
Chapter 1. 
Investing in Russia: 
Problems and Prospects. 

A most pressing problem the Russia’s economy encountered in the last decade is the problem of investment in the real sector of the economy. According to the majority of experts, Russia was a prospective region with considerable potential for a rapid economic growth over the whole period of transition. However, in spite of the significant potential of the Russia’s market, the amount of external investment in Russia is considerably below respective indicators of a number of other countries. 

Investment requirements of Russia. Taking into account the rates of growth of the Russia’s economy in the post-crisis period, the demand for foreign investment will only rise. According to different estimates, the potential capacity of Russia is US $ 70 to 150 billion for 2 to 3 years as the annual foreign investment requirement is US $ 40 to 50 billion
. 

The figures registered over the last five years provide no grounds for optimism. The objective reality demonstrates that in case no radical changes occur, the real level of investment in the Russia’s economy will be insufficient to generate sustainable economic growth. For the respective data on foreign direct investment, see the Table 1.1
. 

Table 1.1.

Investment in emerging markets with economies in transition (US $ billion)

	
	1996
	1997
	1998
	1999
	2000

	Latin America
	35.8
	49.4
	49.9
	68.6
	5.8

	South East Asia
	45.4
	51.9
	55.2
	54.0
	3.6

	Emerging markets, Europe
	9.8
	10.9
	12.5
	15.6
	6.6

	Russia
	2.5
	6.2
	2.2
	2.9
	3.5


A detailed analysis of the present situation reveals that in terms of investment attractiveness Russia is considerably behind not only industrially developed countries, but also its former Socialist allies. Moreover, the dynamics observed over the last three years demonstrate no improvement of this situation. The problem is apparent – the investment climate in Russia does not answer the expectations and requirements of foreign investors.  

Rich natural resources, high level of education, and strong intellectual potential are traditionally included in the list of relative advantages of Russia as compared with other countries and regions in terms of its attractiveness for foreign capital. 

As concerns the wealth of natural resources, this fact rises no doubts. All other arguments require a more detailed analysis. At a closer look, the competitiveness of the Russia’s labor force turns out considerably exaggerated, what is confirmed by independent sources. 

The close examination of Russian enterprises reveals that they are not able to provide a sufficient level of general competitiveness and adequate management. Potential investors have difficulties trying to select investment projects meeting the necessary requirements. 

This situation also has a flip side. Foreign investment, as a rule, is accompanied by the arrival of managers representing the interests of foreign investors. These managers considerably improve the corporate and financial culture and introduce the generally accepted rules of civilized business at enterprises. However, exactly the introduction of foreign management at domestic enterprises is seriously hampered. 

The specifics of the process of privatization have created additional difficulties in this area: the radical transformation of ownership in Russia has not resulted in the creation of adequate mechanisms of corporate governance and control. The majority of Russian companies and their management do not see the problem of improvement of investment attractiveness as a priority. 

Infringement upon investors’ rights. The last three to four years saw a very large number of infringements on investors’ rights. This phenomenon is especially frequent in companies where controlling interest is owned by a financial and industrial group (FIG). Investors loose the possibility to influence decisions and receive information about key issues of companies’ operations, and often are completely forced out of such companies, while FIGs take full control, which allows them, in particular, to dispose of financial and material assets of the companies. In the period from the mid-1998 to the early 2001, more than 70 per cent of the claims concerning the infringement on shareholders’ rights were filed with courts by foreign partners.    

The insufficient regulation as concerns the grounds permitting to initiate bankruptcies and the bankruptcy procedures per se are also a serious threat to the rights of investors. At present, a special market of legal firms rendering services with regard to the bankruptcy of more or less solvent companies aimed at the transfer of their property and assets to the interested parties exists in Russia. According to certain unofficial data collected by foreign consulting agencies operating in Russia, 8 out of 10 cases of forced bankruptcy gave rise to such suspicions in year 2000. 

The paradox is that efficiently operating enterprises are often involved in the procedures of forced bankruptcy since the competitors have a good opportunity to take control over them, while hopeless enterprises avoid this procedure since there is practically no chance to recover debts in the process of bankruptcy. 

Investors seriously suffer in the case company managers fail to present the data about the operations and the financial standing of enterprises as required by the legislation currently in force. In certain cases, even the interference on the part of the Federal Commission for Securities (FCS) fails to make the managers to comply with the stipulations of the legislation currently in force. The public became aware of some cases of outright arbitrariness, where registrars in compliance with orders given by managers just removed unwanted persons from the shareholders’ registry.  

Yet another reason why it is so easy to initiate the process of bankruptcy, is the Russian practice of evaluation of enterprises’ operations, which is far from modern requirements. The financial and economic reports enterprises draw up in accordance with domestic accounting principles are mostly useless, since the data they contain do not allow to make a reliable picture of the real standing of enterprises. 

Problems of corporate governance. The culture of corporate governance in this country needs a serious improvement. Russia lacks efficient mechanisms of redistribution of property in favor of effective owners. Changes in the structure of owners and movement of equity capitals are as a rule related to the redistribution of ownership rights from employees to managers without an increase in the share of outside shareholders interested in efficient corporate governance. Affiliated persons have a high share in the ownership structure of many enterprises, what creates additional difficulties for potential outside investors. The rights of minority shareholders are often ignored and infringed upon, while the state regulatory authorities and the legal system are yet unable to protect their rights. Many managers of privatized enterprises still do not realize that their responsibility is first of all to look after the interests of owners, and not to serve other interested persons represented, as may be, by the state, local authorities, or labor collectives.  

The factors seriously deteriorating the investment climate, as described above, are mostly of the long term nature. No doubt, Russia needs to improve the business administration practices and the manageability of domestic enterprises. However, the process of improvement requires time and the general change in the mentality of the Russian business, therefore, no soon transformation may be expected. On the other hand, there remain many issues, which should be settled as soon as possible. 

Problems of business infrastructure. A most important problem seriously affecting the country’s investment climate is the modern infrastructure. At the present level of globalization of economic processes, the availability of a highly developed business infrastructure becomes a condition, which determines the inflow of foreign investment. In order to ensure a qualitative improvement of the business infrastructure in Russia it is necessary to resolve a whole complex of related problems, especially in the banking sector. 

It is apparent (especially after the crisis of 1998) that the Russia’s banking system is weak. In order to recover its viability and improve the confidence of its potential clients, it is necessary to radically improve the banking legislation, create legislative prerequisites for the expansion of the range of banking services rendered to individuals and legal entities in accordance with international standards and requirements of the modern business. 

However, even in the pre-crisis period only a very small number of credit and banking organizations was able to render the necessary complex of services. The efforts the government makes to restore the banking sector of the economy are inadequate to the scope of the task. With the exception of ARCO, the effectiveness of which rises certain doubts, there have been no serious shifts in this area. 

The underdeveloped Russia’s banking system seriously impedes the inflow of investment in the economy and remains a most serious factor of investment risk. The enterprises in the real sector of the economy encounter enormous problems trying to obtain loans, in spite of the fact that Russian banks dispose of considerable idle capitals. The real cash balances on the accounts commercial banks have with the Central Bank grow faster than the amounts of loans they grant. The payments made via the banking system substantially slow down the transactions and increase their costs thus negatively affecting the profitability of economic operations on the whole. The share of entrepreneurs and managers of enterprises preferring cash payments is still high, what may be associated not only with tax evasion, but also with more timely and reliable payments. 

In the course of the reform of the banking system, a special attention should be paid to the problem of guaranteeing household deposits, tighter control over the current financial and economic standing of credit and financial organizations, inclusion of household savings in the investment process. In order to enhance competition in the credit and financial sectors of the economy, it is possible to allow a larger presence of foreign credit and financial organizations on the Russian market and to ease the restrictions on their work with individuals, while limiting preferences and privileges granted to banking institutions with state participation.

Yet another weak point in the Russia’s financial system is the institutions oriented towards long term investment. The investment funds mobilizing resources (primarily of the small individual investors) for investment are also weak and not numerous. Their growth is considerably checked by the absence of adequate legislation (as concerns pension and insurance savings), sufficient number of professional company managers, and a low profitability of managing companies. Non-state pension funds and insurance companies, which are largest institutional investors in developed market economies, in Russia primarily serve the private interests of financial groups, in the framework of which they are created. In Russia, there are practically no legal grounds for professional management of the assets of these funds. 

At present, insurance companies in Russia are mainly oriented towards performing the functions of institutions used in various tax evasion schemes, to cash money, etc. Apparently, insurance companies primarily engaged in the performance of such functions are unable to play an important role on the market of investment. At the same time, 95 per cent of investment operations of insurance companies are related to state securities. These circumstances and the lack of guarantees relating to the rights of shareholders determine the weakness of the Russia’s stock market. 

Evaluation of the Russia’s legislation. On the whole, the Russian legislation does not facilitate the inflow of foreign capitals in the country. After the decades of the rule of state ownership, Russia has achieved a considerable progress in the legislative strengthening of the rights of private property. Among other legislative acts ensuring the functioning of market economy, the country approved and enacted the Civil Code, the law on joint stock companies, and a number of other laws answering international standards. However, in spite of all positive trends, these achievements are clearly insufficient. Besides, the practical implementation of the approved laws is quite unsatisfactory. 

An important condition for the inflow of investment in the country is the stability of the legislative base, compliance with legal norms, and stringent law enforcement. Laws may be better or worse, and it is possible to tolerate on condition that they will not constantly change. 

Over the years of reform, there was practically recreated the legislative base of a market economy. However, many problems in this area are still unresolved. For instance, the work on the Tax Code has not been completed yet; the new Land Code has not been approved yet. Russia still lacks a law on the registration of legal entities, although this procedure is most prone to corruption. The most acutely is felt the absence of a law stipulating the procedures of possible nationalization and setting reliable guarantees for the owners of property subject to nationalization. 

The laws regulating the investment activities are seriously flawed. In the area of law making, a frequent occurrence is the adoption of norms used in other legal systems or states with different level of institutional and cultural development. 

Many laws are mismatched, contain mutually exclusive norms, moreover, such norms may be often found in the framework of the same law. An illustrative example is the discrepancies between the stipulations of the key laws in the area of investment: the law “On the investment activities in the RF,” “On foreign investment in the RF,” “On investment implemented in the form of fixed capital investment,”  between the tax legislation and the law “On production sharing agreements.” These laws, for instance, set different tax rates for the same types of activities and differently define the conditions, under which investors should be protected against unfavorable tax changes during the implementation of their projects. Frequent amendments in the legislative acts currently in force is not well thought out and often amendments aimed at the resolving of short term problems undermine legislative stability. For instance, in order to reorganize ARCO, which was created as a joint stock company, and turn it out in a not-for-profit organization, a stipulation allowing to transform joint stock companies in not-for-profit organization was added to the Civil Code. This amendment has destroyed the existing concept of the RF Civil Code, which clearly discerned commercial and non-commercial organizations where participants were granted principally different rights with regard to participation in the management of respective legal entities, dividends, and property in case of their liquidation. 

A destabilizing factor of entrepreneurial activity is also the discrepancy between the federal and regional legislation. 

Some very important spheres of business and relations arising on their base are either practically outside the legislation currently in force, or are insufficiently regulated, what results in numerous economic and judicial collisions. First of all, it concerns the problem of the legal regulation of the modern communication systems comprising mobile systems, Internet, interactive mass media, etc. At the same time, this is the most rapidly growing sector of the domestic economy. It is also necessary to ensure an effective mechanism of the legislative regulation of access to, turnover of, and use of commercial information. 

In the framework of the general improvement of the investment climate at the legislative level, there should be resolved the problem of proper registration of activities of foreign capital in the Russia’s territory, guarantees of inviolability and freedom of export of foreign capital and profits by non-residents from the country. It is impossible to create serious incentives for the inflow of foreign capital in Russia without taking serious steps in this direction. 

The institution, on which any economic model of the market type is based, i.e. the institution of private property and specification of ownership rights on the whole, also needs to be modernized in terms of legislative registration. It is also necessary to improve the stipulations of the Civil Code in order to bring them in accordance with the requirements of modern contractual law and create a legislative base for the introduction and effective use of the institution of the private property for land.  

In terms of social stability, it is very much important to take measures aimed at the elaboration of legislative mechanisms of registration and functioning of the system of mortgage crediting, fixation and guaranteeing of the results of the industrial privatization. The constant threat of the review of the results of privatization creates an impregnable barrier for potential investors, although, as a rule, the most successful privatized companies evoke the most wide public response. The transition of administrative bodies to a simplified system of registration, control, and oversight with regard to enterprises, a gradual transition to the notification principle of relations between the business and the authorities, limitation of officials’ powers to interfere in commercial operations of enterprises would be a positive signal for both domestic and foreign investors. The practical experience reveals that an important problem concerning the relations between the business and the authorities in the country is the unification of key principles and mechanisms of the regulation of commercial operations in regions at the legislative level. Administrations should elaborate and introduce maximally transparent and effective mechanisms of the use of the state property, otherwise it would be impossible to ensure equal rules of competition for all market participants, taking into account the possibilities the state still disposes of.

Law No. 160 FZ “On foreign investment” has failed to clearly define the registration procedures for commercial organizations with foreign investment. It permitted the federal structures to arbitrary interpret the legislation currently in effect and practically deprive regions of the right to register such organizations. The law has abolished the previous procedure of registration of organizations with foreign investment allowing the authorities of RF subjects to register enterprises with authorized capitals below Rub. 100 thousand at the place of their location, while enterprises with authorized capitals exceeding Rub. 100 thousand should be registered at the State Registration Chamber. The amended law vests the responsibility to register organizations with foreign investment with the Ministry of Justice. At present, the State Registration Chamber has the necessary jurisdiction; however, it may fail to register all enterprises with foreign investment established in 89 Russia’s regions. Besides, only large organizations may easily bear the costs associated with the visit to Moscow in order to register an enterprise, while these costs may be too high for small and medium sized enterprises.  

Therefore, the stipulations of the law concerning the creation, liquidation, and amendment of founding documents of organizations with foreign investment are incomplete and shallow. They infringe on the RF subjects’ rights relating to the registration of organizations with foreign investment and, moreover, can not be applied until the federal law on the registration of legal entities is approved. The impossibility to apply these stipulations resulted in the legal vacuum preventing the creation of organizations with foreign investment.  

Directive letters issued by the State Customs Committee instruct regional customs offices not to grant customs privileges to enterprises registered in RF regions. Since these organizations had been duly registered by competent regional authorities, the requirement to additionally register with some other registering agency has no legal force. The unlawful requirements set by the RF State Customs Committee and the RF State Registration Chamber threat the investment climate, since the abolishment of tax benefits associated with equipment imported by investors considerably deteriorates the conditions of investment.

In the course of discussions on the unfavorable investment climate in Russia, it is often referred to the excessive tax burden. In fact, although it is rather significant, the tax burden is not much heavier than in the majority of European countries. The problems are related rather to the determination of the tax base, than high tax rates. For instance, the rate of deduction of the expenses associated with the training of personnel and advertising from the tax base is significantly below the actual expenses. The allowances for accelerated depreciation are insufficient. Apparently, this situation prevents investment in high-tech industries, which require massive investment, constant renewal and improvement of equipment, as well as the training of highly skilled personnel. 

Even more serious than tax burden is the problem that enterprises are not protected from the arbitrary rule of tax and customs agencies. Wide gaps and serious discrepancies in the tax legislation result in the zones of legal ambiguity. Taking into account the fact that only the state can regulate tax relations, in the situation of chronic budget deficit taxpayers fall under a heavier press of tax agencies. The difficulties encountered in the process of obtaining necessary information about interpretations of changes in the legislation, frequent occurrence of amendments unjustifiably increase costs associated with the monitoring of the legislation and increase fiscal risks, which are a major component of unfavorable appraisal of Russia on the part of investors. The share of risks associated with changes in the national legislation in 1998, 1999, and 2000 made for Russia 22, 18, and 16 per cent respectively, while the average indicator for EU member countries was below 3 to 4 per cent
. 

The Tax Ministry, which lacks the technical capability to cope with the monitoring of the whole totality of taxpayers, has to focus on the most profitable and well known enterprises. This group is in an unequal position with regard to other economic agents. 

The policy aimed at the stronger pressure on those who pays, especially foreigners, is the priority policy of the Tax Ministry in the situation where a considerable part of the industrial sector has collapsed, but has not been reorganized yet. The practices comprising individual agreements with large taxpayers about payment terms not stipulated by the legislation, write-offs of accumulated payment arrears, and influence of lobby groups undermine the stability and sufficiency of budget revenues and are an additional burden on conscientious taxpayers. These unequal positions of different economic agents result in the negative selection of economic agents and narrower tax base. 

Problems of political institutions in Russia. The most important component and a necessary condition for the development of modern business is an efficiently functioning judicial system. At present, the court practices in Russia are in many respects still basing on the Soviet traditions. At the same time, the present realities result in the fact that the changes underway in Russian courts are not to the better. 

Today, the judiciary in Russia is not independent enough; therefore, investors can not be sure that their rights and interests would be protected in accordance with the letter and the spirit of the law. Entrepreneurs clearly understand this fact and do not waste time in courts, what results in enhancing criminalization of business relations and decreasing business activity. The fact that courts of different instances are overburdened results in an extremely slow administration of justice, farther deterioration of the efficiency of the system as a tool for the settlement of conflicts, and increased attractiveness of alternative regulators. 

Yet another serious problem is related to the practice of enforcement of court rulings. In spite of the fact that after the approval of the Law “On Execution Procedure” the situation somewhat improved, many problems remain unresolved. For instance, bailiffs lack the authority and means to search for debtors’ property; therefore, the search for the aforesaid property becomes the responsibility of plaintiffs, who have already borne substantial legal expenses. Besides, serious problems arise in the course of the execution of the rulings passed by arbitration and international courts (for instance, the Stockholm Arbitration Court). 

Today, a pressing problem is the judiciary reform. In the general framework of the reform, it would be feasible to create mechanisms allowing to protect courts from the influence of regional elites. It is also important to stimulate the development of the system and practice of arbitration courts as the most effectively operating system of legal protection of enterprises at present, and to expand their jurisdiction and powers. 

At present the overlapping existence of general jurisdiction courts and arbitration courts creates problems related to the determination of jurisdiction. The cases of the same type are tried in different courts (general jurisdiction or arbitration courts) depending on the fact if the parties are legal persons or individuals (citizens entrepreneurs), what does not ensure the uniformity of application of legal norms. The existing forms of procedure do not stipulate a special procedure for minor disputes. There is no court specialization depending on categories of cases, what could ensure the proper competence of judges for the examination of complex economic disputes.

Alongside with the reform in the legislative sphere, it is also necessary to implement an institutional reform. In terms of economy, it may be understood as the ensuring of equal competitive conditions of running a business for all participants of the market. In this connection, the most pressing problem is the increase in effectiveness of implementation of anti-monopoly legislation and responsibility of respective competent law enforcement agencies. 

At the level of the executive branch of authority, there should be implemented a complex of measures aimed at the elaboration and use of open and transparent mechanisms of allocation of budget funds at all levels, ensuring of equal access (via tenders) to all state owned resources which may be used for commercial purposes, limitation of legal opportunities to use the administrative resources for business purposes, improvement of the methods of control over the implementation of uniform norms and requirements of the legislation currently in force (including tax, administrative, civil, etc.) for all market operators. All these obviously needed transformations may be implemented only in the course of massive institutional reforms.  

The reform of the structure of power and state governance plays a special role in the framework of institutional reforms. The objective situation, which has formed in the country in the last years, is an evidence that the system of power needs an effective mechanism constraining the legislative initiative of RF subjects in case it contradicts the federal legislation and the Russia’s Constitution. If the official data are to be believed, in early 2002 on the average more than 26 per cent of legislative and normative acts in force in the RF subjects were not in compliance with the RF Constitution, while 38 per cent of such acts infringed on the principle of delimitation of powers between the federal center and regions
. 

It shall be noted that not only the activities of the federal authorities determine the country’s investment climate. The position taken by the local authorities with regard to foreign capital is a key factor of the investment climate. Many regions recognize the usefulness of external investment, therefore they grant investors tax exemptions and other privileges. While in the first half year of 1998 only 5 RF subjects had special laws concerning foreign investment, at present their number makes 45. The major type of incentives stipulated by such legislation are fiscal privileges (concerning the payment of taxes due to regional budgets). However, only first steps were taken in this sphere, and the general picture of the Russian Federation looks rather mixed. Looking closer at the situation, the impression is that Russia is not a single state, but a mix of feudal princedoms with specific regime in each of them. The latter circumstance places Russia at a disadvantage as compared with, for instance, China, which became a symbol of success in terms of inflow of foreign investment in the last years. 

In spite of all the difficulties a potential investor faces in Russia, the situation seems to improve. The achievements of the last years include the approval of the second section of the Tax Code, a decrease in the tax burden on businesses, changes introduced in the Administrative Code with regard to the responsibility and competence of public officials. This year, the flat tax scale was introduced in Russia, what also should facilitate the inflow of foreign capital. There was also announced the transition to the unified system of collection of customs duties and charges. Mass media and governmental agencies actively discuss the issue of liberalization of currency regulations in the economy, what also should be positively evaluated by foreign investors. 

On the whole, since recently the authorities have demonstrated that they understand the urgency of their tasks as concerns the improvement of investment climate. It is important that this understanding would focus on the fact that the majority of problems described in this chapter are not exceptional problems of foreign capital in Russia, and that the resolving of these problems answers first of all the common interests of Russia and foreign investors. 
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