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PROLOGUE

I chose this topic for my masters thesis for two reasons.  First, as a foreigner to Russia (and an American at that) the legal angle regarding foreign investment really took into account both Russian and international perspectives and represents a topic applicable for a powerful comparative analysis.  Second, and most importantly, I chose this topic because I believed and believe today that this topic is essential: Russia cannot economically grow unless it procures investments and develops its deteriorating infrastructure.  Domestic capital in Russia is minimal and domestic players seem more interested in funneling profits overseas (estimated at up to $28 billion a year) than investing domestically.  Foreign investment is the only answer.  In an Independent Russia still entangled in the web of its inherited Soviet administrative structures and mentalities, addressing the legal parameters of Russia’s foreign investment woes logically entails a paramountly important task.  I would like nothing more as a person, a student of Russia, and a legal scholar than to help in the Russian Federation’s transition process.  I hope this thesis contributes positively to this end.

Many individuals have helped me in writing this thesis, but first and foremost is my university adviser Andrey G. Lessitsyn-Svetlanov.  Mr. Lessitsyn-Svetlanov guided me through all the avenues of this project—intellectual, practical, and organizational.  I owe him greatly for his time and attention.  Dr. Vladimir Mau of the Working Centre of the Russian Government and the Institute for the Economy in Transition also impacted the evolution of this paper, particularly with his comments regarding Russian regulatory institutions.  I must extend my appreciation for The Institute for the Economy in Transition as a whole, without which this project’s organization and research would have never developed.

I must also thank the United States Department of State and the Fulbright Program of the United States for providing me with an amazing opportunity to study and research in Russia as a Fulbright Scholar.   

CHAPTER ONE. INTRODUCTION
The Russian Federation lacks foreign capital investment.  The lack of this international capital gravely hinders Russia’s economic progress in the post-communist era.  These two facts are clear and indisputable.  The consequences of this reality cannot only be seen in statistical data
, but can also more importantly be seen in the everyday struggles of the vast majority of Russians with decaying infrastructure, substandard healthcare facilities, and the lack of much needed credit instruments; just to name a few.  As all travelers know, such problems become much more pronounced and dire outside of Moscow and further into Russia’s vast regions.  Many aspects probably create this reality: political, macro-economic, social, etc.  However, without disregarding any of these broad influences upon the lack of financial investments, this paper focuses on one factor of paramount importance-- laws.  

Objectives of this paper  

This paper looks into the reasons for this investment phenomenon, but from a strictly legal standpoint.  It is too simplistic and oftentimes misleading to simply say that Russian laws are inadequate, that the judicial system is corrupt, or that no corporate governance standards are enforced.  A much more difficult task, the one this paper incorporates, is to uncover the specific legal points or statutes that create this highly risky, inhospitable investment environment.  

Russian investment law in the broad sense, and the public organs that enforce it, must address the risks for foreign investors in order to attract international capital.  The extent to which the Russian investment system is able to do so, presents the central question this paper tackles.  This paper aims to uncover the areas in which the investment laws of the Russian Federation, and the agencies that enforce them, fail to relieve the risks of foreign investors.  The goal to locate, to as high a degree as possible, the areas (or even specific legal documents) that either lack a pro-active mechanism or even directly impinge business growth, is central to this paper.     

  The Argument
This thesis argues that, although Russia’s investment-related laws are generally well written in regards to detail and content, the lack of a proactive mechanism and purpose behind the law increases the likelihood of manipulation and opportunism by members of the public agencies that administer the regulations as well as by domestic business entities.  This paper, however, is not interested in further developing the understanding of why such self-interested, opportunistic behavior occurs in Russia (political science and economics experts tackle this problem regularly
).  The argument maintains that specific elements and even statutes of certain laws and orders empower such regulatory abuse because they do not clearly convey their purpose(s) and do not contain any type of pro-business, proactive mechanism.  The absence of this mechanism or process increases opportunities for self-interested abuse by both domestic economic agents and government agencies.  This abuse raises the non-market risks for foreign investment in Russia.  Consequently, foreign investors avoid the Russian market—a reality that impacts almost every facet of the Russian Federation’s development.  
On the other hand, this type of proactive mechanism has evolved to become the foundation of American regulatory law.  The laws and acts that empower the American agencies that regulate business activity embody a sense, or purpose, of helping and assisting business development and growth.  The 1979 Export Administration Act exemplifies this pro-business purpose.  Although Chapter Three of this report discusses in detail the important statutes of this Act, and other American regulatory laws, it is nonetheless important to note that this law embodies a key sense: to support market activity and not to prevent export.  This pro-market nature not only clearly arises in the Export Administration Act itself, but also in the many Senate hearings discussing it as well as Judicial decisions pertaining to it. Over and over again—support of market principles is stressed in spite of the fact that the United States of America’s legal system has from its genesis been oriented and completely revolves around free-market principles.  Nonetheless, the Export Administration Act, and in general other American regulatory documents, clearly conveys a pro-business purpose and support for market mechanisms.  Chapter Four of this essay unquestionably illustrates that this support is far from the case in the Russian Federation’s regulatory documents.   Russian regulatory laws (the law from 07.07.93 “Of International Commercial Arbitration” is a pertinent example) do not stress a clear market orientation in a post-communist Russia that, unlike the U.S.A., has had very little experience in market economics.   The active nature and market orientation of U.S. regulatory law lowers the type of non-market risk that foreign investors face in a Russia inexperienced with market mechanisms and operations.  Therefore, American regulatory law bolsters a hospitable investment environment that attracts foreign capital.
The initial research conducted for this thesis indicates that the primary concern of international investors is the aversion of non-market risk
 
.   “Non-market” risk generally entails the involvement of non-economic factors, such as political or administrative meddling.  However, since every market economy depends on government regulation of some capacity (Hong Kong, for example, being at one end of the spectrum with little regulation while Japan can be placed at the other end), a certain element of “non-market” risk always exists.   A nation’s legal system, at least one that succeeds, needs to minimize such “non-market” risks and create an equal regulatory and legal field.  Successful free-market economies that attract foreign capital must logically administer a legal system that suppresses non-market manipulation, particularly by the country’s own public regulatory organs.

Each legal system must address three broad groupings of investment risks for foreign investment associated with government-led market economics: 1) regulation of relations without bias (contracts, agreements, as well as competitive enterprises) between foreign investors and their domestic partners; 2) investor relations with government bureaucracies and organs; and 3) capital control and corporate governance issues.  Each of these broad risk groupings will be explained in detail later in the paper, but in general they constitute the main risks associated with foreign investment, particularly in an emerging market plagued by extremely high levels of bureaucratization like Russia’s.  

The high level of bureaucratization in Russia remains the defining feature in the Russian legal and economic landscape. Consequently, unless Russian laws directly strike at the core—bureaucratic functioning—their effectiveness will be limited at best.  Russian laws and executive acts are generally written well, even to a point of copying international models.  These laws, however, simply lack any active pro-business device, nature, or aura, particularly one that clearly forces bureaucratic regulatory compliance.    The majority of Russian laws pertaining to investment are restrictive in nature and create obstacles, or “administrative hurdles,” for businesses.  Russians laws, particularly in comparison to their American counterparts, fail to empower investors to “create wealth” or expand activities.  This paper argues that the lack of this proactive mechanism, from a strictly legal standpoint, raises the perceived risks of foreign investors and consequently hinders much needed foreign capital investment in Russia.    

The Approach

This paper supports the conclusion stated above through a comparative legal analysis of the Russian Federation and the United States of America.  The case study of the United States was picked for two reasons.  First, the regulation of investments in the U.S.A. is oftentimes cited as being effective for procuring foreign investment.  Statistical data supports this position firmly—foreign firms have made their mark on almost every American sector.  Second, the United States represents the country that Russians oftentimes cite as the present liberal economic power and thus a good case scenario for analysis.

            The methodology used to highlight the differences in the ability of each country’s law to minimize risk is two-tiered.  First, Chapter Two of this paper discusses each of the three main risk stimulators discussed above.  Chapters Three and Four look through this “risk-stimulation” angle in order to analyze the affect that the United States’ and the Russian Federation’s written documents have on foreign investment (more detail provided below in Paper Outline section).

 This paper pays particular attention to the organs or agencies that administer the laws and the statutes that govern their organization.  From the point of view of this report, Russia’s highly bureaucratized economic regulatory system forces one to pay particular attention to public organs that regulate commercial enterprises.

Paper Outline

Specifically, this paper is broken into three main body chapters.   Chapter Two addresses each of the three main risk stimuli for international investors in Russia.  This chapter delineates into four sections.  Section 1.1 considers the first main risk stimulator—risk of biased public regulation in favor of domestic agents.  Section 1.2 uncovers the second main risk stimulator-- investor relations with government regulatory organs.  Section 1.3 addresses the final main risk stimulator for foreign investors in Russia—corporate governance and capital control.  Section 1.4 argues, from a legal standpoint, that a proactive mechanism and clear purpose behind the law greatly reduces all three risk stimulators mentioned above.  

Chapter Three addresses U.S. regulatory law and in particular the manner in which this regulatory law succeeds in structuring a proactive mechanism that reduces “non-market” risk for foreign investment.  Understandably, this paper cannot analyze all of America’s regulatory agencies.  Chapter Three uncovers the proactive role and purpose of five American regulatory agencies that play a vital role in business affairs.  Chapter Four highlights the Russian investment legal landscape and its failure to incorporate a proactive mechanism to aid business entities.  In similar fashion, this report cannot address the regulatory activity of all Russian Federation agencies.  Chapter Four contends with five key Russian regulatory agencies.  Although other agencies fulfill vital functions in the regulation of commercial enterprises, the analysis of the legal foundation of these five organs provides ample evidence of the lack of a proactive mechanism and clear purpose behind regulatory activity in the Russian Federation.  Chapters Three and Four delineate into two main sections.  The first section of each chapter covers the general laws that govern business regulation in each country.  The second section in Chapters Three and Four analyzes the agency-specific laws of the United States and the Russian Federation, respectively. 

            Chapter Five quickly addresses international conventions and agreements.  This Chapter displays that although international conventions and agreements can play an important role in minimizing risk, they are only effective when the domestic legal regime provides adequate support.  This paper argues that in Russia’s case, the domestic regulatory law simply does not fundamentally support investment-related international conventions and agreements. 

CHAPTER TWO. MAIN RISK STIMULATORS FOR FOREIGN CAPITAL INVESTORS

Foreign investment, like all forms of investment, is based on a profit maximizing risk calculus.  Without venturing into the world of economics and decision-making psychology too deeply, “risk” represents a key factor that decides capital allocation in market economies.  The higher the risk, the greater the possible gain or loss.  Commercial entities (as well as public and non-profit agencies) allocate their investment funds based upon the given risk they are willing to encounter.  This process is logical and fairly straightforward.  However, the calculation of “risk” represents a more ambiguous venture. Thousands of financial services companies, including all major investment banks, spend a large part of their operating costs on researching and developing strategies to deal with analyzing “risk.”  Nonetheless, “risk” constitutes many factors and forces that play a role in the psychological viewpoint of investors and economic agents regarding the profit-generating potential of a given investment
. This viewpoint, regardless of its accuracy, determines capital allocation in a market economy.  The forces that shape this viewpoint can be superficially broken down into two groups: market and non-market.  Market forces constitute fairly straightforward aspects—gain/loss potential, product marketability, niche exposure, infrastructure development, etc.  The purely economic and financial viability and profit-making potential of a given investment generally defines its market risk.  On the other hand, non-market risks entail processes that are not economic in nature, such as political stability, weather patterns, and most importantly—the topic this paper addresses, legal protection.  

The initial research conducted for this thesis indicates that the primary concern of international investors in Russia is the aversion of non-market risk
 
. However, since every market economy depends on government regulation of some capacity (Hong Kong, for example, being at one end of the spectrum with little regulation while Japan can be placed at the other end), a certain element of “non-market” risk always exists.   A nation’s legal system, at least one that succeeds, needs to minimize such “non-market” risks and create an equal regulatory and legal playing field.  Successful free-market economies that attract foreign capital must logically administer a legal system that suppresses non-market manipulation, particularly by the country’s own public regulatory organs.

Each legal system must address three broad groupings of non-market risks for foreign investment: 1) regulation of relations without bias (contracts, production sharing agreements, etc.) between foreign investors and their domestic partners; 2) investor relations with government bureaucracies and organs; and 3) capital control and corporate governance issues.  In general, these three groups constitute the main risks associated with foreign investment, particularly in an emerging market plagued by extremely high levels of bureaucratization like Russia’s.  

The reality of harsher non-market risks in Russia in comparison to other countries is based on two main elements that this paper addresses in detail in Chapters Three and Four.  First, Russia’s high level of bureaucratization, a structural aspect it inherited from the Soviet command economy, impacts all facets of commercial regulation.  A greater role for regulatory organs in Russia increases the possibilities for greater non-market risks for foreign investment.  Second, a lack of a pro-market, capitalist tradition hampers economic relations and further enhances non-market risks in the Russian Federation.  N. Voznesenskaya of the Russian Academy of Sciences stresses that a lack of understanding in the Russian legal system regarding the norms, principles, and processes that rule international market economics distorts business regulation and negatively affects investment
.   This paper addresses this subject in detail, but the general nonexistence of this pro-market tendency substantially increases non-market risks for foreign investors in Russia, especially in comparison to investment in other countries that enjoy strong capitalist traditions. 

This Chapter is broken up into four subsections in congruence with the three main risk stimulators.  The first three sections (2.1-2.3) discuss the three main risk stimulators outlined above and the particular importance foreign investors attach to each risk.  The fourth section (2.4) clarifies an essential legal factor necessary to minimize such risk: a clear and direct proactive mechanism and purpose behind the law.  This clear purpose and proactive mechanism is central to this paper and to the analysis of the following chapters.

2.1 Relations Between Foreign Investors And Their Domestic Partners

This section addresses the first main risk stimulator for foreign investment: the regulation of relations between foreign investors and their domestic partners.  Unfair and biased preference for domestic commercial entities represents one of the most paramount fears for foreign investors.  Every domestic legal system, to some extent, employs practices that advantage domestic capital vis-à-vis foreign capital.  The existence of this bias is logical: domestic entities are well positioned, particularly originally, to lobby lawmakers.  However, the globalization of capital flows in the recent past
 forces the standardization and leveling of domestic legal enforcement processes.  The creation of a handful of international organizations (GATT, WTO, UNICTRAL, etc.) represents a direct response to the globalization of capital flows and the general development of an international trade regime.  Nonetheless, in the final analysis nothing can replace the domestic legal system (at least not yet).  Global capital allotment is decided largely based upon the given “risk” of an investment, and since legal protection is a risk factor it consequently impacts capital allotment. Global capital flows data definitely support this fact.  For example, nations ranked by the Heritage Foundation’s “index of economic freedoms” as having low legal system functionality correspondingly rank as nations with low levels of foreign capital investment
.  This correlation certifies the importance of “legal systems” in general, and laws in particular, in minimizing risk and impacting capital flows.   This correlation between a lack of perceived legal protection and low foreign capital investment also reflects the fact that many legal procedures still manifest biased preference for domestic agents.  These biased procedures include: more strenuous regulatory requirements enforced against foreigners, more relaxed tax collection imposed against domestic agents, more strenuous licensing and registration processes for foreigners, and so on.  

This risk is almost always one of the first to arouse investor apprehensions about investing in Russia.  The preliminary interviews conducted for this report indicate that fear of biased exposure, particularly to unwarranted regulations, ranks as the highest concern for foreign investment projects.  The Russian business environment is infamous for being plagued by biased, unrealistic regulatory and legal standards that domestic agents have a clear advantage in averting.   Many of the roots of this problem are political—domestic agents in Russia are in a better position to both lobby lawmakers and avert regulators.  However, a legal angle to this risk is also apparent.

Contract law especially reflects this risk.  Contracts and the enforcement of contract laws represent a particularly important element in a legal system’s attempt to subside the fears of foreign investors.  Contract law is “the glue that holds together business relations in an environment otherwise dominated by anarchy
.”  In essence, reliable contract law standardizes business procedures and reduces the risk or transaction costs of business activities.  Standardized contract law and the effectiveness of contract completion and enforcement represent a vital investment criterion for foreign investors.  This criterion, in essence, either raises or lowers the perceived cost of the investment.  Therefore, a more effective contract regulation environment enhances the investment potential of any country.  In the case of Russia, a perceived biased contract regulation environment negatively affects investment procurement. 

2.2 Investor Relations with Government Bureaucracies and Organs

Intense government meddling through bureaucratic regulation, the second main risk stimulator for foreign investment, inherently relates to the first risk.  In every government-regulated market economy an international investor faces regulation of some sort.  In a Russia that inherited the bureaucratic machine of the Soviet Union, any business entity encounters immense regulatory processes.  These regulatory and bureaucratic processes not only raise the cost of initial investment and the business transactions that follow, but also completely deter many transactions from being arranged and completed in the first place.  

Avoiding outright any legal regulation of business activity is impossible. The United States, like all West European and other market economies, regulates business activity to some extent.  However, the manner and level of regulation differs throughout the Western world.  For this paper the manner rather than the level of regulation is central.    The USA regulates business, relatively to some Asian and Middle Eastern market economies, to a high level.  Russia, in large part due to its inherited bureaucratization, also regulates commercial activity strenuously.  However, the “manner” in which each country regulates business activity differs and represents a key risk stimulator for foreign investment.  

The legal relationship (as indicated by written laws, executive orders, etc.) between public bureaucracies and commercial entities in general, and foreign investors in particular, constitutes this risk stimulator.  Laws that deal with licensing and registration clearly highlight this relationship between foreign investors and government organs and how it affects foreign investment.  

Licensing and registration processes clearly portray the burden commercial firms will face upon initiating and then running operations.  Foreign investors particularly fear the higher transaction costs associated with licensing and registration processes.  The small group of experts interviewed for this study clearly supports this fact.   

Specifically, two failures in the laws and edicts that outline the registration and licensing procedures vitally impact foreign investment.  The first failure entails a lack of clear purpose or desired outcome from licensing and registration.  This failure is broad in nature.  In general, the nonexistence of a stated purpose or desired outcome in a written law embodies this failure.  The second failure entails the opposite—burdensome regulations characterized by many technicalities and loopholes.  Legal technicalities that are unclear and burden the commercial entity or the investment project with greater costs
 highlight this failure in written laws, orders, etc.  

2.3 Capital Control and Corporate Governance Issues

 Lack of established corporate governance controls—loosely defined as control over managerial decision making and corporate asset allocation—presents the third main risk stimulator for foreign capital investors.   So many papers and studies cover this issue
 that this paper feels it cannot uncover anything more substantial regarding this risk.  Even an Institute for Corporate Governance Justice has been established in Moscow in response to this problem.  

The lack of corporate governance control and a tradition of maximizing shareholder interests particularly scare foreign investors away from already established enterprises.  This risk represents the greatest problem for minority-share investment.  Minority shares do not allow international capital to outright control management.  However, unlike in the West (where corporate governance law and traditions are firmly rooted), in many cases in Russia minority-share holders fear that they cannot pressure management into following profit-maximizing behavior.  The experience of the early-to-mid 1990s in Russia justified this fear and affirmed the wide prevalence of this risk.  Many enterprise managers engaged in far-reaching asset fraud and stripped their enterprises of their worth and profit-potential.  Many of these enterprises had foreign-based minority shareholders who consequently lost most if not all of their investment. 

2.4 The Common Legal Element

Many forces create the above three main risk stimulators for foreign investment.  Political economic as well as social conditions undoubtedly represent key factors, ones that are unfortunately difficult to control and change.  However, from a legal framework one element clearly arises—lack of clarity in purpose and the nonexistence of an aiding mechanism for foreign investors.  

The nonexistence of this element in the written legal documents of a given country hightens all three main risk stimulators.  Without a mechanism to aid foreign investors written into the law, both domestic economic agents as well as regulatory agencies enjoy greater flexibility in securing their interests.  Consequently, the lack of this element gravely hightens the first and second risk stimulators for foreign investment.  American regulatory laws and edicts clearly state their pro-investment purpose and in most cases provide a direct proactive mechanism to aid commercial entities in general, and foreign investors in particular.  Russian laws and edicts, on the other hand, offer very detailed regulatory processes but fail to state a clear pro-investment, pro-business purpose and to empower a helpful mechanism.

CHAPTER THREE. UNITED STATES REGULATORY LAW AND THE PROACTIVE MECHANISM

This chapter uncovers the manner in which American regulatory law minimizes the type of non-market risks that deters foreign investment in Russia.  Analysis of the regulatory landscape in the United States reveals that American regulatory law encompasses a proactive mechanism that clarifies investment procedures and aids foreign investors.  This proactive nature may have taken many years to evolve, but it is nonetheless a defining element in America’s present regulation of business affairs.  

This chapter discusses two categories of American regulatory law that deal with foreign investment—3.I) general regulatory law and principles and 3.II) agency-specific regulatory agency law.    Section 3.I outlines the general principles that permeate all or most United States legal acts in regards to foreign investment and commercial regulation.  This section highlights the overall proactive purpose embodied in U.S. investment law.  Section 3.II deals with the specific laws that grant the main regulatory agencies their legal right to regulate.  These agency-specific laws, as well as the agency issued orders and acts that relate to them, directly empower the USA’s regulatory agencies to proactively assist commercial firms, particularly foreign firms and investors.    

3.1: General Investment Principles

Although no clear equivalents of Russian investment laws exist in the United States, it is nonetheless important to note two legal concepts that play the defining role in the evolution of American investment law and how these concepts target the risk stimulators this paper considers negative for foreign investment procurement.

            The autonomy of regulatory agencies represents the first legal concept that has evolved to play a defining role in the investment sphere.  Foreign investors, like their domestic partners or competitors, are assured to a great extent that American regulatory agencies work highly independently from other federal, state, and local power centers, particularly in commercial regulation.  A slew of American laws support this claim, including the 1938 Food, Drug, and Cosmetic Act; the 1934 Securities Exchange Act; and the Export Administration Act of 1979 Reauthorization. All these acts allot their respective regulatory agencies the autonomy to oversee business activity independently of political meddling.  Also, a number of U.S. Supreme Court cases fully enforce the autonomy and independence of regulatory agencies operating in the commercial and investment spheres.  The Supreme Court of the United States, through cases such as McCullugh v. Maryland, repeatedly blocks the interference of local, state, and federal government structures in the agency specific regulation of commerce.   Consequently, the standards set by these regulatory organs maintain a highly apolitical nature (nothing, understandably, is completely beyond political reach).  This fact comforts foreign capital investors because apolitical (above politics) standards tend to be fair regardless of the origin of the entity or at the least are relatively consistent.

            The second legal concept in general American investment law that plays a defining part in the investment sphere is the special attention given to international capital.  Almost without exception an international relations division or office exists in every major U.S. regulatory agency at the federal level.  This fact underscores two factors that American investment law values.  First, American law and the business and investment community it in the end represents understand the importance of foreign investment in the development and maturity of the U.S. economy.  America’s relationship with Japan and Japanese investments clearly supports this fact.  Even though public outcries over the high level of Japanese investment in the United States mushroomed during the late 1980s, U.S. government organs took no legal actions against Japanese enterprises
.  And second, special attention must be given to non-domestic investors because of the bias they may face from domestic regulatory agencies.  This second factor will be highlighted later in this Chapter.

3.2 Agency-Specific Regulatory Law

Many federal, state, and local government agencies in the United States are involved in the regulation of commercial activities.  However, in the sake of a thorough analysis this paper reviews five main government organs.  These organs were picked for their particularly important role in the regulation of business activity, including international commerce and investment.  On the federal level five main organs regulate business activity, set the standards for product quality and workplace safety, and enforce those standards.  This section, consequently, breaks into five parts (3.1-3.5).  Each part addresses the regulatory history and evolution of a given federal agency, as well as highlights the proactive legal nature that supports the given agency’s commercial regulation, with particular emphasis on foreign business activity.  

3.2.1 FDA—Food and Drug Administration.

The Food and Drug Administration (FDA) of the Health and Human Services Department is the largest American regulatory agency.  The FDA oversees the production, export and import, and the sales of all food, drink, and drug-related products in the USA.  The FDA regulates over $1 trillion of products a year (25% of all money spent in the USA).   Consequently, the FDA’s size and reach means that almost all commercial entities operating in the United States must deal with the FDA’s regulation in some shape or form.  

A)    FDA History and Legal Evolution
The 1906 Food and Drug Act and later the 1938 Food, Drug, and Cosmetic Act empower the FDA to inspect, certify, and enforce its decisions upon commercial entities.  The basis for the FDA and the expansion of its powers follow a shift in American economic focus from the pro-industrial growth that dominated the 19th century to the pro-consumer health standards that is a cornerstone of 20th century American economic development.  The United States formed the FDA as an institution and regulatory agency during the beginning of the 20th century-- a transition period from a burgeoning democracy to an expanding working class-based pluralism. 

B)     How the FDA works—Mechanism.
The FDA decides on whether to allow new products to enter the market.  The

FDA accepts applications for new products, particularly in the pharmaceutical sector.  The FDA then conducts its own tests on the products.  The FDA’s long testing procedures are oftentimes blamed for the long time it takes new drugs to enter the American market.  Also, the FDA inspects up to 15,000 food, drink, or drug facilities a year.  If the FDA finds a faulty product, it follows the following procedure—issues a warning to the company, if the company by itself does not remedy the problem then the FDA asks for a recall, and can also begin civil and criminal procedures to force a company to comply.  

C) FDA’s Legal Foundation for Enforcement and Proactive Evolution.

In accordance with the above mentioned tendencies in American economic evolution (political and social as well), the 1938 Food, Drug, and Cosmetic Act clearly highlights the shift toward greater responsibility to the consumer masses.  The prologue to the 1938 Law proposes a clear purpose for FDA regulation: pro-business growth but not at the expense of consumption safety.   This prologue from the very beginning provides clarity in the formation of FDA regulation for commercial entities affected, including foreign firms and capital investors. 

Many legal cases in the United States further strengthened this clear purpose.  The U.S. Supreme Court Case of U.S. v. Dotterweich in 1943 strengthened the legal power of the FDA by making company officials responsible for false product labels or harmful product content.  From the early 1940s onward, the FDA regulates commercial entities operating in the food, drug, and cosmetic sectors based upon the “pro-consumer” foundation.  Nonetheless, based upon the prologue as well as other statutes in the 1938 Act, the FDA mandate nonetheless remains to regulate with an intention of growing businesses rather than restricting them.

New developments in FDA regulations during the last 30 years support this pro-business growth mandate.  Such developments include the initiation of pro-active programs, especially for sanitation standards in food production facilities.  The FDA has stressed that its future regulation will become more streamlined, pro-business, and pro-active rather than restrictive.

3.2.2 OSHA—The Occupational Safety and Health Administration.
            The Occupational Safety and Health Administration (OSHA) of the Department of Labor represents the second main U.S. federal regulatory organ for the industry in question.  OSHA sets the standards and regulates the compliance of commercial entities in about 60 workplace-related issues; including control of hazardous materials, hazardous communications, video displays, and workplace fire safety.  

A)    OSHA history and evolution.
OSHA’s legal standing is rooted in the Occupational Safety and Health Act
signed by Richard Nixon in 1970.  Before OSHA took place as a U.S. regulatory agency, the Labor Department haphazardly attempted to regulate workplace safety.  The creation of OSHA was an answer to criticism that workplace regulation was not controlled by clear standards.  The lack of concrete standards undermined not only the safety of workers but also the clarity with which commercial entities approached workplace safety practices.  

B)     OSHA’s legal mechanisms for enforcement.
OSHA’s single enforcement authority, and consequently its ability to set concrete

standards, revolves firmly around the OSH Act of 1970.  Several statutes in the 1970 Act clearly underline the single standard setting authority of OSHA.  First, the 1970 Act empowers OSHA to randomly inspect (section 8) all workplaces.  This statute guarantees only OSHA the right to uniformly inspect all workplaces, regardless of which industry they belong to or what other regulations they fall under.  Thus, business owners (as well as capital investors) know that the regulation of workplace safety belongs to only one agency.  Second, Section 10 of the 1970 Act grants OSHA the right to fine and sanction against a commercial entity for failing to comply with OSHA standards.  This statute affirms OSHA’s legal authority to enforce its statutes through a forceful legal mechanism.  However, section 11 of the 1970 Act allows the business entity to force a court judicial review of the OSHA decision.  Thus, the 1970 OSH Act secures OSHA’s single authority to set clear, enforceable standards, but also grants judicial review in limited cases where such review seems warranted by the courts.

C)    Three key proactive elements in OSHA policy and the OSH Act.
First, section 18 of the OSH Act encourages states to develop their own OSHA-approved programs.  Once OSHA approves the program the states are given autonomy in administrating the program.  This statute grants states (the equivalent of Russia’s regions) the ability to proactively take control of their own workplace programs, oftentimes improving on OSHA standards and administrative efficiency.  Currently, as many as ten states control their own OSHA-approved programs.  Commercial entities oftentimes prefer state level regulation of workplace safety due to closer relations with state administrations, who interest themselves in attracting commercial investment and foreign capital.  

Second, section 28 of the OSH Act creates a program to help small businesses meet OSHA standards.  This program also provides financial assistance to small businesses in order to meet OSHA standards.  This section embodies the proactive, pro-business purpose of the OSH Act: OSHA regulation is not intended to impede business development in any way shape or form.  Section 28 guarantees commercial entities of any size (and most importantly for this paper—any origin, whether foreign or domestic) that OSHA regulation is not meant to deter their growth.   

And third, businesses are allowed 30 days to respond to any newly developed OSHA standard.  OSHA, therefore, cannot simply force a business to comply with a new standard without due notice.  This statute provides a business time to react to newly formed standards and consequently removes risk of unwarranted regulatory pressure.

3.2.3. SEC—Securities and Exchange Commission.

            The SEC arose to protect investors by providing them with all the information available about a public traded company.  Therefore, the SEC’s main function is an information provider—educating the public about investment choices.  The SEC regulates all securities (all financial transaction not guaranteed by the FDIC and the federal government), an industry indirectly entailing approximately $50 trillion in assets. 
A)    SEC history and evolution.

The Securities and Exchange Commission (SEC) is the United States’ answer to

the rampant securities speculation that brought about the Stock Market Crash of 1929 that triggered the Great Depression of the 1930s (several experts suggest that Russia’s 1998 economic crisis represents a similar phenomenon, if only in the GKO bond market).  The SEC’s owes its genesis to the Securities Act of 1933 and the Securities Exchange Act of 1934.  These two laws stress two main points that comprise the core principles of today’s SEC: one, that companies must tell the truth about their businesses and two, the people that trade securities (brokers, dealers, etc.) must treat everyone equally. The 1934 Law officially established the SEC, with its first Chairman being Joseph P. Kennedy (John F. Kennedy’s father).  

            The SEC started as an agency that simply interprets and enforces rules and laws to an agency that also proposes new rules to address changing market conditions.  The SEC’s headquarters, Washington D.C., highlights the active, legislative importance of the organization.  The SEC surveys market trends, oftentimes communicated to it by leading finance firms and experts, to both the legislative and executive branches of the U.S. Government.  The SEC oftentimes plays the leading role in drafting legislation and pushing necessary changes in securities law. Four divisions and eighteen offices make up the SEC.

B)     The SEC’s legal foundation for enforcement.

The SEC’s clear authority of enforcement in the securities sector is the backbone

of its effectiveness.  The 1934 Securities Exchange Act provides the SEC with a direct mechanism to enforce securities law—administrative law judges (ALJ).  These special administrative judges prepare and file “initial decisions” that include preliminary factual findings and legal conclusions.  The SEC’s Office of Administrative Law Judges handles all hearings on allegations of securities law violations.  No other American agency or organ meddles in the legal regulation of the securities sector.  This fact comforts foreign investors involved in the financial and securities markets.   

C)    Special SEC points of proactive enforcement.

Although the Securities and Exchange Commission is organized into four

divisions and 18 offices, four offices highlight the SEC’s pro-business, active securities law enforcement.  First, the Office of Administrative Law Judges displays the SEC’s clear enforcement authority.  This office is the starting point for any major securities law litigation.  Consequently, any commercial organization knows which legal standards it must follow and with which securities organ it must comply.  The Office of Administrative Law Judges serves as the proactive mechanism that provides clarity, for both domestic as well as foreign investors, in the application and administrative of securities law.  An administrative law judge hears and considers the evidence presented by the SEC and then presents his/her conclusion as well as the recommended sanction.  If either the defendant or the Office staff appeals the decision, then and only then will the SEC Commission hear the case.  The process is clear and only a limited amount of cases ever reach the Commission for review.

Second, the Office of Compliance Inspections and Examinations emphasizes the SEC’s willingness to not only present and administer clear securities regulations, but also to assist commercial entities in complying with such regulations.  Third, the Office of International Affairs displays the SEC aims to incorporate equal securities standards internationally and provide an internationally friendly framework for securities regulations.  This Office, for relatively self-explanatory reasons, provides a direct link for foreign investors to the SEC and its regulatory mechanisms.   

Fourth, the Office of Legislative Affairs personifies the SEC’s active work for business and commercial interests.  This office serves as the liaison, or communicator, between the SEC and members of Congress, and coordinates any new developments in SEC regulations and finance law drafts with the federal government in Washington.   

The aforementioned four offices of the SEC illustrate the active nature of the organizations securities law regulation and enforcement.  

 3.2.4 EPA—Environmental Protection Agency.

            The Environmental Protection Agency (EPA) is the United States’ primary ecological/environmental regulator of business activity.  The EPA’s regulatory sphere oftentimes positions it against large commercial interests, particularly in the natural resource processing and heavy manufacturing sectors.

A)    EPA History and Evolution.
The EPA was created through the Reorganization Plan #3 of 1970.  This plan

consolidated the Federal Government’s environmental regulatory activities into one agency.  Before this Act, fifteen different components from five different executive branch departments and independent organs haphazardly controlled the regulation of ecology-related laws.  The majority of these 15 separate components were created during the 20th Century, after the United States completed its initial wave of industrialization
.  The EPA therefore represents a transformation in the core values of American economic evolution, from the heavy industry-geared 19th Century United States to the pro-consumer products oriented 20th Century America. The climax of this evolution in the EPA’s development was reached in the 1970s and 80s.  The 1970 Reorganization Act as well as the enactment and amendment of ten other comprehensive environmental laws significantly expand and concretize the regulatory powers of the EPA over environmentally related business activity.

B)     EPA’s legal foundation for enforcement.
Ten comprehensive environmental protection laws dictate the EPA’s

regulatory jurisdiction over business activity.  Foremost among these laws are the Clean Air Act (Dec. 31, 1970), Clean Water Act (Dec. 28, 1977), and the Comprehensive Environmental Response, Compensation, and Liability Act (Dec. 11, 1980).  These laws, unlike many other American regulatory laws, are very restrictive in nature and force business compliance with a multitude to environmental pollution and emission limits.

C)    Special points regarding EPA proactive enforcement.
Although the laws forming the EPA’s legal fortitude are generally restrictive in nature, the original Act forming the EPA, the Reorganization Plan #3 of 1970, allows the Agency to also take a powerful active role in aiding business compliance.  The EPA acts proactively in two ways.  First, the 1970 Reorganization Plan empowers the EPA with funds to not only coordinate and support research on anti-pollution activities but also on the impact of environmental laws on business development and growth.    Second, the 1970 Act grants the EPA full monitoring power over the operations of other public agencies in regards to their impact on the environment.  In essence, the EPA is given clear monopoly in the regulation of environmentally sensitive practices—a fact that dramatically increases its effectiveness in administrating environmental regulatory law.  

3.2.5 United States Customs Services and the Bureau of Export Administration of the U.S. Department of Commerce.

The United States Customs Service and the Bureau of Export Administration (BXA) of the Department of Commerce represent the arm and the brain, respectively, of the same organ.  The BXA reviews export licensing, interprets legislative and executive orders regarding export control, and directs the regulation of all export-bound products.  The United States Customs Service inspects and enforces control of exported goods in accordance with the standards set by the Export Administration.  

America exports more goods internationally than any other five countries combined.  Consequently, the regulatory sphere of the BXA and the U.S. Customs Service is immense and far-reaching. The Executive Branch of the U.S. government through the Department of Commerce controls the regulation of commerce and export control falls within the sovereignty of the Bureau of Export Administration.  The BXA employs nearly one thousand employees while tens of thousands of employees fill the ranks of the U.S. Customs Service.    

A) Export Administration’s history and evolution.
            The licensing system of U.S. export control was and is to this day based on three guiding principles: national security, national economic policy, and short product supply.   Export Administration Acts throughout the history of the United States stress the importance of these three principles.  The evolution of which products fall into which categories, however, has been stark during America’s short time as a nation.  Limited product supply controls particularly impacted American exporters in the agriculture and machinery sectors.   During national emergencies or disasters such as floods or parts shortages, the U.S. Government has utilized the short supply argument to justify further export controls.

National economic policy considerations generally tend to control exports in sectors or product-lines that government officials see as strategically essential for the United States economic growth and development.  National economic policy objectives, oftentimes categorized as “mass market and foreign availability” criteria
, limit export products that are otherwise not available internationally.  Once the products become available internationally, they are taken off the control list. 

National security considerations originally arose in the conventional defense and weapons production industries.  These conventional boundaries for export control, shattered with the ushering of nuclear power and the genesis of the Cold War.  American Cold War policy aimed these controls at Soviet bloc countries with the intent
 to limit weapons technology transfers.  Through the national security angle, U.S. export controls during the Cold War concerned themselves mostly with “dual usage” products.  Such products are defined as any regular goods that can be utilized for both civilian as well as military purposes
. Such products particularly fall into the telecommunications, laser, pharmaceutical, chemical, etc. sectors.  The debate over which products fall into which categories continues to this day
. Many experts, both American and foreign, argue that lawmakers and regulators oftentimes manipulate the “dual usage” category in order to secure certain economic interests.  Regardless of this debate, it nonetheless remains clear that the evolution of the BXA is rooted on three principles: national security, national economic policy, and short product supply.

B) Export Administration’s legal foundations for enforcement.
The Export Administration Act of 1979 and Executive Order 12981 on the Administration of Export Controls secures the legal authority of the executive branch of the U.S. Government, through the Department of Commerce, to regulate export activity.  Executive Order 12981 on the Administration of Export Controls extends the Act of 1979, which expired in 1994.  The United States Congress has debated several new drafts of export control regulations, but enough votes for a single law have yet to be garnered.  The single major difference between Executive Order 12981 and the 1979 Act it extends is the scope of executive power.  Executive Order 12981 asserts the full powers of the executive branch of the U.S. Government over export control and the formulation of export control policy.  Section 1 of the order dictates the ultimate power of the executive branch, including all of its departments, through the Bureau of Export Administration.  Order 12981 mentions that the Department of State, Defense, and Energy, as well as the Arms Control and Disarmament Agency have the authority to review any export licenses.  

The Export Administration Act of 1979 created the Bureau of Export Administration (BXA) of the Department of Commerce.  Statute 2 of this law not only creates the BXA, but also grants this bureau the centralized regulatory powers of the executive branch over export control.     Chapter 4 of this law allots the BXA full authority over the formulation of the Customs Service protocol for administrating export control and examining exports.  

C) Special points of enforcement and the proactive mechanism.
The Export Administration Act of 1979 represents one of the clearest, most-useful commercial regulation acts in the United States.  The proactive nature of the licensing system is apparent from statute 1 of the law.  Specifically, the Export Administration Act of 1979 enjoys four advantages that position it to proactively help commercial exporters and foreign entities seeking to provide products to the U.S. market.

First, the 1979 Act embodies the clarity that international investors seek in regulatory law.  The prologue to the law clearly states the law’s purpose and underlines the aim of the export-control regulation: the maximization of America’s national security, national economic policy, and short product supply.  Although many arguments exist regarding what constitutes the above three principles, a commercial entity is nonetheless clear of what the purpose of the law is and what the law aims to achieve.  The fact that the purpose of the law is stated so clearly in the law’s introduction allows the commercial entity (in this case, foreign investors and foreign capital) to formulate a proper export license as well as an effective legal course of action. 

Second, the Act of 1979 as well as Executive Order 12981 established a proactive mechanism for the regulation of export activity.  Specifically, section 1 of the executive order reaffirms the licensing review process originally developed in the 1979 Act.  This section initiates a single authority—the BXA, provides clear standards, sets a direct time frame for review, etc.  A commercial entity can confidently approach the export regulation process with the mechanism the 1979 Act and the 1994 executive order enshrine.

Third, the 1979 Act eliminates the regulatory hassles many commercial entities face in other countries by empowering a single agency to coordinate the export control process.  The 1979 Act creates the Bureau of Export Administration of the Department of Commerce in order to coordinate export control activities.  The BXA oversees the entire licensing process and consequently removes the bureaucratic risk associated with addressing several agencies for clearance. 

The final significant advantage the 1979 Act offers commercial firms is the provision of a single authority: the executive branch of the U.S. Government.  The 1979 Act, and even more so the 1994 executive order, limits to a great extent any judicial review of export licensing decisions.  Specifically, section 3 of the executive order states that export control regulation is the sole responsibility of the executive branch of the United States, without interference from other branches of the government.  This fact may seem undemocratic but it allows two main advantages. One, the executive branch can formulate a consistent export control policy with standards that are clear to itself as well as to the business community at large.  Two, business entities have to only deal with one branch of government and its supporting legal structure rather than the all government bodies.  This reality simplifies the legal paths open to commercial entities.

            Another legal document that this section has not yet addressed further empowers the executive branch of the U.S. Government in the customs trading sphere.  This act of utter importance in contemporary United States’ customs regulations entails the Omnibus Trade and Competitiveness Act of 1988.  This Act redefined the United States’ position regarding country-to-country trade and represents a reaction to what the USA perceived as anticompetitive practices by other nations.  The Omnibus Trade Act, through Section 301, appointed a special U.S. Trade Representative (appointed directly by the President [George Bush Sr. was the first to do so] and thus an extension of the executive branch) to create a list of countries that allow “unfair, anticompetitive commercial operations that export to the United States.”  The Act specifies that the U.S. Trade Representative should take action against nations that subsidize corporations that then outbid or under-price (price dumping) their American counterparts
.  The possible economic losses to nations and companies affected by such action, considering the importance and size of the U.S. domestic market, were substantial.

The importance of this legal document in regards to U.S. trade policy in general and to the functioning of the Customs Service in particular is three-fold.  First, the Omnibus Trade Act once again stregthens the decision-making power of the executive branch in trade regulations.  All customs and trade activity once again ties back to the executive center.  Second, the Act made it crystal clear that U.S. policy is shifting from its political foundation (post-WWII policies favoring uneven trade balances with Japan and other geopolitically crucial states) towards a post-Cold War reality: one defined by direct competition and the supremacy of U.S. economic interests.  This new reality, although oftentimes not clearly seen in the actions of the U.S. Trade Representative
, sent a powerful message to nations and regions that gained dramatically from the post-Second World War strategic system, such as Japan and South East Asia.  Many experts claim that this signal was infact the undercurrent that uprooted Japan’s economic progress during the 1990s and also factored in the East Asian Crisis several years ago.  Third, the Omnibus Trade and Competitiveness Act highlighted the norms and principles that embody the new era of customs and trade regulations in the United States.  Particularly, this Act reaffirmed the pro-market principles upon which future U.S. policy (principles that clearly arose during WTO discussions during the past 13 years) revolved and consequently provided commercial entities, including foreign investors, a clearer picture of the U.S. regulatory environment.           

CHAPTER FOUR. RUSSIAN INVESTMENT AND REGULATORY LAW

            Russian investment/regulatory law faces the toughest challenge: provide a legal foundation for a transition economy.  Russian lawmakers, including former Russian Federation President Boris Yeltsin and the current Putin Administration, understand this task
.  The Yeltsin epoch highlights certain attempts, particularly in the general law-making sphere, to minimize the risks of foreign investors.  The Putin administration, particularly through the leadership of Prime Minister Kasyanov, has focused its efforts on more agency-specific regulatory law and its impact on foreign capital investment
.   These two strands of law-making define the two types of Russian laws that address foreign capital investment activity: general law and agency-specific.

Russian laws display a superficial understanding of this task and attempt to address many of the risks associated with foreign capital investment in Russia.  However, the Russian legal landscape cannot provide the type of evolved proactive mechanism and clear purpose rooted in American investment laws.  

This chapter discusses two types of Russian investment laws: 4.I) general laws that address investment procurement and 4.II) agency-specific laws that address public regulation of business activity, including investment procedures.  Section 4.I contends with the general investment laws, including arbitration, contract dispute resolution, etc.  This section shows that these laws effectively copy other international documents, but fail to provide the clarity and pro-business support needed for capital procurement.  Section 4.II uncovers the laws of central importance: the agency-specific laws of the Russian Federation.  Bureaucratic regulation dominates Russia’s commercial environment.   Therefore, the laws that outline the bureaucratic boundaries of business regulation play the central role.  Regulatory law affects international investors on all fronts.  The level of regulation and the costs associated with high regulation gravely increase the risks associated with Russian investments.  Regulatory law consequently dramatically affects foreign capital growth in Russia. 

4.1 General laws that address foreign investment in Russia.

This section reviews the general legal documents that deal with international commercial activity, including international investment, in the Russian Federation.  The laws and orders that this section approaches deal directly with commercial activity but not with the government organs that regulate such activity.  This report argues that these so-called “general laws” in Russia are well written but do not represent an effective step in reducing the legal risks associated with investment in Russia.    

The treatment these legal documents accord to contract resolution entail a particularly important element.  Russian contract laws model themselves after the contract relations principles embodied in the United Nation’s Model Contract Law.  Russian contract laws themselves, particularly the Civil Code [Grazhdansky Kodeks], are largely based upon the Modern Dutch Code.  However, the Civil Code deals with many specifics in almost all spheres of business activity, and although much can be said about the Russian Civil Code and its effectiveness or lack thereof
, this topic is beyond the bounds of this report.  Nonetheless, the standards set out in the UNICTRAL model laws provide an effective base with which to analyze the general Russian laws that contend with international commercial activity.

  Several Russian laws deal directly with contract relations and the initiation of contract dispute resolution through arbitration.  First among these laws is Russian law No. 5538-1 from 07.07.93 “Of International Commercial Arbitration.”  This law basically represents a carbon copy of the principles outlined in the United Nations Commission on International Trade Law (UNCITRAL) Model Law on International Commercial Arbitration
.  The Russian law “Of International Commercial Arbitration,” and the UN standards it aims to replicate, address several key issues in order to reduce risk for foreign business in Russia.  

First, the Russian law takes into account the main point of the UN Model Law—the inadequacy of domestic laws.  Consequently, the Russian law attempts to minimize the power of the state (public organs) in international arbitration cases (Chapter III, Statutes 10-15) by introducing thorough standards for the creation of an arbitration panel and its enforcement.  These standards, particularly statutes 10-12, specify the conditions (statute 11) and timing (statute 10) for arbitration to take place.  Limiting the ability of domestic agencies to meddle in commercial arbitration constitutes a major step in limiting the investment risk this chapter discusses.  The Russian law on commercial arbitration therefore attempts to minimize the biased enforcement risk through direct restrictive action: It limits the involvement of national organs and agencies overall.

The second key issue the Russian law attempts to emulate in accordance to the standards set out in the UNICTRAL Model Law is detail in enforcement of the law.  Detailed standards clearly appear in the latter parts of the law, chapters 4-6. Specifically, statute 17 addresses the right of the arbitration panel to require information from both sides; statute 19 outlines the general direct nature of the arbitration process; statute 20 dictates the place in which arbitration can take place; and statute 26 illustrates guidelines for the provision of expert testimony.  Furthermore, chapter 6 (statutes 28-33) presents the norms by which one side or the other initiates, runs, and ends the arbitration process.  

The Russian law on commercial arbitration certainly copies (almost exactly) the standards presented in the United Nations’ Model Law.  These standards do represent an important step in minimizing the risky exposure foreign investors feel in the Russian Federation.  However, Russian Law No. 5538-1 from 07.07.93 “Of International Commercial Arbitration,” much like its UNICITRAL template, does not provide one vital thing: a mechanism to actively force domestic organs to regulate without bias.  This Russian law provides extremely detailed arbitration procedures as well as explicates all the formalities and norms behind these procedures.  Setting such detailed procedures in the law does not mean their enforcement is guaranteed by any means.  The Russian law in its written form does not provide a clear enforcement path to be followed by the organs in power.  This imperfection undermines the viability of the Russian law and limits its ability to reduce this specific risk for foreign investors.

The Russian law (along with the UN model law) avoids to as great an extent as possible the involvement of domestic regulatory agencies and organs.  In the process of this attempt (an attempt that both the UN law and the international investment community support) the Russian law fails to outline a proactive mechanism by which domestic agencies can reduce biased behavior in favor of domestic agents.  Statute 18 of the Russian law in question exemplifies this inability to provide a mechanism that reduces the risk of biased domestic agency regulation.  This statute simply and directly dictates that the arbitration panel formed will be fair and equal to both sides of the arbitration and will provide both sides with full rights to explain their position.  The standard—fairness and an unbiased nature—is stated directly.  However, this general law does not develop this standard and the principles behind it
.  Where is anything in this statute written developing this standard and explaining in what manner the state regulatory organs will support this standard?  The answer to this question, unfortunately, is that Statute 18 provides no method for proactive, unbiased regulation.  Consequently, the attempt to avoid state involvement to as great an extent as possible very likely led to a lack of forcefulness in constructing a proper regulatory mechanism.  

Of course, the writers of this Russian Federation law understand that the complete elimination of regulatory activity is impossible (this is a “Russian” national law after all).  Statute 6 of the Russian law in question highlights this reality by specifying the specific social organ that deals with regulating commercial arbitration—the Industrial-Production Panel of the Russian Federation.  The crafters of this law through the inclusion of a specific social regulatory organ highlight the fact that eliminating regulatory involvement completely is not possible.  Law No. 5538-1 from 07.07.93 “Of International Commercial Arbitration” attempts to minimize federal involvement through the administration of a social organ—the Production Panel
.  Nonetheless, the simple fact that the law grants a specific agency regulatory authority over the initiation of commercial arbitration of contract agreements illustrates that government involvement cannot be wholly averted.  Moreover, the fact that the law in question does not specify to the Production Panel any methodology to follow in order to actively and fairly arbitrate cases leaves the law blank and ineffective.  

The Russian commercial arbitration law’s inability to provide an effective, proactive regulatory blueprint undermines its role in attracting foreign investment.  This is particularly the case with the risks this paper addresses.  Russian Federation law No. 5538-1 from 07.07.93 “Of International Commercial Arbitration,” attempts to follow the standards and norms parlayed in the United Nations’ Model Law.  This standardization process, however, leaves the law without a concrete domestic regulatory foundation for regulating commercial disputes via public agencies or more importantly—via the domestic judicial system. The lack of this regulatory foundation is important in itself, but it more importantly removes the emphasis away from addressing dispute resolution in the Russian Codes. Therefore, the fact that the Russian Codes do not contend with many questions that arise in international commercial disputes may be partly rooted in the attempt to standardize Russian law upon UNICTRAL model laws.  The consequent lack of this regulatory foundation or mechanism enhances the maneuverability of domestic commercial regulators to favor domestic entities over their foreign partners, and thus enhances the risk for foreign investment in the Russian Federation. 

            Two other pieces of legislation constitute the primary Russian laws in contract regulation.  First among these is the order of the Prime Minister from July 24, 1996 no. 751 “Of Reaffirming the Ordered Process and Completion of Investment Agreements.”  This administrative order does provide a single regulatory entity — the Ministry of the Economy of the Russian Federation (MinEcon).  Statute 7 of this administrative order clearly supports MinEcon’s dominant role as the regulator of investment agreements.  This statute notes that MinEcon is the agency that parlays any disagreements or grievances between other federal organs and the commercial entity.  This administrative order empowers MinEcon to become the primary agency regulating investment contracts.  Therefore, foreign investors who feel that their business activities via their domestic partners are being unfairly regulated at least have a single public entity to approach.  The fact that administrative order no. 751 “Of Reaffirming the Ordered Process and Completion of Investment Agreements” signals out the Ministry of Economy as the main agency in regards to investment agreements represents an important step in addressing the type of foreign investor risk this Chapter discusses.  However, two elements of this very administrative order limit its benefit to foreign investors.

            First, statute 7 (the same statute that signals out MinEcon as the main organ) provides no mechanism to activate or help foreign investors communicate with or through MinEcon.  It is definitely helpful that the statute exposes MinEcon as the primary organ, but unless an active process or mechanism is written into the order it cannot truly minimize the difficulties foreign investors may face with regulatory bodies.  Furthermore, the fact that no clear process is written into the order is complicated by statute 4 of the order.  

Statute 4 of administrative order no. 751 “Of Reaffirming the Ordered Process and Completion of Investment Agreements” represents the second element that limits the benefit of this order to foreign investors.  Specifically, statute 4 states that other public organs, including the Ministry of Domestic Economic Relations, the Customs Committee, Finance Ministry, as well as others, enjoy the right to overlook investment agreements.  This statute illustrates that those commercial entities that strike investment agreements through MinEcon can be bothered by a slew of other government bodies and public organs.  Consequently, without a given proactive mechanism written into the law that at least attempts to guarantee unbiased regulation, the fact that MinEcon is specified as the primary agency in the sphere of investment agreements really does not minimize the risk of regulatory abuse in favor of domestic entities.  Administrative order “Of Reaffirming the Ordered Process and Completion of Investment Agreements” in its totality fails to comprehensively address this primary investor risk.

The other main Russian law in the contract regulation sphere entails the federal law from 25.02.99 no. 39-Ф3  “Of Investment Activities in the Russian Federation, Realized through Capital Investment.”  This law represents the main investment law of the Russian Federation, and therefore only parts of it are pertinent for this Chapter.  This law in general, as well as specifically in dealing with foreign investor exposure to biased domestic regulation, falls prey to the same disease that plagues the aforementioned laws: vagueness in purpose and the absence of concrete processes.

Law no. 39-Ф3  “Of Investment Activities in the Russian Federation, Realized through Capital Investment” provides much detail in regards to the norms (statute 1 to 4) and federal regulation of investment activities (statutes 11 to 16), but it fails to construct any mechanism that minimizes investor risk via domestic players.  Two statutes of this law clearly highlight this fact.  First, statute 5 – titled the activities of foreign investors on the territory of the Russian Federation—exemplifies this absence of purpose.  This statute presents the various types of domestic and international agreements that can affect investment activities for foreign investors, including international agreements, the Russian Civil Code, etc.  However, this statute does not mention any type of organization or agency that a foreign investor can address in order to clarify which set of agreements affects their particular investments.  

Furthermore, statute 10 of this law further complicates the situation for a foreign investor.  This statute notes that all Russian public organs and agencies—from the federal level to the localities—enjoy the right to interfere in investment activities in accordance with “the Constitution, this federal law, and other federal laws.”  Basically, this statute grants all public organs the right to meddle to some degree or another in investment activities.  Without an unbiased mechanism written into the law, this type of interference, as seen from the view of an international capital holder, will likely materialize in biased regulation of investment activity.  Therefore, the absence of a proactive mechanism in statutes 5 and 10 of the law “Of Investment Activities in the Russian Federation, Realized through Capital Investment” strongly suggest that this law, like the aforementioned laws and orders, fails to minimize foreign investors’ fears of biased regulation in favor of domestic entities.

                              

4.2 Agency-specific regulatory law.

        This paper and the research and analysis it is based upon stress the importance of the law this section covers: agency-specific regulation in the Russian Federation.  Russia inherited the regulatory abyss of the former Soviet Union.  Without delving too far into Soviet bureaucratic management, to say the least Soviet regulation permeated almost every aspect of economic relations.  This pattern of conduct and bureaucratic administration affects all firm relations in independent Russia, including relations between entities and relations with the government agencies.  Consequently, the regulatory law that sets the foundation for relations between government organs and commercial entities is of vital importance.  The effectiveness of this regulatory law and the impact of state regulation on business activity, particularly for foreign capital investors, oftentimes pose the predominant non-market risk.  This fact is particularly stark in a Russia whose commercial landscape remains heavily burdened by inherited Soviet structures and tendencies.  

          This section takes the essential step at analyzing, from a strictly legal angle, the laws the govern agency regulation of business activity in the Russian Federation.  This section shows that Russia’s agency-specific laws differ significantly from the United States’ laws that the previous chapter discusses. 

       Many federal, state, and local government agencies in Russia regulate commercial activities.  However, in the sake of a thorough analysis this paper reviews five key Russian government organs.  These organs were picked for their particularly important role in the regulation of business activity, including international commerce and investment.  Other organs also play a vital part and must not be disregarded.  This section delineates into five parts: 4.1-4.5.  Each part addresses the regulatory role of a given federal agency, as well as highlights the inactive, ineffective legal nature that supports the given agency’s commercial regulation, with particular emphasis on the detrimental impact on foreign business activity and investment.

4.2.1 The Central Bank of the Russian Federation.

            The Central Bank of the Russian Federation (Central Bank) represents one of the key, if not the most key, regulatory agency in the sphere of investment.  The role of the Central Bank is broad and far-reaching, and affects almost every element of the financial market in Russia and consequently all economic and political activity in Russia.  Although the complete role of the Central Bank (and the banking community it heads) is of utmost importance to all aspects Russian financial activity
, it is nonetheless important to focus upon the Bank’s regulatory role in regards to foreign investors.  

The following three sections (A-C) show the bank’s legal foundation: its several key enforcement mechanisms in regards to commercial regulation and the impact of the Central Bank law on foreign investment procurement.  Unlike the standards of clarity and activeness illustrated in the agency-specific laws of the United States, the Russian law “Of the Central Bank of the Russian Federation (Bank of Russia)” fails to proactively aid foreign investors and in fact creates opportunities for domestic agents to siphon money abroad.          

A)    The Central Bank’s Legal Foundation.
The Central Bank of the Russian Federation bases its legal authority on the Russian 

federal law from 08.07.99
 no. 139-Ф3 “Of the Central Bank of the Russian Federation (Bank of Russia).”  This law, as well as its many predecessor laws, positions the Central Bank with total authority over government-led financial market regulation.  Specifically, on a macro-economic level the Central Bank controls ruble emissions, federal reserves, and bank-held overnight interest rates. The Central Bank is also empowered by the above law, on a micro-economic level, to set policies on inter-bank transactions and monetary exchanges.  To say the least, the Russian law “Of the Central Bank of the Russian Federation (Bank of Russia)” allots the Central Bank immense regulatory power.

B) The Central Bank’s points of enforcement and lack of a proactive mechanism.
The aforementioned law does not meet the standards set by the American regulatory laws in two instances.  First, the law in question does not clarify the purpose of the Central Bank’s activities and in fact provides the bank overly broad powers without delineated limits.  Several statutes in the Central Bank law support this claim. 

Statute 3 in particular supports the lack of clarity in the law “Of the Central Bank of the Russian Federation (Bank of Russia).”  This statute dictates the purpose of the law.  Unfortunately, nothing in statute 3 discusses investment in general or foreign investment in particular as a goal in the activities of the Central Bank
.  The lack of this specified purpose limits the effectiveness with which the Central Bank serves foreign capital investors. The lack of such a pro-investment purpose particularly hampers the effectiveness of the Central Bank because unlike most other regulatory organs, the Central Bank enjoys the power to make its own acts.  Statute 6 of the law “Of the Central Bank of the Russian Federation (Bank of Russia)” provides the Central Bank this authority.  This statute empowers the Central Bank to create its own law. Only one other regulatory organ (Tax Services) enjoys such a right.  Therefore, the fact that statute 3 leaves out any mention of capital investment or foreign investment concerns foreign investors since the Central Bank bases its acts upon the framework which statute 3 provides.  In essence, the fact that statute 3 does not mention investment processes in any way badly positions foreign investor concerns in the hierarchy of issues with which the Central Bank deals. The vagueness of purpose that statue 3 exemplifies, plagues many elements of this law.

Statute 6 which grants the Central Bank the power to make its own acts embodies this lack of purpose and specifically illustrates the nonexistence of a proactive mechanism.  This statute does not provide any type of mechanism or process that the Central Bank needs to follow in drafting acts.  Consequently, the law “Of the Central Bank of the Russian Federation (Bank of Russia)” falters in guiding the Central Bank towards drafting laws with proactive, pro-investment designs.  S.A. Abakyan, Professor of Law at Moscow State University, supports this conclusion and argues that specific boundaries need to be set on the Central Bank’s act drafting abilities in order to clarify the legal situation regarding Central Bank regulation
.   Statute 6 affirms that lack of a proactive mechanism inherent in this law.    

The second instance in which the law “Of the Central Bank of the Russian Federation (Bank of Russia)” does not meet the standards prevalent in American regulatory law is its lack of proactive assistance specifically to foreign commercial entities. Chapter 4 of the Central Bank law—titled International and Domestic Economic Activity—highlights this reality.  Statute 51 of this chapter is particularly problematic for foreign investors.  This statute very vaguely defines the parameters of the relationship between domestic entities and foreign entities.  This lack of clarity allows domestic commercial players to utilize the Central Bank as a bridge to siphon foreign capital abroad through Central Bank regulated transactions.  

Statutes 55 and 60 continue to illustrate the fact that clear mechanisms simply do not exist in the law.  Statute 55 asserts that the main aim of the banking regulation by the Central Bank entails maintaining a stable system and protecting the interests of investors and creditors.  This statute, however, does not define what a stable system comprises and by what standards to judge the interests of investors.  As oftentimes happens in government agency regulations, undefined terms allow for manipulation.  Domestic agents that are better positioned than their foreign partners pressure the Central Bank to define the “interests” of statute 55 in their best interests.  Statute 60 falls prey to the same problem.  For example, the sentence “A rejection must be explained and motivated” leaves no clear understanding on what basis such explanations and motives will be made.  The fact that no clear mechanism exists to define on what basis the Central Bank will base its decisions limits its usefulness for foreign firms who are not as well positioned as their domestic counterparts. 

C) The Negative Impact of the Central Bank on International Capital Procurement.
            The law “Of the Central Bank of the Russian Federation (Bank of Russia)” does not only fail to provide specific attention to foreign firms and investors but also does not define many of the standards and intentions that its regulation is based upon.  This double-failure transforms the law into an unclear document governing the activities of a very powerful regulatory agency.  Consequently, the risk for foreign investment in Russia rises in accordance with the lack of clarity in purpose and the nonexistence of a proactive mechanism governing the regulation of financial activity by the Central Bank of the Russian Federation.      

            

4.2.2 Tax Service and Tax Police.  

            Taxing issues and the problem of tax collection during transition represents an issue that continues to constrain the growth of the Russian Federation.  Every expert or lay person (at least that I have ever encountered or had the opportunity to read) agrees that tax evasion permeates every aspect of Russian business culture and activities.  Although this topic is broad and many of its parameters revolve around politico-economic factors, an analysis of the legal documents in the tax collection sphere provides important hints at the problems of the tax system.  Particularly, analyses of the main laws that govern tax agency-specific regulation illustrate that no clear purpose supports the laws.  This reality is particularly concerning in a taxing system new to market principles, where tax collectors are not adept to new business practices
. 

A)    The Tax Service’s and Tax Police’s legal foundation.
Many legal documents form the basis for the tax collection system of the Russian

Federation.  However, the key laws that govern the tax agencies include: the law from 22.10.98 no. 160-Ф3 “Of the Main Elements of the Tax System in the Russian Federation,” the law from 16.11.97 no. 144-Ф3 “About the Government Tax Service of the Russian Federation,» and the law from 17.12.95 no. 200-Ф3 “Of the Federal Organs of the Tax Police.”  These laws structure the main purposes, instruments, and procedures governing the taxing agencies of Russia.

B)     Main Points of Enforcement and Lack of Clear Guiding Principles.
The above tax agency laws all fall prey to one major enforcement problem: the lack of

clear guiding principles for tax collection. In every law no market system direction and guidance is given for tax collectors to follow.  Statute 18 of the law from “Of the Main Elements of the Tax System in the Russian Federation,” statutes 6 and 7 of the law from “About the Government Tax Service of the Russian Federation,» and statute 10 of the law from “Of the Federal Organs of the Tax Police” all outline in detail the specific purposes of the tax services and tax police.  However, none of these statutes explain on what grounds these purposes are based and what market principles should guide tax collection.  Many of the experts interviewed for this report stress that a lack of understanding of market principles permeates all aspects of Russia’s tax collection system.  Many businessmen find it appalling and illogical that Russian tax collectors ask questions such as “why did you make this investment or that decision?”
 Such questions, which in no way or form concern tax collection, are illegal in the United States and other Western democracies.  Such questions by Russian tax collectors are rooted in a lack of understanding of free-market finance and management practices.  The aforementioned three tax agency-specific laws do not embrace any pro-market, western standards and principles.     
C)    The Negative Impact of the Tax Services and Tax Police on International Capital Procurement.
The failure to entrench market economy standards and principles in the agency-

specific laws of the tax service and tax police plays a detrimental role in the growth of foreign investment in Russia.   The bureaucrats and tax collectors that fill the ranks of the tax services and tax police were not educated under a capitalist market system and do not employ a complete understanding or acceptance of market practices
.  

The aforementioned laws do not address this reality and consequently increase non-market risk for foreign investors in two manners.  First, the laws do not establish a concrete market foundation with the proper design to guide tax collectors towards aiding commercial entities.  On the contrary, the laws (by not stating otherwise) allow tax collectors to follow their own principles.  These principles, unfortunately, are embedded in the command system of the Soviet Union.  Foreign investors and other market players suffer the added costs of dealing with a tax collection system rooted in the Soviet administrative mentality.  Second, the fact that the laws do not entrench pro-market principles allows the tax service to establish new acts (the tax services and the Central Bank remain the only two agencies allowed to make their own laws) not based upon market economy principles.  The combination of the tax service’s authority to make law with the reality that the agency’s bureaucrats (those crafting the law) oftentimes do not uphold pro-market, pro- business ideals equals tax acts that do not support investor needs and add high regulatory burdens for commercial enterprises.  Thus, the failure to entrench market economy standards and principles in the agency-specific laws of the tax service and tax police hinders foreign capital investment in Russia in very significant terms. 

4.2.3 Fire Control Agency.

              The Government Fire Safety Agency of the Ministry of the Interior of the Russian Federation (from now on Fire Control Agency) in most facets represents the equivalent of the Occupational Safety and Health Administration (OSHA) of the United States.  This agency regulates workplace safety on all levels, including fire safety, electrical emissions, and so on.  Commercial entities, particular those in the heavy metals, automotive, electronics, and other labor-intensive industries, face Fire Control Agency regulation regularly.  However, unlike the 1970 OSH Act that forms the legal foundation for OSHA’s regulation, the law that establishes the Fire Control Agency’s authority entails a restrictive clamp upon business activity, and consequently a detriment to growing foreign investment.  

A)    The Fire Control Agency’s Legal Foundation.

Two laws enfranchise the Fire Control Agency of the Ministry of the Interior.

The prime-ministerial act from 23.08.93 no. 849 “Of the Government Fire Safety Agency of the Ministry of the Interior of the Russian Federation” establishes the organizational parameters of the Fire Control Agency.   This act broadly addresses the aims of this new agency and its organizational home within the Ministry of the Interior.  The law from 21.12.94 no. 69-Ф3 “Of Fire Safety” establishes the legal authority of the Fire Control Agency.  This law introduces the right of the agency to set fire safety standards (statute 2) as well as on many levels control documentation regarding fire safety registration by organizations (statute 6).  An important aspect of the legal foundation of the Fire Control Agency is its ability to freeze business activity through the rejection of safety standardization.  This mechanism affords the Fire Control Agency an ability to freeze business operations, and in combination with other government agencies begin to liquidate business assets.  The risk this raises for commercial operations, including foreign investors not well positioned to lobby the government, is apparent.

B)     Special Points of Legal Enforcement to Note.

The law “Of Fire Safety” contains several points of enforcement that highlight

the ineffective, unclear mechanism by which the Fire Control Agency regulates.  First, statute 10 of this law gives local authorities the right to involve themselves in work place regulation if any asset of the firm was financed by the local budget.  This statute may seem reasonable at first glance, but the fact that the government still owns all land and public buildings creates a problem for almost any entity.  For example, even if the foreign-controlled enterprise is fully private, a local administration can utilize statute 10 to freeze business operations even if it only owns the walkway to the building or the gas furnace that heats the building.  Involvement of local power structures in such ways eliminates almost all order in the administration of fire safety regulation and allows local authorities to manipulate businesses to the highest degree.  

            Second all of chapter 3 of the law “Of Fire Safety” – titled “Power of Government Organs and Local Organs in the Field of Fire Safety”—constitutes statutes that do not specify the administrative origin of regulations.  Statute 20, for example, does not state what ultimate power or government organ controls the standard-setting authority in drafting the workplace safety normative documents. A foreign-controlled (or any privately held) firm cannot confidently guarantee which organ will request which documents and with whom filing a given document is needed.  Statute 24, as another example, mentions broad groupings of areas that fall under the Fire Control Agency’s regulatory authority.  This statute does not concretely specify which commercial activities fall under the agency’s jurisdiction and what constitutes such activity.  This failure to specify allows the Fire Control Agency as well as local authorities the opportunity to regulate businesses that otherwise may fall outside their jurisdiction.        

            The prime-ministerial act from 23.08.93 no. 849 “Of the Government Fire Safety Agency of the Ministry of the Interior of the Russian Federation” also fails to minimize non-market risk.  Specifically, this act provides no proactive assistance to business entities in order to meet safety requirements.  Point 10 of this act embodies this failure.  This point alludes to the requirements the Fire Control Agency should set, but does not in any way mention or design a mechanism to help firms, including foreign-controlled firms, meet such requirements.  Unlike the 1970 OSH Act in the United States (specifically section 28) that even provides funding to certain businesses in order to help them meet OSHA safety requirements, the prime ministerial act provides no proactive mechanism or purpose whatsoever.    

C) Negative Impact on Capital Procurement.
Political analysts at the Institute for the Economy in Transition interviewed for this research assert that the business community most commonly argues that their greatest regulatory fear is from the fire control agency of the Russian Federation.  It is clear that both the prime-ministerial act from 23.08.93 no. 849 “Of the Government Fire Safety Agency of the Ministry of the Interior of the Russian Federation” and the law from 21.12.94 no. 69-Ф3 “Of Fire Safety” do not provide clear guidelines and do not delineate responsibility of work place safety regulations effectively.  These legal documents allow the Fire Control Agency as well as local authorities to meddle in business activity and manipulate commercial enterprises unjustifiably.  This manipulation represents an even greater dilemma for foreign enterprises that do not enjoy as many local contacts or cannot lobby as effectively as their domestic counterparts.  This manipulation logically increases non-market risks for foreign investors, and therefore hampers the procurement of foreign capital in the Russia.

4.2.4 Epidemics and Sanitary Control Agency

            The Epidemics and Sanitary Control Agency (SanEpEm) of the Russian Federation represents the counterpart to the Food and Drug Administration (FDA) of the United States.  This agency regulates the sanitary and health conditions of all industries, with particular focus on food production, pharmaceuticals, and other health related sectors.  SanEpEm regulation reaches enterprises of all sizes, but it especially impacts small and medium sized businesses.  Small and medium sized enterprises (SMEs) oftentimes establish themselves in service sectors related to food production or sales
 and thus fall under the regulatory supervision of SanEpEm.  SMEs are considered vital for economic growth because they have greater potential for growth in comparison to their large counterparts and consequently attract greater investor interest.   Unfortunately, SMEs oftentimes lack organized political leverage and fall victim to over-regulation much more commonly than large enterprises.  Therefore, SanEpEm’s regulatory effectiveness, particularly its legal element, plays an important role in Russia’s economic development as well as its international capital procurement.  The laws and acts that support SanEpEm’s regulatory activity fail to structure the agency in a clear manner that supports either SME growth or foreign investment in SMEs and other entities.

A)    SanEpEm Legal Foundation for Enforcement.
SanEpEm regulatory authority and structure builds itself upon two documents:

federal law from 30.03.1999 no. 53-Ф3 “Of the Sanitary—Health Well-being of the Population” and the prime ministerial act from 24.08.2000 no. 554 “The Confirmation of the Status of the Sanitary-Epidemiological Agency of the Russian Federation and the Status of the Government’s Sanitary-Health Normalization.”  The recent attention that SanEpEm regulation has received in the DUMA (year 1999 law) and the Office of the Prime Minister (year 2000 act) testifies to the importance of this agency’s regulatory behavior and SanEpEm’s detrimental influence on business growth and development.

B)     Special Points in SanEpEm’s Legal Enforcement.
The legal documentation establishing the authority of SanEpEm displays two

detrimental aspects for commercial enterprises. First, several statutes in law from 30.03.1999 “Of the Sanitary—Health Well-being of the Population” define the agency’s non-active position in helping enterprises meet health sanitation standards.  Statute 8 of this law highlights the nonexistence of a proactive mechanism.  Statute 8 – “The rights of enterprises and organizations”—states that organizations and enterprise enjoy several rights: 1) a right to receive information regarding the sanitary and ecological situation in the surrounding area, 2) a right to take part in programs with government authorities in forming sanitary guidelines, and 3) a right to rise prices, in agreement with government organs, that portray the high sanitary value of their product.  No active role whatsoever is given to SanEpEm or any other government organ in providing the rights stated above.  Furthermore, other statutes put all the pressure on the enterprise to meet sanitary standards.  For example, statute 32 asserts that establishing control over all laboratory operations must comply with safety standards for the well being of the population.  Once again, no mention in this statute is made of the proactive role of the government organ or in what specific procedures an enterprise must follow in order to meet the safety standards.  

            The second detrimental aspect of the legal documentation supporting SanEpEm entails the general lack of coordination between the law “Of the Sanitary—Health Well-being of the Population” with other regulatory laws.  Several statutes strongly support this claim.  Statute 40, for example, mentions the licensing requirements and procedures for SanEpEm licensing, but does not link these requirements to those outlined in the law “Of Licensing.”   This “double” standard confuses commercial entities regarding which licensing standards to follow.  In similar fashion, statute 41 addresses the certification guidelines businesses must adhere to in order to receive SanEpEm certification.  This statute does not mention the standards of the law “Of Certification” and which certification standards take priority.  Statute 42 shows this same lack of coordination between the law “Of the Sanitary—Health Well-being of the Population” with other regulatory laws.  This statute addresses the expert analysis process by which SanEpEm judges business compliance, but does not mention the expert analysis procedures dictated in other laws regarding business activity and judicial review.  This lack of coordination allows SanEpEm and other government organs, particularly local authorities, to meddle in business affairs to a very high degree. A final example of the failure to coordinate between SanEpEm’s regulation and other regulatory laws is not found in the law “Of the Sanitary—Health Well-being of the Population.”  Simply speaking, this law does not mention in any way the law from 14.06.95 no. 88-Ф3 “Of Government Assistance to Small Businesses in the Russian Federation.”  This fact particularly concerns small enterprises and capital holders because SanEpEm regulation oftentimes applies to their activities.  The failure to link SanEpEm regulation to the purpose of assisting small and medium sized firm thwarts their ability to comply with SanEpEm regulators and allows SanEpEm to disregard their needs.

C) SanEpEm’s Negative Influence on Foreign Investment.
            The law “Of the Sanitary—Health Well-being of the Population” establishes SanEpEm’s non-active position in helping enterprises meet health sanitation standards as well as a lack of coordination between sanitary/health legislation and other legislation governing business activity in the Russian Federation.  These weaknesses in the law confuse commercial enterprises in regards to which guidelines to meet and afford SanEpEm and especially other local authorities the ability to manipulate business affairs and meddle in commercial activity. 

This interference harshly impacts small and medium sized enterprises (SMEs), which oftentimes lack organized political leverage and fall victim to over-regulation much more commonly than large enterprises.  Therefore, SanEpEm’s legal rooted regulatory ineffectiveness, plays one of the key roles in Russia’s micro-economic growth problems as well as its inability to procure international capital.  The laws and acts that support SanEpEm’s regulatory activity fail to structure the agency in a clear manner that supports either SME growth or foreign investment in SMEs and other entities.

4.2.5 Government Customs Commission (GTK).

           Russia’s GTK represents the proximate equivalent of a combination of the Export Administration and the Customs Service in the USA
 This government agency formulates the customs policy of the Russian Federation and coordinates the border and other customs control operations.  The importance of this agency for business activity in general and for foreign investment, particularly investment in trans-border products, remains clear: international capital, either in the form of goods or in liquid assets, must pass the surveillance of the GTK or organizations under the GTK.  The costs associated with this surveillance either decrease or increase the general cost of trading in the Russian Federation.  This section analyzes the legal documents that govern GTK activities and their role in raising indirect costs for enterprises.  The greater lack of purpose the laws allow the greater the ability of the GTK and other organs to manipulate business enterprises and consequently raise non-market risk for foreign investors. 

A)    The GTK’s Legal Foundation for Enforcement.
                              The GTK’s regulation revolves around several laws and edicts.  The Customs Code (Tomozhnie Kodeks) details customs policy in the Russian Federation.  However, the Customs Code deals with many specifics in almost all spheres of customs activity, and although much can be said about the Russian Customs Code and its effectiveness or lack thereof
, this topic is beyond the bounds of this report.  Key among the agency-specific documents that governs the GTK is presidential order from 16.09.99 no. 1235
 “The Situation of the Government Customs Commission (GTK) of the Russian Federation.”  This executive order reevaluates the main principles and goals of GTK activities.  Furthermore, this order attempts to distill concrete executive control over GTK regulation and entrench the coordination of a single customs regime in the Russian Federation.  Although the aims of this executive order are respectable, they nonetheless miss the mark—this order fails to 1) root GTK’s purpose upon market economy principles and 2) fails to provide proactive mechanism by which the GTK can effectively complete its functions.

B)     Special Points in the GTK’s Legal Enforcement.      
                              Two points in the presidential order from 16.09.99 no. 1235
 “The Situation of the Government Customs Commission (GTK) of the Russian Federation” exemplify the order’s inability to formulate a successful legal foundation for GTK activity.  The first point deals directly with the first problem mentioned above—the inability to root GTK’s purpose on market principles.  Clause 4 embodies this inability.  This clause, titled “the main purpose/goals of the GTK,” does not establish any clear market economy guidelines as a base for GTK regulation.  For example, this clause uses broad terms such as “establishing economic security in the Russian Federation,”
 and “securing the economic interests of the Russian Federation”
 as goals for successful GTK operations.   However, this clause and the law in general do not define these terms, leaving it to the competence of the GTK and its operative organs.  The GTK structure and personnel, much like the staff of the Tax Service and SanEpEm, do not enjoy a thorough understanding of capitalist, market fundamentals and therefore formulate their regulatory practices accordingly.  This formulation of GTK regulation, consequently, does not enhance the pro-business capitalist interests of foreign investors and international business.    

                              The inability to structure a proactive mechanism presents the second problematic point in the executive order “The Situation of the Government Customs Commission (GTK) of the Russian Federation.”  Clause 5 of this order highlights this inability.  Clause 5, titled “the GTK in conjunction with its purposes fulfills the following functions,” in no way provides concrete methods to establish mechanisms that effectively or proactively fulfill GTK’s responsibilities.  For example, paragraph two of this clause states that the GTK must formulate “a legal, economic, and organizational mechanism in order to fulfill the policy objectives of the Russian Federation.”  Such a broad framework without mention of specific proactive mechanisms and goals allows the GTK great flexibility in formulating policy and thus does not promote the interests of commercial enterprises.  Other paragraphs in clause 5 further support this conclusion.  Paragraph nine states that the agency “must organize a controlled process in order to justly establish the worth of custom goods” without any mention of how, on what principles, and in what order such a controlled process must be based upon.  Paragraph fifteen adds to this lack of specificity.  This paragraph states that the GTK must coordinate customs activities with other government organs without any mention of which organs, which organ has regulatory authority, and in what manner such coordination must take place.  This lack of specificity muddles the authority structure of Russia’s customs regime and therefore erodes the efficiency of customs regulation in the Russian Federation.

C)    GTK’s Negative Impact on Foreign Investment.
                              The insolvency of executive order “The Situation of the Government Customs Commission (GTK) of the Russian Federation” obstructs foreign investment and business activity on several fronts.  First, the inability of the executive order to root GTK’s purpose upon market economy principles allows GTK and other personnel involved in customs operations to administer regulations based on their own principles and decrees.  These principles, ones oftentimes rooted in non-market mindsets, do not usually employ fundamental market economy ideals and therefore oftentimes subvert the interests of commercial enterprises that fairly engage in trade and investment.  Foreign companies and investment entities regularly fall into this category due to their lack of domestic or local political leverage.  

                              Second, the nonsuccess of executive order “The Situation of the Government Customs Commission (GTK) of the Russian Federation” in providing proactive mechanisms through which the GTK can effectively complete its functions impedes the cohesiveness of Russia’s customs regime.  The nonspecific nature of clause 5 in this executive order undermines effective coordination between GTK and other organs and does not enshrine concrete mechanisms to force the GTK to justly administer regulations.  This reality exposes enterprises to manipulation by the GTK and other organs and consequently raises non-market risk.  Foreign entities that do not enjoy a beneficial domestic position suffer unproportionally, and consequently the legal foundation of the GTK undermines foreign investment perspectives in the Russian Federation.    
CHAPTER FIVE. THE IMPACT OF INTERNATIONAL AGREEMENTS AND CONVENTIONS

The topic of international law and its impact on international investment is always hotly debated.  This paper does not intend to analyze the weaknesses or strengths of international conventions or agreements.  This paper simply points out that international agreements and conventions attempt to reduce investor risk, but in the case of Russia fail to do so because domestic legal support is not adequate.

            International agreements and conventions constitute the final bastion of legal documents that impacts foreign investor risk.  The legal environment in a given nation, however, either upholds or undermines these documents.  Multinational conventions cannot effectively mitigate investor risk without adequate support from the domestic legal system.  Although the Russian Federation is a member of many international conventions and agreements, this paper argues (as Chapter 4 illustrates) that Russia’s regulatory environment obstructs foreign investment perspectives. 

International Law and Russian Legal Reality.
Statute 15 of the Russian Constitution itself grants the ultimate overriding power in any legal dispute to the agreements and conventions to which the Russian Federation is member.  Even Russian Civil Code law from 30.11.94 no. 51-Ф3 grants the ultimate right to the international conventions and agreements that Russia has joined (first part)
.   Furthermore, the Russian Federation is in fact member to the conventions of prevailing importance in the investment and business activity sphere.

The key international convention that affects foreign investment to which Russia is member entails the Multilateral Investment Guarantee Agency Act (Seoul, 1985) that established the Multilateral Investment Guarantee Agency (MIGA) of the World Bank Group.  This international agency aims to address the very non-market, political risks that this paper focuses upon
. In fact, the preamble to the MIGA Act specifies that such non-market risks play a particularly detrimental role in causing capital outflows and a lack of foreign investment in developing countries.  This preamble sets the purpose for the establishment of MIGA: the minimization of foreign investors’ risks in order to increase private capital flows into developing nations.  Moreover, statute 2—titled the “purposes and goals of the agency”— specifically affirms this purpose and underlines the proactive tone of MIGA activities.  

Although the Soviet Union, and its successor the Russian Federation, probably did not figure into the definition of a developing nation in 1985, it nonetheless represents the main type of recipient country to MIGA investment guarantees.  Today’s Russia falls within MIGA’s guarantees: it lacks external private capital flows and it remains a “developing country” (median GDP between US$ 3,500-5,500)
. Consequently, MIGA insurance should reduce the type of non-market risks that foreign investors fear in the Russian Federation.      

However, this paper argues that the international conventions the Russian Federation is member to have little impact on investor risk for two main reasons.  First, like the Russian domestic laws themselves, the international conventions do not create any type of proactive mechanism that helps foreign investors avert risk, particularly unfair commercial regulation.  Section iii of Statute 11 of the MIGA Act highlights this problem.  This section examines one of the main risks MIGA guarantees—breach of contract.  Although this risk definitely fits on the list of main concerns for foreign investors, this section nonetheless shows that MIGA cannot overcome what domestic law cannot overcome—domestic arbitration processes.  This section asserts that a member country of the MIGA convention must make available a proper arbitration mechanism in order to resolve contract disputes, but does not specify what specifically such a mechanism comprises.  Foreign investors once again find themselves unable to avert the domestic legal system.  In all fairness, the MIGA Act does attempt to provide a starting point for cooperation with domestic regulatory organs and agencies in statute 19.  This statute—titled “relations with national and regional structures”—asserts that MIGA will work closely with other organs and structures in order to reach as “effective as possible” a solution.  Once again, this effective solution depends upon domestic organs and consequently cannot reassure foreign investors.  MIGA cannot reassure investors by itself. 

This first reality brings one to the second reason why international conventions do not have a serious impact on external capital flows to Russia.  Russian membership in international conventions, if not completely incorporated into Russian domestic laws, can confuse both foreign investors and Russian regulatory agencies by infusing a myriad of different standards to follow and regulate.  This phenomenon may in fact inadvertently create more trouble for foreign capital investors.  A country, upon signing an international agreement or convention, needs to prepare its legal system to address the requirements of this agreement.  However, such preparation, on both structural and psychological levels, oftentimes does not occur.  Russia’s membership in many conventions and agreements illustrates this reality—Russia is member to the MIGA Convention for which its domestic legal system is not adequately prepared. Specifically, Professor Voznesenskaya of the Institute of State and Law argues in her recent book International Investment: Russia and the World Experience that on a psychological level the Russian legal system does not incorporate the pro-market norms, principles, and processes that international investment agreements and conventions rely upon
.   The previous chapter (chapter four) highlights the fact that the legal documents that support commercial regulation in the Russian Federation also fail to incorporate such pro-business norms into Russia’s legal structures.  Therefore, regardless of how many or how good international conventions in the investment sphere may be, the lack of an adequately prepared domestic legal system in the Russian Federation limits their effectiveness in minimizing any type of foreign investor risk. 

CHAPTER SIX. CONCLUSION

Enhancing investment in the Russian Federation is of the utmost importance.  This topic, as many of the experts at the Institute for the Economy in Transition (Gaidar’s) agree, may be the single most important policy decision facing the current Putin Administration.  The Russian Federation simply lacks foreign capital investment.  The consequences of this reality cannot only be seen in statistical data, but can also more importantly be seen in the everyday struggles of the vast majority of Russians with decaying infrastructure, substandard healthcare facilities, and the lack of much needed credit instruments; just to name a few.  Many aspects probably create this reality: political, macro-economic, micro-economic, social/cultural, etc.  However, without disregarding any of these broad influences upon the lack of financial investments, this report focuses on one factor of paramount importance—laws and their role in reducing or increasing non-market risks for foreign investors.  

This report finds that from a strictly legal writing standpoint, Russia’s investment sphere laws differ from America’s laws in two drastic ways that substantially increase non-market risk for commercial entities in general and foreign investors in specific: 1) They lack a proactive mechanism that forces regulatory agencies to assist foreign businesses, and 2) they lack a clear pro-business purpose and pro-market capitalism understanding.   The lack of a clearly defined proactive mechanism and a lack of understanding of market principles increase the likelihood of manipulation and opportunism by members of the public agencies that administer the regulations as well as by domestic business entities. 

This situation takes on a drastic nature in Russia because non-market risks are greater in post-communist Russia then in many other developing nations.  The possibilities for harsher non-market risks in Russia rather than other countries are based upon two main elements that this paper addresses in detail in Chapters Three and Four.  First, Russia’s high level of bureaucratization, a structural aspect it inherited from the Soviet command economy, impacts all facets of commercial regulation.  A greater role for regulatory organs in Russia increases the possibilities for greater non-market risks for foreign investment.  Second, a lack of a pro-market, capitalist tradition hampers economic relations and further enhances non-market risks in the Russian Federation.  N. Voznesenskaya of the Russian Academy of Sciences stresses that a lack of understanding in the Russian legal system regarding the norms, principles, and processes that rule international market economics distorts business regulation and negatively affects investment
. The general nonexistence of this pro-market tendency, inherited from USSR, substantially increases the possibilities for greater non-market risks for foreign investors in Russia in comparison to investment in other countries that enjoy strong capitalist traditions. 

This paper’s four main chapters (chapters two, three, four, and five) clearly support four different arguments that combine to clearly support this thesis.  Chapter Two of this report clearly establishes the importance of non-market risk for foreign investors.  This Chapter also shows that a clear proactive mechanism and pro-market purpose written into the law reduces foreign investor’s risk perception and helps protect their interests.  Chapter Three highlights how investment sphere laws, particularly agency-specific laws, of the United States evolved to employ a clearly stated pro-market purpose and even more importantly, a succinctly written active mechanism to channel the role of government regulatory agencies in the United States.  This Chapter stresses that American regulatory law provides special assistance to both foreign investors and businesses and small enterprises, whether foreign or domestic.  Chapter Four shows the opposite reality in the Russian legal sphere: Russian Federation laws do not provide a proactive mechanism to control biased regulation by government organs, and does not establish a pro-market orientation to guide the behavior of government authorities and legal personnel.  Chapter Five quickly shows that international law, with specific attention to the MIGA Convention of 1985, cannot compensate for an inadequately prepared legal system.  Thus, the MIGA Convention does not minimize the non-market risks associated with Russia because the Russian legal system fails to do so itself.   

   In light of the arguments this paper presents, the following suggestions will likely reduce the legal non-market risks felt by foreign capital investors in Russia.  Although these suggestions may seem simple, they nonetheless represent important steps in the right direction.  Every time a law or an executive order is crafted it should go through four essential screenings: 1) Screening no. 1: a proactive mechanism.  The law or executive order should specify a direct proactive mechanism that forces regulatory agencies to assist foreign businesses.  This mechanism should clearly state what the regulatory agency must do in order to enhance the interests of businesses.   2) Screening no. 2: a fundamental market education.  The law or executive order should provide a mandatory education program for the regulatory organs that govern commercial regulation.  This education program should particularly focus on communicating the free-market principles that support a healthy market economy.  3) Screening no. 3: A pro-business purpose.  The law or executive order in the preamble to each document must strictly state that the law in question is not simply to constrain business activity but to enhance economic growth and development.  4) Screening no. 4: Market principles.  Each executive order or law should include at least one statute clarifying the market principles that govern the regulation the document addresses.  Free-market principles should be included in as many statutes as possible in order to limit opportunism.  
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� The most startling example given was in A.V. Karin, Legally Important Points in Government-Investor Relations, 1998, pg. 106: “In 1994 in the Russian Federation registered commercial entities with foreign capital numbered around 11,5 thousand. For comparison, in little Estonia at that period over 14 thousand such entities were registered.  Although this statistic is fairly dated (1994), the point is clear: foreign capital in Russia is minimal at best. 


� The honors thesis I wrote during my tenure at Stanford University addresses this issue to a high degree.  In general, my Stanford thesis asserts that self-interested opportunistic behavior occurred at given structures, or “modules,” after the collapse of communism in both Hungary and Russia.  Russia’s opportunistic behavior occurred to a higher extent than in Hungary because the economic and administrative structures were less autonomous from central power.  Consequently, when the environmental condition changed (Gorbachev’s perostroika program and then the collapse of the USSR) opportunism in Russia, in comparison with Hungary, was rampant.  For more on this please see Manuscript—Haim Zaltzman, Post-communist Economic Divergence in Hungary and Russia: the Theory of Modular Opportunism. (Stanford University’s International Relations Program: June 2000).


� Author interviews and surveys conducted at the Institute for the Economy in Transition under the Russian Federation, AmbroBank, and Renaissance Capital Bank during October/November 2000.    


� “Non-market” risk is loosely defined as any risk not originating within the bounds of legal profit-maximizing behavior.


� � HYPERLINK "http://www.iet.ru/guest/zaltzman/" \l "_ftnref1" \o "" � �John S. Taylor, Introduction to Market Economics, 1996.


� Author interviews and surveys conducted at the Institute for the Economy in Transition under the Russian Federation, AmbroBank, and Renaissance Capital Bank during October/November 2000. 


� “Non-market” risk is loosely defined as any risk not originating within the bounds of legal profit-maximizing behavior.


� N. Voznesenskaya, Inostranie Investitzsi: Rossiya ee Mriavoi Opit (International Investment: Russia and the World Experience). 2001.  P. VI.  


� The years in which global capital flows became more or less liquid between regions is varied.  In general, the West (U.S.A., Europe, Australia, Japan, etc.) entails the capital exporters.  Capital flows became liquid between the U.S.A. in Europe more than a 100 years ago, between the West and Japan a few years after WWII, between the West and Latin America almost 50 years ago, between the West and China soon after Deng Xiaping’s 1979 reforms but more rapid in the early 1990s, and between the World and the former Soviet Sphere in the late 1980s. For more on this please see B. Crawford’s Markets, States, and Democracy: The Political Economy of Post-communist Transformations, 1995. 


� Heritage Foundation’s “index of economic freedoms.” 1999.  Found at the www.heritage.org.


� Bernard Black, Reinier Kraakman, and Jonathan Hay “Corporate Law from Scratch,” in Frydman’s Corporate Governance in Central Europe and Russia. 1996. Pg. 247.


� Greater costs in general does not only mean financial costs, but includes everything that adds to the burden of the investment and later the operation such as lost time, interest payments accrued, depreciation of the capital, etc.


� The following articles and books are a small list of the many that cover corporate governance and capital control issues, particularly in the former communist bloc: M. Afencev’s Klientalim ee Rossiskaya Gosudarstvenost, 1997; See also footnote #7; Black, Kraakman, and Tarassova Russian Privatization and Corporate Governance: What Went Wrong? 1999; EBRD’s Transition Report on “Ownership, Governance, and Restructuring,” 1995;  Lapidus’s The New Russia: Troubled Transformation.


� Theory of International Trade, 1st part, pg. 159.


� This fact is regularly presented by developing countries during environmental summits, such as the Kyoto Summit in 1998.


� This is the language used in the Export Administration Act of 1979 as well as the 1994 Executive Order to prolong the Act.


� � HYPERLINK "http://www.iet.ru/guest/zaltzman/" \l "_ftnref4" \o "" ��Henry Kissinger, Richard Nixon's National Security Adviser, in his recent book—Diplomacy (1997)—argues that U.S. export control policy was one of, if not the most, key factor in the technological edge the United States enjoyed from the 1970s onward.  According to Kissinger, the technological edge of the USA factored strongly in the ultimate collapse of the USSR.


� Export Administration Act of 1979, License Review section.


� The fact that Congress has yet to approve a new Export Administration Act since the 1979 Act expired in 1994 is testimony to the heated debate over export controls and «dual usage» technologies in the United States.


� Executive Order 12661—Implementing the Omnibus Trade and Competitiveness Act of 1988 and related international trade matters.  


� The first targets of the Super 301 list of «anti-competitive» nations were not the European Union or Japan, nations for which theOmnibus Act was supposed to frighten, but rather Brazil and India.  More specifics on this topic can be found in Ronald A. Cass's «Velvet Fist in an Iron Glove: The Omnibus Tradeand Competitiveness Act of 1988» in Regulation, Volume 14, No. 1, Winter 1991.


� This statement is obviously an opinion, but being even slightly optimistic allows one to come to such a conclusion.


� Institute for the Economy in Transition, 2001.  Economist V. Mau, in his role as head of the Economic Working Group of the Prime Minister, has been working on the development of regulatory law reform with the particular goal of enhancing international capital procurement. 


� A particular problem that I have heard raised constantly about the Russian Civil Code, particularly in regards to commercial litigation, is that many answers to disputed questions are simply not well written into the code.  This reality leaves a gap in legal understanding that strains effective resolution of contract disputes.


� Svetlanov meeting, December 2000.


� Without delving too deeply into Russian civil law, it is important to note that none of the Russian Federation’s codes develop this standard (fairness and an unbiased nature).  Furthermore, this standard is never (likely due to the fact that it is never developed in the first place) the subject of appeal in the Courts of Appeal. 


� The only direct link between the Production Panel and the Federal Government of Russia is that the President of the RF appoints the president of the Production Panel.  After this appointment is made, however, the Production Panel can perform its duties autonomously of federal interference.


� During the interviews conducted for this research, a common theme among economists as well as others was that the banking system at which the Central Bank stands atop is the root of the economic instability plaguing Russia.


� There are many previous forms of this law regarding the Central Bank’s legal authority.  The first such law passed the DUMA on 26.04.95..


� This position is supported by A.V. Karin, Legally Important Points in Government-Investor Relations, 1998, pg. 79.


� S.A. Abakyan, “Of the Key Constitutional Status of the Central Bank of Russia,” The Constitutional/Legal Status of the Central Bank of the Russian Federation. 2000, pg. 37


� Svetlanov Meeting, April 2001.


� Svetlanov Meeting, April 2001.


� Interviews held at the Institute for the Economy in Transition under the Russian Federation, October-December 2000.


� This is particularly the case in transition economies where large capital pools are unavailable and labor is abundant.  Case studies of the Baltic States after the collapse of the USSR highlight this fact.  Many economists attribute the Baltic’s relatively successful economic growth pattern to their ability to fuel SME growth.  See World Bank Data Pools, 1999 for more detail.


� � HYPERLINK "http://www.iet.ru/guest/zaltzman/" \l "_ftnref15" \o "" � �Russia’s FAPRID most likely represents the other organ in Russia’s Export Regime.


� A main concern voiced by the business community regarding the Customs Code is that process of reverting to the code to resolve a dispute places a disproportionate strain on the enterprise as well as adds immense operation costs through lost time. 


� This executive order follows an earlier presidential order from 25.10.94 no. 2014.


� This executive order follows an earlier presidential order from 25.10.94 no. 2014.


� Second paragraph.


� Fourth paragraph.


� For further detail regarding the international conventions to which Russia is member, please see Rozenberg’s Contract Mezhdunarodni Kupli-Prodazhi, 2000.


� MIGA Act, Seoul, 1985. Preamble.


� World Bank Annual Report, Eastern Europe and the CIS section, 1999.


� N. Voznesenskaya, Inostranie Investitzsi: Rossiya ee Miravoi Opit (International Investment: Russia and the World Experience). 2001.  P. 61.


� N. Voznesenskaya, Inostranie Investitzsi: Rossiya ee Mriavoi Opit (International Investment: Russia and the World Experience). 2001.  P. VI. 
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