head of Institute of ]ndependent Social Studies .

The spectﬁc mechanisms teadtng to this reduction are of secondavy interest fov us. What is essential for us is that in 2000
no positive d)/nam[cs cyp the pofenﬁa/ social base was observed (- supporfed b)/ empiric evidences) for indivect (via po/[z.‘[ca/
representation ) ﬁrma tion cyf g%cf[ve economic institutions.

Moreover, those institutions that in 1990-es opposed the expansion of demand for qﬁcective economic institutions are
functtontng today though in modtﬁed fown. ]fprtor to the earty 2000'es (we recognize that the terms are conventional) the
model of otigarehy cap italism was pursued, now we are typtcatty speaktng of the “state cap italism” in its Russian variation (
see below for details).

Tn this context the model of negative interaction (vs qﬁtteient market relations) establishes itsetfwneve some entre-
preneurs (not a very representative segment) hold pottttcat power de facto or have a monopoty access to the center of pottt[—
cal decision maktng. Afterwards these entrepreneurs using tnejudtctat system as a tool against their competitors stop ’oetng
motivated to establish and strengthen private property Vetattonshtps "

Accordtng to the new institutional economic tneory, the bweaucracy, its low produettvtty and absence of accounta-
b[tity which have been ﬁ'equentty criticized may be anatyzed, on anatogy with separation of property ﬁ'om control in a
company, as a two-tier system of the pvinctpat and the agent where the government oﬂtetats ptay the role of agents (control-

lers and emptoyees) and the electorate that of the pvincipat. However, unlike the corporate owner, the electorate may not

© Stagnation of the middle class. 24.01.2007, http://abarus.u/news

n Unequat distribution of wealth and relative ineﬁtciency of production creates situations where most weatthy owners are not interested in solid
Pprotection of Pproperty Vights: see Polishchuk L., Savvateev A. Spontaneous (non)emevgence of Property Rights. —The Economy of Transition, 2004,
Vol. 12, Ne1.S. Guriev and K. Sonin write: “While the rich have the advantage in setting up a private guards company and estabtishing good relations
with the government oﬁ%ciats, they are not encouraged to tobby the establishment of good government institutions, and therefore there is no de-
mand fov such institutions that would protect the Pproperty rights and moreover support competition. The pmtotem is that the middle class (in this
particutar event associated with the small business) can not create the potiﬁcat demand for the good institutions due to the insignﬁcant share it
holds in the national economy and because of high costs on coordination”. (S. Guriev, K. Sonin. The wealth and the growth // Expert, 2003, No 24, p.

46—47. See also: K. Sonin. Institutional theory of unlimited re-distribution. // Issues of Economy, 2005, Ne 7, p. 4—8.
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have a clear common goal, and this restricts their abilities to organize an qﬁcective monitoring of the po[iﬁcians and gov-
ernment oﬁ‘tcialsm. This brings us back to the issue of the formation in modern Russia of an adequate social base that
would be objecﬁvely interested in puloﬁc control and monitoring and would have Suﬁicient economic resources and the level

of po[iﬁca[ power.

5.1.3. Protection cyf property r[g/zfs versus ﬁnance

Primarily we should clarify why the idea of the protection of the property rights has been persistently placed at the
core of any problem related to institutional deve[opmentg. Recently in analyzing private property historical and geograph-
ical factors have been more often selected as a focus. By the beginning of the 21™ century new-classic and new institutional
researchers elected to determine the key features of the markets under their review at least partially by the established
property relations and the system of enforcement of the property rights and the contractual obligations. The expansion of
the new-classic models man@fests in pa‘rticular in the coverage of the ‘in—depth” level (according to 0. Williams) where the
basic institutional structures like ownership and law enforcement are installed.

“The new comparative economics” that have recently claimed to be an independent trend of the new institutionalism
made a thorough research of the genesis of the law systems and how they aﬂed the property relations and their enforce—
ment'*. The following conclusions are proposed based on the findings of the econometric analysis in various countries:
~  the higher is the level of deve[opment of the private property institutions (the level of guarantees that would not be

expropriated by the government and the m[ing class), the [avgev is their positive impact on the long—tewn economic
growth, investments and the eﬁ‘tciency of the ﬁnancia[ mavketslS;
~  the improved implementation of the principles of the private property is an absolute requirement for more intensive

deve[opment of the ﬁnancial markets;

"E. G. Furuboten, R, Richter, Institutions and the economic theory. - StfPetevs]owg, 2005, p. 547.

" See also: works ]oy V, Mau and K. Yanovsky in “Institute of Economy in Transition: vesearch papers” dedicated to the Vegiona[ and international
comparison of the Pprimary (basic) set of the poliﬁcal nghts that abso[ute[y prevai[ over any other po[itica[ and economic ﬁ'eedovns such as ly?e saj%ty,
security of Pproperty and independence of the J'udicial system and mass media.

" For details see, e.g.: R. Enton, A, Radygin and others. Corporate governance and se[fvegulaﬁon in the system of institutional changes — M, 1ET,
2006, section 1.

5 See.: Acemog[u D.,Jonnson S, Robinson}. Institutions as the Fundamental Cause of Long-Run Growth. — In: Aghion Ph., Durlauf St., eds., Hand-

book of Economic Growth, North Holland, 2004.
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- protection of the property rights ensures preconditions for more intensive expansion of investments and higher rates
of the economic growtials;

—  in those countries where the courts enjoy more independence, the property rights are better protected and an im-
proved environment is created for intensive economic growtia ]7;

- the successﬁii transpiantation of the iegistative norms and law institutions is connected not oniy with the choice of a
iegisiation system but rather with the law enforcing practices in the given country (as in Russia);

—  the more corrwpted are the government oﬁiciais the smaller is the chance to strengthen market-related institutions
and competition mechanisms (given that the administrative discipiine remains at the same level).

The protection of the property rignts (sometimes this notion is used as a synonym of the law enforcement) and the
ﬁnanciai system are considered base economic institutions. Each of these is a suioject for a separate study in terms of their
reievancy and conforrnity of their current status in Russia to the economic rationale”®. What is rneaningfui in the context of
our anaiysis is that the mutual inﬂuence of those institutions in their current status seems to be negative.

A weak system for protecting property rignts (due to the absence of a clear government strategy regarding state sec-
tor and privatization transactions, inertia meaning that the law is consideraioiy behind economic activity; hign degree of
uncertainties and contradictions in the business law; low quaiity ofjudiciai and law enforcing practices; the expansion of
rignts of the departrnents and ministries to interpret the law; Jpoor government supervision; opposition to the establishment
of seif—reguiating institutions; ongoing banks and corporate risks associated with protection of deposits and securities;
absence of reguiation in the area of new ﬁnanciai tools; current and iong—terrn proioierns with land and real estate markets,
etc,) , curbs back the deveioprnent of the ﬁnanciai system as a key iong—terrn tool of trangvorrnation of ﬁnanciai resources
into cap ital.

n their twrn, a high level of concentration, ﬁagrnentary and close nature of the Russian financiai system in generai,

the absence of coordination and strategy of its deveioprnentlg, reguiar disproportions and non-transparency of the ioanking

*La Porta R., Lopes-de-Silanes F., Shleifer A., Vishny R. Legal Determinants of External Finance // “Journal of Finance”, Vol. 52,1997.

" LaPortaR., LopesfdefSiianes F., Poprieches C, Shieifer A.Judiciai Checks and Balances // ‘journai of Political Economy”, Vol. 112, 2004.

* See: Russian economy in 2005, Trends and prospects. M, IET, 2006, section 4.

" Modern economic literature traditionaiiy divides ﬁnanciai systems into “ioanking” (bank-based ﬁnanciai system, reiationshipfbased ﬁnanciai
markets) and “market” (market-based ﬁnanciai system, arm’s iength ﬁnanciai markets); but this ciassiﬁcation has becomes obsolete prirnariiy due
to the deveioprnent of securities’ markets within the traditional banking systems. The recent studies peiformed in 150 countries have not revealed
any obvious advantages neither of the “bank loan model” nor of the “securities model”. According to the ﬁnanciai services view, it is the quaiity and

accessiioiiity of ﬁnanciai services that have Pprime importance, and secondiy, the structure of the ﬁnanciai system may have secondary importance
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system, still high dependency of the Russian stock market on the international [iquid cash ﬂows and short-term porgvo[io
investments tend to weaken [ong—tewn demand for a stable protection of the property Vignts (investors). The modern eco-
nomic literature generally recognizes that in the assessment of the level of law enforcement and protection of the property
V[gnts the ﬁnana’a/ market p/a)/s a /aj/ role (since unlike the commodity market, [ong—tewn velations between the borrower
and the lender ave at stake).

According to the Frazer Property Index, Russia Vefers to the group of least deve[oped countries. Its index value is be-
tween 4—5 (wheve 10 is the top value, and o — is the lowest), which is similar to the indexes of Nicaragua, Phi[ippines, Syria,
Pakistan and Ukraine.

According to 1ET this is in line with the current level of investments. Elasticity of the investment growth for Property
Index statistically estimated on the basis of international comparison is 0.4 with a 5-year lag. In other words 1% Index
growtn vesults on average in 0.4% during the next ﬁve years. Thus for Russia with 4.4% Mdex growtn (2004 estimate) up
to 6 (this is the level of Greece, Korea, Slovakia and India) or 7-8 points (Mexico, Hungary, Hong Kong, ltaly, Spain and
Israel), the increase of investments by 2-3 points (of GDP) may be expected. Following the method of Tndex calculation we
may assume that as a result of the developrnent of the judicia[ Vefown (nignev independence of courts via radical increase of
costs of removal ofjudges appointed on the new pVoceduVe, and introduction of anew procedure of appointment of federal
judges: quaﬁﬁcation board with the participation of the en‘treprenevwsy trade union, law defenders and Human Rights
Commissioners) the Frazer Property Index may grow by 3-4 points on the average (up to 7-8 points).

1t is worth noting that uncertainty both macroeconomic and institutional has always affected investments negative-
ly. A number of empirical studies proves the existence of a stable negative link between the level of investments into GDP
and institutional variables characterizing the degree of protection of the property Vigntszo. The review results of a large
number of countries show that in the countries with the favorable situation in the area of the property rights the invest-
ment processes get accelevated with a time [ag of 5 years. This means that the absence cf institutional c/zanges or moreover
the aggravation of the investment climate by certain directions may lead to negative consequences for investments in the

near ﬁdure or serve as a limitation (yp investment grawf/z into major Cap[fa/ qf the Russian economy.

since the banks and the securities markets deal with similar economic tasks; thivd[y, banks and securities markets may eﬁecﬁvely supplement each
other and enhance competition in the area of corporate control by pmviding alternative options of ﬁmding investments; and ﬁnally, the division by
the type of the ﬁnancial system does not explain the d'ﬁerences in the rates of the [ongfterm growth and establishment of new companies. However,
the Velaﬁonship between the law system and the ﬁnancial system is an axiom. The review and the data by Expert, 2005, N2 44, p. 70—76.

* Clague C. Introduction, in C[ague C. ed., Institutions and Economic Deve[opment: Growth and Governance in Lessteveloped and Post-Socialist

Countries. Baltimore: Johns Hopkins University Press, 1997.
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This is an endless topic; and only two examp[es will be discussed here. In 2006 during PO process the Russian
companies engaged not less than $17 billion ﬁom Russia and another $17 billion by p[ac'mg ruble-denominated bonds.
According to Rosstat, out of $17 billion received from the distribution of shares on[y $2.5 billion (or 14.7%) were invested
into ﬁxed capita[. As fov how the $17 billion genevated ﬁ'om the placement of corporate bonds were used, statistics show
that on[y $60 million (or 0.4%) were emp[oyed for the creation of the new ﬁxed Capita[. Of course, one may account for
inaccuracies of the o_fﬁcia[ statistics, however the basic conclusion will hard[y be changed: the ﬁmds received by issuing
shares and bonds are not invested into ﬁxed assets and thevefore do not zy‘jfect economic growth. One can assume that the
core cash flow is used for refinancing and acquisition of debts from their current owners. There are processes at the current
Russian stock market that are similar to those at the U.S market in the late 1980’es known as LBO (leverage-buy-out) trans-
actions ﬁmded ﬁ'om the issuance of 1PO and ‘junk” bonds. These transactions were actua”y mass-scale bowow'mg of ﬁmds
at the stock market by using a credit lever to buy companies and their assets. The key risk of such transactions is a low
efficiency of the acquired companies which may not be enough to repay the debts. In the US. this junk bond market
crashed in 1989 with bowowing companies ]oecoming bankmpt
Here is another example: in 2006 the share of GDP market capitalization increased up to 92.7% against 615% in 2005.
The same year Russia became one of the world leaders in attracted direct foreign investments. The internal loan share in
GDP for the year which dropped in 2005 from 25.9 down to 20.6% of GDP, remained in 2006 almost at the previous year
level. The gap between the indicators of capitalization and internal loan is an evidence of serious disproportions between
the level of deve[opment of the banking system and the growth of the Russian companies (for more detailed ana[ysis, see
section 5.4).

The problem of mutual influence of the property rights protection and the financial markets may be also viewed in
the context of transplantation of the legal norms. Some analysts believe that the legal system in the ex-USSR was least per-
ceptible to such transplantation. The difficulties in that case could be explained not by that in the course of the post-
communist law reforms ineffective legal norms were implemented at least from the viewpoint of economic efficiency. Ac-
Covding to K. Pistor, M. Raiser and S. Gelfer, many fovmev USSR states received technical assistance ﬁ'om the USA, and now
can boast of remarkable protection of the investors’ V'Lghts. On Ppaper, gv these documents are ’tmstwovthy, these rights are
better protected than in some highly developed Western countries like Finland and Germany. 1t is unlikely that the level of

deve[opment of the ﬁnancia[ markets will cowespond to such high level of [ega[ norms supportm.

' Pistor K., Raiser M., Ge[fev S. Law and Finance in Transition Economics. — Economics of Tmnsiﬁon,]uly 2000, Vol. 8, N 2, pp- 325-368
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5.1.4. Legz&/at[ve system versus protection

qf the property rzg/z ts

Two directions of this topic may be identiﬁed — quaiity and appropriateness of the law and constraints set by the

systematic corruption that decrease eﬁiciency of the law enforcement practices (in addition to the quaiity of the enforce—

ment tools). This topic s highiy Comprehensive and diversiﬁed and we will diseussjust a few representative trends.

In terms of the probierns solved ioy the iegisiation, the evolution of objeetives set in the mid-term programs of social

and economic deveioprnent during the 2000%es is very specific. (Table. 4).

Table 4

Basic objectives and tasks of the major institutional transformations

in the 2000’es Programs of the Russian Government

Areas of the economic

Plan of Actions of the RF Government in
the area of social policy and economy

improvement for 2000—2001

Program of a mid-term social and econom-
ic development

(2002—2004),

Program of a mid-term social and economic
development

(2006—2008),

policy approved by RF Government Resolution of
approved by RF Government Resolution approved by RF Government Resolution of
july 26, 2000, No 1072-r
of July 10, 2001 1. No gro-r January 19, 2006 r. No 38-r
(with amendments)
1 2 3 4
Protection of the property Tmplementation of actions for active protection Establishment of the favorable business climate ~ Reliable protection of the property rights,

rights

Privatization

State property management

Corporate
Governance and protection

of shareholders’ rights

of the property rights to assist in the creation of

the favoraia[e business climate

Privatization of the major number of the fedcrai
government companies and federal government

OWVlCd si’iares

Tncrease of the efficiency of the state property

management

Development of a Business Ethics Code

based on protected property rights and actual
mechanisms ensuring the transfer of the

property rights

Privatization is founded on the principle of

buyers’ equality

Qualitative increase of the efficiency of the
property management and performance of the

state enterprises

Creation of mechanisms for protection of the
shareholders’ property rights.

Tmprovement of the applicable laws and
formation of judicial tools for protection of

shareholders’ interests

reforming of the law protective and judicial
system; development of independent and public

mass media and institutions of the civil society

Tncrease of the efficiency of privatization and
acceleration of the reforrning rates of the state

sector

Law improvement to optimize the state sector,

and increase profitability of using property

Tmprovement of the mechanisms for protection
of shareholders’ rights..
The law sets the balance of rigi'lts and interests

OfVﬁV[OMS gV'OMpS Df‘Si‘laVCi‘lO[dCVS
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Bankruptcy and protection
of creditors’ rights

Development of a stock

(f'mancia[) market

Protection of the Vights ofcreditovs, owners,
shareholders (participants) of the established
and liquidated companies anxeuanpyemvix
opraHmusaumuin

Creation of the environment ensuring the
deve[opwlent of investment institutions, increase
of the number of financial tools. Development of

infrastructure and tax treatment. Improvement

Formation of the legal environment ensuring
effective protection of the interests of creditors

and owners

Enhancement of the role of the stock market in
attracting investments. Creation of the envi-
ronment for development of institutional

investors.

Balance of Vights, interests and Yespowsibi[ities
of the participants of the bankruptcy cases and

pVOCCd\M’CS

Expansion of the range of financial tools.
Creation of equal competitive and comfortable
conditions for the financial market players.

Tmprovement of the system of market regula-

of the tools fov stock market Vegu[at'um Encouragement of investment activities. . tion, tax treatment and inﬁast‘mchue,

Development of infrastructure

Development of a land and Creation of the environment for effective use Essential expansion of the legal framework for Land and real estate ave involved into business

veal estate market and development of real estate to meet the the real estate market development. Establish- twnover

needs of the community and individuals ment of the system of legal federal and munici-

pal regulation of the veal estate market

Indeed, the forma[ progress ]oy speciﬁc directions of institutional trawgvownaﬁons (that were also ﬁxed in the mid-
term programs as objectives and dealt with gvadua“y in some way) is obvious. Among most remarkable achievements of
the 2000%es is a modification of the Federal law “On the Joint-Stock Companies” (2001), new laws “On Bankruptcy” and “On
the Federal and Municipal Unitary Enterprises” (2002), new wording of the law on competition (2005 — 2006); the Concept
of improvement of the corporate laws ]oy 2008 adopted in summer of 2006, several clauses of which have been imp lemented
already (modification of Article 80 of the Law “On the Joint-Stock Companies”); the development of a number of procedur-
al innovations in the area of corporate conﬂicts in 2006-2007, etc.

Nevertheless, as seen ﬁfom Table 4 for 2000—2008 the basic objecf[ves C/zange but [nszgnﬁcanf/y. The genera[ con-
clusion on the stagnation of the institutional ’transfownaﬁons based on the fowna[ grounds only would be ambitious, how-
ever, the comparison above gives gvounds for the assumption of insuﬂicient legal and Vegu[atovy support of the Pprocesses of
the development of economic institutions in the long term period.

A list of several meaningﬁd [ega[ acts which need has been discussed since late 1990’es can serve as the evidence of
this conclusion: “On the restructuring and ['Lquidation of commercial entities”, “On the ajﬁﬁa‘ted persons”, “On the respon-
sibility for execution of transactions using confidential corporate information” (‘On the insiders’ transactions”), “On the
sebv—vegulaﬁng entities”, “On nationalization in the Russian Federation”, “On the central depositavy" etc. The reasons for a
[ong de[ay in passing these [ega[ acts are diversiﬁed, however the need in the establishment of transparent [ega[ ﬁ'amework
on these issues remains acute.

There are some examples below of how the law /ags behind the economic rea/[i_y (protection of the property Vights)
(Table. 5).
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Inertia of the Law in 1990—2000

Table 5

Tssue

Most acute period

Legislative decision

Basic (probable) grounds for the

decision

Impact

Minorities’ stock dissolved

Transfer prices against minorities

State-owned assets removed; no
control over the state companies’

management

Bankruptcy as a tool for compa-

ny appropriation

Raiders (unfriendly acquisitions)

Unfriendly appropriation of land
(fovecast))
10-year statute of limitations for

privatization transactions

1995—2000

1995 — early 2000’ es

1990’es — early 2000%es

1998—2002

2002—Now

2006 — mid-term

2000—Now

Amendments to the law “On the
Joint-Stock Companies” , 2001
Changes in the Tax Code early
2000 ‘es

3Law “On the federal and

municipal unitary entities” , 2002

Federal Law ‘On bankruptcy”,

2002

Draft amendments in the proce-
dures, 2007

Current projects enhance uncer-
tainty and corruptions

The period is reduced to 3 years,

2005T.

Consolidation in major companies mainly
completed

Political reasons

Strategic decision of gradual liquidation

of unitary enterprises

Public campaign against appropriations

via bankruptcy

Public campaign against raiders

The issue of intensflcation of conﬂicts in
this area does not actually exist
Demonstration of eﬁonts to st‘rcngthcn

property rights protection

The issue ceased being a prob-
lem due to economic reasons
Selected pressure on major
companies

For those state enterprises that
have the administrative resource
formal vestrictions are intro-
duced

The appropriation market use
other instruments like courts,
registers, fa[sfleation of docu-

ments, etc.

Tn court practices the statute of
limitations changes are easily
overcome. The court decision is

considered to be cnough

Mergers and acquisitions called “raids” in the popu[ar press is one of the most broadly discussed topics of today.

Unfviendly acquisitions were not surprising back in the 1990’es, and the 2000’es were characterized by a stable growth of
M&A transactions (with no state holdings). Accovding to the available data, in 2006 the amount of mergers and acquisi-
tions with the participation of Russian companies amounted to $55-$60 billion which Vough[y Cowesponds to the 2005 level
(www.mergers.ru); Ernst & Young analysts speak of $65 billion (the growth is higher by 1/3 vs 2005). n 2007 the M&A
market with the involvement of the Russian companies may increase by 25-30% or more gC in 2007 there will be [arge—sca[e
transactions with the shares of energy companies and abroad.

The problem of “alien acquisitions” (only those that do not refer to the corporate law and classic raid — which is a
pwchase of shares but based on fa[siﬁcation of documents, and therqvore subject to the criminal law fov Cowuption) is not

significant. According to the Ministry of Tnternal Affairs, in 2005 the value of disputable assets was about RURz200 billion
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or 12% of the total amount of 2005 M&A transactions. However, it is these transactions that Vecentiy have been causing

significant public (or pseudo public) protest. The RF Government introduced to the State Duma a whole set of amendments

in the Arbitration and Procedural Code of Russia, RF Code of Administrative Oﬁences, Tax Code and other laws in January

2007. (the notion of a corporate dispute was introduced; the possibiiity for minority shareholders to join their claims into

one “collective claim”; all the elements of a corporate dispute could be united into a sole Jprocess at the arbitration court at

the piace of registration of a claimant; settlement of security actions, etc). The probiern, however, may not be solved in the
ﬁ'avnewovk of corporate and proceduvai amendments given criminal nature of most notorious acquisitions.
As many believe, in 2006-2007 the ‘raider” proioiem became more serious in the area of land property. According to

TET estimates (see section 5.3), the current iegisiation does not create proper conditions for taking land into private property

but on the opposite has a trend to enhance amb iguity of interpretations and expand avbitravy actions of administrations.

As an examp le let us see look at the most acute p}foioievns22 of appropriation of land under privatized enterprises:

- uvy'ustified exclusion ioy the federai and Vegionai authorities of the considerable number of land piots ﬁfom the list of
lands subject to iouy—outs;

- unacceptabie costs of land iouy—out fov the majority of the enterprises; absence of reduced prices for small and mid-size
businesses, or payments ioy installments as well as crediting tools to provide access to land for a ioiggev number of en-
terprises;

- mavginaiiy high prices of land buy—outs established in some of the regions and overestimated cadastre values of land;

- administrative suiojectivity in setting boundaries of land piots as a result of deﬁciencies in the urban deveioprnent
iegisiation;

- pvobievns of interaction between the federai and Vegionai authorities in the area of delineation of land ownership and

distribution of revenues ﬁ'om land sales and rent.

* Equaiiy serious probiems exist in other areas of land relations. Tn Moscow, for instance, in spite of the provided ioy the Housing Code Vignts of
owners to the vesidential Ppremises, it is so far unrealistic to ‘forrn” a land piot under a muitifstorey iouiiding (with the privatized housing stock, not
fov anew deveiopment) in order to impiement ﬁﬂtnev the Vignt of land common ownevsnip. One of the fon'nai invented reason to refuse to do this is
the need to pveiiminavy delineate Moscow territorial units. The city deveiopment pians of the Moscow administrative areas are not appvoved ioy the
law in detail and fov a iongften'n penod which gives rise to “current” updates and amendments depending on the market situation and specfic
interests. In both cases this may lead to spontaneous deveiopment of lands inciuding those that are currentiy under apartment houses. Well known
are the conﬂicts in the 2000’es connected with enfovced removal of residents ﬁfom the iouiidings in the central zone of Moscow pvetending these

iouiidings are in the state of emergency.
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The princip le of distribution of authorities as a basis of amodern [aw—abiding state seems to p[ay amost important
vole in the “poﬁtical and [ega[ inﬁ’astmctwe” as it ensures proper environment for a sustainable economic growth. The
decisions of those authorities that in practice act as an arbitrator who supervises property sales, imp lementation of contrac-
tual obligations and rules of the market game should be the evidence of the “actual” independence of the courts from  the
executive power.

The ﬁ)rmaf[on (f a “double standard” and various rules of the market game ﬁ)r dﬂerenf classes cf the participants
isa speciﬁc featwe of the institutional development in 1990’es and 2000’es. Such double standard for private owners at the
federa[ and regional levels creates very serious obstacles on the way of the establishment of the favorab[e institutional envi-
ronment and local institutional changes in the area of property V'Lgnts protection, corporate governance, ﬁnancia[ markets,
budget limitations, etc.

In other words the existence of this “double standard” results in that the market mechanisms work well in the lim-
ited space which has a trend to reduce 'Ltse[f in the context of the concept of the fownation in Russia of the “state capita[ism
model’ (see section 5.2). Tnougn the [ong—tewn objeetives of creating sustainable and ﬂexib[e institutional environment (ap—
p[ied to the market mechanisms) remain uncnanged, an undisputab[e priority is the fownation of basic pre-requisites for
their imp[ementation - [egis[ative, judicia[, pvocedw’a[ and Vegulatory ﬁfamework to assure the uniﬁed market rules. 1t
should be stressed that the only Vela’cive[y ej%cﬂx}e limitation in application of various rules in the “double standard” system
may be an independent institution of courts that would have to take over the ﬁ(nction of uniﬁcation of the rules for all
market p[ayers. Tnen.fore the prospect of the o{eve[opment of economic institutions encouraging economic gvowtn in Russia
to a great extent depends on the adequate ﬁAncﬁoning of the existing po[iﬁcal institutions.

An ideal illustration of the “double standard” and of what is private property in Russia and how valuable is its rela-
tion with the supreme po[iﬁcal power like in the ancient oriental countries (unlike in the modern Western world) may be
two Vadica“y diﬁcerent alternatives of ending a business established by almost equa[ methods (tnougn not a[ways legiﬁ—
mate) during one and the same perioo{ (about 10 years) provided this business is quite solid and proﬁtable. The ﬁrst alter-
native is that the company gets o{estroyed and its assets are nationalized, with no discussion of the market price of the
transaction and possib[e ways of moving the proceeds outside the country (like in “Yukos” case). The second alternative is
the transaction of acquisition of “Sibneft” by “Gazprom” where the beneficiary received $13 billion together with the oppor-
tunity to [egitimate[y dispose the acquired assets both in Russia and abroad including new asset acquisitions in Russia in
2006. Between these two extreme options there is a wide range of possib[e compromises that are ‘crad[tiona“y considered in
Russia as “proposa[s which one can navdly decline”. The said transactions can not be called market ones since they had

on[y an illusion of a fair market price, and the government still keeps its arguments ﬁ'om the “Yukos” case.
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F[na“y, one should mention corruption as a systematic factov that ziﬁfected institutional Changes dur'mg 1990 —
2000’es. As mentioned before, the highev level of corruption is in the government authorities, the least opportunities remain
to strengthen market institutions and competition mechanisms.

These dependencies creating a vicious circle result ﬁ'om potentia[ changes in the distribution network when the es-
tablishment of new poliﬁcal and economic institutions is opposed (direet[y or indivectly) by those oﬂie[a[s who usuaﬂy gen-
erate beneﬁts (i”egitimate) ﬁfom the current norms and provisions. In certain cases q?ecﬁve market relations are substi-
tuted for competition at the “political markets”. Natuva“y the p[ayers do not manifest their real aims. Therefore certain
“Vegulators” keep appea[ing to the interests of various groups while pursuing their own intevests and asp irations.”.

One citation seems to be relevant here: “In charactev[z[ng the Russian economic and poliﬂcal system it is hard[y
enough to apply the “neutral” term “corruption”. This term is senseless. One should describe the system as a mechanism
functioning on the principles of corruptive loyalty”. *,

Pvesently there are various estimates of the corruption scale in Russia; and all the ana[ysts Speak of the corruption
growth in the 2000es. Accovding to A. Buksman, Deputy, General Attorney of Russia, the corruption amounts to about
$240 billion per year (the method of assessment is unknown). “Indem” Foundation believes that the intensity of business
corruption in 2001 — 1005 dropped by 20% however its volume increased manifold (in 2001-2005 the gross amount of
bribes was up to 90%); this is exp[ained by the increasing involvement of the government in the economics and redistribu-

tion of rent.

5.1,5. State capita lism versus de-nationalization

The pvob[em of ’mtegverence of the government in the property relations is as old as the property itse[f ZS.John Lock
believed that po[iﬁcal power represents the Vigh’t “to create laws... for Vegu[aﬁon and maintenance of pvoperty”zs. Accord'mg

to E. Furuboten and R. Richter, an economic institution must recognize a key fact that the transfer of individual property

= See: A. A. Yakovlev. Possible strategies of economic agents Vegarding corporate governance institutions. / Development of demand fov legal Vegu[af
tion of the corporate governance in the private sector. Research Papers, MONF, N© 148, 2003, p. 51.

K. Rogov. Loya[ty mechanisms // Kommersant, 2006, 13 of November.

® n D. North c[assiﬁcaﬁon the ﬁrst economic revolution took p[ace when there was a transition ﬁ'om nomads to a settled way of ly?e and when fov
the ﬁrst time a centralized (at the level of ﬁrst Pprototypes of the government establishment) protection (guarantees) of the Pproperty vights to land
was Vequired that would pvovide to the owners stimuli fov highev pvoductivity and ejﬁciency. See:: North D. Structure and Change in Economic
History. — New York and London: Norton, 1981, p- 8.

26]. Lock. Works in three volumes. — M: “Thought” 1988, V. 3, p. 343.
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V[ghts should be made vo[untavily. The basic constitutional rules thevefore should be based on the pr'mciple of invio[abi[ity
of the private property rights. The state, however, has the power which may be directed not only at the protection of private
property but also at its withdrawal”. Therqvore, the basic condition of the ﬁmcﬁoning of a market-based economy in addi-
tion to the constitutional ﬁ'amework is a valid commitment of the government to respect private propertyzs. A successﬁd
market requires, in addition to the adequate system of property Vights, a po/[ﬁc‘a//y szy‘e ﬁ)undal‘[on that sets up Vig[d con-
straints to poss[b[e Conﬁscation of wealth by the state”.

Tn the modern world the neoclassical (neo-liberal) approach to the state as a main source of economic 'Lnstab[[[’ty be-
comes more and more exotic both in the Engﬁsh—Ameviean and European vesearch tradition. “There are not many gvounds
to believe that the market can ﬁmction in a situation with a non-state economy”3o. A standard new constitutional set of the
state functions well where the state veceives, togethe}' with the Vight of enforcement in the respective areas 'an[ud'mg speeiﬁ—
cations and property Vight protection, minimization of the information asymmetry of the market players, provision of the
material channels of the commodity and services exchange, judicial (and otherwise, in the role of “a third party”) settlement
of contractual and other relations, standardization of measures and weights and Pprovision of pubﬁc beneﬁts (defense,
science, education and healthcave). The government 'mte}fevence is reasonable even in those situations where a need arises
to compensate for certain external factors and delineate “worthy” and negative public needs”.

By the end of 1990 — early 2000’es the government involvement in the corporate sector of Russia was quite unfo—
cused and existed in the fown of numerous scattered unitary entities with bad management or no management at all and
blocks of shares of new[y established J'oint—stock companies almost in all sectors of the national economy. ]ntegrated struc-
tures formed by the state initiative and with the state participation at the initial stage of privatization ﬁmctioned ma'mly in
the fuel and energy complex and also in natural monopolies.

The period of 2000—2004 was characterized ]oy certain actions to increase eﬂieiency of management of the scattered
assets by integrating them into state ho [dings in such sectors as nuclear energy, Vai[ways, defense industry, support to the

air and marine transports and postal communications. Any increase of the government stake in the capital of individual

E. Furuboten, R. Richter. Institutions and economic theoty. — STP 2005, p. 335-337.

* North D.C. Economic Performance Through Time // American Economic Review, 1994, 84, pp. 359—368.

* Weingast B.R. Constitution as Governance Structures: The Political Foundations of Secure Markets // Jowrnal of Tnstitutional and Theoretical
Economics, 1993, 149, pp. 286—311.

*E.B. Atkinson,]. E. Sﬁg[its. Lectures on economic theory of the state sector. — M., Aspect Press, 1995, p. 18.

¥ Cm.: Eggertsson T. Economic Behavior and Institutions. Cambridge, 1990; Transaction Costs, Markets And Hierarchies. O)gford, 1993 1 Ap.
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companies outside the integration processes was an exception. Restructuring of natural monopoiies began in paraiiei to
this process.

Tn the same period the attempts to establish (expand) control over main ﬁnanciai ﬂows of the Russian economy and
to make business dependent on the state institutions became more pvonounced in spite of the decisions to de—Veguiate, ad-
ministrative w.fown and fw’thev privatization pians. The key featwe of the peviod 2005—2006 was a sniﬁ in priorities in
favor of divect government involvement in the economy32. The foiiow ing trends may be identiﬁed in this Jprocess:

- increasing activity of the operating state ho idings and companies that decided to expand their businesses and make it
diversified through mergers and acquisitions (“Gazprom”, “Rosneft”);

~  involvement of new players (“Rosoboronoexport”, RAO EES of Russia”);

—  the strategy of integrating scattered assets still owned by the state into hoidings becomes secondavy; however the new
structures begin acting, though on a selected basis, at the corporate control market as independent entities;

- expansion goes ioeyond the ﬁ/iei and energy sector, tnougn it is still premature to talk about multi-sector congiomer—
ates;

—  the interests shift from the assets of “problematic” or “unfair” companies (from the viewpoint of the state) towards the
assets of “neutral” or “ioyai" owners;

- a more extensive practices of such methods as increasing shares in the charter capitais of the companies up to the
amount aiiowing to make a decisive impact on the companies’ activity;

- active participation of iargest state banks (cvediting, guarantees, divect purchase of shares) in the processes of expan-
sion of the government involvement in the companies’ capi‘cai;

- aneed to geta poiiticai consensus Vegarding possibie major deals inside the country and with involvement of foveign
companies as a necessary component of such business decision.

Back in 2005, accovding to some forecasts, it was envisaged that in 2006 — 2007 the foiiowing companies might be-
come the subject of nationalization by the state companies: “Noriisky Nickel” (51 % of shares, $8 billion), “Provnstroyioank"
($15 billion), the Urals Mining and Enrichment Company - UGMK ($5 billion), “Suirgutneftegas” (62% of shares, $20
billion), “Vossibneftegas” ($130 million), “Tomskneft”, “Samaraneftegas” “Achinsk NPZ”, Angarsk Oil Petroleum Company

¥ For details see: A. Radygin. Russia in 2000—2004: on the path to the state capitalism? // Issues of Economy, 2004, Ne 4, p. 42—65; A. Radygin, G.

Maiginov. Corporate control market and the state // Issues of Economy, 2006, Ne 3, p. 62—85.
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(jointly $8.5 billion), Syzran NPZ, Kuybishev NPZ, NovoKuybishev NPZ ($0.5 billion), TNK-BP (50% of shares owned by

the Russian shareholders:$9—10 billion), “Syloviye Mashiny” ($450 million), “Uralkaliy” ($2 billion), “Silvint” ($1 billion)™.
The b[gger part of those transactions has not been executed, but this does not mean that in 2006 the state expan-

sion weakened (see also sections 5.2 and 5.4). Accovding to A[fa—Bank ana[ysts, during one year the share of the Russian

companies’ stock owned by the state grew from 29.6% to 35.1%"".

“Gazprom” activity in 2006 (against the growth of the company’s external debt) is quite expressive:

- Shtockman ﬁeld deve[opment was monopol[zed;

—  Shell, Mitsubishi and Mitsui consortium bought a control block in “Sakhalin-2” project under the threat to stop the
project because of non—eomp[ianee of the environmental law (in 2006 it was announced that the right of deve[opment
of all new ﬁe[ds of the energy carriers at the shelf would be gvanted to state companies on[y) ;

- The companies engaged in the deve[opmen’t of a [argest in Russia Yuzhno-Taibei gas ﬁe[d were taken over;

- Large blocks of shares of energy companies (RAO EES of Russia, Mosenergo, 0GK-1, 0GK-2, OGK-4, OGL-6 and oth-
ers) were aequived;

~  Early 2007 a control block of shares of the Siberian Coal and Energy Company (SUEK) producing 1/3 of the energy
coal in Russia was acquired;

~  “Gazprom” and “Rosneft” was offered to buy out the shares of the Russian shareholders in TNK-BP while “Gazprom”
expressed interest in getting V'Lgh’ts to a 75% block of shares in Kovykta gas condensate ﬁeld (simu[taneous[y the tax,
environmental and other regulatory authorities should issue claims to TNK-BP). The analysts note an obvious slow
down of the production rates in the oil and gas industry in 2005 — 2006 as compared to 20002004  as a result of the
oil and gas assets p[aced under control of the state eorporaﬁon35, and due to gas shortage fov internal consumption in
the national gas balance starting 2007.

One of the 2006 deals at the M& A market with the involvement of the state companies was the purchase by FGUP

“Rosoboronoexport” last fall of 66% of shares of a leading titanium and magnesium producer (30% of the world produc-

tion) JSC “VSMPO-Avisma™® (the deal value is $700 million). In the shadow of this event was the acquisition by “Obo-

ronprom’, a “Rosoboronexport” subsidiavy, of the control block in “LEPSE” (Electric Engineering Company in Kirov), one

. Mergers and Acquisitions, 2005. N2 12 (34). p. 13—15.

*B. Grozovsky. Chief owner of the country. // Vedomosti, 13 of February 2007

*V. Milov. The echo of ownership re-division. // Forbes, February, 2007, p 30.

*n 1998 the control block of “Avisma” shares (Berezniki of Perm region) was acquired by Verchne-Saklinsk Metallurgical Production Consortium

(VSMPO) in Sverdlovsk region after which two companies actually integrated.
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of the major Russian companies producing electric equipment for the defense and car building industries. Further plans
of “Rosoboronexport” expansion may be related to metallurgy and not only in Russia. In summer 2006 the “Rosoboronex-
port” management raised the issue of the establishment of a state holding that would be a monopoly in the production of
speciaﬁzed steels. Eav[y 2007 CJSC “Russpetcstal”, a “gvanddaughtev” of “Rosoboronexport" pwchased 100% in JSC “Met-
allurgical Plant “Krasny Octyabr” (Red October) «in Volgograd. Among possible future acquisitions there may be Chelya-
binsk Meta“urgica[ Plant OSC “Mechel”), Zaporozhie titanium and magnesium plant, Vo[nogovsk and Trshansk mining
and enrichment complexes (GOKs) in Ukraine, Metallurgical Plants “Electrostal” (in the city of Electrostal of Moscow re-
gion), “Serp i Molot” (“Hammer and Sickle” (Moscow) that are producers of specialized steels for the defense industry.

Since “Rosoboronexport” increases control over the assets and divevsiﬁes the sector structure as a result of various
pvoﬁ[es of the respective companies (he[icopter manufactwing, meta”uvgy, car and defense 'mdustries), the company may
be encowaged to restructure itself on setting up a managing company that would be comp [ete[y owned by the state. The
companies under its control including “Rosoboronoesport” as an entity that received the monopoly right to exercise mili-
tary and technical cooperation with foreign countries may become subsidiaries. In future some of the subsidiaries may issue
shares additionally.

The funcﬁons of a major state ﬁnancial institutions — Vneshtorgbank (99.9% shares owned by the Russian fedeva—
tion) — are not limited to the Jprocesses of expansion of the state into the ]oanking sector where the total amount of the M&A
transactions did not exceed $3.5 billion in 2006 (e.g. the take-over of “Promstroybank” in St-Petersburg). n 2006 this bank
participated in the buy-out of ALROSA shares and in the mergers made by “Rosoboronexport” structures.

During 2005-2006 privatization was noted for quite opposite processes. In the 2006 spring message to the Federal
Assemb[y Russia’s President conﬁrmed again the need of privatization (“the state should keep n its ownership only the
property which is absolutely required to perform its functions”).

In spite of a fowna[ number of blocks of shares put for sale and the decisions to reorganize unitary enterprises, the
situation is close to critical. Every year not less than 50% of transactions is suspended due to the absence of demand, and
the qua[ity of management of the state owned property is hard[y diﬁ%vent fvom that of the 1990’es. 1t looks like the situa-
tion in this sector is closely connected with modification of views regarding the role of the state sector in the Russian econ-

37
omy .

7 n Apvi[ 2006 Yu. Petrov, Head of RFFI, announced that as a result of the privatization some 30-40 major state ho[dings should appear in the

strategic sectors of the Russian economy .
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From the one hand, one of the tasks of 2006 — 2008 is to create at least the “illusion” of comp ieting the privatization
as a component of the institutional Vefowns — to sell federaiiy owned blocks of shares and to vestructure the sector of state
unitary entities. —The eﬂect of the Jprocess both for the government and the concerned entities is secondary as compared to
possibie poiiticai gains. On the other hand, the increasing state expansion which manifests itseif either in the overall eco-
nomic strategy, or a trivial re-division of property in favor of groups close to Jpower, or opposition of the concerned minis-

tries, obj ectiveiy removes ﬁ'om the privatization process major and most proﬁtabie state owned assets.

5.1.6. Sz.‘ab[/[ly versus stagnation

The problem of stability of the ownership structures and the appropriation rules the reverse side of which is the
protection of property rigiats is most critical in the present Russia. David Hume, a famous Scottish phiiosophe}f and econo-
mist, stated that no one can doubt that the agreement of the distribution of property and the stable possession cyf this prop-
erty is the most needed condition, and aﬁer such agreement is concluded, not much is to be done. “S’tabiii’ty of possession”
like “the transfer of property by consent” and “fulfillment of commitments” are three basic natural laws (in the terms of the
natural Vight doctrine)38. The signiﬁcance of staioiiity of these relations fov the economy in transition is reassured in certain
cases by similarity of the institutional issues and the formation of a developed system of private property relationships.

The most pessimistic forecast of the development of the property-related relationships in Russia looks like the fol-
iowing”. Indeed there are no constructive decisions in Russia to go away from the power-property re-division reaiity4o. The
latter has all the grounds to reproduce itself. All individual fluctuations of corporate or local business models similar to
private property will, times and again, faii under this power-property continuum because of its immanent iogics which sets
up the behavior model of the so called private entrepreneurship. The practical logics behind this is like this: the property
represented by particular persons will start linking itself with the power to realize its private interests and eventually merg-
ing with the power using the latter as a guarantee ﬁfom possiioie “ﬂaks”, while the power, gv the private property is “iegiti—

mate” in the country, will continue attempts to possess private property being caught in corruption and getting prestigious

% Hume D. A Treatise of Human Nature. Ed. by Mossner E.C. London, 1969, p-578.

* See:N. Popadyuk. Is the private property in Russia really private // Issues of economy, 2006, No 1, p. 152—153.

* The notion of the “powenpvoperty" introduced ioy L. Vasiliev means pvimaviiy that this economic category appiies to the entire society; this is “a
syncveticai integrity of the power and Pproperty where they are inseparabie making a sole phenomenon which is “the power-property”: the power
(possession) generates the notion and the concept of the Pproperty while the Pproperty emerges as a ﬁmction of the Jpossession and power”. (L. Vasiliev.
History of the East. — M., High School, 2001, Vol. 1, p- 42.). The term “re-distributional property” is a variation of the “power-property” in the specy'ic

historical context of the Russian state.
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top management positions in the so called Ioig private business. The Russian power-property may be called ve-
distributional because new teams of the government oﬁicials who peviodica“y come to power with the he[p of “democratic
pvocedures” resolve the Jprevious problems in a more “fair way (transactions of privatization, even when the statute of limi-
tations is reduced to 3 years, etc.). Such is the fvamework setting the rules.

Tn the modern new institutional economic theory the stabi[ity of the institutional environment is described by the
fo“ow[ng main criteria: 1) geneval sta]oi[ity of the established property structures and the appropriation rules dwing the
entire period qf /ong—ferm (nvestments as a /@/ féaiure, 2) po[iﬁca[ and legal stabi[ity; 3) valid capacity of the judicia[ Sys-
tem; 4) the culture of contracts and “commitments” inspiring confidence”. None of the said criteria permits speaking about
maturity of the institutions established in Russia during the last 15 years. On the contrary, all the above gives gvounds fov
the fo[[owing conclusions:

1) The asymmetry of economic and po[iﬁcal factors of the deve[opment of the Russian economy in the 2000es is ob-
scured so far by the general indicators of the economic recovery, unstable feedstock market, and the indicators of the state
ﬁnance (budget suvp[us, Stabilization Fund, go[d and currency Veserves), and of excepﬁona[ proﬁtabiﬁty of the Russian
stock market. In the 2000’es a negative impact of the “state” factor increases while the quality of “the market factors” grad-
ually decreases. The conclusion of the actions of the “state” and the “market” going into opposite directions in Russia dur-
ing the 2000’es is conﬁrmed ]oy the data of socio[og[ca[ surveys and country ratings.

2)In a /ong—ferm perspective this prob[em of asymmetry of economic and po[itica[ factors of the Russian economic
deve[opment becomes critical primarily in the context of the roles of the politica[ institutions Vequived fov the formation of
ejjfecﬁve economic institutions, 'Lf’to assume moveover that it is the market that is the source of the current growth of the
economy, budget revenues and funds for social programs support.

3) During the 2000’es a contraction of the potent[a/ social base fov indirect (via poliﬁcal Vepresen‘caﬁon) formaﬁon
of eﬁfecﬁve economic institutions is observed. Those institutional mechanisms that in the 1990’es opposed the expansion of
demand for qﬁcective economic institutions are ﬁmctioning now but in a modiﬁeo{ form. ]fbefore the 2000’es (the terms are
conventional) we talked about “oligarchy capitalism”, presently the most common term used is the “state capitalism” in its
Russian modfication.

4) n the mid of the 2000’es the risks bvought into entrepreneurship (in its [ega[ized fowns) by the institutions and
Vegu[ative ﬁmction of the government remained signiﬁcant, however, the impact of anew factor became more pvonounced:
the government was obviously restoring its direct l'nfey%rence into the economy. There was also a strong probability of the
Ve[aﬁonship between the expansion of the direct and indirect intevfevence of the government and the growing corruption in

the 2000’es.
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5) The mutual inﬂuence of such institutions as the property Vights protection and the financiai system in their Ppre-
sent fovm is rather negative. The absence of institutional changes or aggravation of the investment climate ioy certain divec-
tions may have negative consequences for the investment dynamics in the near ﬁ/itwe or curb the investment growth into
the ﬁxed assets of the Russian economy.

6) During entire peviod of 2000—2008 the basic object[ves cyf mid-term social and economic programs C/zange but
[nszgnﬁcam‘/y. The generat conclusion on the stagnation of the institutional cnanges based on such formai base onty
would be too ambitious, however the above comparison gives gvounds to assume that the iegisiative and Vegutatovy support
to the Pprocesses of the deveiopment of economic institutions in the tong—tevm is inadequate. One can talk of a chronic gap
between the /egik/af[on and the economic rea/[zj/.

7) A specific feature of the 2000’es institutional development is the formation of the “double standard” and differ-
ent rules zf the market game for various classes (yp the p/a}/ers. The establishment of the double standard at the fedevai and
Vegionat levels creates insurmountable obstacles on the way of the fovmation of the favovaiote institutional environment in
generai and also put brakes to local institutional transfovmations in the area of the property Vignts protection, corporate
governance, financiat markets, iouotget restrictions, etc.

8) By the end of the 1990’es - eariy 2000es a situation emevged in the country where the economic laws were vela-
tivety well devetoped but the law enforcement remained very critical. In the mid 2000%es the focus appaventiy Changed:
tnougn the diseases of the Russian system of law enforcement were still acute a certain shift took piace in the ﬁ'amework of
the economy iegisiation (and its interpvetations) which, on the one hand, increased uncertainty of implications of various
economic actions fov the business in terms of the government reactions, while ﬁ'om the other hand, tigntened the relations
between the government and the private business. The pvobtems of the Russian law enfovcement system swppiemented
with the trends of expanding uncertainties and restoration of Yigid iegisiative norms apparent/y increase the risk zone in

the property rig/z ts area.
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