
Section 2. Main trends and specifics of corporate governance in Russia.

2.1 Introductory remarks

A “transparent” and well-balanced model of corporate governance that implies equal guarantees, de jure ad de facto, of the rights of all types of investors (shareholders, creditors, etc.) forms one of crucial conditions of attraction of investment. On the macrolevel, model of corporate governance forms one of the basic institutional components of economic growth.

At the same time, it was just the late 1990s when the problem of corporate governance made really a hot issue. The process was fueled by such external factors noted elsewhere in the world as growing interest in corporate governance area in the USA over the 1980s (as the reaction to the wave of hostile captures of control blocks along with a simultaneous strengthening of institutional investors), the 1997-98 crisis and problems facing corporations in developing economies. The OECD Principles of Corporate Governance signed in 1999 was generalization of the OECD nations’ experiences in this particular area, while the document itself has become a potentially model set of standards and procedures, particularly for transitional economies (OECD, 1999).

In light of the above, the revision of postulates of the Washington Consensus noted over the late 1990s formed an important motivation. The growing attention to corporate governance takes place in the context of information problems, institutional and legal infrastructure (Stiglitz, 1999).  Apart form the orthodox liberalization and privatization, political, social and tax constraints of reforms, as well as property and management problems, eventually are earning recognition. Along with intensity of competition, property forms lead to cross-country differences in regard to reform paths at the enterprise level, while the quality of investment climate and the prevalence of soft budget constraints determine differences on the country level (EBRD, 1999, p.9).

Between 2000 through 2002 the issue of corporate governance arose among the most fashionable topics in Russia, too. Notorious for constant abuses of their stockholders rights in the late 1990s, Russia’s biggest corporations urgently develop “corporate governance codes”, create “departments of stockholders’ interests” and introduce “independent directors” to their boards. The FSC developed a draft “Code of Corporate Governance” (whose essence and status so far have remained vague in light of the effective law “On joint-stock companies”), while in 2000 several privately run entities offered to the market their competitive “corporate governance ratings”. Bureaucrats have mastered the term and gradually turn it into their regular saving fetish. At this juncture, there is a visible danger of castration of the essence of the term “corporate governance” and turning its concept into a slogan for some upcoming campaign.  

That is why it should be the comprehension of socio-economic processes in Russia to underlie any proposals to improve the Russian corporate governance. To a significant extent the model of corporate governance is formed beyond the legal framework. At the same time, Russia witnesses a formal presence of components of all traditional models: a relatively dispersed property (but non-liquid market and loose institutional investors), a clear and steady trend to concentration of property and control (but in the absence of adequate financing and efficient monitoring), elements of overlapping property and emergence of different types of complex corporate structures (but with no gravitation to any particular one). Before changing anything, one should have a fairly clearly picture of as to whom, from whom, for what and to what extent he should protect in the frame of the national corporate governance model.

While considering key specifics of emergence of the national model of Russian corporate governance over the 1990s, one should single out the following ones:

· a non-stop process of redistribution of property within corporations;

· -specific motivations held by many insiders (managers and large stockholders) related to control over financial flows and stripping their firms of assets;

· a loose or untypical role played by traditional “external” corporate governance mechanisms (stock market, bankruptcy, market for corporate control);

· a considerable share of the state in joint-stock capital and consequent problems in the management and control areas;

· -the federate structure and an active role played by regional authorities as independent agents in the area of corporate relations (a very specific role of the agent operating within the frame of conflict of interests: both as an owner, as a regulator operating by using administrative levers, and as a commercial/economic agent);

· inefficient and/or selective (politicized) government enforcement (along with a relatively mature law in the area of protection of shareholders’ interests).

2.2. The corporate sector and trends 
to redistribution of property.

In quantitative terms, it was in the course of privatization of the early 1990s when the corporate sector in the national industrial sector was emerging most intensively (Table 2.1.). By late ‘90s, the aggregate share of enterprises of private and mixed forms accounted for some 80% of the volume of the national industrial output (Table 2.2).

Table 2.1

Joint-stock companies in RF: some characteristics*


1993
1994
1995
1996
1997
1998
1999
2000

The overall number of registered enterprises and organizations (SSREO), as Thos. units
1245
1946
2250
2505
2727
2901
3086
3273

 In the industrial sector , Thos. units (as % of the total)
212

(17)
289

(14,8)
310

(13,7)
324

(12,9)
339

(12,4)
352

(12,1) 
369

(12)
379

(11,8)

** companies-partnerships, as Thos. units
N/a.
748
895
1329
1480
1623
1819
1985

- incl. joint- stock companies***
N/a.
43130 
51148 
N/a..
N/a..
N/a.
N/a..
427000 

Privatized (changed property form), annually****
42924
21905
10152
4997
2743
2129
1536
590

The number of privatized enterprises, annually
12052
5895
2087
864
365
229
140
Í.ä.

 Joint-stock companies created in the course of privatization, annually
13547
9814
2816
1123
496
360
258
N/a..

Joint-stock companies, whose stock was fixed in the state or municipal property, annually
439
1496
698
190
84
142
101
N/a.

Joint-stock companies with “golden share”, annually
204
792
429
132
58
28
42
N/a.

* The data on 2000 are given as of September 1, while on the other years- as of Jan. 1 of the consequent year. SSREO- the Single State Register of Enterprises and Organizations of all Property Forms

** Until 1996 ã. – “Joint-stock companies an partnerships”

*** For the period 1994-1995 only open-end joint stock companies are provided, while for 2000  – joint- stock companies of all kinds.

**** According to different estimates, in 1991 there were some 

242, 000 public companies, including 30 000 large and mid-sized ones. In all between 1992-1999 privatization (change of property form) embraced 133, 201 enterprises, including some 32, 000 newly established joint- stock companies.

Source: Goskomstat of RF

Table 2.2

Allocation of industrial enterprises across property forms, as % 
of the number of enterprises and % of the overall volume of output


1993
1994
1995
1996
1997
1998
1999

State and municipal property
19,4

(44,9)
8,9

(21,5)
7,7

(11)
4,4

(10,4)
4.4

(10,2)
5,1

(11,4)
5,2

(9,4)

private property
61,3

(9,3)
72,1 (15)
72,3

(18,9)
87,1

(25,2)
88,1

(25,8)
88,1

(27,0)
88,4

(29,6)

Mixed Russian property
17,3

(43,7)
16,5

(60,9)
16,9

(66,9)
6,0

(60,8)
5,5

(58,8)
5,6

(52,4)
5,1

(51,0)

* State property- the property belonging on the basis of ownership to RF (federal property) and Subjects of RF (property of the RF Subjects). Municipal property- the property belonging on the basis of ownership to urban and rural settlements and other municipal entities. Private property is any property of citizens and legal entities, except single kinds of property that may not be owned by them in compliance with the law. The rest (up to 100%)- the property with foreign participation, property of public associations, etc.

In general, the current process of reallocation of property implies two parallel basic trends: the rise of managers (in their capacity of stockholders or agents actually controlling an enterprise) and the growing “invasion” of outsider stockholders. The process of property reallocation takes places against the background of further concentration of property. It was the conflict between old managers desperately fighting to retain their positions and potential “invaders” that formed a basic conflict during the past period. This was noted at the majority of Russian enterprises, though due to different reasons (financial flows and profit, absorption and reselling, accounting, export orientation, land sites and other real estate, market segment or sectoral specialization being of interest to a foreign company of the similar profile, etc.)
.

It is concentration of dispersed stock of privatized enterprises that (similar to many other transitional economies) has become the most common process. It took very different forms: buying stocks on the secondary market (from employees, investment institutions, brokers, banks), lobbying specific deals with stock packages still held by federal and regional authorities (residual privatization, trust, etc.), voluntary or compulsory incorporation into holdings or financial-industrial groups by administrative means, legalized dilution of state-owned packages, conversion of debts into securities, sales of accounts receivable, trust and loan-for-shares schemes, purchases of promissory notes, manipulations with dividends on privilege stock, etc.

The period between 1993 to 1996 became notorious for wildest violations of corporate law caused by struggle for control: crossing out an undesirable stockholder from the register, voting at shareholder general meetings by simple rising hands rather than according to the ‘one share-one vote’ principle, solving conflicts using power structures (including government ones), etc.

Since 1996, with enforcement of the law “On joint-stock companies” and a whole range of other statutory documents, one has noted the beginning of a gradual transition from the wildest to quasi-legal procedural technologies of corporate control and reallocation of joint-stock capital: manipulations with procedures of calling and convention of general meetings of stockholders, preservation of the composition and closeness of board of directors, breaking transparency procedures, and various manipulations in the course of placements of securities, etc.

Though the legislative base of corporate governance was undergoing constant development over the late 1990s, to a significant extent corporate risks have remained there nowadays, too (Table 2.3). In view of this, it should be noted that Russia has not appeared an exception, for many of the aforementioned risks are inherent to other developing and transitional economies.

Table 2.3

Main risks related to corporate governance in Russia

Risk
Significance of risk (“+++”- as maximal rate)
Unique risks for Russia
Existence in other developing economies

Dilution of authorized capital
+++
No (but more visible and aggressive)
Korea

“Stripping off assets and transfer prices 
+++
No (but a more wide outspread))
Indonesia, Malaysia, Korea, Mexico

Information disclosure
++
Yes (substantially worse than in other countries)
-

Mergers and reorganizations
++
No (but conditions often appear arbitrary and non-transparent)
Indonesia, Malaysia, Korea

Bankruptcy
++
No (but often used as a method of absorption or stripping of assets) 
Practically everywhere

Attitude (behavior) by managers
++
No ( though a poor concept of corporate governance appears typical of many companies)
A great number of examples in all the countries

Restricting possession of stock and voting powers
+
No (restrictions appear fairly rare in Russia)
Korea. Mexico, Thailand

Registrar
+
No ( rare cases)
India (partially)

 Source: Brunswick Warburg

The whole number of biggest companies witnessed delays with the stage of consolidation, due to specifics of privatization (for instance, the “double” privatization in the oil sector) and the ongoing conflict between the parties concerned (federal and regional authorities, natural monopolies, largest banks and industrial enterprises), intense lobbying, and because of the government’s retaining control over large stock packages. This process was implemented in the form of loans-for-shares auctions of 1995, the redemption of stock packages previously used as collateral between 1997 to 1998, oligarchic wars in 1997, etc. It was both the 1996 presidential elections and longer-term financial and economic interests of competing groups that served as catalysts to the aforementioned processes.

In a number of cases, the sequence of establishment and privatization of many largest holding structures, primarily vertically-integrated ones, has formed an independent source of conflict between their stockholders. Specifically, in the oil sector the process of institutional transformations kicked off with the beginning of establishment of single mining corporations and their consequent privatization in 1992-93. Consequently, the state-owned packages were consolidated in the respective holdings (the same trends in a number of sectors were also characteristic of the period between 1999-2000 - see below), and a new privatization of already created structures was held between 1995 through 1997. Upon getting majority control in the noted holdings, the “second -wave” buyers inevitably entered in a clash with the “first-wave” ones who formed the group of minority stockholders. According to some estimates, in the oil sector alone, that caused at least a 3-year delay with the creation of “efficient owners”. It was just LUKoil that was likely to appear an exception, as it accomplished the transition to single share as early as in 1995. The conflict of two privatizations proved to be one of the symbols of the 1997-99 Russian corporate wars era and formed a constant source of destabilization in the property rights area.

Underlying a well-known conflict between management and small foreign stockholders in RAO UES Russia of 2000 also was the property structure that objectively emerged yet in the mid- 1990s. It is known that RAO’s stockholders are the government as an owner of the control block (long-term strategic interest along with a strong social factor, but also the awareness of the need in a radical technical and technological reconstruction), minority stockholders (short - term interests related to the company’s market quotations), and stockholders - representatives of its labor collective (specific interests related to maintaining jobs and salaries). Conflicts associated with the latter group have their own specifics
, however, they also appear related to relationship between RAO and regional authorities (social interests and control over regional electricity structures). Though at this point it is a non-optimized property structure that fuels potential conflicts, a certain compromise may be reached through developing yet absent principles of corporate governance.

It is dilution of a share of “alien” stockholders, both in a Board of Directors and a company’s authorized capital, in favor of largest shareholders (holding) that has become the most widely practiced method of getting rid of them. This can also imply derivative vehicles: public stocks, convertible obligations, splitting of stock or their consolidation, transition towards single stock, etc. In holdings, should an outsider stockholder enjoy the veto right (having over 25% of the voting stock), an additional issue becomes subject to so-called transfer prices and re-allocation of assets between the mother and daughter companies without account of small stockholders’ rights.

Also falling within the category of abuses of stockholders’ rights are widely spread operations of AO’s managers on “siphoning” their company’s assets off to their personal companies and into accounts in Russia and abroad, or, at best, unbelievably high compensations to themselves (with wages to ordinary employees- stockholders unpaid for months and/or dividends not paid, either
). Underlying such operations is an unstable situation in the corporate control area that compels managers to arrange for “golden parachutes” for themselves.

Despite the above problems, the late 1990s witnessed a certain stabilization (regulation of the structure) of property rights. Indeed, there was the transition from their amorphous and dispersed structure to emergence of clear (formal, based upon property right) or implicit (informal, based upon real power within a corporation) poles of corporate control. According to FSC estimates (with all their obvious conditionality, though), in 1996 the struggle for control was over at 25% of Russian corporations, while in early 1998 - at 50%. However, the 1998 financial crisis has changed this picture radically.

2.3. The 1998 financial crisis: qualitative 
shifts and a new destabilization. 

The financial crisis of 1997-98 has renewed notably the process of both reallocation and consolidation of joint-stock property
, with several most common trends emerged as follows:

1. The crisis of the privatization process (from the perspective of budget revenues). The lost price orientation in the conditions of the slump of market capitalization fueled the consequent process of spontaneous mass sales of small non-liquid packages and transition to the model of “unique” direct sales. Budget revenues from privatization were secured by 1-2 large deals. While the state remained ignorant in this regard and the prices of residual packages remained low, there emerged favorable conditions for consolidation of control by managers and large stockholders. 

2. The crisis on the national stock market. A sharp downfall in prices in the secondary market allowed completion of the process of consolidation of corporate control in a number of sectors at minimal costs. While on the stage of rapid growth of the market over 1996-97 many stockholders had to limit themselves only with portfolio investment or, at best, with a blocking package, in a  crisis state the further concentration of a joint-stock capital appears logical. This was fueled both by  the mass “flight” of foreign investors and eagerness of some holders (especially financial institutions) to improve their financial state through sales of their packages. Some sectors (with a favorable price situation in commodity markets, especially in the wake of the depreciation of the Ruble) witnessed the strengthening of managers’ positions and supplanting of foreign investors as most characteristic trends
.

3. The crisis of financial - industrial groups (primarily those of the banking origin). The 1998 financial crisis both revealed a loose credibility of the FIG model emerged over the late 1990s and dissipated illusions about the expediency of using banks (at least in the form they existed as of the moment of the crisis) as a nucleus of corporate control in the real sector. The post-crisis period witnessed such typical moves as compulsory sales of enterprises’ stock, attempts to get rid of non-liquid an unprofitable assets, voluntary settlements of loans using industrial companies’ stock, arrest of stock packages for debts or sales of single packages in the frame of official bankruptcy procedures.

Against the background of the crisis that battered heavily many largest banks and industrial groups, it appeared quite logical that federal natural monopolies and those “autonomous empires” that had emerged around large corporations have strengthened their positions, as initially they had focused on “self-sufficiency” and did not suffered so badly from the financial crisis. Naturally, such strengthening can also take place to a significant extent at the expense of the former rivals’ assets and influence.

4. Regionalization of property reallocation. In the post-crisis conditions, regional authorities’ attempts to establish control over enterprises located in their regions have become more visible and successful. Specifically, one witnessed a notable renewal of the processes of casting regional holding structures under the auspices of local authorities, attempts to revise privatization deals won by representatives of the “Center” (nationwide/federal groups), other regions, or foreign investors, return of earlier trusted regional companies’ stock packages, attempts to cancel new stock issues that changed the structure of the given region’s corporations in favor of “aliens”.

At the same time, a new wave of conflicts related to abusing stockholders’ rights has arisen since 1997. The crisis fueled the use of additional issues and derivative papers, debt schemes (securitization of debts), bankruptcy instruments (with the enforcement of a new law of March 1, 1998) for the sake of reallocation of property. The problem is that documents required for registration of issues of stocks and obligations often balance on the verge between compliance with the law and a full ignorance of it. Because of defects of the national corporate and privatization law, this effectively illegal instrument was implemented in legal forms. The period between 1998 through 1999 also witnessed the abusing of stockholders’ rights associated with reorganization of joint- stock companies. Those were primarily attempts to supplant single stockholders to new companies with unfavorable financial situations.

According to FSC, the most typical abuses by issuers ere as follows:

· violation of procedures of carrying out a register of stockholders (should that be exercised by the issuer himself);

· violation of requirements regarding introduction to statutory documents of amendments related to changes in face-value of the Russian notes and price scale;

· breaking procedures of purchasing the stock placed by an issuer;

· absence of annual publication in printed media of annual report, accounting balance, balance of profits and losses, and the list of affiliated entities;

· violations in the course of paying dividends;

· issuing and circulation of securities non-registered in a duly way.

The registrars’ data speak about renewal of a large-scale reallocation of property in the corporate sector in 1998-99: first, between autumn 1998 through 1999 they did not experience any decline in the overall volume of re-registration of transactions involving stocks; secondly, in 1999 the number of registrars that serviced over 500,000 owners of personal CDs practically fell to zero level (against 20 in 1998). It is also worth noting that according to the 1999 results,  there were some 19,000 security issues registered in RF (in 1998- 20,000), however, the number of cases involving closed subscription doubled, while those of open subscription fell 7-fold (compared with 1998).

The data available on 2000 also testify to substantial changes in the structure of Russian companies’ join-stock capital (Table 2.4)
. It was 1998 that indeed formed the qualitative breaking point. A sharp fall in the share of insiders (employees) alongside with the rise in the share of outsiders reflects, first, processes of the post-crisis property concentration (particularly including those related to a sharp downfall in stock quotations) and, secondly, the fall in the officially registered managers’ share from the average 12-16 % in 1996 to current 7-8%
. The latter is related either to a direct transfer of stock to outsider stockholders (sales or reclamation on debt), or to expansion of the practice of informal control on the part of managers (assigning the existing stock to, or fixing the acquired stock with affiliated structures).

Table 2.4

Changes in property structure of mid-sized and large Russian AOs, 
1994-2000, as % of their authorized capital*


1994
1996
1998
2000

Insiders
60-65
55-60
50-55
30-35

Outside stockholders
15-25
30-35
35-40
50-55

Government
15-20
9-10
5-10
10-12

 *The data of the table was prepared solely to highlight the most significant qualitative trends (based on IET’s and other organizations’ surveys). They may not be used for the purpose of any strict empirical estimates. The table does not take into account the largest AOs (holdings), enterprises of strategic importance (whose stock packages have been fixed in the government property), and sectoral differences. Usually an actual share of insiders (managers) has been higher, should affiliated structures associated with outsider stockholders be considered.

Despite a gradual concentration of stock ownership and the rise in outsider stockholders’ share in AOs’ capital, their role in managing AOs has so far been inadequate to their growing share in the companies’ capital. With the share of outsider stockholders in an AO’s capital rising, their capacity, particularly including the use of protective legal mechanisms, undoubtedly will be growing.

In view of this, the problem of representation of outsider stockholders in AOs’ governing bodies becomes increasingly important. Russian AOs have a considerable stratum of stockholders whose participation in their capital so far has not implied their representation in any management body. To the greatest extent this is true for employees- stockholders of an AO and outsider stockholders- physical entities, while to the least extent - to commercial banks and industrial enterprises (suppliers and buyers alike). The latter is not a surprise at all, for the noted groups  enjoy  far greater possibilities to insist on their stockholder rights by employing financial and trade-economic levers or simply by playing the role of management-friendly stockholders.

The data on a typical Board of Directors of 1995-96 also allow conclusion that the share of outsider stockholders in this body was far from controlling one (2 seats from the average 7 ones, with 5 seats forming the quorum). Between 1995 to 1996, the overall number of seats in boards of the surveyed AOs held by outside stockholders accounted for 31% of the total number of seats in Boards of Directors. In 1996 only 39% of the surveyed AOs practiced cumulative voting in the course of elections to their boards. The situation undoubtedly was better in those AOs where several relatively large stockholders had succeeded to establish a common majority control: in such AOs, 4-5 large stockholders (each of them owing 16% of stock on average, altogether controlling the average 65% of stock) have had 50% of seats on average in the respective boards. In 25% of AOs with the set majority control the overall share of large stockholders is under 50% of the number of seats in their board of directors, with cumulative voting in the course of elections to their boards practiced in 43% of such AOs in 1996
.

By the late 1990s the problem of representation of outsider stockholders in board of directors has not lost its urgency. Even the years of 1999 to 2000 witnessed situations when an owner of the control block failed to take part in a board of directors. According to the 1999 sample by the Bureau of Economic Analysis, the aggregate share of insiders in the structure of boards of directors was over 57%, while their share in the respective property structure stood below 50% (Table 2.5).

The Russian reality is such that the problem of efficiency of boards’ operations appears dual: on the one hand, considering the non-liquid market for corporate securities, this particular body of AO becomes especially important in the system of representation (coordination, conciliation) of stockholders’ interests and monitoring managers’ performance. On the other hand, in practice the role played by the body is far from optimal: in the overwhelming majority of companies their boards exercise just formal functions compared to those of general directors. Evidently, as long as the relationship pattern (“controlling stockholder” = “majority in the board of directors” = “director general”) is concerned, a little can be done to meet other stockholders’ interests. Most likely, it is extending control powers of boards of directors and enhancing transparency of their actions that would ensure increase of their efficiency.
Table 2.5

The average structure of board of directors of AO in 1999*

Representatives of:
As % to the number of members of Board of Directors
Representation rate



Average rate
Number of AOs

Labor collective and management
57,4**
1,92
254

Federal authorities
3,2
0,97
48

Regional and municipal authorities
5,7
1,75
44

Foreign investors
2,1
0,55
43

Russian banks
2,1
2,06
32

investment companies an funds
9,1
0,74
124

Industrial enterprises
15,0
1,47
117

large stockholders- physical entities
5,4
0,25
207

* The average number of members of a Board of Directors is 7 to 9. The average representation rate is computed by dividing the share of the particular group of stockholders in the Board into its share in the joint- stock capital across the AOs where the latter was over 0.5%.

** Of whom 38% are representatives of management, 19.4% - labor collective

Source: BEA, 2000, pp. 11-12

As concerns foreign investors (both in “typical” and the largest AOs), the main problem here still is identification of investment’s origin. In many cases one can note it is just a repatriation of earlier exported capital.

The government’s share in joint-stock capital of the most of companies (except strategic sectors and a few largest AOs) actually did not play a key part. Given that management and a part of the largest stockholders can be attributed to “active” groups of stockholders, it is the state and ordinary employees at enterprises that fall within the group of “passive” stockholders. An actual stability of the government’s share (averaged some 9-10% in 1996) highlights stagnation in the privatization process of the late 1990s. At the same time, some rise in the government’s share can be explained by a vigorous renewal of regional bankruptcy practices resulted from private enterprises’ debts on compulsory payments and their assignment to the state property. These trend are likely to be medium - run and will be in place over upcoming years too.

It is a common recognition that it is the division of functions of owner and manager that forms characteristic feature of large joint-stock companies (as a fundamental trend) and brings to life the problem of corporate governance
. However, in Russia, putting aside the biggest holdings with a significant governmental participation, the situation still appears more complex and contradictory.

The mass privatization, indeed, has led to dispersion of property, and the former (Soviet) managers de-facto were in control over national corporations over the early 1990s. However, at the same time, due to various reasons, the standards of corporate governance (as regulation of agent problems) have so far failed to form an element of the incorporation and privatization program.

The first corporate conflicts of mid-1990s reflected a growing concentration of joint-stock property. Managers actively pursued the “entrenchment” strategy and acquired stock in their companies and struggled against really outsider investors for the right of control using the whole arsenal of legal and illegal means. At that time one could note the struggle between new stockholders and old “entrenched” managers. According to the 2000 IET survey, 71% of the surveyed mid-sized and large enterprises underwent changes of their directors general over 1992-99.

The struggle between managers and new outsider stockholders  (the significance of the classical agent problem of relationship between owner and manager) should not loose its urgency and intensity over the years to come. Nonetheless, in the late 1990s and nowadays many Russian corporations experienced a more distinctive specific process of convergence of managers’ functions and those of controlling (outsider) stockholders.

While managers gradually are also becoming stockholders in a corporation, in the course of consolidation of control outsider stockholders begin to function as managers. Many Russian mid-sized and large corporations witness an actual convergence of the figures of “manager” and “controlling stockholder” (an authorized representative of a group of stockholders whose relation to them is dictated by a whole complex of economic and extra-economic interests rather than his fee/formal contract). Obviously, this is a compulsory situation caused by two factors:

· -because of the ongoing process of reallocation of property none of the companies has succeeded in completion of building a reliable corporate control system;

· the existence of ‘shadow’ corporate finance (“gray” and “black” cash-based settlements, tax dodging, stripping of assets, etc.).

Consequently, the current owners (controlling stockholders) cannot ignore operative control over the situation, nor they are able to assign it to hired managers, for they may run a risk of loosing both property titles and control over financial flows. Though with the noted functions converging, the chain of agent relations (and the respective costs) shrinks, such a situation leads to a notable complication of the problem of corporate control from the perspective of objects of protection (Table 2.6.). The most of conflicts slide move towards the plane of relationship between:

· managers as stockholders - all other stockholders;

· controlling stockholders (including their managerial function)- all other stockholders;

· -controlling stockholders (including their managerial function) - new rivals seeking control.
Table 2.6

Models of corporate control and potential objects for protection

The control is in hands of:

Property type
Main object for protection
Main challenges to corporate governance 

(1) Hired managers not holding a stock in AO (or a minor one)
Dispersed or there are several roughly equal stockholders with no relation between them
All stockholders
- monitoring of managers  and their responsibility

- passive attitude and rights of all the groups of stockholders

(2) Managers that have become stockholders (with control block) and retaining their managerial functions
Concentrated (directly or through affiliated structures)
All other types of stockholders
-managers’ responsibility

- responsibility (transparency) of controlling stockholders, as well as

-  restricting possibility of “blackmailing” on the part of other stockholders

- protection of minority stockholders’ rights

(3) Outsider stockholder (an alliance of stockholders with CB) that:
Concentrated (directly or through affiliated structures)
Minority owners (stockholders)
Responsibility (transparency) of controlling stockholders, as well as

(a) replaced managers


- provision of monitoring of management

(b) keeps managers


-preclusion of the risk of managers’ opportunist behavior

(в) exercise managerial functions


- protection of other stockholders’ rights, but a simultaneous restriction of possibility of their “blackmailing”

(4) Main creditor (a group of creditor)
Any
All stockholders. A part of creditors
The use of the institution of bankruptcy solely to capture  control (stripping off assets thus causing losses to other stockholders, etc.)

2.4. The government policy in 2001-02 and 
necessary improvements

One cannot reckon that there has not been any progress in Russia’s movement towards market economy and democratic values over the 1990s. At the same time, in addition to heavy financial crises, investment hunger and regular property-related scandals, the nation also experienced a chronic failure to complete institutional reforms, the system of soft budget constraints and hierarchic trade-offs between the government and large corporations, the kaleidoscopic stages of property reallocation, inefficiency of current practices of protection of property rights, inefficient and corrupt public administration system, government enforcement as a measure of selective effect, and private  enforcement as a type of  criminal “negotiations”
.

As noted above, with the emergence of the corporate law in the late 1990s, one can argue that some stabilization has arisen in the property rights area, and the struggle has shifted to the legal field. This notwithstanding, corrupt judges and public institutions introduce their “corrections” to results of the struggle in which counterparts to a significant extent use quasi-legal - on the verge of violation of the law - methods (or loopholes in the law).

The progress in single key areas (a progressive corporate law since 1996, potentially efficient bankruptcy mechanism since 1998 etc.) was limited by the above constraints. So the noted mechanisms failed to exercise their respective functions in full.

2.4.1. Legal innovations

A long process of debating and blocking new amendments to the law “On joint stock companies” is over. Federal law # 120-FZ of August 7, 2001, “On introduction of amendments to the federal law “On joint -stock companies” became effective as of January 1, 2002.
  The most significant innovations therein in the area of protection of stockholders’ rights are as follows:

· -it is specially stipulated that stockholders have a right for liquidation of their own stock without other stockholders’ and the company’s consent(Art.2);

· the possibility of restricting the conduct of closed subscription in an open-end joint-stock company (in its charter documents or in legal acts of RF);

· according to Art. 39, the closed subscription can be carried out only following to the respective decision of a general meeting of stockholders with a quorum of 3/4 of votes (with a possibility to introduce a greater number of votes sufficient to pass such a decision);

· placement of ordinary stock through open subscription (if over 25% of the earlier placed ordinary shares is placed) requires analogous procedures;

· the law introduced the provision on  stockholders’ preemption in regard to stock placed through open subscription (before that,  it could be possible if the respective provision was stipulated  in an AO’s charter);

· the law also introduces the provision on preemption in regard to  stock placed through closed subscription for the stockholders that voted against that or did not take part in the voting;

· the stockholders realizing their preemption (within 45 days starting from the notification date) enjoy the right to pay for placed additional stock in cash, even if the decision on the placement provides that payment should be made by non-monetary means;

· -the law introduced prohibition on conversion of ordinary stock into privileged one, obligations and other securities.

So, for the first time ever upon the period of incorporation and mass privatization of the early 1990s there appeared mechanisms introduced by legal means that counteracted the most notorious way of abusing stockholders’ rights over the 1990 s- that is, diluting outsiders’ shares via new issues. In view of this, it is worth recalling the background of the debate on the noted amendments. These measures have been developed yet since 1997. The first draft was passed by the Duma on June 2, 2000, but later on it was torpedoed effectively by a few largest companies’ lobbyist efforts. The next draft of amendments also failed to pass the Duma in late 2000. So, what has changed since then?

Most likely, the answer lies in the economic area. The period between 2001 to 2002 signifies completion of the process of property consolidation (transition to single stock, increase in firms’ share in their daughter companies nearly up to 100%, legal formation of holdings in the form of ZAO, OOO, etc.). In such a situation, such an instrument as dilution has lost its importance. As a result, minority stockholders  are granted with  legal means to protect their interests right at the moment the field for its application is increasingly narrowing, while still there are numerous technical ways to avoid this innovation. On the whole the emphasis the new draft law puts on formal protection of minority stockholders just strengthens the sensation that the noted amendments have been somewhat late.

Nonetheless, as the enforcement of the law was postponed until January 1, 2002, it became very beneficial for many companies that had failed to accomplish various schemes to be prohibited by the new law. Specifically, Sibneft and TNK have brought to an end their conflict regarding rights for ONACO by the means of an additional issue and refusal to small stockholders to enjoy their pre-emption  right  on the placed stock (i.e. thus initiating dilution of their stakes in the company). In December 2001 TNK holding reorganized itself by the means of consolidation of its daughter mining companies’ stocks (rather than affiliation by means of single share). This should lead to a compulsory redemption of the newly appeared -4- stock as well as, according to TNK estimates, to the contraction in the share of small stockholders to less than 10%. In September 2001, YUKOS oil company initiated the decision of the Board of Directors of Angarsk oil-chemical plant on stock consolidation (with the 1,000.000 rise in their face-value). YUKOS has also used this instrument in regard to its other daughter companies (OAO “Bryansknefteprduct”, Novokyubyshevsky oil refinery, “Voronezhnefteproduct”, and “Orelnefteproduct” . Though YUKOS’s policy on Angarsk oil-chemical plant gave a rise to small investors’ claims (primarily concerning traditional stripping of assets, increase in accounts receivable, and transfer prices), the lack of liquidity of the plant’s stock and a possibility of their exchange for YUKOS’s stock (whose quotations lately have showed a substantial rise), apparently, exclude any other reasonable options for portfolio investors. On the whole, it is worth noting that in the majority of cases a company offers to small investors non-discriminatory financial conditions of exchange (redemption) (if one abstracts from the fact of compelling them to such an exchange). This also can be viewed as a progress in the area of protection of small investors’ rights achieved over 2000- 2001.

The law tackles the problem of transparency with a great deal of caution, and the new draft suggests a decision analogous to the aforementioned situation with the solution to the problem of dilution of shares (Art.91). The right for access to accounting papers of AO and minutes of its collegial executive body’s meetings was granted to stockholders that together own at least 5% of voting shares (while earlier - 10%). The law also provides a mandatory conduct of the AOs’ register by a specialized registrar, should it stockholders outnumber 50.

Between 1998 to 2001 it was reorganization that has become one of the most frequently used channels to “pull out” outsiders. The new draft of the law provides that:

· the stockholders of an AO reorganized in the form of dividing or singling out that were against the reorganization or did not take part in the voting have a right to receive a stock in each newly created company in proportion to their share in the original AO;

· -an AO can be transformed both in LLC and production cooperative and a non-for-the-profit partnership (following a unanimous decision of its stockholders).

The positive effect of the first innovation is very big. Apparently, the time has come to introduce amendments to the Civil Code of RF and/or to develop a federal law “On reorganization of economic companies”. The other innovation appears of equal importance, which is explained by an objective process of the transformation of OAO created in the compulsory  way during the mass privatization stage into other organizational-legal forms more acceptable for concrete enterprises from the perspective of their size, sectoral specifics, functions, etc. In the longer run one would need a more developed legal regulation of the respective options with account of protection of interests of all the agents involved in corporate relations.

Identification of large deals and procedures of their conduct appears not less important than regulation of reorganization procedures. For the first time ever Art. 78 attributes loan, credit, collateral, and guarantee for large deals. At the same time a general meeting and a board of directors make a decision on approval of such a deal rather than on its implementation.

As concerns authorized capital, the law provides that its increase by means of placement of additional stock may take place at the expense of the AO’s property (i.e. capitalization). At the same time raising an authorized capital by means of increasing the face-value of stocks is possible only at the expense of the AO’s assets (Art. 28).

Yet another problem in the area of authorized capital is the problem of split stocks that between 2000 to 2001, along with consolidation of stock, has formed a new instrument to supplant outsiders. This problem has not yet been resolved,- on the contrary, its urgency has grown after the decision was made on a stockholder’s preemption with regard to additional stock  placed by the company. The new draft of the law reads that the split stock grants rights in a volume corresponding to the respective part of the whole stock which it accounts for. Given that such an approach appears fairly acceptable to pay dividends, a voting according to the “one stock-one vote” principle would pose obvious difficulties (although the summing up of split stock may become possible).

The law preserves a certain dualism in the area of an AO’s dividend policy. The decision to pay dividends may be taken just once a year (and not quarterly, as before). Nonetheless, the general meeting still enjoys no powers to exceed the amount of dividends recommended by a board of directors.  Consequently, a decision by a general meeting on paying dividends turns into a pure formality.

One of the crucial challenges facing both the corporate law and other branches of the law is creation of obstacles to establishment of “one-day” AOs with “bubble” capital, thus securing a real base to ensure compensations for losses bore of the company’s creditors that once had  relied  upon the size of its authorized capital. This helps improve the level of protection of creditors as financial investors in an AO. It is likely that the new draft of the law has made a step back,  as since January 1, 2002, 50% of  a company’s stock allocated during its establishment should be paid within 3 months starting from the moment of its state registration (while earlier - by the moment of the registration).

Consequently, the expediency of future introduction of a number of amendments is visible already today:

· to prohibit joint-stock companies to carry out any transactions not related to their establishment until their authorized capital is fully paid by their founders;

· to tighten the procedure of payment of stock: the stock should be paid in full within 3 months upon the state registration of a company, while additional stock should be paid in full against its placement;

· -to introduce the mandatory attraction of an independent appraiser in all the cases when stock is paid with non-monetary means and to hold founders, members of the board and the independent appraiser responsible for increasing the value of assets used to pay for the stock.

A whole range of innovations concerns AO’s governing bodies:

· the law sets a clear procedure of suspension of Director General’s powers;

· Board of Directors is granted with the right to introduce, in a number of cases, amendments to an AO’s charter and to approve a registrar;

· -the right of the Board of Directors to pass a decision on raising the company’s authorized capital through placement of additional shares may be provided only in the Chapter (and such a ruling should be unanimous);

· -the right on making decisions on participation in other organizations was excluded from the list of the Board’s competencies;

· it is only physical entity that may become a member of the Board of Directors (Art. 66), while passing the vote is prohibited in principle;

· - the “exclusive competence of the general meeting” (Art. 48) is abolished in favor of the rule, according to which the matters falling under the general meeting’s competence may not be assigned to the Board of Directors   and an executive body, while the meeting is no longer restricted by the prohibition of consideration of matters not falling under its competencies;

· the approval of internal regulatory documents falls within the general meeting’s list of competencies;

· the possibility of a mixed form of the meeting is excluded, as the law has set two options in this regard: the meeting and absentee ballot.

From the perspective of protection of large shareholders’ rights (whose interests are represented in a Board of Directors), it is important to note an innovation that concerns the possibility of a temporary dismissal of executive directors without convening an early stockholder meeting (Art. 69). This particular provision becomes effective in the situation when establishment of an executive body is subject to the general shareholder meeting. Should it be stipulated in a Charter that the establishment of an executive body falls within the functions of a Board of Directors, then an early termination of the executive body’s powers is possible at any moment, as per the respective decision passed by the Board. The new version of the law also attempts to tackle contradictions arising due to the effects of the obsolete Labor Code (and, consequently, courts’ verdicts following its guidelines). Specifically, the law reads that the relationship between the given AO and its executive body (Director General, etc.) are subject to the RF labor law to the extent the latter does not contradict the law on AO.

Nonetheless, the problem of protection of large stockholders’ rights to a far greater extent is associated with process aspects of the law.

 2.4.2. Protection of issuer and large stockholders 
from corporate blackmailing

The new draft law imposes a number of constraints on chances for corporate blackmailing. However, the analysis of legal capacity of such a protection did not reveal efficient protective methods
. This does not mean, however, that the law needs special amendments in this respect - such a protection should be based primarily on legal proceedings.

Among innovations of 2000-01 there was an application of Art. 49 of the law “On joint-stock companies” that allows a stockholder (including an owner of a sole share) to bring his appeal to the court against decision(s) of the general stockholder meeting that caused him potential harm. Most often this method is used to prohibit holding the next meeting (which is to pass decisions crucial to the given AO or to change its management) on the grounds that a Board of Directors calling for such a meeting is not legitimate. Clearly, such a conflict is generated by rivals or one of actual sides involved in the given intra-corporate conflict rather than a formal plaintiff that posses a sole stock. At the same time, enjoying the formal right to bring the case to the court, an owner of a sole or a few stocks is unlikely to suffer an actual damage.

Among numerous examples of this kind are: lawsuits against OAO “Krystal” (change of the company’s Director General), RAO “Norilsk Nickel” (the way the voting was arranged at a meeting on the company’s restructuring), OAO “Polymerstroymaterialy” (the attempt to ignore the court’s verdict just complicated the conflict situation), RAO “Gasprom”, the prohibition to RAO “Mosenergo” to hold an early meeting (change of Director General), a jurisdictional asset freeze of a stock package of OAO “Severstal”, the prohibition to OAO “Transneft” to export LUKoil’s oil, etc.

In September 2001, Mr. A. Volsky, then President of the Russian Union of Entrepreneurs and Industrialists (RUEI), submitted a letter to the Supreme Court of RF requesting, first, to limit the possibility for stockholders-physical entities to bring lawsuits to the courts of general jurisdiction located in the area of their residence, thus to assign such trials to arbitration courts located in the area of a company’s registration, and, secondly to prohibit the courts of general jurisdiction to impose a jurisdictional freeze on companies’ assets.

From the formal perspective, this should ensure elimination of a legal collision in which an arbitration court and a court of general jurisdiction (the latter acting following a lawsuit brought by a physical entity) may render opposite verdicts. In the course of a trial the stock concerned is under arrest. From economic perspective, this is a trivial capture of property, which results in uncertainty of the given AO’s operations, destabilization, and reallocation of property rights. The seriousness of the problem is evident. That is why the Plenum of the Supreme Court of RF introduced a temporary measure (until the enforcement of the new Arbitration-Proceess Code of RF and the Civil-Process Code of RF): the Plenum“ did not recommend” to the courts of general jurisdiction to render verdicts on banning stockholders meetings following lawsuits brought by stockholders-physical entities
.

At the same time, the possibility of an actual modification of the federal law by the aforementioned decision of the Plenum of the Supreme Court of RF followed the RUIE President’s letter (as precedent) puts a big question mark about the need in the new Arbitration Process Code (passed in the first reading in spring 2001) in principle. Another problem is closely related to systemic corruption, or more specifically - to a mere turning of the parties concerned for the same purpose to arbitration courts
.

2.3.4 The Corporate Governance Code

In view of the above innovations of 2001 and their potential for development, the popular idea of adoption of a national Corporate Governance (Behavior) Code does not seem a priority one
. The current OECD Corporate Governance Principles that generalize the best practices of corporate governance would suffice as some ideal for corporations operating in the current Russian conditions.

Companies that are going to follow recommendations of the Code would enjoy a formal advantage of building their positive image in the eyes of foreign investment community. In this sense, the Code forms some routine, though formal, signal to potential investors about situation in the country. According to a recent survey by McKinsey on 200 largest investors worldwide (that together  manage the USD 3.25 tn.-worth assets), 75% of them puts the quality of corporate governance on the same level with financial and economic performance, while speaking about transitional economies, the former factor becomes a priority. From the perspective of stock prices, 80% of investors are ready for ‘extra” charges for the quality of corporate governance, even considering that capitalization premium caused by that finds itself within the range of 20% (the nations with the mature corporate culture) to 50% and more (developing markets)
.

Anxious to pursue the noted objective, between 2001 to 2002 many largest national corporations have already adopted their own codes that are unlikely to differ from the noted one. Furthermore, the corporations will be borrowing its single provisions to the extent they would appear, first, interested in them due to a whole complex of reasons and, secondly, in the course of consolidation of corporate control. As the experience of 2000-01 shows, it is because of the growing consolidation of control as a whole and particularly that of their daughter companies’ assets that a number of companies began to enhance formal transparency and openness towards their small stockholders. At this point, it is undoubtedly consolidation that appears the primary reason. So “washing away” of small stockholders thus is becoming the condition of improving the quality of their protection.

The only plausible form of the noted Code is recommendation. However, it does not seem feasible that companies undergoing corporate conflicts or facing the threat of a hostile absorption would comply with both recommendation and even legal provisions. This means in principle spontaneous nature of the process of emergence of corporate culture in the course of overcoming objective costs of property reallocation in the country. This thesis is directly related to the overall problem of protection of investors’ rights.

On the other hand, any efforts to ensure the compulsory use of the Code as an external lever of corporate governance (in this particular case - through the securities market) will not become efficient over the foreseeable future. For instance, the requirement to secure accession to exchanges’ listings only against compliance with the Code is not credible as a mass, standard instrument, because of the illiquid and very narrow market. This conclusion is objectively based upon, first, a clear trend to concentration of joint-stock capital, and, second, the process of “closing” the open-end joint-stock companies established in the privatization era.

So, the objective boundaries of the Code’s effects are clear. One can agree with some analysts that estimate that the Code would be determining the destiny of the national securities market and the inflow of long-term investment only at 5 to 10% (Mirkin, Losev, 2000). Nonetheless, its the educational function may prove to be useful yet at the current stage, while its effectiveness will depend on observance with the following principles:

· strictly recommendation essence implying no penalty for non-compliance with its provisions (in the law and ministerial acts);

· refusal from duplication of the corporate and the conjunct law;

· selection of viable (in Russian realities) provisions of the Code in the course of accumulation of positive practices and their introduction to the law.

2.4.4. The government as a factor of uncertainty

Political stability emerging in Russia in the wake of the 2000 presidential elections undoubtedly has contributed greatly to the lowering of risks in the area of corporate governance. However, there still are the former problems as well as newly arising ones in the area of government negative influences on the corporate sector.

First, the practice of using the government (its agencies) as an instrument in the struggle for control over a company and/or of pressure on rivals is still there. The uncertainty in this area still remains a serious factor contributing to the current high risks in the sphere of corporate governance.

Second, the process of emergence and strengthening of the new power also gives rise to new destabilizing factors related to modification of actual poles of control in the economy. A tough political struggle around reorganization of the largest natural monopolists (RAO Gasprom, RAO UES Russia, and the Ministry of Railway Transportation to a significant extent reflects these very processes.

The government policy of “equal distancing” of large capital from the power (even as long as its upper- the most demonstrative- stratum is concerned) has a direct impact on the noted processes.

First, it has been so far groundless to reckon that at the moment when consolidation (return) of assets and re-orientation of the largest natural monopolists’ and state-owned holdings’ financial flows is over, while their management appointed by the current President most likely would receive green light to expand into private sector and build their own groups, the declared “equal distancing” principle would discontinue to impact the scene.  The probability of such a scenario (a “state capitalism” in its nutshell, with favors granted to a narrow circle of personally loyal supporters) requires certain protective actions on the part of private groups.

At the same time the apparatus the government began to use broadly over 2000-01 to impact corporations raises certain doubts. The state agencies’ actions (the Federal Tax Police vs. LUKoil, The Accounting Chamber of RF vs. TNK, the General Prosecutor’s office vs. Sibneft and Norilsk Nickel), with all their searches and filing criminal cases indeed proved to be much ado about nothing

Considering an actual organization of property structure and financial flows in the largest national corporations
, the development and completion of cases on tax dodging appears one of the very few efficient methods of exercising state pressure on the corporations and their principals (beneficiaries). At this point, just three comments arise: first, there is a need in a radical solution to the problem of tax reform (i.e. elimination of objective economic reasons for the most of tax crimes - perhaps, a single mass debt restructuring as a substitution for tax amnesty); secondly, the judicial purity of legal methods and trustworthiness of facts allowing to launch a criminal investigation; and thirdly, a key issue, what final objectives the initiators of the noted selective cases pursued, given that the violations in questions are systemic.

As well, the government pursues its “property-in-exchange-for-freedom” policy that lately has proved to be quite successful. The  arrest of SIBUR management in winter 2000 perfectly fits this particular pattern just by its form rather than essence, because stripping of assets in favor of some “group” appears sufficiently evident. At this point, another problem is likely to arise: the conflict between the legal area (i.e. essentially legal possibilities to strip of assets) and methods of their return  (the need for pressure by using various articles of the Criminal Code of RF as the case shows no prospects of being brought to the court). The same method (filing a crime) has proved to be necessary to ensure reshuffle in the Ministry of Railway Transportation.

In a broader context, the problem lies in vagueness of final objectives: either this really is kick-off for an anti-corrupt action and efficient prevention of various forms of stripping of assets, or this is an ongoing trivial reallocation of property and suppression of rivals (in favor of pro-government groups and/or in the frame of elementary use of “administrative lever” by all the agents that have this possibility).

Second, there arises an evident counter-trend on the part of private capital: that is, to secure an “equal distancing” at a maximally safe distance, particularly by means of  legal fixing abroad of property rights for their consolidated assets. The establishment of TNK-International by Alfa Group and Renova, alongside with the registration of Millhouse Capital managing company by the “Abramovitch Group” are likely to become the first signs of eagerness to ensure “safe transparency”.

Another safeguard for large groups is to secure an absolute access to regional executive power resources (A. Khloponin in Taymyr AO, R. Abramovitch in Chukotk, V. Shtyrov in Yakutia, V. Lisin in Lipetsk Oblast (potentially), A. Vavilov in Gorny Altay (failure).

Third, the transition from a clear and direct policy aimed at privatization of the ‘administrative resource” to an emphasized loyalty to federal authorities and demonstration of large businesses’ “social responsibility”. However, the latter has so far been attempted by a very few companies: more specifically, SUAL-holding, the second Russian aluminum giant, concluded an agreement on social partnership with authorities of the region of its location, while some other corporations initiated an increase in the government share or assigned certain assets under the government control (for instance, Interros group, in its move to reorganize “Permskye Motory” into “Permsky Center Dvigatelestroyenia” controlled by the government.

A whole range of large companies have found themselves involved in trials that formally were economic, however with a huge political resonance harmful for a plaintiff company (Gasprom-NTV, LUKoil - TV6).

The state represented by the executive power, in turn, is increasingly expanding - particularly, even regardless of motives- its economic activities. The process takes part along 6 main mutually related directions:

- reshuffles in the largest natural monopolists and strategic companies with the government stakes (Gasprom, Ministry of Railway Transportation, MIC, Ministry of Nuclear Power, daughter companies of Rosspirtprom, the State Investment Corporation, etc.);

· reorganization (primarily, merger) of the existing and creation of new holding companies in strategic sectors (consolidation of regional monopolists in the sector for communication into 7 inter-regional companies of “Svyazinvest” holding, to operate in the frame of 7 federal super-regions, 5 integrated structures in the airspace sector; OAO “Industrial Concern Antey”, etc.);

· return of earlier withdrawn (privatized, used as a collateral) assets (the former Gasprom’s assets - enterprises of SIBUR, Itera group, etc., stock packages of OAO “Novorossiysk Steamship” and “North-West Steamship”, etc.);

· fixing of single segments of public property with the presidential Administration (creation yet in 2000 of a federal state unitary enterprise to run the property located abroad, etc.);

· attempts to revise the 1992 provisions on dividing tiers of property and shares held by the Federation in companies’ capital (ALROSA);

· establishing control over main financial flows and their  concentration in state-owned banks. The nationalization of financial flows is used as a substitute for deprivatization of industrial assets. Having an exclusive access to the biggest and cheapest financial resources - that is, the population’s savings and the Bank of Russia’s resources, Sberbank of RF and Vneshtorgbank issue credits to the largest national companies
. In light of this, the discussion on privatization of Vneshtorgbank held between 2001 to 2002 is very illustrative.

A tough political struggle around reorganization of the largest natural monopolists (RAO Gasprom, RAO UES Russia, and the Ministry of Railway Transportation) in 2000-01 has led to relatively modest results:

· matters related to the further privatization of the federal natural monopolists were assigned (as per a new draft law on privatization) to the Federal Duma;

· concepts for reorganization of RAO UES Russia and MRT were adopted;

· RAO Gasprom underwent a reshuffle among the top management (resignation of R. Vyakhirev in May 2001, change of financial managers, launching criminal cases on -7- in January 2002, etc.) and MRT (filing a criminal case against ex-minister N. Aksenenko on  abusing administrative powers, followed by his resignation  in January 2002).

The latter result was likely to be sufficient, as long as the “restructuring” of both sectors is concerned. A real plan of Gasprom restructuring debated over two years that by its ideology should have been close to the scheme of reorganization of RAO UES Russia has so far been non-existent. Furthermore, according to A. Miller ( statements made in January 2002) there is no need in restructuring in principle. So, most likely, the issue of restructuring as a process of creation of several competing gas companies (rather than a mere getting rid of non-profile assets) has been closed. Once can view the need for returning assets to RAO and regulation of financial flows (regardless of extra-economic challenges facing the new management) prior to any restructuring as a certain argument backing the above decision.

In summer 2001 the government approved the Ministry of Railway Transportation (MRT) restructuring program. The program provides an establishment of OAO “Russian Railways (the project has been cherished since 1993) and depriving MRT of its economic functions. The main production capacities, including infrastructure (electricity transmission lines, etc. accounting for 90% of the balance sheet assets in the sector), should be assigned to a newly created OAO. At the same time, in January 2002, the Federal Security Agency raised their objections, as they viewed the MRT’s infrastructure as a strategic object that should form an independent federal public unitary enterprise. So, in January 2002, the draft law on privatization in the railway sector was recalled from the State Duma.

The actual reorganization of RAO UES Russia kicked off in 2002. According to the earlier approved program, the main purpose of that should become attraction of investment resources to the sector. From institutional perspective, by 2010 the whole system should be divided into the “monopolist” (electric network, electricity dispatching systems)” and the “competitive” (electricity generation, sales, service) parts. It is also provided that an electricity wholesale trade market would be established and the transition  to market  tariff mechanisms  for heating and electricity will be accomplished
.  In late 2001 (as a pilot project) the Trade System Administrator was established. That is an exchange to sell electricity (supplied by generating companies that have to deliver up to 15% of their output to it) at a free price. In 2002, the UES Russia’s Board of Directors made a decision on establishment of the Federal Network Company with authorized capital topping Rb. 121 bln., while it is envisaged that the Federal System Operator (Dispatcher)  company should be established shortly. The reform of the generating companies (AO-energo=s) is directly related to problems in the corporate governance area.

First, to ensuring an elementary manageability of 72 AO-energo=s the holding would need a substantial reallocation of assets and enlargement of generating structures in the sector. Reorganization (merger, absorption or splitting of concrete AO-energo=s) will lead to a notable intensification of the market for corporate control and give rise to corporate conflicts on the whole.

The effective Russian law contains no provisions as to efficient procedures of protection of stockholders’ rights in the course of absorption. This would bring about additional confusion to already extremely messy and difficult complex of problems arising in the frame of seeking a common balance of interests between stockholders of all types, managers, and regional authorities. The envisaged reform suggests formation of another additional agent - that is, managing companies (and, consequently, a broad spectrum of non-regulated problems associated with trust).

Secondly, there exists an obvious - and indeed strategic -problem. Clearly, it will be acquisition of energy capacities that will become the next logical step by newly formed vertically-integrated groups (with metallurgical “nucleuses”). This will be an unquestionable result of singling out and possible sales of generating companies within the frame of RAO UES Russia’s restructuring. So, the metallurgical groups would obtain an unlimited influence on the national economy. It also appears important that the property control over the whole complex “electricity-coal-metallurgy” exercised from a single center allows an efficient re-direction of financial flows from all the links of the chain towards export and “optimization” of tax policy.

Likewise the federal natural monopolists, the reorganization of private groups highlights legal innovations in the area of reorganization, mergers, and absorptions, while specifically the insolvency law still requires a radical improvement.

Level of regulation of (control over) “economic concentration” (in terms of anti-trust law) and operations of actually controlling owners (and their managers) that can be carried out at the expense of other groups of stockholders (dividends, transfer pricing, lowering of export prices, taxes, capital exportation, etc.) still poses a serious  and pressing problem.

The most recent (2001-2002) practices by government authorities and trends to their property expansion, establishment of control over main financial flows in the economy, and - more broadly- to securing businesses’ dependence upon government institutions, and building “state capitalism” (despite decisions on deregulation and plans of further privatization) make especially hot issues out of protection of property rights, judicial reform and efficient enforcement.

On the whole, the trends to struggle over control and redistribution of property (both due to objective processes in a transitional economy and numerous subjective factors) should be there over the upcoming years. This would fuel instability in the area of property rights and require a tightening of the policy of protection of investors’ (stockholders’) interests. Consequently, the priority will remain unchanged: that is, formation of a strict legal field of such a reallocation. The table containing concrete recommendations in this regard is given in the Conclusion.

In longer term prospect, one should take into account the worldwide trend to unification of corporate governance models (mutual borrowing of different components and mechanisms). In a certain sense, this proves the view on a legal formation of a corporate governance level (legal apparatus) as a secondary phenomenon just based upon actual economic processes, particularly, globalization.

In applied terms, it means that as of this very moment it appears inexpedient (impossible) to ensure such a legal formation of a  “national model” of corporate governance that would match one or another classical sample (that themselves become increasingly eroded). From the government viewpoint, the fundamental task is to consider corporate governance in the context of protection and guarantees of property right (investors’ rights, stockholders’ rights) and provision of the balance of interests (rights) of all the participants in corporate relations. In this context, corporate governance is viewed as a crucial institutional condition of investment/economic growth.

Should there be no infrastructure and political will to exercise the law (enforcement), formation of legal field to ensure a civilized change of owners turns into a senseless enterprise. With account of the complex of economic and institutional challenges accumulated over the 1990s, it becomes inevitable that the state would intensify its regulation (moving from declarations of intent and development of legal provisions to a direct interference into the most serious conflicts) in this regard.

The uncertainty in the above area is still a key factor ensuring the maintenance of high risks related to corporate governance and investing in Russia. Consequently, the judicial reform (the ideal of which should be an independent and transparent court where - and only where- prosecutor in his polemics with counsel for the defense has to prove the necessity of one or another legal proceedings ruled out only by the court), procedural time limits on privatization deals, a clear law on nationalization currently form an objective indicator of the government’s actual intents.
� Nevertheless, one should note  the problem of  thousands of “dead” enterprises that has become especially hot lately. Suh enterprises are of no interest to both managers and potential foreign stockholders. There are no banckruptcy proceedings as well, because in Russia this particular mechanism is related mostly to the purpose of  capturing (maintenance) of control.


� As an analogous example, one can  refer to the strike of employees of OAO “AvtoVaz” in response to the announced plan of the company’s  restructuring and transformation into holding in 2000. 


� As recent practice showed, the information on management’s compensations has proved to be among most hardly available data. At the same time, non-payments (delayed payment) of dividends appear quite typical, while paying dividends (usually minimal ones)on privilege stock serves just for the sake of preventing their  conversion into ordinary voting ones.


� Reallocation of property (and partciculary the market for corporate control) undoubtedly forms a normal and efficient mechanism of corporate control and control over managers  exercised in the frame of legal civilized procedures, should they result  in  a company’s rising efficiency . However, the existence of such a result in Russian conditions (and the most of other transitional economies) is not at all granted.


� According to available estimates, in 1999 the average annual market price for oil accounted for USD 19/barrel, while according to SCC statistics, the average annual producer export price made up just 13 USD. The overall annual capital flight in the oil sector roughly acounted for USD 7.5-8 bn. As of October 1999, capitaliztion of the sector accounted for some USD 4-5 bn. At the same time the outflow of foreign investors once again intensified between winter to spring 1999. Overall it meant a new modification of property structure in the sector (given that at a certain moment the amount of exported capital proved to be sufficient to acquire the whole sector).


The analogous process was also characteristic of the metallurgical  sector (that also experienced a sharp intesification of property reallocation in 1999-00. Given that in the oil sector the mobilization of resources to consolidate control becam possible thanks to the price rise since March 1999, in the metallurgical sector the sources of resources for consolidation (reallocation) of property were related to a sharp fall in costs in USD equivalent after August 1998 along with the maintenance of stable prices. So, the following features became characteristic for this particular process; supplanting of foreigners, acquisition at very low prices (which was impossible in 1996-97), insiders’ (managers and co-owners-partners) active role), and an active use of such instruments as bankruptcy and debt schemes. 


� The structure of stock property in the largest Russian AOs is no doubt different from a typical one, with such characteristic features as high shares of holdings’ (including public ones) particpation, a substantially lower share of employees of all types, and a relatvely high share of different kinds of  non-residents


� See: Radygin, Entov, 1999, pp. 65-66


� See: Afanasyev, Kuznetsov, Fominykh, 1997; Blasi, Kroumova, Kruse, 1997


� It was yet in 1924 that T. Veblen noticed the transfer of control from owners to managers-engineers (Veblen, 1924).I in 1926 J.M. Keynes argued that in the course of expansion of a large institute there should arise the moment when capital owners (ie stockholedrs) found themselves nearly completely separated from management (Keynes, 1926). A. Berle and G. Means provided classical description of  problems of dispersion (division) of property and transfer of control to managers (Berle, Means, 1932).  Between the 1960s through the 1990s agent problems were analyzed in every detail by O. Williamson, W. Baumol, F. Fama, M. Jensen, W. Meckling, S. Grossman, O. Hart, A. Shleifer, etc. See also Section 1 of the present paper.


� See also: Dolgopyatova , 2000.


� The 2000 Economic Freedom Indices by the Heritage Foundation provides evaluation of investment climate in 161 countries worldwide. Russia is ranked  the 121st among others, thus falling into the group of “mostly non-free countries” ( together with practically all other Eastern European and CIS countries,  that, however demonstrated better results). Russia’s index in 2000 was 3.7 (in 199- 3.5,  1998- 3.35), which means that situation worsened. It is property rights and the existence of obstacles to free movement of capital that play a substantial part in calculating he index. Specifically, the 2000 estimates were influenced by quotas for foreigners’ participation in the authorized capital of RAO UES Russia (5%), Gasprom (20%), airspace companies (25%); restrictions for foreign insurance companies, defects of the legal and judicial aspects of protection of property rights (including independent solving of commercial disputes), taxation, and corruption. Interesting, China is ranked the 100th in the same list. This allows, at least at the level of unexpected ideological solutions,  interpretation of this particular survey in a sense that a solid legal system proves to be more important for economic growth than a type of political system.


� Art. 48 and 49- as of the dateof their official publication - August 9, 2001. The full text of the amended law is available in: “Zhournal dlya aktsionerov”, 2001 # 9, pp.-3, 9-40. See also: Gulyaeva, 2001  


� The law introduces reduced (6 months) time limits  to appeal to the court regarding a general meeting’s ruling, etc.


� The draft Arbitration ... Code of RF contains a provision that provides a comprehensive list of lawsuits  falling under arbitration courts’ competencies  with participation of citizens that are not individual entrepreneurs. Specifically, the list comprises disputes between a stockholder and a joint-stock company that arise from the given economic company’s operations (except labor disputes). For more details, see: Gros, 2001, pp. 54-68


� At the same time, the refusal from jursidctional measures leads to an evident peril of ‘watering’ of the capital by the defender in the course of a trial. Should  the court’s verdict be the provision of jurisdictional. measures, the defender’s resort may well become bringing a counter- lawsuit to secure possible losses casused by the noted court’s verdict (See: Finansovaya Rossia, 2001, # 37, p.3) 


� Kodex corporativnogo povedeni. materialy dlya obschestvennoy diskussii. M., FKTSB (FSC), 2001


� See: www. mckinsey.com/features/investor_opinion/index.html


� See: Radygin, Sidorov, 2000


�See: Grigoryev, 2002, p.21. In view of this, interstingly, there is an indirect analogy - with an opposite sign and in new conditions - with the scheme of privatization of financial flows without privatizing an enterprise itself that has been practiced vigorously since the early 1990s.


� For more details, see: Rubchnko, 2002, p.32
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