
Part 4. Institutional and microeconomic
problems
4.1 Privatization 

According to the RF Property Ministry’s plans, in 2001, minimal receipts from the sales of public property, which since 1999 have not been included in the revenue part of the federal budget, should have accounted roughly for Rb. 18 bln. In compliance with Art. 24 of federal law No. 150-FZ “On the federal budget for 2001”, revenues from the property owned by the government or from respective operations should make up Rb. 26.8 bln. particularly dividends on shares – 2 bln., rental payments – 5.6 bln., payments (incomes) from public enterprises – 9.4 bln. The latter relates primarily to the Russian-Vietnamese joint-stock company “Vietsovpetro” rather than to profits generated by public unitary enterprises. 

Apart from annual conflicts with regard to the government’s powers and concrete objects considered for privatization, the problem of formation of the list of enterprises subject to privatization in 2001 appeared complicated due to Art. 100 of the federal budget law for 2001. According to the latter, in 2001 the shares of those AOs whose capital assets’ value as per balance sheet (considering a consolidated budget with assets of daughter and subsidiary companies) exceeded 50 mln. minimal wage rates, as of January 1, 2000, were not subject to sales in 2001 until the enforcement of a federal law on state privatization program. 

Overall, it was intended to put up for sale about 700 stakes in year 2001. In the first quarter of 2001 the government failed to abolish Article 100
, therefore the Property Ministry has prepared a list of 19 enterprises to be privatized in the first half-year, which complied with the law in formal terms (the list comprised Rosgosstrakh, Yuzhuralnickel, Kuzbassugol, Kuznetskugol, Khakasugol, Orenburggeologiya, Slavneft Mezhregionneftegazogeologiya, two Nizhni Vartovsk oil companies, three integrated mining enterprises. The government longer-term program included the elaboration of a new law on privatization (see below). Therefore, the privatization process at the federal level was started only in the spring of 2001. In May, the Property Ministry presented the list of 81 enterprises (including Lukoil and about 40 federal state-owned unitary enterprises - FSUE) to be privatized in the second half of 2001 for the approval of the government. 2001 The Russian Fund for Federal Property (RFFI) planned to sell blocks of shares in 7 joint stock companies in the first half of 2001 and in 32 joint stock companies in the second half of the year. 

As it was noted over the past years, the traditional budget orientation of the privatization process determined seasonality of main receipts from privatization deals in 2001. In the 1st quarter, the overall receipts amounted to Rb. 5.11 bln. (at 1/3 more than envisaged), however, receipts from sales accounted just for 1/7 of the noted amount. The aggregate receipts over 10 months of 2001 made up Rb. 28.5 bln., including those from sales of assets and stakes- 8.4bln. (though with account of sales held in the Subjects of RF), 3.9 bln.- rental payments, and another 12 bln. – in income on Russia’s share in “Vietsovpetro”
. 

By mid-December 2001 revenues from privatization accounted just for Rb. 9.3 bln., or a half of the amount planned for 2001 (see Table 1), while the crucial privatization deals, as usual, fell on the fall of the year. It is still unclear if the Property Ministry have met all its privatization targets for year 2001. 

After a few years of inert debates, in 2001 the government launched privatization of the oldest insurance giant – OAO “Rosgosstrakh”. It was yet in 1996 when the plan to sell control block of the OAO to the company’s top management raised a broad criticism. At present, the OAO has 80 daughter insurance companies and 2,500 subsidiary branches. The company also is licensed to carry out 69 kinds of insurance operations and, As Of April 1, 2001, its assets stood at Rb. 850 mln. The privatization strategy underwent several changes, thus, along with the company’s informational closeness and problems of manageability of its regional network, forming a negative factor for investors. However, in 2001 50 per cent minus 1 share was put up for sale in 2001, provided the sale would be carried out in 3 stages. 

Table 1

Privatization in 1995 through 2001

	
	1995
	1996
	1997
	1998
	1999
	2000
	2001 (fact, 10 months)
	2002 (plan, RF Property Ministry)

	Actual number of privatized enterprises
	6000
	5000
	3000
	2583
	595
	320
	No data
	500

	Approved budget, Rb.
	4,991 trillion а
	12,3 trillion
	6,525 trillion
	8,125 billion c d
	15 billion.cf (total 18,5)
	18 billion cf  (total 23,7)
	18 billion c (total 44,8 billion)
	35 billion (total 64 billion)

	Actual revenues, Rb.
	7,319 trillion
	1,532 trillion
	18, 654 trillion b
	14,005 billion e
	8,33 billion c (total 17,3)
	31,4 billion c (total 50,6)
	8,4 billion (total 28,5 billion)
	-

	Actual dividends on blocks of shares in federal ownership, Rb.
	92,8 billion
	118 billion
	407 billion
	574,6 mil. (200 JSC)
	6,15 billion (600 JSC)
	5,6 billion (1050 JSC)
	4,1 billion
	10 billion

	Actual lease revenues, Rb. 
	116,7 billion
	
	305 billion
	540 mil.
	2,165 billion
	3,4 billion
	3,9 billion
	6 billion

	Actual payments (revenues) from state owned enterprises, Rb. 
	-
	5 billion
	26 billion
	660 mil.
	-
	9,8 billion – « Vietsovpetro »
	12 billion – « Vietsovpetro »
	12,4 billion – « Vietsovpetro »

1,23 billion – revenues from SUE


а  - the approved budget was adjusted in December of 1995, 70.8 per cent of the actual revenues were derived at the expense of loans-for-shares auctions.

b – including $ 1.875 billion for shares in “Svyazinvest.”

c – only for assets sold.

d – adjusted to Rub. 15 billion in April of 1998 (at the governmental level).

e – including Rub. 12.5 billion for 2.5 per cent of shares in “Gazprom.”

f – not included in budgetary revenues

As a result, in September 2001 “Troyka-Dialogue”, which most likely represented interests of a consortium of investors, acquired a 9 per cent stake of OAO at an auction for Rb. 201 mln. with the starting price of Rb. 153 mln. Consequently, on December 22, Troyka - Dialogue acquired another 39 per cent of shares worth a total of Rb. 1.03 bln. with the starting price being 1 bln., and on December 25 – 1 per cent of shares (25.003 mln. with the starting price of 25 mln.) The fall in budget revenues against the starting price with every new auction is evident. To acquire the noted shares, “Troyka - Dialogue” was granted with a technical credit against the OAO’s shares as a collateral. It is intended in the future to increase the stock package owned by the consortium up to the control one and to get the OAO’s shares to the “blue chip” level. However, the lack of clarity about the consortium members so far does not allow an unambiguous identification of the purpose of the acquisition – whether it was a strategic investment or portfolio investment for the purpose of its further sale once capitalization is increased. 

The majority of the privatization deals, both those accomplished in 2001 and deferred to 2002, highlighted corporate control and governance problems as their crucial component. 

Privatization practically is over in the aluminum sector. In august 2001, The Russian Fund for Federal Property (RFFI) sold the 14 per cent stake of Novokuznetsk Aluminum Plant to Russky Aluminum for USD 6.02 mln. As any analogue deal with a residual package, the deal became possible only after RA acquired 66 per cent shares of the Plant. The qualified control RA gained over the plant allow the company to ignore the remaining minority stockholders (especially after the Supreme Arbitration Court’s decision made in October 2001- see the Section on corporate governance), however problems with “alien” creditors (in control of up to 50 per cent of the plant’s debts) and the former owners (seeking a USD 3 bln. compensation in the court for false bankruptcy of NAP by structures of Russky Aluminum). 

It was the sale of shares of “Kuzbassugol” holding (the 3rd biggest national coal producer, 17 coal mines, 3 concentrating mills, 62 back-up facilities) that appeared the largest deal in 2001. The shares (a 79.73 per cent stake) were offered in two lots (39.73 and 40 per cent) at special auctions, thus complicating the possibility of a non-recurrent consolidation of control. At the same time, one had to submit his application for participation in the second auction prior to the conclusion of results of the first one. In this particular case the RF Ministry of State Property proved to be a successful gambler playing on competitors’ interests, which ensured unquestionably positive results for the budget. 

The struggle for the holding’s shares started yet at the stage of discussion of conditions. In early 2001 the Kemerovo oblast authorities had a stock package directly sold to “Belon” coal trader, which allowed an early forecast of the outcome of the deal in favor of members of “Russian steel” (“Evrazholding” and Novoliptesk Metallurgical Plant, or NMP). Nonetheless, by summer the alliance formed by Magnitogorsk Metallurgical Plant and Severstal managed to convince the authorities to introduce competition-based procedures that suggested a victory through offering the highest price. After approval of conditions of the deal in June 2001 there were also some attempts to strip the holding off assets through bankruptcy procedures At the same time both the auction procedures and the final balance of forces just intensified the corporate struggle and, most likely, ensured its continuation over time. With account of earlier acquired shares, the stock package of the holding in possession MMK and Severstal accounted for 52 per cent, while another 44 per cent was hold by NMK and Belon (apparently affiliated with NMK). The controlling alliance that put maximal efforts to ensure its autonomy and security by buying the holding plans to establish a joint managing company. At the same time its competitors, apart from 44 per cent of the holding’s shares also have control and blocking stakes in a number of holding’s daughter companies . Each alliance holds 5 seats in the holding’s Board of Directors, while the 11th one is fixed for the RF Ministry of Energy as the government representative managing the “Golden Share”. The Director General (as of December 2001) granted key posts in the company to representatives of the former alliance, while the Kemerovo oblast authorities supporting the latter one appealed to the RF Ministry of State Property with a request to delegate them the rights for the “Golden Share”. The immediate effect of the confrontation became series of failures to hold stockholders meetings and the problem with regard to holding a meeting of the Board of Directors and electing Director General. 

The privatization of the national coal sector should be over in 2002 after the possible sale of a 38.41 per cent stake of “Vorkutaugol” holding. It is Severstal, the biggest consumer of the holding’s products and owner of a 15 per cent stake of that that may become a main pretender for that, however, the repetition of the noted scenario with Kuzbassugol may become possible. 

It has been noted for several years that stock packages of Slavneft (19.68 per cent), Vostoschanaya neftyanaya Compania (VNK) - (36.817 per cent), and Svyazinvest (25 per cent minus 2 shares) have been in the list of potential objects for privatization, with respective deals deferred for the next years. Further privatization of Svyazinvest may become possible only after the holding restructuring and its presale preparation. 

According to the privatization program for 2002 approved by the RF government on August 2, 2001, the sales of Slavneft’s shares was deferred to 2002 (with the control block to remain in the government property). The struggle for this stock package has been already underway since 2001. First, pursuant to the claim brought by Ost-West Handelsbank AG, yet in August 2001 Slavneft’s assets worth a total of USD 2.6 mln. were arrested. The claim is related to Slavneft’s refusal to repay to the bank a credit extended to its daughter company against Slavneft’s guarantees. Interestingly, the control block in the German bank belongs to the Bank of Russia. This case can result either in a lower starting price, or in postponement of the term of privatization. Secondly, the governmental ruling on the sale of the holding’s stock package automatically eliminates the problem of transition of the holding towards single share which could have ended up not earlier than in 2003 and, according to some estimates, lead to 3-4 fold rise in its capitalization. Apparently, this appears profitable both to the government (acceleration of the sale in the conditions of uncertain prospects for oil prices) and to the holding’s management, as the latter struggles for control over the company with TNK. The transition towards single share would allow TNK (with account of its 12.5 per cent share in Slavneft plus blocking stakes in its two daughter companies ) to get 33 per cent of shares of the united company and then, in the course of privatization, to buy other shares to ensure a control block, which would obviously imply lowering the government share in that. 

RFFI has prolonged the auction on selling shares of VNK (with the starting price of USD 225 mln.) announced in December 2001 until February 14, 2002. It is YUKOS, whose general strategy is a maximal consolidation of its assets that appears a real pretender for the shares. However, the fact that YUKOS is in possession of another 54 per cent of shares of VNK allows questioning whether the sale of the stake is profitable for the government. As well, TNK has also declared its intention to take part in the auction yet in December 2001,- however, from the perspective of corporate struggle, its decision notably discredits unofficial statement issued by the Accounting Chamber of RF regarding YUKOS stripping off VNK’s assets (Achinsky Oil Refinery and Tomskneft). According to the data as of January 2002, the deal will not be accomplished until the clarification of the issue. 

Although there have been no plans to privatize “Transneft” as yet, it is worth mentioning that it was, in fact, forced to pay dividends (Rb. 1.6 billion) for year 2002 to minority shareholders owning 25 per cent of preferred stocks (75 per cent of ordinary stocks are owned by the state). It allowed to preserve the present structure of corporate control favoring the state and the company’s management. 

As noted above, the privatization program for 2002 (a mandatory component of the passing of the budget) was approved by the government yet on August 2, 2001. The quantitative side of that is given in Table 2. It is the sales of 19.68 per cent of Slavneft’s shares, 17.77 per cent of shares of Magnitogorsky metallurgical Plant and 85 per cent of NORSI-Oil that may become the biggest deals. The government also approved the RFFI proposition to sell blocks of shares in the Murmansk, Taganrog, and Tuapse sea ports in 2002. The actual initiators of this proposition and most likely pretenders for the purchase may be largest groups involved in coal, metal, and oil exports, which have already become owners of a number of ports. Roughly as many as 40 per cent of enterprises planned for privatization in 2002 fall within the fuel and energy sector that formed the favorite source for fulfillment the annual privatization plan. 

For the first time in the course of Russian privatization there was introduced a law setting the legal framework for the return of actually sold assets. According to Federal law No. 194 FZ of December 31, 2001 “On the Federal Budget for Year 2002” (Article 79), the RF government aiming to release shares in JSC “Novoship” and “Severo Zapadnoye Parokhodstvo,” which were put up as collateral under certain credit agreements concluded in accordance with the RF President’s decree No. 889 of August 31, 1995, “On the Procedure Governing the Transfer of Federally Owned Shares as Collateral in 1995,” assumed the obligations set by these agreements. The agreements were amended to the effect that the credits would be repaid at the expense of the federal budget in year 2002. At the same time, the agreements under which these shares were put up as collateral were cancelled.  

The original forecast of revenues from property sales with account of necessary organizational measures and favorable state of affairs envisaged some Rb. 18 bln., but then it was increased up to Rb. 35 bln. According to 2002 budget law No. 194-FZ of December 31, 2001, the budget task on revenues from the use of public property (dividends and rental payments) and enterprises’ operations (joint ventures’ incomes, contributions from the federal state owned unitary enterprises - FSUE) for 2002 made up Rb. 29 bln., upon adjustment introduced by the RF Ministry of State Property in December 2001 – 36 bln., including: rental payments 4 (once adjusted –6), dividends 7.6 (10), rental payments for land – 4.4 (6), deductions from profits of federal unitary enterprises – 0.5 (1.2), joint venture Vietsovpetro – 12.4 (12.4). 

It is the prevailing focus on delegating government representatives to boards of directors of joint – stock companies rather than managing state unitary enterprises that constitutes a relatively new approach practiced by the RF Ministry of State Property. Accordingly as long as the medium-term period is concerned, it is envisaged to proceed with incorporation and gradual sales of shares of an absolute majority of FSUEs, with not more than 1-2 thousand of them retain in government ownership. As usual, there are discussions as to whether the government should "get rid of the burden” of owning an absolute majority of minority stakes that do not allow the authorities to exercise management functions but require certain costs. 

In addition to privatization of incorporated FSUEs and traditional sales of minority stakes, it is likely that 2002 would witness a sharp contraction in the list of strategic enterprises whose privatization was prohibited. As a result, the RF government should own shares of not more that 1-2 per cent of the most significant JSCs. 

Table 2

 The RF Property, as of 2001 

	
	The RF government property, total
	As % of the total number of registered in RF
	Due for privatization in 2002, as units

	State unitary enterprises
	9718
	12
	152

	Joint-stock companies whose stock packages are owned by the RF government
	3949
	0,91
	365

	Including the respective government share in their authorized capital accounting for:

- 100 %

- over 50 %

- 25-50 %

- under 25 % 

- Golden share
	88

625

1393

1843

542
	-

-

-

-
	4

26

118

217


Source: data from the draft privatization program for 2002 submitted to the RF Government by the RF Ministry of Property in August 2001. According to the data from the register of the Ministry, as of Sept. 1, 2001, the figures are slightly different: 9,855 FUEs, 34, 868 public institutions, 4,308 stock packages in AOs, 3,317 incomplete construction objects. According to some other estimates, the AOs with the government share outnumber 6,000, while the register of FUEs is far from completion. In 1999, the Ministry argued there were roughly 14,000 FUEs, which, considering the current reorganization and privatization rates, does not allow trustworthiness of the official data for 2001 as well. 
In addition to a considerable number of statutes passed between 2000 to 2001 pursuant to the 1999 Concept for management of public property, the government envisages crucial innovations for 2002. First, to raise budget revenues through profits of FSUEs, the government needs a strict formulation of principles of deduction of their profits to the federal budget. There are several approaches to this problem in existence by January 2002. Specifically, the Accounting Chamber of RF suggests a uniform 95 per cent deduction rate for all such enterprises, while the RF Ministry for Economic Development and Trade suggests computation of individual rates for each enterprise. Finally, according to government Resolution of February 3, 2000, No. 104 (amended on February 16, 2001) “On Strengthening Control over Operations of the State Owned Unitary Enterprises and Shares of Open-End Joint Stock Companies in Federal Ownership” it is necessary to carry out a sectoral computation of indicators of FSUEs’ economic efficiency and amount (share) of profits due to be transferred to the federal budget. The respective executive body of RF is responsible for ensuring such a computation in coordination with the RF Ministry for Economic Development. 

Another important innovation may become adoption of the “Regulation of Protection of Rights of the Russian Federation as an Owner” which provides the transfer of the institution of government representatives to the professional grounds. There are two obvious components of such a transfer: tightening requirements to pretenders for such a position in Board of Directors of JSCs and identification of sources of financing of their operations. The third component that has not been tackled as yet is development of a system of responsibility measures. Such a system should particularly include the possibility of introduction of amendments to the Criminal Code of RF concerning protection of the state interests, should the noted professional representative exercise their duties in an “unduly” fashion. 

As it can be seen from notes to table 2, it is a trivial examination of state assets that remains a necessary condition for furthering the reform. In addition to a quantitative account, it is necessary to ensure a clear distinction between levels of power with regard to their enjoying certain rights for state property. According to the Department for the Account of State Property of the RF Ministry of State Property, in 2001 there were over 300 JSCs whose shares are owned by the federal government, however their stockholders’ rights are exercised, on behalf of the Russian Federation, regional agencies managing state assets or other entities not granted with the respective legal powers. 

Adoption of a new law on privatization forms a separate issue
. The final adoption of the law was scheduled for 2001 (with the 1st reading held on June 21, 2nd- November 29, 3rd – November 30, and the reading in the Federation Council – on December 5, 2001). However, President Putin postponed the singing of the bill for 2002. Apart from the procedural collision (the bill has not been signed, however, it has not been returned over the term due). There is another problem: according to some sources, the Presidential Administration is not satisfied with the list of objects transferred under President’s competence. 

 At the same time, to a significant extent the privatization program for 2002 is based on innovations provided by the law. 

In order to increase the budget effect from privatization, it is envisaged to proceed with the individual strategy of sales, analysis of the market (effective demand), and application of new privatization methods. Although the focus on “unique” large deals on liquid stock packages by means of auctions is retained, should they prove to be ineffective, it will be possible to employ such new methods as sales through public offer, with no competition in place or by results of trust. There also are two in principle new matters: sales of land sites as an integral part of the privatized property (as dictated by the Land Code of RF) and increase in capital assets at the expense of intellectual property rights (which is important specifically in the case of privatization of MIC enterprises). 

On the whole, there are ten possible privatization methods depending on the size of an enterprise, its liquidity, or results of initial sales: 

- shares in enterprises evaluated over 5 million of minimum wages shall be sold via “auctions,” “special auctions,” or “outside the territory of the Russian Federation”; 

- all other enterprises shall be sold at open auctions, special auctions, or “tenders”; 

- in case there are no purchasers, the assets shall be sold via “public offer” (i.e. via Dutch auction, where the price may be reduced to the original value); 

-  in case the sale via public offer for small and medium-sized businesses fails, there shall be employed the “sale of property without the price announcement”; 

- there may be organized tenders for trust management (blocks of shares from 51 to 100 per cent) giving winners the right to purchase later the shares at the value registered at the time the contract was signed. 

The privatization methods also include “the transformation of unitary enterprises into JSCs,” “sales of JSC shares via the organizer of trade on the stock market,” and “transfer of property as a contribution to JSCs’ charter capitals.” 
 

The successful passing of this bill became possible thanks to a compromise multi-level system of decision making with regard to privatization of objects. While it is President whose competencies embrace strategic enterprises (nuclear plants, MIC, etc.) and particularly the list of objects whose privatization is prohibited), the federal natural monopolies (the Ministry of Railway Transportation, RAO UES, and RAO Gazprom fall within the powers of the State Duma, while the other federal enterprises are subject to the RF government’s rulings. As concerns privatization of regional and municipal property, the framework of a uniform approach suggested by the federal law provides that it is an authorized local agency that deals with this process. In light of this, the bill lacks traditional prohibitive lists, which implies the possibility of privatization of practically any object. Accordingly, there will be no conflicts between the Duma and the government with respect to annual approval of the list of objects to be privatized and the annual (over 1998- 2001) failure to pass the privatization program bills. It is envisaged that annually in August the government should submit to the Duma the draft budget with the program of privatization of federal objects for the next year. 

An important moment is the abolition of the registration principle of privatization. While earlier an application from an individual or an organization (alongside with the government’s initiative) was enough to start the privatization procedure, now, according to the draft law, this initiative is not necessary to implement. It is also of principal importance that the stipulations of the law are mandatory for each authority level in the RF.   

Despite the noted positive innovations, the bill raises ambiguous attitude. According to some analysts, first, the bill extends possibility for bureaucrats’ arbitrary actions (specifically, the possibility to amend conditions of a tender and the winner’s obligations upon signing the respective contract) and intensifies inequality between potential participants, regardless the principle of participants’ equality stipulated in p.1 of Art. 2 (especially with respect to procedures of implementation of privatization methods); second, the bill sets more sophisticated and labor-intensive procedures of privatization of the enterprises whose privatization is not prohibited. In other words, essentially, this concerns a considerable volume of stock packages remained in the government ownership and not sold yet, due to various reasons. If such restrictions appear justified, as long as 700 strategic objects are concerned, their effect with regard to non-blocking minority stakes that should be sold by any means can be questioned. 

Finally, a permanent absence of a clear privatization strategy (apart from budget tasks) appears a clearly negative factor. Once being designed, it should be based on the clear awareness of which enterprises and sectors should be retained in the government ownership under any circumstances. Once this strategy completed, one could then start discussing the list of sales for a short-, medium and longer-term perspective. Such a list should obviously comprise both the sub-list of actually salable and attractive objects and the sub-list of non-liquid objects (due both to financial and economic indicators and already formed property structure). As well the Russian privatization suffers from traditional defects, specifically, transparency of deals and actual equality between participants in the conditions of systemic corruption, and in this case, sales procedures appear a secondary matter. 

A special problem is the duration of the period of limitation for privatization transactions. The RF Civil Code and RF law No. 123 FZ of July 21, 1997, “On Privatization of State Owned Property and on Principles of Privatization of Municipal Property in the Russian Federation” currently in force do not stipulate a special limitation period with regard to consequences of invalidity of privatization transactions. Accordingly, the general period of limitation as set by Article 181 of the RF Civil Code is applied to privatization transactions (10 years for the implementation of consequences arising from the invalidity of null and void transactions). 

This period of limitation apparently creates an opportunity to carry out mass or “contracted” deprivatization of practically any privatized enterprise in Russia, depending on the political and (or) economic circumstances, since apparent or inadvertent offences, formal small mistakes, or farfetched pretexts may be found without much effort.  It is also an ideal way to influence a company in terms of operative administrative pressure both at the federal and regional levels. For instance, the apparent risk that a company may be deprivatized in case there are found any violation of the privatization law is one of the most serious obstacles to investment in Russia’s companies from the view point of practically all investment institutions active in Russia. 

However, in technical terms, it is difficult to launch this process as a massive action. The two-sided restitution presupposes the necessity of compensation, what requires that a whole complex of problems must be settled: the stand with regard to bona fide purchasers (after a number of resales); the necessity to find funds to finance the compensation (it will require a special budget item with targets for the respective year); a special method to evaluate shares; a special method for the evaluation of privatization coupons (“vouchers”); a special method to evaluate property complexes (of enterprises). There are also in place protection designs feasible only for larger firms because of their cost intensity. An example is presented as the Norilsk Nickel restructuring carried out after the General Prosecutor Office had demanded to return to the state the money allegedly not paid in the course of privatization of the company.  

On the whole, the necessity to reduce the period of limitation with regard to privatization transactions is justified. The respective amendment to the RF Civil Code to reduce the period of limitation from 10 to 3 years was presented to the State Duma on November 30, 2001 (the amendment was rejected). However, it would be enough to settle this legal problem. For instance, the RF Criminal Code sets a 10 year period of limitation for a number of crimes against the state. Apparently, in terms of policy the reduction of the period of limitation with regard to privatization transactions is equal to a decision on tax amnesty. It may be maintained that the opposition to such an innovation will be exceptionally strong.  

4.2. The State and Corporations 

Consolidation of ownership, reorganization of groups (holdings), intra- and inter-industry expansion remained the major trends of the institutional development of the corporate sector in year 2001. This characteristic may be applied not only to largest private corporations and groups, but also to a considerable degree to the policy of the state as represented by its executive branch with regard to the assets remaining in the state ownership. 

It is a known fact that the mass privatization in Russia resulted in the transfer of legal property rights for large Russia’s companies to the hands of, first, small shareholders, predominantly employees of enterprises. Second, foreign investors as the only participants of privatization having sufficient funds to buy shares at privatization auctions became the owners of medium-sized blocks of shares. The state, which retained controlling interest in companies in a number of strategic sectors of the economy, first of all, in the oil, natural gas, and metallurgy industries, remained the third owner of shares in privatized enterprises. 

After large blocks of shares or controlling interest in strategic enterprises were transferred to private investors in 1996 through 1997 in the course of loans-for-shares auctions and investment tenders, there were formed prerequisites for the emergence of the market, or, more precisely, non-state transfer of ownership rights among economic agents. At the same time, there were formed major financial and industrial entities (partnerships or “personal interests”), which play such an increasingly important role in the modern Russia’s economy. 

Having obtained partial control over one or a few large enterprises, groups faced the following problems arising as a consequence of the mass privatization or presented by tax and forex constraints: 

- initially, a group had a relatively small percentage of assets of enterprises it controlled (as a result of multi-stage privatization model the present owners of, for instance, of 49 per cent of TNK shares initially had only slightly over 12 per cent of shares in extracting enterprises, which were the actual owners of all fixed assets and licensees for oil extraction); 

- at that time, the tax system allowed the individuals owning companies to transfer about 10 per cent of profits generated by the enterprises they controlled (not taking into account the share due to minority stakeholders) to their personal accounts in case they would run their businesses absolutely honestly selling products at real market prices and withdraw profits from their companies as dividends. After an “honest” split of profits with minority shareholders the controlling shareholders would receive from 2 to 5 per cent of profits depending on company. 

- there were required considerable financial resources to reorganize the system of management of controlled enterprises, “stimulate” local and federal officials, to fight criminal groups in regions, or cooperate with such groups. Naturally, there were also required considerable investment in production and funds to purchase technologically related enterprises, which became independent companies as a result of mass privatization. 

- in a number of cases the controlling groups also required resources to repay credits they used to purchase control over enterprises. 

An apparent way to meet these goals used by groups controlling enterprises were: 

- concentration of profits abroad by the way of transfer price setting with subsequent conversion of Rubles and illegal or “gray” export of foreign currency (large foreign banks and offshore financial structures, schemes where Russian residents purchase “securities” from non-residents), and also by the way of withdrawing profits via external and internal tolling and setting too low export prices; 

- after the funds obtained by the methods mentioned above were transferred to controlled offshore companies, they were split up depending on priorities set by respective groups. In some cases money was withdrawn to personal accounts of group bosses; however, more often large groups pursuing the aforementioned goals allocated the money for “productional” purposes (that is why these groups became large in stead of disappearing form the Russian economy together with their owners). 

The “productional” spending, alongside with aforementioned “necessary” investment, also included the investment aimed to strengthen the juridical control and the parallel increase in the share in controlled enterprises. In 1997 through 2001, large groups spend billions of dollars to purchase shares belonging to minority and even controlling shareholders. It shall be noted that the majority of these funds left Russia for good: the entrepreneurs of the “first wave,” who received them, have retired and their investments, if any, are made as far from Russia as possible. The controlling groups also had to purchase blocks of shares belonging to foreign investors, who received them at the first stage of privatization and actively defending their rights in courts, mass media, etc. 

Apart from purchase of shares, the controlling groups reduced minority interests in companies in other ways, for instance, by eroding minority shares in the course of additional issues of shares, premeditated bankruptcy of enterprises they controlled (upon obtaining control over the bulk of creditor indebtedness of these enterprises), and exchanging shares in their own favor. 

A comparative easiness of this process of concentration of their economic interests was caused by extremely low value of minor blocks of shares, since the controlling groups concentrated practically all companies’ profits in offshores, ephemerid companies, foreign traders and tollingers. Capitalization of the majority of Russia’s companies was extremely low, partly due to this “robbing” of companies, and partly due to the full collapse of the market after the crisis of 1998 and withdrawal of practically all foreign investors from Russia. 

Year 2001 was in certain sense the final year of the epoch described above
. What are the current and medium-term institutional trends? 

Intra- and intersectoral expansion of large groups basing in extracting industries seems to be close to its threshold. The factors behind these developments are, first, a comparatively small number of “free” attractive objects remaining available for purchase from private agents (including the “first wave” privatizators) or the state and being outside the spheres of influence of competing groups. As the privatization statistics demonstrate, the state has sold practically all its assets in oil, coal, aluminum industries, and ferrous metallurgy. Certain prospects arise in connection to a comparatively limited number of non-privatized objects (for instance, in the area of nuclear power, generating capacities in the electric power industry, objects belonging to the Transport Ministry) and foreign expansion on the part of largest companies. Second, in one to two next years the financial resources appeared as a consequence of the crisis of 1998 will probably be exhausted (first of all, in the oil and metallurgy sectors, which were the base for the property expansion in 1998 through 2001)
. 

The process of mergers and takeovers, initiated by largest oil companies, was most typical in metallurgy, chemistry, coal industry, mechanical engineering, food industry, and forestry
.  

The process of vertical consolidation (oil, natural gas, chemistry, metallurgy) caused the concentration of extracting and processing industries. It was most typical in industries involving a considerable number of technological processing stages and allowed to maximize the group’s aggregate income along the whole chain producing added value (also taking into account the specifics of “optimization” of taxes and financial flows within the group). 

At the same time, it is observed that groups having their bases in extracting industries expand to, first, technologically linked sectors, and, second, to profitable industrial sectors and, since recently, to the agrarian and industrial complex (AIC). The most illustrative examples of this process are the takeovers metallurgy companies carried out with regard to mechanical engineering, aircraft construction, and motor vehicle enterprises, the expansion of oil and natural gas holdings to the sector of chemistry products, the growing interest of a number of largest groups (Lukoil, Interros) to the agrarian sector and (Yukos, MDM, BIN) to retail trade. 

An apparent advantage of the vertical integration in Russia is also related to the process of property redistribution. In case the control over a supplier or a consumer is intercepted, it means the stop of the whole vertically integrated chain (if the task is to exert pressure). The examples of “raw material” pressure on competitors or a shareholder who refuses to surrender control are numerous and well known. The “coal war” between largest metallurgy companies in ferrous and non-ferrous metallurgy in 2000 through 2001 was directly related to their striving to regulate the volumes of output, supply, and prices, as well as to exert effective pressure on electric power companies. 

The horizontal consolidation (integration) is the market expansion of a group, first of all, at the expense of taking over similar regional enterprises (“Krasny Oktyabr,” and “Babayevski” holdings, “Sladko” group in the food industry, “Baltika” brewery, etc.). Among the advantages arising due to amalgamation are the reduction of production and sales costs, and reduced tax payments. 

Within the framework of large groups, there continues the construction of vertically and horizontally integrated “sub-holdings.” For instance, MDM group, which has only comparatively recently started its active expansion in the industry, by 2002 owned three large branch sub-holdings – Mineralno-Khimicheskaya (Mineral and Chemical) company, Ugolnaya Energeticheskaya (Coal and Energy) company, Trubnaya Metallurgicheskaya (Pipe Metallurgical) company. The process of formation of holding structures in mechanical engineering underway in 2000 through 2001 was both initiated by largest multi-branch groups (from “outside”), and on the base of independent large mechanical engineering structures (TVEL, Benukidze group, “Silovye Mashiny (Power Machines)”, “Novye Programmy i Kontseptsii (New Programs and Concepts),” “Sibirski Aluminum,” etc. 

However, the giant conglomerates and multi-tier holdings with parity management of the business based on multiple economic and personal interests and political connections will hardly become a real perspective in the framework of the institutional and structural transformation of Russia’s industry. 

It is well known that in 2000 and 2001 the experts paid considerable attention to the large-scale process of formation of the conglomerate linked to R. Abramovich, I. Makhmudov, M. Cherny, O. Deripaska, “Evrazholding,” “MDM Group,” etc. Its structure was vague, seemingly due to the continuing expansion and its managerial principles. Sub-holdings managed by partners, trusted managers, or previous managers who kept their shares in chartered capitals and became “junior” partners controlled considerable segments of copper, ferrous, coal, aluminum, and motor vehicle industries. Although there are no (and can not be) convincing data basing on changes in property and financial interests of partners, the collapse of this conglomerate in 2001 may be considered as a logical development. 

Apart from the break of political connections and the new wave of compromising materials being distributed in the country and abroad, the collapse of such an externally amorphous structure may be related to more serious contradictions caused by the very “system of partnership.” The system of partnership presupposes the focus on current short term revenues, and, accordingly, there arise problems of coordination and implementation of long term investment strategy. 

In 2001, there were registered numerous examples of aggressive strategies some groups implemented to take over companies. These strategies were based on the discrediting of previous management and the use of “administrative resource.”
 

 For instance, the logic behind FIG “Sibal” taking over motor vehicle industry is described as follows: 1) a massive PR campaign aimed to discredit the enterprise and its managers in order to diminish the price of the future deal; 2) negotiations with local authorities about “strategic cooperation and investment,” which involved top federal officials; in the course of negotiations “Sibal” promised to settle local debt problems, support election campaign, etc.; 3) purchase of the controlling interest with subsequent replacement of managers and changes in the composition of the Board of Directors; 4) “cleaning up” of debts and withdrawal of liquid assets to a new company in the framework of the holding structure. 

MDM group also used Russia-specific standard methods in the course of taking over JSC “Nevinomyssky Azot” (Stavropol krai) 
. The general plan of the takeover envisaged: 1) purchase of about 30 per cent of shares at the secondary market; 2) replacement of the general manager; 3) purchase of 21.8 per cent of shares still owned by the state at a tender. The implementation of this design included additional measures: discrediting of the general manager
 and his arrest by the tax police, an extraordinary meeting of shareholders taken place on the group’s “territory” in the Murmansk oblast, militia was used to prevent “outside” shareholders (both individual shareholders and state representatives) from participation on the grounds of “violation of passport control regulations.” 

An illustrative example is the conflict between “Alpha Group” and the Taganrog Metallurgical Works in the Rostov oblast. Although the factory’s management and affiliated structures owned the controlling interest (51 per cent of shares), “Alpha Eco” employed well-tested takeover methods, which included the purchase of a minor block of shares (to be gradually increased) and the use of infamous “administrative resource” at the federal level (initiation of court procedures using any pretext, inspections carried out by the prosecutor office, the Accounting Chamber, the Interior Ministry, the Federal Security Service, the Federal Commission for Securities, tax and anti-monopoly agencies). The regional authorities preferred not to interfere on the verge of the local election campaign. As a result, the enterprise had to put two representatives of “Alpha Eco” on the Board of Directors (it shall be taken into account that any Board’s decision is considered legitimate only if 10 out of total 11 members approve it) and to transfer a larger share of profits to dividends
. 

In spite of the positive shifts in legislation (see the section on corporate governance), law enforcement (settlement of corporate conflicts, including those related to takeovers and “shared control” situations) often involves the use of armed units (private security structures, bailiffs, etc.). Usually, the final decision (in case a conflict is of local character) is taken in favor of the party, which managed to obtain the support of the regional administration and mobilize the employees. In 2000, the most publicized examples were Moscow-based JSC “Kristall” and SUP “Moskhimfarmpreparaty,” “Babayevsky” (a confectionery producer), Kachkanarski Iron Ore Dressing Works (Russ. abbr. GOK), JSC “Uralkhmmash,” Kamyshlovski construction materials factory (Sverdlovsk oblast), etc. Among the examples registered in 2001 there were Saldinski Metallurgical Works (the monopolist of rail production, Sverdlovsk oblast), Ust Ilim LPK (1/3 of Russia’s pulp production, Irkutsk oblast), Stupinski Metallurgical Works (non-ferrous metals and heat resistant steel production, Moscow oblast)
, “Alstom – Sverdlovski Electromechanical Factory (energy equipment, Sverdlovsk oblast), Pskovski Heavy Electric Arc Welding Equipment Plant, JSC “Karabashski Copper Smelting Integrated Works – JSC “Karabashmed” (blister copper, Chelyabinsk oblast), etc. 

At the same time, certain stabilization observed in the area of property interests (in a certain sense it is the post-crisis fixation of the spheres of property interests) creates prerequisites for a new stage of hostile takeovers. Both the deficit of “free” objects for takeovers, and the gradual depletion of idle financial resources allows to assume that the “administrative” methods of takeovers involving debt schemes, court decisions ruling earlier transactions to be null and void, etc., will prevail at that stage. 

 In this connection, the example of Zavolzhski Motor Plant (Russ. abbr. ZMZ) is of certain interest. ZMZ is the major supplier of automobile motors for GAZ (Gorkovski Automobile Factory). According to some estimates, 65 per cent of ZMZ shares belong to affiliated structures of “Severstal.” GAZ, a member of “Sibal” group has a chance to purchase about 9.4 per cent of shares. Both “Sibal” and “Severstal” (the latter, it seems, already is the real owner) were given MAP (Anti-Monopoly Ministry) permission to purchase the controlling interest in the enterprise. “Sibal,” which is in the process of establishing of an automobile holding, is apparently interested to get rid of the necessity to coordinate prices of motors with competitors. At the same time, “Severstal” has certain interests in the automobile industry (the Ulianovski automobile factory) and does not intend to sell its assets. There is no sufficient number of shares on the market, and the only legal way of consolidation for GAZ is to claim a number of previous transactions null and void
. 

The only automobile factory still not taken over by largest holdings is JSC “AvtoVAZ.” After the problem of debts to the federal budget was settled in year 2001, the block of shares, which was given as collateral to the state, must be either nullified, or sold. Over 2001, the value of ordinary shares in “AvtoVAZ” increased tenfold, while the value of  preferred shares increased fifteen times, what is an evidence of active buying up in anticipation of the takeover. 

Consolidation and reorganization of assets to a considerable degree will remain the dominant institutional processes over next few years. 

Consolidation of property in the framework of groups is related to the striving of real owners to build a maximally controlled corporate structure (in terms of corporate governance) free of unpredictable influence of “outside” shareholders, including corporate blackmail. At the same time, reorganization is merely a consequence of expansion and consolidation of groups and the formation of multi-tiered holding structures. The spontaneous process of expansion of groups’ spheres of influence and the achievement of practically absolute corporate control in affiliated companies (sub-holdings) requires, at a certain moment, the legalization of the whole structure acceptable for concrete beneficiaries and the term is used below exactly in this context. 

At present, there are at least four major types of legalization of existing groups: 

- formally transparent ownership structure within holdings (Lukoil and other oil holdings after transition to the single share, “TNK-International”); 

- the central structure of a holding is the managing company established by nominal owners of the parent holding company (or of a group’s assets, which real owners transferred to various offshore companies) and having a warrant of attorney to manage the assets (“group of shareholders” of “Sibneft” after the 2001 reorganization, confectionery  holding “Sladko”); 

- “shell” holding, in fact operating as a single structure with real management authority, where neither the controlling shareholder in the central company, nor the central company itself own subsidiaries. The latter are transferred to other, not legally related to the holding, structures (oil and chemistry holding “Sibur”); 

- a group where participants are involved in different degrees. For instance, in the framework of “Sladko” confectionery group there is a not-for-profit partnership “Sladko” embracing a number of enterprises. At the same time, there is established a single company JSC “KO Sladko,” to which, upon taking a respective decision, affiliate other enterprises (their shareholders). 

Additional aspects are related to the registration of the head company as an open or closed JSC, or its registration abroad. In spite of such clear differences in the transparency of the whole structure of a holding (group), the general feature of practically all groups (even those structurally transparent and those who got an approval of their structures from the Anti-Monopoly Ministry) is the beneficiary ownership, or juridical identification of actual poles of control (in Russia’s conditions these terms are practically synonyms). 

In terms of the problems of corporate governance, the importance of this issue depends on the degree to which the activities of actual controlling owners (and their managers) negatively affect other groups of shareholders (dividends, transfer price formation, too low export prices, withdrawal of assets, etc. It is apparent that 100 per cent consolidation of group’s assets by the controlling owner settles the issue as concerns private minor shareholders and the management of shares owned by the state; however, the range of problems concerning the relations between the group and the state remains (taxes, export of capital, etc.). 

As in the case of expansion, processes of consolidation and reorganization more often take place in extracting industries. An illustrative example is the consolidation of 100 per cent of shares in extracting enterprises of TNK completed by January of 2002. Before the process of consolidation has started the holding owned 51 to 71 of voting shares in the subsidiaries. Originally, there was envisaged the classic design – an additional issue of shares in the holding and their exchange for shares in the subsidiaries. Later it was modified to be implemented in several stages: shareholders of subsidiaries could exchange their shares for TNK stocks  before December 1, 2001, in December they could sell fractional shares originated due to the consolidation of the company’s shares (this mechanism was prohibited since January 1, 2002). According to some estimates, the conditions were favorable for minor shareholders, and their share in TNK increased from 0.1 to 3 per cent (13000 shareholders). In 2002, there is planned to consolidate two oil processing and 6 marketing companies of the holding, where the share of the holding is above 75 per cent. 

At the same time, there was completed the juridical reorganization of the holding (according to the available information it was approved by the RF Anti-Monopoly Ministry). “TNK International,” which was established (in London) on parity basis by partners / owners of “Alfa Group” and “Renova” at end-2001, owns 97 per cent of TNK shares
. 

The negative attitude taken by TNK towards the entry to the domestic market after the completion of consolidation is also illustrative in the context of consolidation as a general trend and respective prospects of the Russia’s stock market.  The factors behind the company’s unwillingness to sell its stocks, especially on the open market, may include the minimal number of minor shareholders, scandals and corporate blackmail threatening the company’s reputation, the unwillingness to orient towards “cheaper” domestic quotations. 

While TNK and Lukoil (which, in fact, was the first to carry out consolidation via the exchange of its shares for shares in its subsidiaries and the transformation of the latter in limited liability companies) managed to carry out consolidation virtually without conflicts with minor shareholders, “Sibneft,” “YUKOS,” and “ONAKO” were involved in a number of trials. First of all, they were related to claims about abuses on the part of the controlling shareholder (the holding) filed by minor shareholders, which refused to participate in the exchange. Although the mechanism of buying up fractional shares is often viewed as unconstitutional (forced withdrawal of property without trial, what contradicts Art. 5 of the Russia’s Constitution), conflicts with minor shareholders are most often arise due to financial conditions of purchases or trivial corporate blackmail.   

In the autumn of 2001, there was completed the reorganization of the “group of “Sibneft” shareholders” (Abramovich group). The right to manage all group’s assets (88 per cent of shares in “Sibneft,” 50 per cent of shares in “Russky Aluminum,” 26 per cent of shares in “Aeroflot,” etc.) was transferred to the largest London company Millhouse Capital. It is planned that the company will have the power of attorney to manage blocks of shares as the representative of the owner, however, it will have no right to directly manage the companies (i.e. it is a type of property trust). 

Therefore, first, the formal juridical reorganization and the legalization of group ownership are underway. However, a certain improvement in terms of transparency of the structure of assets of the group has absolutely nothing to do with the formal identification of beneficiaries as physical persons. 

Second, the new three-tier system of the “partner” organization of the business becomes more clear. Millhouse Capital  directly manages all blocks of shares of the “Abramovich group,” at the same time, it manages on parity basis with the investment and industrial group “Sibal” only the jointly purchased assets (Ust Ilimsk LPK, “Irkutskenergo,” etc.), and manages “Avtobank” group (“Avtobank,” “Ingosstrakh,” “Nosta”) together with GNK “Nafta Moskva” and “Sibal.” 

The formation of such a group, whose economic and financial power is equal to the capacity of “Alfa” or “Interros,” probably is an alternative for the aforementioned collapse of the system of partner interests in the framework of informal conglomerate, which in 2000 through 2001 comprised R. Abramovich, I. Makhmudov, M. Cherny, O. Deripaska, and others. However, there is no convincing evidence (as in the case of the aforementioned conglomerate) that this structure is stable (there is certain information about plans to resell financial assets). 

At the same time, the interests of former partners somewhat diverge. For instance, it seems probable that “Deripaska’s group” was deprived of direct management of assets not directly related to the present sphere of interests of “Sibal,” including “Rusal.” 

At the same time, the reorganization of “Sibal” group is underway. Since year 2000, “Sibal” has been registered as an investment and industrial group (after its aluminum-related assets had been transferred to “Russky Aluminum”). It focuses on takeovers in the automobile industry, mechanical engineering, and coal industry. The sub-holding JSC “Ruspromavto” controls GAZ and four bus factories. In 2001, the group obtained control over JSC “Bryanski Arsenal” (60 per cent of the autograders market, 30 per cent of asphalt pavers and semi-trailers market), and purchased the controlling interest in JSC “UralAZ,” thus indicating its interest in the production of heavy freight trucks
. In 2002, there may be completed the consolidation of diesel manufacturing enterprises in the Yaroslavl oblast. Coal companies belong to another subsidiary of holding JSC “Soyuzmetallresurs.” It is planned to increase the number of sub-holdings specializing in a certain industry (aircraft construction, timber industry, power engineering, mining industry). 

The reorganization of “Russky Aluminum” holding (it was established in March of 2000 as a limited liability company), which is owned by groups of Abramovich and Deripaska on “parity” basis, has also been completed. Due to a number of factors, the holding started to operate in April of 2001 upon obtaining the permission on the part of the RF Anti-Monopoly Ministry together with instruction to complete the consolidation of industrial assets by December of 2001. Although the holding controls over 70 per cent of Russian and about 10 per cent of world production of aluminum, the form, in which this structure was established, allowed the RF Anti-Monopoly Ministry not to regard the involved enterprises as a single company. According to the RF Anti-Monopoly Ministry’s instruction, the aluminum-related assets (assets of ten enterprises), which previously had been registered with offshore companies, were transferred to the holding’s authorized capital by end-2001. 

In year 2001, there was started the reorganization of “Interros” group assets. Alongside with restructuring of JSC “Norilsk Nickel,” strategic direct and portfolio assets were more clearly delimited in the framework of the group. The direct assets comprise GMK “Norilsk Nickel,” holdings “Silovye Mashiny” (buying up of shares in electric power machine building enterprises in year 2002) and “Profmedia,” agro-industrial holding “Agros,” financial institutions (“Rosbank,” pension and insurance structures); portfolio assets include group’s shares in “Mastkom” consortium (it was established in 1997 in relation to the purchase of shares in “Svyazinvest”), “Russia Petroleum” and a number of other enterprises. 

 It is probable that the group plans to gradually concentrate its strategic assets, what presupposes both the sale of its portfolio investments (or those the group does not consider as strategic assets) and the subsequent investment of returns to the group’s assets. According to the available data, only in the North-West region the group has sold its shares in JSC “Fosforit,” JSC “Krasny Vyborzhets,” LOMO (JSC “Leningrad Optical and Mechanical Association”), the holding limited liability company “Novye Programmy I Tekhnologii” (which, in its turn, controls open JSC “Sudostroitelny Zavod Severnaya Verf” and open JSC “Severo Zapadnoye Parokhodstvo”). The latter of the aforementioned sales may be related not only to the general reorganization of the group, but to the state policy of consolidation and strengthening control over enterprises and military and industrial complex (MIC) programs. 

Similar process take place in the Benukidze group (open JSC “Obyedinennye Mashinostroitelnye Zavody” – OMZ, metallurgical, drilling, and mining equipment, special steels, equipment of nuclear plants, torpedo launchers, ship building, numerous “auxiliary” assets). The group plans to focus on heavy engineering in the process of reorganization. Yet in year 2000, the group made public its plans to sell “auxiliary” assets explaining the fact by too close integration and inefficiency of “self-sufficiency.” In the winter of 2001, the managers purchased a motorcycle factory (open JSC “IMZ – Ural”) owned by the group. 

It is probable that this trend will become more clear and massive over a few next years. The first wave of disposal of various assets the groups (FIGs) had purchased before the crisis of 1998 was spontaneous and caused by the collapse and financial problems many formal and real FIGs experienced in the post-crisis situation of 1998 and 1999. At the present stage, the groups pursue more rational and conscious policy. As a result, it is probable that amorphous conglomerates spontaneously created in the environment where financial resources were abundant (at two stages: “banking” – before the crisis of 1998, and “industrial” – after the devaluation) will be transformed into clear structures presupposing highly consolidated ownership and exploitation of integration effects. 

However, there arises another issue, which requires a special study: to what degree the current reorganization of large Russia’s business will meet the goal of their international competitiveness. Yet another potential problem is more immediate – the exhaustion of post-crisis (devaluation) resources, which at the moment are needed not for expansion, but for the development of investment potential of reorganized groups. In this connection the sale of auxiliary assets, currently occurring in the “planned” manner and bearing indirect testimony of the exhaustion of “easy money” may acquire even more chaotic character. 

On the whole, the process of structural changes in Russia’s companies (different types of reorganization in juridical terms) develops rather intensively. According to the data provided by the RF Anti-Monopoly Ministry, the number of various operations related to structural transformations made 5000 in 1997, about 9000 in 1998, about 11000 in 1999, about 16000 in 2000, and estimably over 20000 in 2001. 

As concerns the perspectives of corporate governance in Russia, these trends will exert profound and often contradictory influence on the situation:  

- in the course of consolidation the formal transparency of companies will improve and, accordingly, will make possible the “safe” transition to international rules of corporate governance;   

-  the completion of ownership consolidation processes creates the objective basis for real delimitation of property and management in the framework of groups having completed reorganization; 

-  reorganization processes (both the juridical fixation of groups (holdings), and restructuring of assets) will boost the demand for efficient corporate governance – primarily for the purposes of free of conflict settlement of relations between different types of shareholders;  

- a certain post-crisis fixation of spheres of property interests creates prerequisites for a new wave of hostile takeovers. 

The state policy of keeping large capitals at the “equal distance” from power (even in case of its external, most demonstrative layer) directly affects the processes described above. 

First, at present there are no reasons to believe that the declared principle of “equidistance” will be abandoned after the completion of consolidation (return) of assets and re-orientation of financial flows on the part of largest natural monopolies and state-owned holdings, while their managers appointed by the present president will, probably, be given carte blanche for expansion in the private sector and building of their own groups. The probability of such a scenario (in fact, “state capitalism” favorable for a narrow circle of personally loyal individuals) requires certain protective measures on the part of private groups. 

At the same time, there arise certain doubts about the set of instruments rather widely used in 2000 and 2001 to influence corporations. Measures taken by state agencies (tax police against “Lukoil,” the RF Accounting Chamber against TNK, the Attorney General office against “Sibneft” and “Norilsk Nickel,” etc.) failed in spite of numerous searches and initiation of criminal cases – there were found no “constituent elements of crime.”  

In this connection there arise an obvious question about the juridical justification of the “use of force” and reliability of evidence used to initiate criminal cases. In other words, it is the question about who and why initiated criminal cases (probably justified but doomed to fail nevertheless), especially taking into account the systematic nature of this process. 

The principle of “property in exchange for freedom,” which has already proved its effectiveness, is still widely used. The case of arrest of “Sibur” managers in the winter of 2002 is suitable only in form, because in terms of substance the withdrawal of assets in favor of a “group of persons” is rather obvious. It seems that there arises a different problem: a contradiction between the legal environment (i.e. practically legal possibilities to withdraw assets) and the methods employed to return them (the necessity to resort to force and use various articles of the RF Penal Code because of impossibility to settle the problem in court). Similar methods (initiation of a criminal case) proved necessary to carry out to replace a number of officials in the Ministry of Railroads. 

In more general terms, the problem is related to the vagueness of final goals: either it is the real start of fight against corruption and an attempt to effectively stop the withdrawal of assets in any form, or it is the trivial continuation of the redistribution of property and putting pressure on competitors (in favor of state-owned groups and / or in the framework of elementary use of the “administrative resource” by all subjects having such a possibility). 

Second, there arises an apparent counter trend on the part of private capital – to become maximally “equidistant” for safety reasons. The means to achieve that also include the legal registration of ownership rights for their consolidated assets abroad. The fact that groups “Alfa” and “Renova” established company “TNK International,” while the “Abramovich group” registered “Mullhouse Capital” as the managing company is, obviously, the first indication of their attempts to achieve “safe transparency.” 

Yet another “defense line” of large groups is the achievement of absolute access to the resources of regional administrations (A. Khlopynin in the Taimyr Autonomous Okrug, R. Abramovich in Chukotka, V. Shtyrov in Yakutia, V. Lisin in the Lipetsk Oblast (potentially), A. Vavilov in Gorny Altai (failed), etc.). 

Third, only few large businesses have started the transition from clear and direct policy of privatization of the “administrative resource” to emphasized loyalty to the federal authorities and demonstration of “social responsibility.” Some companies (for instance, SUAL holding, second largest in the Russia’s aluminum industry) make agreements on social partnership with regional authorities, other initiate increases in the state-owned shares or surrender control over certain assets to the state (for instance, group “Interros” transferred some assets to state-controlled “Permski Tsentr Dvigatelestroyeniya” in the process of reorganization of “Permskiye Motory”). 

A number of large companies found themselves involved in court proceedings, which, although formally classified as economic disputes, had clear political significance directly damaging reputations of plaintiff companies (“Gazprom” – “NTV,” “Lukoil” – “TV 6”). 

In its turn, the state itself (as represented by its executive branch) intensifies its expansion into economy more and more whatever the motive. This process is developing along six key interrelated avenues: 

- changes in the management of largest natural monopolies and strategic companies partially owned by the state (“Gazprom,” Railroad Ministry, MIC, Atomic Energy Ministry, subsidiaries of “Rosspirtprom,” the State Investment Corporation, etc.); 

- reorganization (primarily mergers) of existing and creation of new holding companies in strategic sectors (consolidation of regional communication monopolists in sever interregional companies of “Svyazinvest” holding (for seven federal okrugs), five integrated structures in aircraft industry, open JSC “Promyshlennaya Kompaniya Kontsern Antei,” etc.); 

- return of previously withdrawn (privatized, pledged) assets (former assets of “Gazprom” – enterprises of “SIBUR,” “Itera” group, etc., pledged blocks of shares in open JSC “Novorossiyskoye Morskoye Parokhodstvo” and “Severo Zapadnoye Parokhodstvo,” etc.); 

- transfer of certain segments of state-owned property in jurisdiction of the President’s administration (creation of a FSUE to manage Russia’s property abroad, etc.); 

- attempts to change the rules governing the delimitation of ownership levels and RF shares in capital established yet in 1992 (ALROSA); 

- setting of control over major financial flows and concentration of financial flows in state banks. As a substitute for de-privatization of industrial assets there is used nationalization of financial flows. RF Sberbank and Vneshtorgbank, which have exclusive access to the largest and cheapest financial resources – household savings and resources of the Bank of Russia respectively, issue credits to largest Russia’s companies
. An illustrative evidence of this is the discussion on the privatization of Vneshtorgbank, which took place in 2001 and 2002.  

The tough political struggle in 2000 and 2001 related to reorganization of largest natural monopolies (RAO “Gazprom,” RAO “UES of Russia,” Railroad Ministry) brought comparatively modest results: 

- the problems of further privatization of federal natural monopolies were transferred (in a draft new law on privatization) to the State Duma; 

- there were approved concepts of privatization for RAO “UES of Russia” and Railroad Ministry; 

- there were carried out changes in the management of RAO “Gazprom” (resignation of R. Vyakhirev in May of 2001, replacement of financial managers, initiation of criminal cases concerning the excess of power in January of 2002, etc.) and Railroad Ministry (initiation of a criminal case against ex-minister N. Aksenenko, who was accused of excess of power, and his resignation in January of 2002). 

The latter result seems to be quite sufficient in the framework of “restructuring” of both sectors. There is still no real plans for restructuring of “Gazprom,” although such plans similar in ideological terms to the design applied to restructure RAO “UES of Russia” have been discussed more than two years. According to the latest statements by A. Miller (January of 2002) the restructuring is not needed at all. In August of 2001, there was discussed only the issue of liberalization of stock market. It seems, that the issue of restructuring as the process of creation of several competing natural gas companies (not merely sale of auxiliary assets) is closed. A certain argument supporting such a decision may be the immediate necessity to return assets to RAO and to settle the problem of financial flows (regardless of non-economic tasks of the new management). 

The restructuring program for Railroad Ministry, as approved by the government in the summer of 2001, envisages the creation of open JSC “Rossiyskiye Zheleznye Dorogi (Russia’s Railroads)” (this project existed yet in 1993) and transfer of economic functions from the Ministry. JSC “Russia’s Railroads” shall comprise major railroad capacities, including the infrastructure (electric power distribution lines, railroad network, embankments, etc., i.e. 90 per cent of the sector’s assets). At the same time, in January of 2002 FSS objected the plan insisting that the railroad infrastructure was a strategic object and should be reorganized as an independent FSUE. In January of 2002, the draft law on privatization of railroad sector was recalled from the State Duma. 

The practical implementation of the plans to reorganize RAO “UES of Russia” started only in year 2002. According to the approved program, the major goal of reorganization is the attraction of investment resources to the industry. In institutional terms, the system shall be split in the “monopoly” part (power grids, dispatching services) and “competitive” part (generation of electric power, marketing, servicing) before 2010. It is also envisaged to create the wholesale market of electric power and implement market mechanism of tariffing of heat and electric power
. By end-2001 (currently as an experiment) there was established the Administrator of trade system (electric power exchange for sales at market prices), through which generating companies shall sell up to 15 per cent of their output. In year 2002, the Board of Directors of RAO established the Federal Network Company (Rb. 121 billion of authorized capital). There is also planned to create the Federal Company of System Operator (Dispatcher). The reform of generating companies (JSC-energo) is directly linked to the problems of corporate governance. 

First, to make 72 JSC-energos manageable, the holding shall considerably redistribute assets and enlarge generating structures. Reorganization (merger, takeover, or division of existing JSC-energos will result in a significant intensification of the market of corporate governance and more serious corporate conflicts at large. 

Apart from effective procedures aimed to protect the rights of shareholders in the course of takeovers (which are virtually absent in the current Russian legislation), there arises a complicated complex of problems in the framework of achievement of general balance of interests – shareholders of all types, managers, regional authorities. In the framework of the reform of RAO, there appears yet another subject – managing companies (and, respectively, a broad range of unsettled problems related to trust management). 

Second, there exists an obvious problem of real strategic importance. Purchase of energy producing capacity is the next logical step for new vertically integrated groups (with metallurgic “core”). The sale of power generating companies in the framework of the restructuring of “UES of Russia” will apparently result in metallurgic groups buying them up thus obtaining unlimited influence on the national economy. It is also of importance that  a single center exercising ownership control over the whole complex “power engineering – coal – metallurgy” permits to effectively direct financial flows from all links to exports and “optimize” tax policy. 

The regional reactions to the expansion of the federal center certainly are of mixed nature; however, there is observed a general trend towards the demonstration of loyalty to the federal authority. Below, there are cited only two examples of many. 

On the one hand, many regional leaders had to adequately react to the federal center’s demand to unify federal and regional legislative acts. For instance, in the spring of 2001, M. Shaimiyev, the Tatarstan President, revoked the moratorium (in effect over nine years) for sale of shares in 21 enterprises strategically important for the Tatarstan’s economy. This moratorium was related to the special privatization procedures in the Republic, where privatization vouchers were complimented with “registered privatization deposits” for the population of Tatarstan. These deposits could be exchanged for shares in local enterprises. At the same time, there was prohibited to sell shares purchased by employees, for which they paid with local vouchers. However, in 2001, this unification was purely formal, since de fact the prohibition was easily circumvented (via agent agreements with authorized Republican agencies, commandite companies run by issuers, and various “gray” schemes). The Republican commission for securities explained the revoking of the moratorium was caused by due to the necessity to equalize the rights of holders of same tranches, what, however, was obvious from the start. 

On the other hand, regional authorities (similarly to a number of private groups, what often is the same)  regarded the property expansion of the federal center rather negatively and strove to bring under their control key financial flows. A striking example is the reaction of M. Nikolayev (Ex-President of Yakutia) to the attempts of the federal center to put under property and financial control the Russia’s diamond monopoly closed JSC “ALROSA.” 

At present the shares in the “ALROSA” authorized capital are distributed as follows: RF - 32 per cent, Yakutia – 32 per cent, employees – 23 per cent, local administrations – 8 per cent, the Fund of Social Guarantees for Servicemen under the RF Government – 5 per cent. According to the available data, the federal center planned to increase its share to obtain the controlling interest in “ALROSA” and to transfer leasing payments from local to the federal budget (in particular, via transfer of assets of the former NPO “Yakutalmaz” to the federal ownership in order to subsequently lease them without participation of Yakutia). As a counter measure, Yakutia planned to transfer blocks of shares in the Republican ownership (including the block of shares in “ALROSA”) to “Sakhainvest” fund (the formal number of shareholders at 200000) for trust management, what would create a considerable obstacle for the federal expansion. After the December elections in the Republic, it is unlikely that these plans will succeed, especially taking into account the fact that V. Shtyrov (Ex-President of ALROSA), who replaced M. Nikolayev as the Yakutia President, is rather loyal to the plans of the federal center. 

In its turn, the federal center more actively interferes in regional ownership disputes via its representatives in federal okrugs. For instance, in January of 2001, the representative of the President in the Ural federal okrug made a statement that the RF subjects in the Ural region inefficiently managed state-owned property and 50 per cent of SUEs in the okrug operated at a loss. He proposed to considerably limit property rights of regional administrations. For instance, there was proposed to deprive regional executive agencies of the territorial functions of the Property Ministry, apply more strict requirements to state representatives at JSCs, introduction of a legislation governing the withdrawal of “excessive” real estate from under the operative control, introduction of the institution of professional trust management of state-owned blocks of shares, replacement of representatives of regional administrations in registers with representatives of the Property Ministry. 

In July of 2001, there were announced even more radical proposals. For instance, the office of the President’s representative in the Ural okrug proposed to transfer a part of shares in closed JSC “Karabashmed” to the state ownership as a way to settle the conflict related to JSC “Karabashski Medeplavilny Kombinat” and closed JSC “Karabashmed.” 

In the context of facts described above (it concerns both federal natural monopolies and reorganization of private groups), it shall be noted that legislative innovations in the area of reorganization, mergers, and takeovers gather in importance. The problem of improvement of legislation on insolvency still remains an urgent problem. 

In particular, it is necessary to develop further the sphere of regulation of corporate takeovers. While corporate governance at large may accept the OECD Principles of Corporate Governance as a certain guideline, the protection of shareholders’ rights in the course of takeover requires the study of the broad EU experience related to the supranational regulation of mergers and takeovers, which was formalized in the Code “On Corporate Takeovers” (the draft was approved on June 6, 2001 and shall probably come into effect in 2006). The most important part of the Code ideology is the shift from the interests of “aggressors” (these interests are easy to satisfy because many EU countries do not set significant constraints on takeovers) to the interests of companies being taken over and their shareholders. According to the Code, minor shareholders of such companies shall have the right to block a number of decisions in case their interests are infringed upon. The continental orientation towards “social partnership” was responsible for stipulations requiring preventive notification of employees of the companies being taken over. 

The urgent problem of the degree of regulation (control) of “economic concentration” (in terms of the anti-monopoly legislation) and operations of owners (and their managers) actually controlling their companies in order to protect other groups of shareholders from potential damage (dividends, transfer price formation, too low export prices, withdrawal of assets, taxes, export of capitals, etc.) remains unsettled. 

The trend towards property expansion and putting under control key financial flows in the Russian economy (in more broad terms, the attempt to make business dependent on state institutions and implementation of the “state capitalism” model in spite of decisions aimed to promote deregulation and further privatization) demonstrated by the authorities in 2001 and 2002 makes even more urgent the problem of protection of ownership rights, court reform, and efficient law enforcement. 

The uncertainty in these areas remains an important factor behind persisting high risks of corporate governance and investment in Russia. Accordingly, the court reform (ideally resulting in independent and transparent courts, where the prosecution arguing with the defense must prove the necessity of procedural actions, which only the court may authorize), period of limitation for privatization transactions, clear legislation on nationalization are at present the objective indicators of true aims of the authorities. 

4.3 Sources of Financing in the Corporate Sector

This important aspect of the problem is directly related to the more active operations of the largest companies in the sphere of improvement of corporate governance. According to a survey of largest Russia’s enterprises conducted in 2000 through 2001, 80 per cent of the surveyed enterprises indicated their demand for shared investments, although only 14 per cent of companies practice them, mainly via ADR – GDR programs, 66 per cent have no possibilities to attract them, and 20 per cent are not interested in such investments. Debt financing (borrowings) are used by 59 per cent of enterprises. However, internal funds remain the major source of investment (91 per cent of enterprises)
. 

The highest demand for external shared investment is demonstrated by “investment depressive” industries with obsolete fixed assets and high capital intensity (telecommunications, power engineering, mechanical engineering). At the same time, these industries demonstrate least actual results. The most active in attraction of external shared investment are “investment growing” sectors with short production cycles, which are close to end consumers (consumer goods, retail trade). Lower demand for shared investment was registered in “investment static” industries disposing of considerable amounts of internal funds (raw material industries, petrochemistry, metallurgy). 

It is interesting to note that according to the data provided by the Bureau of Economic Analysis (BEA) the consolidation of joint stock capital is most characteristic of mechanical engineering and least characteristic of light industry. In oil industry and metallurgy, the process of consolidation is practically completed. It is also registered that consolidation of property has no positive effect on investment activity. 

As concerns sources of financing, the data provided by the BEA sample is less optimistic. The following trends were registered for 289 investment active enterprises (in 1997 through 1999): an apparent growth in the use of internal funds (275 enterprises in 1999 as compared with 257 enterprises in 1997), rehabilitation of pre-crisis level of attraction of bank credits (37 and 38 enterprises respectively), decrease in shared investment at the expense of issues of corporate securities (1 and 8 enterprises respectively), increase in external financing from Russian private investors (14 and 5 enterprises respectively), and decrease in financing from foreign private investors (0 and 2 enterprises respectively). The increase in the share of Russian private investors is characteristic of enterprises where a significant share of control is exercised by other industrial enterprises (shares in the capital, members of the Board of Directors). 

May significant shifts be expected in a short time period? The problem has several aspects. 

The mentality of “wild director” as a psychological problem of investment attraction was important in the 1990s. Practically every researcher of psychological specifics of Russian directors registered their attitude towards external investors based on the principle “give me your money and do not interfere in my work,” at the same time, all of them welcomed the inflow of investment to their enterprises. As it was mentioned above, the rotation of “old” general managers in Russia occurred at a rather high rate. At many enterprises there changed owners and the very concept of the investment process. In other words, “wild” (and, therefore, hopeless cases) are mostly past history. A modern director, who became an owner or is closely related to the controlling group fully understand that in the situation of uncertainty investments may be only exchanged for property, what is psychologically difficult after ten years of struggle and dangerous because it is possible to loose control. 

The problem of objectively limited possible sources of sources of financing is much more important. It is apparent that the overwhelming majority of enterprises in processing industries, if only in theory, are interested in external joint stock financing. The latter is only one of the many types of corporate financing available in transitional economies; however, Russia has no luxury of choice
. The opportunity to use the banking system as the engine of corporate governance and financing was employed in the mid-1990s and brought negative results. At present, banks are still unable to finance the real sector for a long time due to insufficient internal funds and short liabilities. 

Some economies in transition were able to use direct foreign investment to stimulate corporate investment and restructuring. At the same time, the corporate governance model based on the massive presence of strategic foreign investors in key sectors of the economy requires a stable and thoroughly cultivated political climate (exactly stability is the key element, as confirmed by the Chinese experience). Although the attraction of direct foreign investment shall remain the priority in certain sectors, there is low probability of a massive inflow in the short term outlook. 

At the same time, under the present conditions in Russia real external financing (both joint stock and borrowed) sharply increases the threat of hostile takeovers (via purchase of shares, creditor indebtedness, promissory notes and / or bankruptcy). In 1998 through 2001, such takeovers became a usual phenomenon. 

The schemes of buying up of shares, financial bills, and creditor indebtedness, appointments of “loyal” irremovable arbitration managers (in the framework of current legislation) and bankruptcies – i.e. actions aimed to take over enterprises are well known. In 2001, there was used a new method – merchandise bills, which were issued in accordance with the Presidential Decree “On Merchandise and Finance Bills” in 1995 through 1997
. Originally, merchandize bills were viewed as order papers transferable by endorsement and denominated in goods. In 1999, after several conflicts the Supreme Arbitration Court ruled that merchandise bills were “debt written liabilities” transferable under cession agreements and registered in accounting (creditor and debtor indebtedness). At the same time, debts overdue more than 3 months should be included in the profit tax base. Since it was not done, all participants of bill payments automatically could be accused of concealment of indebtedness and tax evasion. In 2001, this opportunity was used by “Alfa Eco” to take control over Orsko Khalilovski integrated iron and steel works (NOSTA). Taking into account the fact that in 1997 the amount of merchandise bills in circulation was 2.5 to 3 times over M2 aggregate, the potential of this takeover method becomes quite clear. The only natural limitation of this method is that potential aggressor has to involve regional authorities, FSFO, and tax agencies, i.e. to mobilize “administrative resource” in order to detect debts to the budget originated over the period of bill payments and to initiate bankruptcy procedures. 

In this connection, the self-purchase of shares and intentional accumulation of creditor indebtedness (resulting in the concentration of shares or all liabilities in an affiliated company) becomes a wide-used method to prevent hostile takeovers. Obviously, it results both in undermining of self-financing capacity, and in lower attractiveness of enterprises for external investors. Yet another constraint on external joint stock financing is the market undervaluation of many companies (regardless of reasons). 

In this connection, it is of interest to refer to the results of an IET survey on the dynamics of enterprises’ indebtedness conducted in 1999 and 2000. Thus, 82 out of 109 surveyed enterprises responded that they either had no debts to suppliers and the budget in year 2000, or could decrease the debt in comparison to 1999 figures. Although this trend may be initiated by many factors, it may be an indirect evidence of growing anticipation of debts as an instrument of corporate takeovers. 

In this situation, corporate bonds become the only safe way to attract external financing. Among advantages of this method of financing, what caused the surge of interest to it in 2000 and 2001, there may be indicated the following: 

- relative safety in terms of retaining corporate control; 

- deficit on the market of corporate instruments with fixed yields in the favorable business situation (budget surplus, low inflation rates, decreasing rates on the market of public debt); 

- interest of Russian investment agents (broker and dealer companies and banks) to promote new instruments of the stock market; 

- lesser dependence of borrowers on one creditor; 

- more flexible system of management of liabilities, longer terms of credit, and lower cost of borrowed resources; 

- tax-related advantages over bank credits and bills;  

- formation of  (via “trial” and, most importantly, repaid relatively small loans) credit history and image of a first-class borrower; 

- absence of defaults, which would result in higher yields on the market, in the post-crisis history of the market segment (although the very amounts of issues of 2001 are a growth-generating factor). 

The FCS register lists 370 issues. In the post-crisis period, the first issue of Ruble-denominated corporate bonds was carried out by NK “Lukoil” (May of 1999). “Gazprom” and TNK followed the suit in hope to attract funds of non-residents to “C” accounts. By mid-2001, more than 40 companies issued bond in the aggregate amount above Rb. 110 billion. In the first half-year of 2001, the FCS registered 66 issues (Rb. 11.5 billion). In the second half-year of 2001, the rate of issue was maintained at the same level (not less than 20 issuers, some of them issuing several tranches). 

In 2001, there were registered changes on the secondary market. Prior to the autumn of 2001, the overwhelming majority of issues was placed with previously chosen investors, who were not inclined to sell bonds before the repayment time, i.e. was of the closed nature and placed over a very short period of time. These issues were often used as an alternative (to crediting) way of financing of various projects in the real sector related to takeovers carried out via subsidiaries and affiliated structures, or to optimize tax payments. Not more than 10 issuers (about Rb. 6 billion worth of issues) were present on the secondary market. MICEX became the main trading ground (80 per cent of the market), since 1998 there have been placed bonds worth about Rb. 60 billion. By end-2001, more issuers offered their bonds on the open market (public issues), while the amount of the market increased threefold (secondary turnover at about Rb. 20 billion). The bond boom resulted in revaluation of the liquidity of this market segment: the share of liquid bond in rankings increased from 1/5 to 1/3. According to estimates, by the end of summer of 2001 50 per cent of bond issues were publicly placed
. 

As a result, over 2 years the amount of external funds attracted by enterprises and banks has reached US $ 2 billion, or about 3 per cent of gross investment in the Russia’s fixed assets. At the same time, in G 7 countries 30 to 60 per cent of investment projects are financed at the expense of bond issues. A number of problems hinders the development of this market: the tax on operations involving corporate bonds (0.8 per cent of face value of the issue prior to its registration); the lengthy registration process in the FCS; general standards of additional issues of stocks, ordinary and convertible bonds; the problem of difference between the authorized capital and assets of the company (the amount of issue can not exceed the registered charter capital); in some cases the feasibility to guarantee bond issues; the danger of saturation of investment demand and related necessity to intensively develop the secondary market in order to secure the inflow of new investment, etc.
 

Besides, in the short term outlook, the largest Russian companies will retain their dominating position in this segment of the market (although the number of largest and medium-sized companies-issuers present on the market is almost equal). In terms of demand, the market is dominated by commercial banks (up to 75 per cent of issues placed on the market) and various institutional investors. The participation of private investors is minimal. It seems that incentives for attraction of individuals to the market may be, first, effective guarantees with regard to bonds, second, the introduction of the institution of collective (group) claims. The fact that the civil procedural law still lacks this institution even after the collapse of financial pyramids in mid-1990s is not only an evidence of inability to learn from experience, but also about a serious opposition to this obvious and simple idea. 

Therefore, there are two most typical options for a medium term outlook: 1) self-financing, including the return of internal funds as credits and shared joint stock participation as the “base” source for “independent” enterprises outside any technological chains or conglomerates united by formal or informal property control (i.e. “groups”); 2) quasi-external investment in various forms for the enterprises included in the “groups” and receive part of centralized financial resources regardless of their place in the group hierarchy. In the latter case the possibility of direct self-financing is often limited due to the specifics of organization of financial flows within the group, therefore, it is possible only as a “measured” return of previously withdrawn financial resources (assets), i.e. a substitute of self-financing
. 

Apparently, this conclusion does not provide grounds for an optimistic evaluation of perspectives of development of an efficient model of corporate governance (i.e. transparent and oriented towards the equality of all shareholders). The self-sufficient financing within an enterprise or a group (even out of necessity) automatically removes the question of shared joint stock financing, which is, in fact, the financial pillar and incentive of corporate governance as it is classically defined.  

It shall be also taken into account that the effect of devaluation for extracting industries and advantages of high oil prices will run out in 2002 – 2003, while the problems of structure of sources of financing will persist. Moreover, there will remain liabilities, which were accumulated over the period of post-crisis growth: credits guaranteed by oil deliveries at current prices, bond-related payments, promises of lavish dividends, etc., as well as unsettled problems of restructuring and financing of taken over enterprises. As euphoria of growth passes and there arise financial difficulties, the problems are traditionally solved at the expense of minor shareholders and creditors. Therefore, the issue is still open.

4.4 Legal Innovations of 2001 in the Sphere of Corporate Governance 

A lengthy process of discussion and opposition to new amendments to law “On Joint Stock Companies” was completed. Federal law No. 120 FZ of August 7, 2001, “On Amendments to Federal Law “On Joint Stock Companies” has been in effect since January 1, 2002
. Among the most important innovations in the sphere of protection of shareholders’ rights are the following: 

- a special provision grants shareholders the right to sell their shares without approval on the part of other shareholders and the company (Article 2); 

- there is stipulated the possibility to limit closed subscriptions in open JSCs (in charters or RF legislation); 

- closed subscription (Article 39) may be approved only by a decision of the general meeting of shareholders (3/4 vote quorum in case it is probable that there will be more votes favoring the decision); 

- ordinary stocks placed via open subscription (in case there are placed more than 25 per cent of previously placed ordinary stocks) require the implementation of the same procedure; 

- there is introduced the provision on the open subscription privilege for shareholders (previously this privilege was granted only if it was stipulated by the JSC charter);  

- there was introduced the provision on the closed subscription privilege for shareholders who voted against it or did not take part in voting; 

- the shareholders exercising their subscription privilege (within 45 days since the notification) have the right to pay for additionally issued shares with money even in case the decision on the issue requires the payment with non-monetary means; 

- it was prohibited to convert ordinary stocks into preferred stocks, bonds, and other securities.  

Therefore, for the first time since the age of corporatization and mass privatization of the first half of 1990s there were set in place legislative mechanisms preventing the most well known method to infringe upon the rights of shareholders used in the 1990s – dilution of outsiders’ shares by new issues of shares. In this connection, it is worth to recall the history of discussion of these amendments. In fact, these measures had been elaborated since 1997. The first draft was approved by the State Duma at the third reading on June 2, 2000, however, it was blocked on the initiative of several largest companies. The new version of amendments, approved by the State Duma in end-2000, also did not come in effect. What has changed? 

It is obvious that factors behind the approval of amendments were economic ones. The majority of largest companies completed consolidation of property (transition to the single share, increase of shares in subsidiaries up to almost 100 per cent, juridical fixation of holdings as closed JSCs and limited liability companies, etc.) in 2001 through 2002. In this situation the dilution as an instrument lost in importance. In the result, minor shareholders obtained a legislative instrument for protection of their rights when its use is already limited. Moreover, there remain a number of technical ways to circumvent this innovation. On the whole, the stress the new law makes on formal protection of minor shareholders only intensifies the perception that these amendments are somewhat obsolete. 

Nevertheless, the fact that the law came into effect only on January 1, 2002, favors many companies, which were late to implement various schemes prohibited by the new law. For instance, “Sibneft” and TNK settled their conflict concerning the rights for “ONAKO” by issuing additional shares in the company, while denying small shareholders the subscription privilege (i.e. they initiated the dilution of shares of minor stockholders). The reorganization of TNK holding in December of 2001 carried out as consolidation of shares in subsidiary extracting companies (and not as affiliation via single share) will result in compulsory redemption of fractional shares and a decrease in the share of small shareholders. According to TNK estimates, their share in the reorganized company will be below 10 per cent. In September of 2001, NK “YUKOS” initiated the decision of the Board of Directors of the Angarski oil and chemical integrated works (ANKhK) to consolidate shares (the face value is to be increased 1000000 times), and used the same instrument with regard to other subsidiaries (open JSC “Bryansknefteprodukt,” “Novokuibyshevski NPZ,” “Voronezhnefteprodukt,” “Orelnefteprodukt”). Although many minor shareholders complain about “YUKOS” policy with regard to ANKhK (traditional causes of complaints are the withdrawal of assets, increasing creditor indebtedness, and transfer prices), it seems that there is no feasible alternative for portfolio investors due to non-liquidity of ANKhK shares and impossibility to exchange them for “YUKOS” shares (which have significantly gone up since recently). On the whole, it shall be noted that in majority of cases the financial terms of exchange (redemption) are not discriminatory with regard to small shareholders (if the fact that they are forced to exchange shares is disregarded). This even may be viewed as a certain progress in protection of the rights of minor shareholders achieved in 2000 through 2001.  

The law is very cautious about the problem of transparency. The new version of the law settles this problem similarly to the problem of dilution of shares (Article 91). The right to inspect accounting documents of JSCs and minutes of Boards of Directors was granted to shareholders jointly owning not less than 25 per cent of voting shares (as compared to 10 per cent in the previous version of the law). The law also stipulates that in case the number of shareholders exceeds 50, a specialized registrar shall keep the JSC register. 

 One of the most frequently used ways to “exclude” outsiders in 1998 through 2001 was reorganization. The new version of the law stipulates that: 

- shareholders of reorganized JSCs (separated or divided), who voted against reorganization or had no opportunity to vote shall be granted the right to receive shares in each newly created JSC in proportion to the number of their shares in the reorganized JSC; 

- JSCs may be transformed both in a limited liability company and productional cooperative, and non-commercial partnership (in case of unanimous voting). 

The positive effect of the first innovation is very important. Evidently, it would be also feasible to amend the RF Civil Code and / or elaborate federal law “On Reorganization of Companies.” The second innovation is also important, since it addresses the objective process of transformation of open JSCs, which were forcibly created in the course of mass privatization in other organizational and legal forms more suitable for concrete enterprises in terms of their size, sectoral specifics, functions, etc. In the future, it is necessary to stipulate available options in more detail, at the same time addressing the issues of protection of all subjects of corporate relations. 

It is of equal importance to define large transactions and set in place the respective rules. Article 78 for the first time includes loans, credits, pledge, and guarantee in the list of large transactions. The general meeting and the Board of Directors have the right to approve or disapprove a large transaction, but not to initiate it.  

As concerns authorized capital, the law stipulates that it may be increased via additional issues of shares at the expense of JSC assets (i.e. capitalization). The authorized capital may be increased via increase in face value of shares only at the expense of JSC assets (Article 28). 

Yet another problem in the sphere of authorized capital is the problem of fractional shares, which, alongside with consolidation of shares became a new instrument used to drive out outsiders in 2000 through 2001. This problem has not been completely settled and became even more important since there had been taken the decision granting shareholders subscription privileges concerning additional issues of shares. The new version of the law stipulates that fractional shares ensure the rights in proportion to the whole share part of which it represents. While this approach is quite suitable with regard to dividends, there arise apparent difficulties with regard to voting on the principle “one share – one vote” (however, it is possible to sum up fractional shares).  

There persists dualism with regard to JSC dividend policies. The decision on the payment of dividends may be taken only once a year (not on quarterly basis, as before). However, the general meeting still has no competence to exceed the amount of dividends recommended by the Board of Directors. Accordingly, the decisions on dividends taken by general meetings are only of formal nature. 

One of the most important tasks of the corporate law (as others) is to prevent the creation of “ephemerid” and “bogus” JSCs in order to guarantee creditors relying on JSC authorized capital the repayment of their losses, what would improve the protection of interests of creditors as financial investors in JSCs. However, in this respect the new version of the law makes a step backwards, since it stipulates that from January 1, 2002, 50 per cent of shares in the JSC distributed at the moment of its creation shall be paid off over 3 months since the date of state registration (not prior to the date of registration, as before). 

Accordingly, it is already clear that it would be feasible to make a number of amendments to the law in the future: 

- to prohibit joint stock companies to carry out any transactions not related to the establishment procedures until the full repayment of their authorized capitals; 

- to tighten repayment of shares – they shall be fully repaid in three months after the date of state registration; additional shares shall be fully repaid at the moment of placement; 

- to stipulate that it is mandatory to use the services of an independent appraiser in case dividends are paid in non-monetary form, to make founders, members of the Board of Directors, and independent appraisers responsible in case the value of assets used to repay shares is evaluated too high. 

A number of innovations concern JSC management: 

- there was introduced a clear procedure for suspension of powers of the general manager (Article 69); 

- the Board of Directors was granted the certain right to amend JSC charter and approve the registrar; 

- the Board of Directors shall have the right to increase authorized capital via additional issues of shares only if the charter stipulates it (the decision shall be unanimous); 

- the Board of Directors shall have no right to take decisions on participation in other organizations; 

- only physical persons shall have the right to be members of the Board of Directors (Article 66), it is also expressly prohibited to transfer voting rights; 

- “the exclusive competence of the general meeting” (Article 48) was replaced by the rule, according to which the issues of the meeting’s competence can not be transferred to the Board of Directors and executive bodies, while the meeting now has the right to discuss issues outside its competence;  

- the general meeting shall have the right to approve internal regulations; 

- the mixed form of the meeting is excluded, the law stipulates two options – general meeting and absentee voting. 

From the viewpoint of protection of interests of large shareholders (represented in the Board of Directors) the innovation stipulating that executive directors may be suspended by the Board of Directors without an extraordinary meeting of shareholders (Article 69) is of certain importance. This regulation may be used in case the general meeting of shareholders forms the executive body. In case it is in the jurisdiction of the Board of Directors to form executive bodies, the Board has the right to suspend the powers of the executive body at any time. The new version of the law also attempts to settle collisions arising from the obsolete Labor Code (general jurisdiction courts base their decisions on this Code). For instance, the law stipulates that relations between JSCs and their executive bodies (general managers, etc.) shall be subject to the RF labor legislation only if they do not contradict the law on JSCs. 

However, the problem of protection of interests of large shareholders is more related to procedural aspects of the law. 

The new version of the law sets a number of regulations aiming to prevent corporate blackmail, however, an analysis of legal means of defense did not reveal any effective defense measures
. It does not mean that the law needs special respective amendments. The defense shall primarily relay on court proceedings. 

A novation of year 2000 is the application of Article 49 of law “On Joint Stock Companies,” which permits a shareholder (including a one-share holder) to sue the company for potential loss inflicted by a decision taken by the general meeting of shareholders. Most often shareholders resort to this practice aiming to ban pending meetings of shareholders (called to take important decisions concerning the JSC or appointment of a new manager) claiming that the board of directors convening the meeting is not legitimate. Obviously, such a conflict is initiated not by the formal claimant owning one share, but competitors or a real party behind the intra-corporate conflict. Besides, the owner of one or a few shares having the formal right to lodge the claim has little chance to suffer real losses. 

To cite only a few among numerous examples: JSC “Kristall” (appointment of a new general manager),“Norilsk Nickel” (the plaintiff contested the voting method used by the meeting of shareholders to settle some issues pertaining to the restructuring of the company),  JSC “Polimerstroimaterialy” (attempt to ignore a court ruling), RAO “Gazprom,” open JSC “Mosenergo” was prohibited to hold an extraordinary meeting (appointment of a new general manager), preventive arrest of a block of shares in open JSC “Severstal,” open JSC “Transneft” was prohibited to transport “Lukoil” oil, etc. 

In September of 2001, A. Volski, the President of the Russian Union of Entrepreneurs and Industrialists (Russ. abbr. RSPP) sent a letter to the RF Supreme Court asking, first, to limit the right of shareholders – physical persons to file claims with courts having general jurisdiction over places of their residence and transfer proceedings to arbitration courts having jurisdiction over areas where JSCs are registered, and, second, to prohibit general jurisdiction courts to impose preventive arrests on companies’ assets. 

In formal terms, this was aimed to avoid juridical collisions arising in case arbitration courts and general jurisdiction courts (the latter – basing on claims of individuals) make contrary rulings. In the course of subsequent court proceedings the shares are under arrest as a preventive measure. In terms of economy, it is trivial seizure of property. It results in uncertainty of JSC economic operations, destabilization, and redistribution of ownership rights. The urgency of the problem is apparent, therefore as a temporary compromise measure (until the new RF Arbitration Procedural Code and the RF Civil Procedural Code come into effect) the Plenum of the RF Supreme Court recommended the general jurisdiction courts to refrain from banning meetings of shareholders in compliance with claims lodged by shareholders – physical persons
. 

 At the same time, the possibility that the federal legislation will be in fact modified by the ruling of the Plenum of the RF Supreme Court basing on the RSPP letter (as a precedent) challenges the necessity to adopt new APC (approved at the first reading in the spring of 2001). Yet another problem is closely related to systemic corruption. In case the new procedure is implemented, the interested parties will just turn to arbitration courts to achieve the same goals
. 

At the background of innovations approved in 2001 and their potential development the popular idea to adopt a Russian Code of Corporate Governance (Practices) does not seem urgent
. The existing OECD Principles of Corporate Governance summarizing the best corporate practices suffice as a guideline for corporations under the present conditions in Russia. 

The formal advantage of companies intending to follow the recommendations set by the Code will be the formation of a positive image for the foreign investment community. In this sense, the national Code is a usual formal signal for potential investors about the situation in the country. According to a McKinsey survey of 200 largest world investors (aggregate assets at US $ 3.25 trillion), 75 per cent of investors rank the quality of corporate governance at the same level as financial and economic results, while giving priority to the factor of corporate governance in transition economies. As concerns the price of shares, 80 per cent of investors are ready to pay extra price for the quality of corporate governance with the resulting capitalization premium reaching from 20 per cent (in countries with developed corporate culture) to 50 per cent and more (emerging markets)
. 

For these purposes, many largest Russian companies already adopted similar codes in 2000 and 2001. Moreover, Russia’s companies will adopt certain provisions of the unified Code only in case they become interested in these provisions due to a number of factors and in the course of consolidation of corporate control. The observations made in 2000 through 2001 demonstrate that the formal transparency and openness of many companies for minor shareholders increased as they consolidated overall control and, in particular, assets of their subsidiaries. The determining factor is, obviously, consolidation. Therefore, the “squeezing out” of minor shareholders becomes a prerequisite of improvement of their protection. 

Such a Code may exist only in the form of recommendation, however, it seems impossible that a company involved in corporate conflicts or in anticipation of hostile takeover would comply even with legislative regulations, not to mention recommendations. It means that the formation of corporate culture spontaneously progresses as Russia overcomes the objective problems arising in the course of ownership redistribution. This argument is directly related to the general problem of protection of shareholder rights. 

On the other hand, attempts to use the Code’s provisions as a mandatory external mechanism of corporate governance (in this case via the stock market) will not become effective for a long time yet. For instance, the requirement to allow access to listings of stock exchanges only on condition of compliance with the Code’s provisions is not feasible as a mass standard instrument because the market is non-liquid and extremely narrow. First, an apparent trend to concentration of joint stock capital, and, second, the process of “closing” open JSC created in the process of privatization are the objective base for this. 

Therefore, it is apparent that there are the objective limitations for implementation of the Code. The assumption that the Code will only contribute 5 to 10 per cent in the development of the Russian stock market and its attractiveness for long term investment
. 

On the other hand, the educational significance of the Code may prove useful already at the current stage, while its effectiveness will depend on compliance with the following principles: 

- the Code’s requirements shall be viewed only as recommendations and shall not imply any penalties for non-compliance (stipulated by the legislation or departmental regulations); 

- there shall be no overlapping of corporate and related legislation; 

- in the process of accumulation of positive practices, there shall be selected viable (under Russia’s conditions) provisions of the Code for subsequent incorporation in the legislation.

4.5. Banking Sector 

The banking sphere showed controversial tendencies in 2001. On the one hand, in the past year the Central Bank of Russia registered almost three dozens of new credit institutions. Given a smaller number of revoked licenses, the overall number of banks increased (from 1,311 as of 1.01.01 to 1,319 as of 01.01.02). In the past year, ARCO completed rehabilitation of a number of banks that fell under its administration as a result of the 1998 crisis (Table 1). At the same time, the list of banks that forfeited their licenses came to include MOST-bank which no earlier than in the mid-2000 was rated as one of the top thirty banks by the level of assets. The failed attempt by Vneshtorgbank to rehabilitate this bank appears to suggest that by far not all effects of the 1998 banking crisis have been overcome, despite the favorable environment in 2001. 

Over 11 months of 2001, assets in the Russian banking systems grew in constant price terms by 12.8% (in 2000, over the same period, assets grew by 25.5%). In percent of the GDP, aggregate assets of all active banks stood at 31% (in 2000, the value was 30.3%). For the first time in recent years, the capital of the banking system grew at a higher rate (Fig. 2). The net worth of the active Russian banks increased over 11 months by 23.7% in constant prices. In the same period of 2000 the growth constituted 19.2% in constant prices. 

The capital ratio of active banks improved from 14.1% at the end of 2000 to 15.4% by the end of 2001. The pre-crisis level, however, has not yet been achieved (by the end of July 1998, the ratio stood at 19.1%). As for the capital adequacy ratio stipulated by the Central Bank of Russia, because of the low risk of assets, the overwhelming majority of banks had no problem in complying and even topping the requirement.

Table3 

Disposal of banks under ARCO administration in 2001

	Name of bank
	Date of sale
	Buyer
	ARCO’s interest in the capital prior to auction (in %)
	Sold (in % of authorized capital)
	The amount paid (mln. rubles)

	Chelyabkomzembank
	April
	Rosselkhozbank
	76.3
	76.3
	57.2

	Avtovasbank
	April
	Transneft
	88.11
	12.95
	n/a

	
	May
	Komekotsentr
	
	75.16
	120

	Investbank
	May
	Baikraif
	25%+1 share
	85.15
	85.145

	Petr Pervyi (Peter the First)
	June
	Belginvest
	75%+1 share
	96.6
	96.605

	Kuzbassugolbank
	June
	Bashkreditbank
	91%
	82.215
	284.75

	Eurasia
	June
	Bashkreditbank
	50%+1 share
	75
	76.8

	RNKB
	September
	Moscow inter-republican distillery
	46,1
	36.596 and an option for 9.5
	99.557 25.835

	Voronezh
	December
	Almas-trust (trustee of NRB)
	99
	99
	1.25

	Total
	
	
	
	
	847.142


Source: Finmarket

The aggregate balance capital of active Russian banks as a percentage of the GDP was 4.8%
, which is slightly higher than the value of the ratio as of the end of 2000 (4.2%). However, capital to GDP ratio and capital to aggregate assets ratio are still off the pre-crisis mark (about 5% at the end of 1997). For the change in the asset aggregate and capital in constant prices, see Fig. 1. 

Still another typical pattern in the Russian banking sector in the past year was almost a two-times faster growth of the aggregate balance capital compared to the growth of authorized capital, which during 11 months of the year had only a 5 % rate. This fact suggests that capitalization of Russian banks in 2001 was rather from internal sources of finance (e.g., revenues) than from additional contributions by shareholders. 

Fig. 1

Changes in the level of asset aggregate and balance capital of active Russian banks (in billion rubles of constant prices) 
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Fig. 2

Rate of growth of asset aggregate and balance capital of active banks in constant prices (%) 
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But the most tangible positive shift in the post-crisis tendencies affecting the banking system was a relative expansion in lending to the non-banking sector. The aggregate loans portfolio over 11 months of 2001 in constant prices stood at 25.4%. It is less than in 2000 when the ratio was 34.6 %. However, in 2001 credits to the real sector of the economy grew faster than the overall growth of assets. As a result, the share of loans to the non-banking sector in the assets rose from 40.8% in the beginning of the year to 45.4% in early December (11% growth). At the same time, banking analysts were proved wrong in their forecasts: the share of bad loans in the banks’ loan portfolios did not change much (3.0% in the beginning of the year, and 2.9% in December). If one is to exclude Sberbank and banks under ARCO administration, the growth in the share of loans to the non-banking sector continued: at the start of 2000 it grew at a rate of 36.8%, and by December, it was 42.7% (a growth of 16%), whereas the share of bad loans in loans to the non-banking sector both in the beginning of the year, and by the end of November remained at 2.1%.

Typical for the foreign exchange structure of the loan portfolio was the continued growth in ruble loans. While early in 2001 their share in the overall loans to the non-banking sector was 64.5%, by December it reached 68.1% (less Sberbank and ARCO-administered banks: 58.7% and 61.5%, respectively).

At the same time, the maturity structure showed a higher proportion of shorter loans due to fewer loans with a maturity of more than a year. As it follows from Table 2, the tendency is due primarily to the smaller proportion of loans extended by the banks in foreign currency for a term of more than a year. The maturity of less than three months was more frequent in ruble loans (the proportion of loans maturing under three months in the overall amount of ruble loans increased from 21.7 to 24.5%). However, in currency loans too the proportion of shorter credits grew from 8.0 to 10.1%. 

The faster rate of growth in loans to the non-banking sector was supported by a relative reduction in the proportion of deposits made available to the banking sector. The proportion of deposits in the banking sector’s assets lowered over 11 month of the year from 35.8 to 31.8 %, (or from 43 to 39%, less Sberbank).  This was mostly the effect of the diminished proportion of assets on corresponding accounts with the CBR (from 5.9% at the start of the year to 2.9% as of 1 December). The share of deposits in commercial banks did not change significantly: from 21.4% early in the year to 20.7% by December.

Table 4

Maturity structure of loans to non-banking sector* 

	Structure of loans to non-banking sector, in % to total loans
	01.01.00
	01.01.01
	01.12.01

	Loans to non-banking sector maturing under 90 days
	17.8
	16.9
	20.0

	Loans to non-banking sector maturing between 90 and180 days
	10.8
	15.7
	15.3

	Loans to non-banking sectors maturing between 180 days and 1 year
	33.2
	34.4
	35.0

	Loans to non-banking sector for more than a year
	38.2
	33.0
	29.6

	Loans in foreign currency
	
	
	

	Loans to non-banking sector maturing under 90 days
	9.5
	8.0
	10.1

	Loans to non-banking sector maturing between 90 and 180 days
	9.0
	8.4
	11.8

	Loans to non-banking sector maturing between 180 days and 1 year
	25.1
	28.1
	30.5

	Loans to non-banking sector for more than a year 
	56.3
	55.4
	47.6

	Ruble loans
	
	
	

	Loans to non-banking sector maturing under 90 days
	24.5
	21.7
	24.5

	Loans to non-banking sector maturing between 90 and 180 days
	12.2
	19.6
	17.0

	Loans to non-banking sector maturing between 180 days and 1 year
	39.8
	37.7
	37.1

	Loans to non-banking sector for more than a year 
	23.5
	20.9
	21.5


*good loans less banks under ARCO administration. 

Estimated from data of the CBR and STIiK. 

Additionally, banks reduced the proportion of securities in their portfolios. Despite the promising figures on the stock market (RTS grew 58.1% over 11 months) and the high yield of the currency-denominated government debt, the proportion of stocks and debt paper in the bank assets dropped from 17% to 15%, where the proportion of federal debt shrank even more: from 14.7 to 12.7%. 

Let us look closer at banking operations in various segments of the Russian debt market. 

Banks on currency-denominated federal debt market

Since 1996 the RF Government placed 9 issues of Eurobonds for the overall amount of USD 13.59 billion, DM 3.25 billion and и ITL750 billion. The issues mature between 2001 and 2028. Additionally, pursuant to the debt-restructuring arrangements with the London Club, in 2000 converted into Eurobonds were the principal of the debt to foreign creditors (viz., PRINs) and outstanding interest (IANs) for the overall amount of ca. USD 20 billion, maturing in 2010 and 2030. As a result, the capacity of this market is much higher than that of currency-denominated federal debt. 

At the same time, Russian investors are facing a number of important obstacles to their entry on the market mostly due to the effective foreign exchange regulations which segregate Russian investors in different categories. In actual fact, banks with foreign exchange licenses have significant advantages, if they decide to enter on Eurobond market, compared to other Russian investors. The analysis suggests that some of them have actively exploited the advantage. 

While instruments offering a fixed interest in hard currency may easily attract investors at times of destabilization of the ruble, with the stable exchange rate they are much less enticing. But in 2001, the market was exceptionally good for the investors. The growing prices for Russian Eurobonds and currency-denominated federal debt ensured high yield in ruble terms not only in the times when ruble was weakening to dollar but also when it grew stronger. While at the start of the year, Eurobond prices ranged at 38 - 98% depending on the issue, by the end of 2001 Russian Eurobonds cost at least 58% of the par value, and yield to maturity was from 5 to 12% p.a. in currency, respectively, depending on the issue. 

Out of the five traded tranches of the federal currency bond, with maturities from 2003 to 2011, the most fast-appreciating in 2001 was the shortest fourth tranche. While by the end of 2000 the average price for this tranche was 57.6%, by the end of 2001 it went up to 90.75%. Overall, by the end of 2001, the federal currency debt, depending on the issue, ranged in price between 49 and 91% of the par value.

Investment qualities of the federal currency bond issues in 2001 continued to differ significantly from those of Eurobonds. Price comparisons for Russian Eurobonds and federal currency bonds for issues with similar maturities show that Eurobonds are priced considerably higher. The price difference may be as high as twofold for tranches with the longest maturities. For instance, Eurobonds and federal debt paper maturing in 2003 were priced at the end of the year at 106.8% and 90.8%, respectively, while for longer issues (maturing in 2010 - 2011) the gap widens significantly (86% vs. 48.5%). The shrinking spread tendency is to be found only for issues with shorter maturities (Fig.3 и 4). 

Fig. 3 

Average prices for Eurobonds and federal currency
 bonds maturing in 2003.
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Fig. 4 

Average prices for Eurobonds and federal currency 
bonds maturing in 2010 -2011.
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Lower priced federal debt offered higher yield to maturity compared to Eurobonds despite the higher coupon yield of the latter. By investing in the federal currency debt to hold till maturity, the banks could expect to get 17 - 30% p.a. in the beginning of the year and 10.2 - 13.4% at the end of the year depending on the issue, despite the seemingly large price spread (from 48.5 to 90.8% depending on the issue). 

Still another distinguishing feature for the federal debt market was a higher spread between the buy and sell price (from 0.7 to 1.3% depending on the issue against 0.3 - 1.2% for Russian Eurobonds at the end of the year). 

As a result, currency-denominated federal debt remains an attractive financial instrument. The largest portfolios of federal currency bonds are with Sberbank and Vneshtorgbank. They account, by value, for approximately 74% of all Russian federal currency debt in the Russian bank holdings. The currency federal debt attracted the bulk of the assets that Vneshtorgbank received from its principal shareholder, the Central Bank of Russia, as part of the 1999 capital increase. 

To appreciate the extent to which other banks find this instrument attractive for investment, let us study the dynamics of the portfolio of federal currency debt in 2000 - 2001 in absolute values in dollar terms and as a percentage of assets, broken down to quarters of the year till 1.12.01 (Fig. 5).

Fig. 5

Dynamics of federal currency debt portfolios of Russian banks 
(less Sberbank, Vneshtorgbank and banks under ARCO administration)
 in 2000 - 2001 
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The number of banks (less banks under ARCO administration) with federal currency debt holdings remained virtually unchanged throughout the year: there were 233 banks at the start of the year, and 230 by December. With some banks foreign currency-denominated government debt accounts for up to 60 - 90% of the assets. But this is not a massive trend: there are hardly 30 banks with more than 15% holdings in federal debt, and only 4 banks with 50% federal debt holdings, including Sberbank and Vneshtorgank. 

Let us discuss the sample of the banks that lead in their federal foreign currency debt holdings. 

The following criteria applied to the selection process: the proportion of federal currency debt holdings at the end of September and November 2001 exceeded the average for all active banks (less Sberbank, Vneshtorgbank and banks under ARCO administration); the bank should have had non-zero balances in this item at the start of the year and carried out active transactions with hard currency-denominated government paper on the market, i.e., demonstrated non-zero turnover
 for this item in the period discussed. Since, as already mentioned, both Sberbank and Vneshtorgbank were the absolute leaders in terms of their federal currency debt holdings, and their inclusion in the sample would be severely distorting the results, they were excluded. As a result, 71 banks qualified under the above selection criteria. The sample is characterized by a high degree of concentration. More than half of all federal currency debt holdings in the sample group belong only to 5 banks. And 20 banks account for more than 84%.

Let us consider some financial indicators in the sample group of banks. Average assets by December 2001 stood at Rbs 5.8 billion, which is by a few times higher than the level in the peer group (Rbs 1.5 billion). Federal currency debt holdings accounted for 9.6% assets at the start of 2001, which is 2.7 times higher than in the peer group; over three quarters of the year the proportion of the holdings rose to 11.4%. However, in two months of the fourth quarter it dropped almost to the start-of-year level of 9.5%. For an average Russian bank, the trend towards a lower proportion of federal currency debt holdings in total assets was more pronounced through 11 months of 2001: it was 3.6% at the start of the year and 2.7% at the end of November 2001 (Table 3). 

Over 9 months the aggregate federal currency debt holdings grew by 7.1% whereas assets grew by 23.7% (both indicators are in dollar terms). However, at the end of 11 months the situation changed considerably: the growth in the federal currency debt holding reversed to a slump (by 7.8%), while assets continued to grow almost at the same or even higher rate (up to 25.8%). As a result, over two months the overall federal currency debt holdings of Russian banks shrank in dollar terms by 3.5% (from USD 7.8 to USD 7.5 billion, less ARCO banks). If leaders – Sberbank and Vneshtorgbank – were to be excluded, the slump would be even more tangible (14%). Banks in the discussed sample also show a reversal in the tendency by the end of the year: over 11 months federal currency debt holdings in the assets lowered by 0.4% (although over 9 months there was a 19.4% growth). At the same time average assets in 11 months grew 23.4%, with the growth accelerating steadily throughout the year.  

Thus, in October – November federal currency debt holdings in the portfolio of Russian banks reduced. The slump was caused not only by the sell-off of their currency-denominated government debt holdings, but because average assets at Russian banks in absolute values grew faster than federal currency debt holdings and their prices. Still another explanation could be served by the redemption late in November of the first tranche of Russian Eurobonds for more than USD 1 billion.

A group of banks working with government hard-currency paper in 2001 with more than average federal currency debt holdings in the 9 months of 2001 cut their turnover with debt. While in 9 months the balances grew 43.8% in dollar terms, the turnover dropped by 3.3%.

However, in November the turnover grew almost by 60% in dollar terms from USD 2.3 to 3.8 billion. This heightened activity over the period could be attributed to the redemption of the first tranche of Russian Eurobonds. 

During the three quarter of the year prices for federal currency bonds and Russian Eurobonds grew faster than the federal currency debt holdings of the Russian banks. Prices for federal currency bonds grew over 9 months between 17.6% and 48.8% depending on the issue, and for Russian Eurobonds between 11.3% and 25% while Russian federal currency debt holdings of an average Russian bank (less ARCO banks, Sberbank and Vneshtorgbank) grew almost 7% in dollar terms. 

For a group of banks dealing in government debt with more than average federal currency debt holdings, the annualized weighted average revenue to assets ratio over 11 month of 2001 was 1.77%. At the same time, for the entire 2000 the ratio was only 1.54%.  For an average Russian bank the ratio stood at 1.3% in 2000 and 2.1% annualized over 11 months. As a result, banks with federal currency debt holdings higher than Russia’s average which dealt on this market appear less profitable after 11 months of 2001compared to an average Russian bank. 

Apart from lower profitability, banks that preferred to invest in federal currency debt look on the whole less capitalized by comparison with an average Russian bank (theirs capital ratio is 12.6% against 18.65%). The gap though is gradually closing. 
The capital ratio in this group of banks was on average 11.8% at the start of 2001 to reach 12.6% by December. Over 9 months assets grew almost at the same rate as the balance capital (25.6% vs. 26.7%). But then in the subsequent 2 months there was a major shift: assets grew by 4.3%, whereas the capital rose by a whole 10.2%. An average Russian bank in October – November also increased their capital ratio from 17.9% to 18.65%, although falling slightly short of the level at the start of the year (18.8%). 

Table 5

Some indicators of the balance where federal currency debt 
holdings in assets are higher than average
 (in percentage of assets by the end of the month) 

	Indicators in % of assets**
	Russian banks*
	Banks with higher than average federal currency debt holdings in assets

	
	12.00
	11.01
	12.00
	11.01

	Foreign currency assets 
	44.3
	41.7
	53.2
	52.1

	Assets in the banking sector,
	43.3
	38.9
	38.4
	38.5

	of which denominated in currency
	22.6
	20.5
	23.0
	22.8

	Loans to non-banking sector,
	37.4
	43.3
	34.6
	37.1

	of which denominated in currency
	15.3
	16.2
	15.7
	15.9

	Debt and stocks,
	8.4
	6.7
	17.8
	14.3

	of which denominated in currency
	4.8
	3.2
	12.7
	10.4

	Federal debt,
	6.2
	4.3
	13.1
	11.6

	of which denominated in currency
	3.6
	2.7
	9.6
	9.5

	Accounts of non-financial sector,
	27.9
	25.4
	25.6
	30.7

	of which denominated in currency
	7.2
	5.6
	6.8
	9.4

	Deposits,
	20.5
	23.4
	29.1
	28.2

	of which denominated in currency
	14.7
	16.4
	23.8
	21.0

	Deposits of legal entities,
	14.5
	15.3
	23.5
	19.8

	of which denominated in currency
	10.9
	11.4
	19.9
	15.2

	Private deposits,
	6.0
	8.1
	5.6
	8.4

	of which denominated in currency
	3.7
	5.0
	3.9
	5.8

	 Balance capital
	18.8
	18.6
	11.6
	12.3

	For reference:

Average assets in billion rubles 
	1.11
	1.47
	4.46
	5.84


Estimated from data of CBR and STIiK.

*less Sberbank, Vneshtorgbank and banks under ARCO administration 

** here and henceforth a weighted average for the group of banks 

Banks on ruble-denominated government debt market

In the structure of players on the GKO-OFZ market, the share of the banking sector from the start of the year tended to grow while the proportions of non-residents and non-banking sector dwindled. By the end of October 2001, the banking sector accounted for 75.3% (against 61.5% at the start of the year – see Fig. 6), which continued the 2000 trend where the proportion of the banking sector grew, among other things, at the expense of non-residents. 

Fig. 6

The changing proportion of the banking sector in the aggregate GKO-OFZ holdings in 2001
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Source: Central Bank of Russia

However, the data published by the Central Bank of Russia about the holders of the government bonds include its own, Central Bank’s, share in the aggregate GKO-OFZ holdings.  The participation of commercial banks proper in the aggregate GKO-OFZ holdings can be derived from their balances. Various indicators of their participation point to a fall in what never was an active involvement of the banks in this segment in 2001.

At the start of the year out of more than 1,300 active banks, 680 banks had in their holdings ruble-denominated federal debt paper
. By the end of September, the number of banks with ruble federal debt holdings dropped to 612. At the same time, the aggregate GKO-OFZ holdings with Russian banks, in three quarters of 2001, grew 35% - from Rbs 103.2 billion to Rbs 139.4 billion.

Instead, there were more banks dealing in GKO-OFZ: while in December 2000 the turnover in those transactions was reported by 378 banks, in September 2001 they numbered 421. In absolute terms, the aggregate turnover of all active Russian banks showed a different pattern: while in December 2000 the turnover was Rbs 54 billion, in September 2001 the amount dropped to Rbs 41 billion. At the same time, if one discounts an almost 100 percent reduction in the government debt turnover reported by Sberbank (from Rbs 26.5 billion in December 2000 to Rbs 13.9 bln. in September 2001), there will be no significant reversal in the turnover of the rest of the dealing banks in three quarters of 2001: Rbs 27.4 billion in December 2000 and Rbs 27.2 billion in September 2001. 

GKO-OFZ are traded at eight Russian trading floors where MICEX is a leader.  Banks are actively trading on the secondary ruble debt market. At MICEX, over 90% dealers are banks.  The December turnover in ruble government debt was about Rbs 12 billion, which is 15% more than in December 2000. Figure 7 shows that the average daily secondary trading turnover in 2001 was going down throughout the first half of the year. There was no clear-cut pattern in the later half. 

Fig. 7

Average daily secondary trading in GKO-OFZ at MICEX
 in 2001, in million rubles 
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Let us discuss the operations of the Russian banks that are the leading players on the GKO-OFZ market at the respective MICEX section.  The sample is based on the lists published by MICEX and comprising GKO-OFZ dealers with the highest trade turnover on the secondary market, which includes both trades on account of dealers and the ones made for the clients. In August and September, the list had 29 banks and 1 investment company. Among the top five dealers were Sberbank, DeutscheBank, Credit Suisse First Boston, Vneshtorgbank and Citibank. We dropped Sberbank from the discussed samples since it accounts for more than 70% of ruble federal debt holdings of Russian banks.  

The list of active dealers in the GKO-OFZ section at MICEX is relatively stable. According to September – August and December – November data in 2001, 21 banks comprised the permanent group of active players in the period and were included in all lists drawn at that time.  The banks in this group were used for further analysis. 

The aggregate turnover for the selected banks in September accounted for 28% of the aggregate turnover in GKO-OFZ by all active Russian banks with the exception of Sberbank (Table 10).

The proportion of ruble federal debt holdings in the assets of the leading GKO-OFZ operator banks was higher than that of an average statistical Russian bank (3.2% vs. 6%). In the first six months the proportion dropped 1.4 times to 2.3% by 1 July (less Sberbank). In the third quarter, the decline continued so that by October the relevant value was 1.8%, a 1.8-fold reduction over three quarters of 2001. 

Shrinking ruble debt holdings in the three quarters of 2001 were equally typical of an average Russian bank. The ruble federal debt holdings in the assets of an average statistical Russian bank (less Sberbank) by the end of September accounted for 1.75%, having dropped almost 32% since the beginning of the year. 

As a result, the year 2001 showed a trend towards a closing gap between the ruble federal debt holdings of the more active GKO-OFZ operator banks and that of an average Russian bank.  By quarter four, the difference was a meager 0.05% (the ruble federal debt paper held by the active GKO-OFZ operator banks accounted for 1.8% of the assets against Russia’s average of 1.75%). Given the universally decreasing proportion of ruble debt paper in the assets of Russian bank, the holdings of the GKO-OFZ group of banks were more pronounced (44% vs. 32%). In absolute terms, the ruble federal debt holdings of the leading operators of the GKO-OFZ market at MICEX also dropped almost 27% over the three quarters of 2001 while overall for all Russian banks (less Sberbank and banks under ARCO administration) the respective value was 12.1%. 
The average amount of assets for the sample group of banks by the end of the third quarter was by an order of magnitude higher than the average value for Russian banks (Rbs 27.5 billion vs. Rbs 1.5 billion).

The banks that were incorporated in the sample group proved more profitable over 9 months of 2001 by comparison with an average statistical Russian bank (revenues to assets ratio, annualized, stood at 2.6% vs. 1.9%), or an average Moscow bank
, with its 1.7% ROA annualized over three quarters of 2001. 
The current activity of the GKO-OFZ operators is low. Suffice it to say that the turnover for the above instruments is lower than balances on accounts while pre-crisis a monthly turnover exceeded 2 to 3 times the balances on accounts used to record GKO-OFZ trades. In 2001, the turnover to balances ratio stood at 69% at the start of the year, to grow slightly to 78% by October.
The sample group of banks showed the overall drop in the turnover and ruble balances for federal debt. However, turnovers were falling slower and as a result the turnover to balances ratio in the group had a 35% growth in September compared to December 2000 (Table 4). An average Russian bank (less Sberbank) showed a different pattern: GKO-OFZ trades turnover was falling while balances grew. At the same time, the turnover to balances ratio increased 12% in September 2001 compared to December 2000. If one was to consider the pre-1998 period, one would notice in the GKO-OFZ turnover (Table 5) a very sharp fall by a factor of 4.3. The Russian ruble debt turnover to balances ratio fell to almost one third. 

Table 6

Indicators of trading activity of banks operating on 
GKO-OFZ market through MICEX 

	
	December 2000
	September 2001

	Monthly turnover to GKO-OFZ holdings at the end of month, %
	53.7
	72.6

	Dynamics of turnover (change in the value against December 2000), %
	-
	-1.4

	Dynamics of the absolute value of the holdings (change in the indicator against December 2000), %
	-
	-27.0

	Dynamics of turnover/holding ratio (change in the indicator against December 2000), %
	-
	35.1


Table 7

Indicators of trading activity of Russian banks on GKO-OFZ market 

	
	February 1998
	June 1998
	December 2000
	September 2001

	Aggregate turnover in GKO-OFZ, end of month (bln. rubles) 
	117.6
	153.2
	27.5
	27.2

	Aggregate GKO-OFZ holdings, end of month (bln. rubles) 
	51.7
	46.9
	29.8
	34.9

	Monthly turnover to GKO-OFZ holdings at the end of month, %
	227.6
	326.7
	69.3
	78.0

	Dynamics of turnover (change of indicator against June 1998), %
	-
	-
	-82.0
	-82.2

	Dynamics of the absolute value of holdings (change of indicator against June 1998), %
	-
	-
	-36.5
	-25.6

	Dynamics of turnover/holdings ratio (change of indicator against June 1998), %
	-
	-
	-78.8
	-76.1


Note: less Sberbank and banks under ARCO administration

Table 8

Aggregate turnover of banks operating with ruble federal
 debt on major trading floors

	Banks operating on GKO-OFZ market
	Proportion of the aggregate turnover in ruble federal debt (%)

	
	December 2000
	June 2001
	September 2001

	Leading MICEX operator banks *
	27.9
	24.0
	27.8

	Participating banks at St Petersburg currency exchange
	10.1
	10.9
	9.5

	Participating banks at Urals currency exchange
	3.9
	5.0
	5.0

	Participating banks at Nizhniy currency and stock exchange
	4.0
	1.3
	2.5

	All banks with non-zero turnovers over the item of ruble federal ** 
	100.0
	100.0
	100.0


Note: 

*  banks that were the most active participants in GKO-OFZ secondary trading in September – December 2001 (less Sberbank).  

** - less Sberbank

Apart from MICEX, the other three most active GKO-OFZ trading floors are St. Petersburg, Urals and Nizhniy Novgorod currency exchanges. The rest of the trading floors, as of September 2001, accounted for merely 1.8% of the total GKO-OFZ turnover. 

Banks participating in secondary GKO-OFZ trading at St. Petersburg currency exchange show a much smaller turnover compared to MICEX. The aggregate turnover recorded by GKO-OFZ operator banks at St. Petersburg currency exchange in September accounted for 9.5% of the total turnover of all banks (barely one third of the MICEX figure). It constitutes 61% of the balances on accounts by the end of quarter three whereas at the start of the year it was up to 74%. The absolute value of the turnover did not change much throughout the year. 

At another regional exchange, NNCSE, the aggregate ruble federal debt turnover by GKO-OFZ operator banks in September accounted for 2.5% of the total turnover of all banks. The aggregate turnover in ruble feds to the balances on accounts by the end of September stood at 60%. However, early in 2001 the picture was totally different, with the ratio of 150%. The turnover dropped 11.5% over the three quarters of the year, while balances grew 61%.

Of interest is also the situation at the Urals currency exchange. There, GKO-OFZ operators in September 2001 accounted for 5% of the total ruble federal debt turnover by banks. The ratio of the ruble federal debt to balances on accounts was 151%. The dynamics in this ratio since the beginning of the year were negative too: while in December 2000 the ratio was 411%, in June it dropped to 193%. The three quarters’ turnover did not grow significantly (24%) while the balances on account in the same period grew 240%. The proportion of balances in total assets over the same period grew 2.5 times from 3.6% to 9%.

Thus, in the mid-and long-term perspective, the investing Russian banks will continue to regard the government debt paper denominated in hard currency as the most attractive of all federal debt instruments, the fact proved by a considerably higher proportion of currency-denominated federal debt over ruble debt in the total federal debt holdings of the Russian banks (for an average statistical Russian bank (less Sberbank) currency-denominated federal debt by the end of quarter three in 2001 accounted for 74% versus 26% of the ruble federal debt). 

Banks on corporate and bank debt market

Over the past two years the market for ruble corporate and bank bonds (CBBs) has been growing fast. The amount at par of all corporate debt offerings grew in a year from Rbs 38.9 to 65.6 billion. The secondary corporate paper market is growing fast too. For instance, at MICEX in 2001, the total secondary trades turnover for corporate bonds exceeded Rbs 27 bln., and in St. Petersburg trades turnover in CBBs in 2001 accounted for more than Rbs 500 million.
 

Nevertheless, this is the segment of the market that is only emerging, and its deals are still highly risky. Specifically, the CBB market shows low liquidity and high variations in the volume of trades. In addition, a number of events throughout the year had a negative impact on the corporate debt market. Late in March, the Central Bank of Russia banned non-residents from using their Type “C” accounts to purchase bonds of some Russian issuers (Inkor-Finans, BFA, Silicon). At the legislative level, there are as yet unresolved issues of secured bonds and the high bond issuance tax. 

Banks were getting more actively involved in this segment of the Russian capital market over the discussed period. Banks engage in a variety of transactions at this segment: they issue their own bonds, act as underwriters, invest in corporate and bank debts acting as buyers at the time of initial placement, and deal on the secondary market. 

The total turnover of Russian banks 
 on the CBB market in November 2001 reached Rbs 13.5 bln., which is 2.9 times more than in December 2000. Additionally, the number of the banks operating on the CBB market with non-zero turnovers almost tripled by December since the beginning of the year (from 43 to 121), although it still remains a fraction of GKO-OFZ operators. 

Note an important reduction in the gap between the banks’ turnover in ruble corporate debt and in government paper. While in December last year the ratio between the government debt and corporate debt turnovers by the banks was 5.5 : 1,  it was already 2.7 : 1 in November.

Let us discuss a sample of the banks that invested in ruble CBBs throughout 2001. The number in 11 months increased from 61 to 138 banks.

The amount of investment made by banks in corporate debt increased in 11 months 8 times (from Rbs 1.6 billion to Rbs 13.3 bln.), growing at a faster rate than turnovers. The proportion of CBBs holdings in the assets of banks investing in corporate debt grew almost 4.6 times (without Sberbank, this value is slightly lower: 4 times), while the ruble government debt in the assets of CBB holders had a reverse tendency and dropped by December 1.3 times (less Sberbank, the value would have been 1.9 times). Note, however, that the dwindling ruble federal debt holdings are typical of the banking sector in general. 

The banks dealing in CBBs are much larger (less Sberbank) than an average Russian bank: the assets of the CBB-holding banks accounted for 63% in the aggregate assets of active Russian banks at the end of November 2001. A similar ratio for revenues was 67%.  

For some of financial indicators describing CBB-holding banks, see Table 9.

Table 9

Some indicators of CBB-holding banks *

	
	01.01.01
	01.12.01

	Investment in non-government debt, in bln. rubles,
	1.63
	13.25

	of which in resident corporate debt , in bln. rubles.
	1.28
	12.03

	As a percentage of assets:
	
	

	Non-government debt in rubles,
	0.26
	1.04

	of which debt of resident banks 
	0.06
	0.10

	of which debt of resident corporates
	0.20
	0.94

	Ruble federal debt
	2.61
	1.36

	Promissory notes in rubles
	3.51
	4.53

	by banks
	0.15
	0.34

	by corporates
	3.36
	4.19

	Balance capital 
	15.61
	16.70

	Revenues (annualized)
	1.96
	2.26

	For reference:
	
	

	Average assets, billion rubles 
	10.5
	9.34

	Number of banks
	60
	137


* less Sberbank

estimated from data by STIiK 

Let us discuss in more detail a group of banks acting as bonds underwriters
 (16 banks) and bond issuers (16 banks at the end of September). 

Data on 2001 bond offerings underwritten by banks is shown in Table 8. 

The overwhelming majority of bond underwriters are major Moscow banks. Let us discuss the group of banks that underwrote corporate debt in 2001
. 

Aggregate assets of the corporate debt underwriters among banks in 2001 stood at the end of November at Rbs 467 billion, or 23% of total assets of all active Russian banks. The average assets in this group of banks are Rbs 29 billion, which is 3.1 times that of the CBB-holding banks. 

Table 10

List of bank underwriters of corporate bonds in 2001 

	Banks 
	Bond issuers

	Avtobank
	Urals-Siberian bank (Bashkreditbank) 

	Alfa Bank
	ALROSA, Lianosovo Dairy Plant, OMZ 

	Zenith Bank
	RITEK, Nizhnekamskneftekhim, SIBUR, Moscow City Telephone, Tatneft, Bashkreditbank

	VBRR
	MMK 

	GUTA-Bank
	Invest-Inkor, Inkor-Finans , Moscow City Telephone

	Trust and Investment Bank
	Tyumenenergo, Moscow City Telephone, RTK-Leasing, ALROSA 

	NIKoil
	OGO Grain 

	Impex-Bank
	Tulachermet, Tatneft 

	ING Eurasia
	TNK 

	MDM-Bank
	NTMK, Bashinformsvyaz, Tsentrtelekom 

	Promsvyazbank
	Krasnaya Presnya sugar factory 

	Promstroibank (St. Petersburg)
	Murmansk Shipping Company 

	Reiffeizenbank
	SIBUR, Tsentrtelekom 

	Rosbank
	Aeroflot, MMK

	Northeastern investment bank
	Silicon 

	Bank of Moscow
	Moscow Bakery Factory


Sources: www.micex.ru, www.cbonds.ru, Finmarket Information Agency.
Underwriters, as a rule, are active investors. Throughout the year, corporate debt holdings of bank-underwriters grew 7 times in absolute terms, and by the end of September amounted to an average of Rbs 6.1 billion. The proportion of CBBs in the assets of these banks rose from 0.3% to 1.3%, thus exceeding a similar indicator for CBB-holding banks by 20%. Of all CBB holdings with CBB underwriting banks only 4% were bank debt, which is understandable since bank debt accounts for a smaller fraction of the non-government paper market. 

However, profitability of the CBB-underwriting banks in 11 months amounted to 1.61% annualized, which is considerably less than Russia’s average (2.3%). 

The bulk of CBB-underwriting banks (14) have also holdings of ruble government debt. Bond underwriters among banks in the past year cut by half the proportion of ruble federal debt holding in the assets: from 2.6% to 1.14%. It was a bigger reduction than both at an average Russian bank and in the group of banks operating on the CBB market. 

The conclusion then is that the CBB-underwriting banks this year were keen to rather acquire corporate debt than ruble government debt, compared to banks that simply traded in corporate bonds. There is an ever growing interest on part of potential investors to both corporate and bank debt. Banks are no exception, and among professional operators on the corporate and bank debt underwriting market, the leaders are banks. The leading commercial banks have been underwriters or co-underwriters of many bigger corporate and bank debt issues. 

However, some investment companies are taking over the banks in the number of underwritten issues. As a result, more competition is expected between banks and investment companies for CBB underwriting. 

Some of the financial indicators of debt-underwriting banks are shown in Table 11.
Table 11

Some indicators of CBB underwriter banks 

	
	01.01.01
	01.07.01
	01.10.01
	01.12.01

	Investment in non-government debt, in bln. rubles,
	0.84
	2.67
	4.27
	6.12

	of which in resident corporate debt , in bln. rubles.
	0.77
	2.46
	3.91
	5.87

	As a percentage of assets:
	
	
	
	

	Non-government debt in rubles,
	0.25
	0.66
	0.99
	1.31

	of which debt of resident banks 
	0.02
	0.06
	0.08
	0.05

	of which debt of resident corporates
	0.23
	0.60
	0.91
	1.26

	Ruble federal debt
	2.64
	1.91
	1.28
	1.14

	Promissory notes (wechzels) in rubles
	4.12
	3.77
	3.45
	3.51

	by banks
	0.35
	0.16
	0.12
	0.13

	by corporates
	3.77
	3.61
	3.32
	3.38

	Balance capital 
	15.94
	13.97
	14.03
	13.32

	Revenues (annualized)
	2.13
	1.77
	1.86
	1.61

	For reference:
	
	
	
	

	Average assets of a bank in the group, billion rubles
	20.79
	25.47
	26.98
	29.18


Let us discuss now the bond-issuing banks. In 2001, the number of banks that issued their bonds ranged between 12 and 16. By the start of 2001, banks issued a total of Rbs 4.7 billion in debt, Rbs 5.6 billion by the start of quarter two, Rbs 3.3 billion by the third quarter and Rbs 4.2 billion by the fourth. The proportion of the issued debt in the liabilities of the this group of banks also diminished since early in the year (from 3 to 2%)
.
The regional pattern of issuer banks is quite regular (as of the end of November): half of all issuing banks are located in Moscow and Moscow Oblast, three banks in St. Petersburg, and the rest in other regions. 

In the later half of 2000 the few banks that resorted to the instrument preferred long-maturing debt (with more than 3 years maturity). By the start of 2001, of all the bank bonds, bonds maturing between one and three years accounted for Rbs 1 billion, and those with more than 3-year maturity, for Rbs 3.5 billion. The bonds maturing in under one year accounted for less than Rbs 200 million. By the end of September, the maturity structure changed somewhat: those maturing between 1 and 3 years accounted for almost Rbs 2 billion, and those with more than 3-year maturity, for only Rbs 1.3 billion.  The amount of outstanding debt with a short maturity grew to Rbs 900 million. Thus, in 2001, debt-issuing banks showed a preference for shorter maturities.  

Let us apply certain indicators to characterize issuer banks. 

The assets of bond issuers accounted for 10% in the overall assets of active Russian banks by the end of November of 2001 года, while average assets of issuer banks were 8 times as high as those of an average statistical Russian bank (less Sberbank). 

The group of debt issuers throughout 2001 showed a very high proportion of federal debt in their assets: almost 30% at the start of the year and about 25% by the end of November
. The bulk of this amount is composed of the currency-denominated government debt: on average, 94% of the total. The pattern is largely due to Vneshtorgbank: it accumulated 98% of all currency federal bonds in the group at the start of the year, and 88% by the end of November (in terms of its currency federal debt holdings, Vneshtorbank is followed by the bank Novaya Moskva, which has only 1/12th of the amount).  Less Vneshtrogbank, the ruble federal debt holdings in the assets of the issuer bank groups is close to Russia’s average (by December, ruble federal debt holdings accounted for 1.5%, with 1.6% average for all banks).

For purposes of analysis, we shall exclude Vneshtorgank, the uncontested leader, from the discussed group of issuer banks. Note that deposits in the liabilities of the resulting group account for a smaller percentage than with an average Russian bank. Specifically, private deposits in this group accounted for 7.5% of liabilities, and corporate deposits, 11.9%, while in an average Russian bank the values are 8.1% and 15.3%, respectively. Therefore, bonds in the liabilities of issuer banks “substitute” for another time instrument for the mobilization of resources, viz. deposits.  

The issuer banks have also shown preponderance for such a financial instrument as ruble promissory notes (wechzels).  By the end of December their proportion in the liabilities of the issuer banks grew to 6.5% versus 5.1% of an average Russian bank. The preference is for this wechzel-based financing: the volume of outstanding wechzels from issuer banks is 1.6 times bigger than the outstanding bonds, and at the start of 2001 the gap was even wider: 2.7 times (Table 13). 

Table 12

Some indicators of bond-issuing banks 

	
	01.01.01
	01.07.01
	01.10.01
	01.12.01

	Outstanding ruble bonds, in billion rubles 
	4.70
	3.34
	4.20
	4.07

	Outstanding ruble wechzels, in billion rubles
	12.61
	7.27
	8.59
	7.83

	As a percentage of assets:
	
	
	
	

	Non-government debt in rubles,
	0.27
	0.04
	0.49
	0.35

	of which debt of resident banks 
	0.10
	0.00
	0.16
	0.00

	of which debt of resident corporates
	0.16
	0.04
	0.33
	0.35

	Ruble federal debt
	1.40
	0.37
	1.94
	1.54

	Promissory notes (wechzels) in rubles
	14.23
	8.94
	8.83
	8.76

	by banks
	0.99
	0.81
	0.38
	0.35

	by corporates
	13.24
	8.13
	8.45
	8.41

	Outstanding ruble bonds
	8.48
	3.09
	3.08
	4.00

	Outstanding ruble wechzels 
	8.18
	7.81
	6.83
	6.47

	Balance capital 
	17.69
	19.64
	17.37
	21.76

	Revenues (annualized)
	0.99
	1.01
	1.01
	1.64

	For reference:
	
	
	
	

	Average assets of a bank in the group, billion rubles
	4.37
	5.83
	7.40
	5.11


* less Vneshtorgbank

Estimated from data by STIiK
Banks on corporate deposits market 

The overall corporate deposits market in Russia at the start of 2001 was estimated to be worth Rbs 220 billion . By the end of the third quarter, the amount grew to Rbs 290 billion. After the 1998 crisis year, this is one the faster growing segments of the banking market. 

In 2000, the volume of assets placed in time deposits by corporates grew 80%, in 11 months of 2001, another 39%, which, in constant prices, was 50% and 18.5%, respectively. In the bank liabilities, the share of corporate deposits grew from 10% early in 2001 to 13% by December 2001.

Corporate ruble deposits

The ruble segment of this sector of the banking market is relatively small. By 2001, the overall amount of deposits made by corporates stood at Rbs 57.8 billion plus another Rbs 21.6 billion of deposit certificates.  Throughout 2001, the amount of the deposits raised from corporates more than doubled, and deposit certificates, tripled.  By the fourth quarter of 2001, the ruble component of the corporate deposits amounted to Rbs 78.7 billion, having grown 36% in three quarters. 

The ruble deposit market is not highly concentrated, on the one hand, and shows a relatively small group of banks working there, on the other. Corporate deposits were raised by slightly more than by half of the banks. If one is to exclude banks under ARCO administration, by 2001 the leader – Rosbank – accounted for about 20% of the total ruble deposits raised. Sberbank and MMB held another 6% each. As a result, three leaders had 32% of the market, and the top 10 players on the market accounted for 53%. Of the top 10 leaders, apart from Moscow banks, there were 3 regional banks (Urals-Siberian bank, Promstroibank from St. Petersburg, and Zoloto-platina bank), and one 100 percent foreign equity bank (Citibank). Overall, Moscow-based banks (less Sberbank) held nearly 64% of corporate deposits by value. By the end of quarter three, the situation changed as Rosbank’s market share plummeted, and it dropped to the second place, with 7.3% of the market, ceding its leadership to MMB with 8.6%. The MMB’s growing market share was not directly related to its merger with the Bank of Austria, since ruble deposits of the latter accounted for less than 1% of such deposits at MMB. The third place went to BIN Bank, which moved up from its 87th place having raised its share from 0.11% to 5.5%, and jumped ahead of Sberbank, which had only 4.5% of the total corporate ruble deposits. The summary share of the three leaders increased slightly to 21.5%, while top 10 banks had 42% of the market between them.
The structure of the deposit certificates market, although smaller, has a higher degree of concentration. Over half of all certificates of deposit issued by 2001 were issued by only two banks: Trust and Investment Bank and Menatep (St. Petersburg), whose business is not exactly independent, since both belong to the same group.  The third place went to Sberbank (5% of the market); all in all, the product was offered by less than 100 banks. Over three quarters of 2001, the situation changed little: only Sberbank’s share of the market grew to 7.7%, and the number of banks on that market increased to 109.

Market structure by maturity

The ruble deposit market is short-term: most of the capital raised was for the maturity of under three months (over 43%, of which about 60% was raised by Moscow banks) (Table 11). The second most popular term of the deposits is over 12 months. Regional banks raised deposits for longer terms than Moscow banks. Over 40% of the raised deposits had a maturity of over one year, while those under three months accounted for 17% of all ruble deposits.

Table 13

Maturity structure of corporate ruble deposits by the 
start of 2001 (in percent)

	Deposits by resident corporates:
	Banks raising ruble deposits (less banks under ARCO administration)

	
	All active banks
	All active banks less Sberbank
	Banks in Moscow and Moscow Oblast, less Sberbank 
	Regional banks

	Oncall deposits 
	2.5
	2.2
	2.9
	0.9

	Maturing in 90 days 
	43.8
	43.4
	57.5
	16.1

	Maturing between 91 and 180 days 
	17.1
	17.1
	15.8
	19.7

	Maturing between 181 days and up to one year 
	13.6
	13.5
	9.1
	22.1

	With a maturity of more than a year, 
	23
	23.7
	14.6
	41.3

	 of which with maturities over 3 years 
	11
	11.6
	9.6
	15.5

	For reference:

	Average assets (in current prices, billion rubles) 
	3.08
	2.15
	4.32
	0.91

	Number of banks 
	593
	592
	216
	376


Source: estimated from data by STIiK

Data as of the end of September 2001 suggests that the situation has somewhat changed. The proportion of short deposits with a maturity under 3 months with the Moscow banks dropped, triggering a change in this ratio for all of the banks, despite a growth in this proportion at regional banks from 16.1 to 21.6%. At the same time, regional banks saw a smaller proportion of deposits with a maturity over one year which dropped from 41% to 29%. Moscow banks, instead, improved their ratio to 23.9% from 14.6%. They also had fewer deposits maturing between 6 and 12 months.  As a result, maturities for corporate deposits somewhat lengthened. 

Table 14

Maturity structure of corporate ruble deposits as of 01.10.2001 (in percent)

	Deposits by resident corporates
	Banks raising ruble deposits (less banks under ARCO administration)

	
	All active banks
	All active banks less Sberbank
	Banks in Moscow and Moscow Oblast, less Sberbank 
	Regional banks

	Oncall deposits 
	2.6
	2.4
	3.2
	1.2

	Maturing in 90 days 
	31.2
	31.5
	38.0
	21.6

	Maturing between 91 and 180 days 
	23.8
	23.5
	21.4
	26.7

	Maturing between 181 days and up to one year 
	17.1
	16.6
	13.5
	21.4

	With a maturity of more than a year, 
	25.4
	25.9
	23.9
	29.1

	 of which with maturities over 3 years 
	13.0
	13.5
	13.6
	13.3

	For reference:

	Average assets (in current prices, billion rubles) 
	3.28
	2.35
	4.18
	1.02

	Number of banks 
	778
	777
	327
	450


Source: estimated from data by STIiK

The return on deposits with a maturity over one year in 2000 – 2001, according to the Central Bank of Russia, was noticeably higher than that on more popular three-month deposits (Fig. 8). 

Fig. 8

Offered rate for corporate ruble deposits in 2000 - 2001 
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Sharp variations in the offered deposit rates seen in the series published by Central Bank of Russia for all deposit maturities as well as for other instruments will smooth out, if one is to analyze the dynamics of the rates offered by Moscow banks and published by Finmarket Information Agency (Fig. 9).

Fig. 9

Dynamics of corporate ruble deposit rates offered 
 by Moscow banks in 2000 - 2001
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The analysis of Russian statistics suggests that open market investments prior to 1998 had a higher rate of return than bank deposits. This was no longer true in 2000 - 2001. The yield of GKO issues placed in that period was, for the most part, close or lower than the deposit rates in the same period. For comparative returns on deposits and GKOs, provided the latter were purchased at any of 2000 – 2001 auctions, see Fig. 10.

Fig. 10

Nominal and real rate of return on ruble deposits and GKOs in 2000 - 2001
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As the figure shows, the lower inflation rates offered better conditions both for GKO investors and depositors, from the point of view of real rate of return. Starting with the auctions in March 2001 and deposit contracts from June 2001, the rate of return for these instruments, adjusted for inflation, remained positive. 

Corporate currency deposits

Despite the trend towards de-dollarization of the balances, the foreign exchange segment of the corporate deposits market remains more capacious than the ruble segment. As of the end of quarter three of 2001, it amounted to about USD 7.2 billion. However, given a more stable or stronger ruble, the offered deposit rates fail to result in positive rates of return in real terms. 

Fig. 11

LIBOR and corporate currency deposit rates in 2000 - 2001 
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The rates that banks offered for these deposits were close to 3 month LIBOR in US dollars (Fig. 11). Taking into account the changing ruble-to-dollar exchange rate, for the most part of the year the rate of return on such deposits was close to that of the ruble deposits in the same period, in contrast to 2000, when the ruble-denominated rate of return of currency deposits for the most part of the year was smaller than the offered rates for ruble deposits in the same period.  However, as a result of price growth, the rate of return on currency deposits remained negative for the most part of the year (Fig. 12). At the same time, rates that Moscow banks offered for dollar deposits varied significantly, ranging in 6 month maturities from 5% to 13.75% in March and from 2.5 to 12% in November. 

 Fig. 12

Compared rates of return for ruble and currency deposits in 2000 - 2001 
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The most widespread maturity for currency deposits raised by banks in 2001 was from 30 to 90 days (Table 14). Maturities in Moscow banks distributed relatively evenly, and longer deposits with maturities over 12 months accounted for more than a quarter of all raised amounts. The overall amount of currency deposits raised by the banks for a term of 12 months and longer at the start of the year stood at ca. USD970 million.

By the end of quarter three of 2001, both Moscow banks and regional banks significantly increased the share of currency corporate deposits with maturities over one year.  While at regional banks, the proportion of deposits with maturities under 3 months remained virtually unchanged, at Moscow banks it dropped considerably (from 26% to 16%). All banks definitely increased their proportion of deposits with maturities over 6 months as the proportion of deposits with maturities between 3 and 6 months shrank.  As a result, during the year clients of the Russian banks opted for longer deposits.  

Table 15

Maturity structure of US dollar deposit at the end of 2000 года (in percent, less banks under ARCO administration)

	Maturity
	Banks raising deposits from resident corporates

	
	All active banks
	All active banks less Sberbank
	Banks in Moscow and Moscow Oblast, less Sberbank
	Regional banks

	Oncall 
	0.5
	0.4
	0.6
	0

	Up to 90 day 
	49.3
	51.4
	26.4
	86.2

	From 91 to 180 days 
	16.3
	15.5
	22.9
	5.2

	From 181 days to 1 year 
	16.2
	16.4
	23.5
	6.5

	Over 1 year, 
	17.7
	16.4
	26.6
	2.1

	 of which over 3 years 
	6.2
	6.7
	10.7
	1.0

	For reference:

	Average assets (in current prices, billion rubles) 
	10.11
	6.70
	8.99
	3.40

	Number of banks 
	160
	159
	94
	65


Table 16

Maturity structure of USD corporate deposits by the end of September 2001 (in percent, less banks under ARCO administration)

	Maturity
	Banks raising deposits from resident corporates

	
	All active banks
	All active banks less Sberbank
	Banks in Moscow and Moscow Oblast, less Sberbank
	Regional banks

	Oncall 
	0.8
	0.7
	1.2
	0.0

	Up to 90 day 
	44.1
	46.2
	16.2
	84.2

	From 91 to 180 days 
	8.7
	7.5
	12.1
	1.8

	From 181 days to 1 year 
	21.8
	21.6
	31.1
	9.5

	Over 1 year, 
	24.7
	24.1
	39.5
	4.5

	 of which over 3 years 
	8.2
	8.6
	14.8
	0.8

	For reference:

	Average assets (in current prices, billion rubles) 
	10.36
	7.03
	9.72
	3.44

	Number of banks 
	216
	215
	123
	92


Source: database by STIiK

Apart from the low rate of return (below the one offered by currency government debt or Eurobonds) and shorter maturities, the currency deposits market had at least one other unfavorable feature, viz., the high level of concentration at this segment of the market. The two leaders, Surgutneftegasbank and MMB – at the start of 2001 accounted for about 60% of the capital raised by the banks. By the fourth quarter, the situation did not change much: the same two banks continued to hold almost 60% of the raised capital, whereas the top five banks (the two together with Trust and Investment Bank, Gazprombank and Sberbank) had virtually ¾ of the hard currency deposits. 

4.6. Russian real estate market: the year
 of sustainable growth

The analysis of the Russian real estate market in the aftermath of the August 1998 crisis, which was performed a year ago
, made it possible to draw the conclusion that by the end of the year 2000, the real estate market had passed the phase of depressive stabilization and entered the phase of sustainable growth. 
The preliminary results of the sample monitoring of the residential property market in 10 cities were summarized in December 2001. 

The obtained data showed that, as at the end of last year, the average specific bid price for apartments (in the US Dollar equivalent) had been rising through 2001 in all the sampled cities (Table 18). 

Table 17

Changes in the average bid price for residential property in 1997-2001 (in the US Dollar equivalent)

	Cities
	Average specific price of apartments, $/sq.m
	Index

	
	December 1997
	December 1998
	December 1999
	December 2000
	December 2001
	1998/1997
	1999/1998
	2000/1999
	2001/2000
	2001/1997

	Moscow
	950
	890
	656
	670/720*
	890/940*
	0.94
	0.74
	1.02/1.10*
	1.33/1.31*
	0.94**

	St.-Petersburg
	560
	565
	370
	370
	490
	1.01
	0.65
	1.00
	1.32
	0.88

	Ekaterinburg
	535
	335
	220
	336
	484
	0.63
	0.66
	1.53
	1.44
	0.90

	Kaliningrad
	620
	470
	330
	323
	360
	0.76
	0.70
	0.98
	1.11
	0.58

	N.Novgorod
	538
	450
	265
	280
	301
	0.84
	0.59
	1.06
	1.08
	0.56

	Tver
	355
	265
	186
	203
	260
	0.75
	0.70
	1.09
	1.28
	0.73

	Novosibirsk
	490
	280
	210
	263
	435
	0.57
	0.75
	1.25
	1.65
	0.89

	Perm
	505
	180
	182
	287
	390
	0.36
	1.01
	1.58
	1.36
	0.77

	Omsk
	375
	170
	130
	152
	275
	0.45
	0.76
	1.17
	1.81
	0.73

	Ulyanovsk
	340
	135
	134
	158
	230
	0.40
	0.99
	1.18
	1.46
	0.68


Notes:

 * - Data regarding Moscow: in the numerator the calculations were performed according to the methodology of 1993-1999, in the denominator the calculations were performed according to the new methodology;

** - To ensure the comparability of data, the index of average bid price for residential property in Moscow in 2001 as compared to 1997 was computed basing on the price of 2001 obtained through the old methodology.

The record price increase was registered in Omsk (1.81 times), and the lowest growth was recorded in Nizhny Novgorod (8%). The prices in St.-Petersburg had risen only slightly (by 11%). In Moscow the index exceeded 30%. The prices started to grow almost in all of the sample cities in 2000, but their dynamics were not synchronized: at the beginning of 2000, the residential property prices began to mount in Ekaterinburg and Perm, in the middle of same year - in Novosibirsk, Ulyanovsk, Omsk, Moscow and Tver, by the year end – in St.-Petersburg and Kaliningrad, and only in the middle of 2001– in Nizhny Novgorod.

However, in most of the cities, the residential property prices at the end of 2001 were by 10-40% lower than in the pre-crisis December of 1997. Moscow, Ekaterinburg, Novosibirsk and St.-Petersburg most closely reached the pre-crisis price level, while Kaliningrad and Nizhny Novgorod stood farthest.

The growth rates of real estate prices in Russian cities are linked to the rate of their reduction during and after the crisis: the closer (as compared to the pre-crisis level) the prices got to the lowest point, the sooner they began to grow and the faster are the growth rates (Table 18).

Table 18

Typical points of price dynamics in Russian cities between December 1997 and December 2001

	City
	12.97

$/sq.m (=1)
	Lowest point
	Price level as at 12.2000

	
	
	Index by 12.1997
	Index reduction against the 12.1997 level
	Index by 12.1997
	Index increase from the lowest point

	Moscow
	950
	0.65
	0.35
	0.71*
	0.06

	Ekaterinburg
	535
	0.40
	0.60
	0.63
	0.23

	Novosibirsk
	490
	0.41
	0.59
	0.54
	0.13

	St.-Petersburg
	560
	0.62
	0.38
	0.66
	0.04

	Perm
	505
	0.33
	0.67
	0.57
	0.22

	Tver
	355
	0.48
	0.52
	0.57
	0.09

	Omsk
	375
	0.32
	0.68
	0.41
	0.09

	Ulyanovsk
	340
	0.37
	0.63
	0.46
	0.09

	Kaliningrad
	620
	0.47
	0.53
	0.52
	0.05

	Moscow
	950
	0.79*
	0.14
	0.94*
	0.29

	Ekaterinburg
	535
	0.78
	0.38
	0.90
	0.50

	Novosibirsk
	490
	0.70
	0.29
	0.89
	0.48

	St.-Petersburg
	560
	0.71
	0.09
	0.88
	0.26

	Perm
	505
	0.69
	0.36
	0.77
	0.44

	Tver
	355
	0.62
	0.14
	0.73
	0.25

	Omsk
	375
	0.48
	0.16
	0.73
	0.41

	Ulyanovsk
	340
	0.57
	0.20
	0.68
	0.31

	Kaliningrad
	620
	0.55
	0.08
	0.58
	0.11


* - the indices were computed basing on the average bid prices for residential property in Moscow in 2000-2001 according to the old methodology.

The local economic and political environment imposed its specifics on the general regularity, provoking the acceleration (as in Novosibirsk or Moscow) or deceleration (as in Kaliningrad and Nizhny Novgorod) of the above scenario.

The first signs of the slowing growth rates appeared at the end of 2001 in those cities where the real estate prices most closely reached the pre-crisis level, i.e. in Ekaterinburg, Novosibirsk, to a lesser extent in Moscow; the growth rates of the bid prices went down and, according to experts and heads of some Moscow real estate agencies, the actual transaction prices came to a standstill.

Correlation between demand and supply in the real estate market against the overall economic background

The favorable results of the social and economic development of Russia in 2000 made it possible to conclude that the real estate market in 2001 would be characterized by a steady growth of residential property prices. This forecast was supported by the upsurge of residential property prices in Ekaterinburg, Perm, Novosibirsk and other cities. In Moscow and St.-Petersburg, however, these projections were met with a fair share of skepticism, that is why the price boom in May 2001 was regarded as critical. The dramatic change in the real estate market was caused by the following two factors: the growing demand and the falling supply.

The rise of the market in 2000 was contingent upon the continued economic growth, which started in 1999, as well as the social, political and financial stabilization, which set in after the presidential elections in the spring of 2000. In 2001, the government predicted the deceleration of the economic growth rates as compared to the previous year, with a simultaneous reduction of the inflation rate and a growth of the rouble-to-dollar exchange rate.

However, the record high world oil prices during the first nine months of 2001 had ensured an influx of funds in the national economy, the growth of the people's real incomes and effective demand. The lack of other attractive investment targets had to inevitably affect the real estate market. Real estate agencies registered the increasing number of potential property buyers that at times provoked further escalation of the demand. For instance, according to the opinion poll of 500 adult Muscovites that was performed by the independent research center "The Russian public opinion and market research" (ROMIR - Gallup International) in the August of 2001, the purchase of real property remained the most popular personal savings scheme (Picture 1).

Picture 13 

Muscovites' favorite personal savings schemes 
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 Data source: ROMIR - Gallup International, August 2001

The satisfied demand (i.e. the number of purchase and sale transactions) in the secondary residential property market during the first six months of 2001, as compared to the same period a year before, had grown in Moscow by 43% and in St.-Petersburg by 35%, and at the end of 9 months – by 31% and 30% respectively. The number of investment contracts in the Moscow primary market had grown during the first six months by 40%, and at the end of 9 months – by 31%. As a result, the actual growth rates of the residential property prices in Moscow and in the other sample cities (except for Kaliningrad and Nizhny Novgorod) had exceeded the expected rates, and as a result in June the projections for some cities were readjusted upward.

Starting from mid July 2001, the real estate markets of the two capitals demonstrated a steady increase of supply. In Moscow, supply almost regained the level of late 2000, while in St.-Petersburg it still fell short by 10-15%. At the same time, according to experts and heads of real estate and developing companies, the demand in the secondary and primary real estate markets in Moscow stabilized in October-November 2001. In Kaliningrad, where the prices are growing slowly, the supply continues to shrink (Picture 14).

Picture 14.

The dynamics of the supply index in the secondary residential property markets of Moscow, St.-Petersburg and Kaliningrad
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The volume of supply in Perm, Ekaterinburg and Ulyanovsk had reached the level of mid 2000 even earlier (Picture 15).

Picture 15. 

The dynamics of the supply index in the secondary residential property markets of Ekaterinburg, Perm and Ulyanovsk
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That became the turning point in the tendency for the supply reduction in the residential property market, which started back in 1999 and at times caused confusion among the realtors (it climaxed in 2000 in Ekaterinburg and Perm, and in 2001 - in Moscow and St.-Petersburg). That was why quite a few experts were predicting another collapse of the real estate market.

A closer market analysis in Ekaterinburg revealed that the supply began to decline in 1999 (when the prices were falling slowly or remained stable) and continued to decline throughout 2000 (when the prices were growing fast), and in 2001 the supply turned upward and was accompanied by the ever growing prices (Picture 15).

The subsequent reaction of the real estate markets in most of the cities to the price escalation has confirmed the conclusions made in the autumn of 2000 (basing on the Ekaterinburg data) about a correlation between demand and supply in the residential property market: 

- the reduction of supply during the period of falling prices was caused by the sellers' reaction to the market situation because they did not wish to sell their property at low prices;

- the continued reduction of supply during the period of growing prices was caused by the inertia of the market players, which created a time lag (of almost one year) between the changed cause and the beginning changes of the effect;

-  the subsequent growth of supply was caused by the sellers' reaction (albeit delayed) to the growing market prices;

- and, consequently, that reason (the increasing supply) will entail as effect the transition of the market to the stage of slow price growth and stabilization (because according to the macroeconomic theory, the correlation between the changing supply and the changing prices manifests itself only at this stage of market development); 

- these developments will occur with approximately the same time lag, i.e. from six months to one year from the starting point of supply growth.

The macroeconomic parameters and residential property prices

The macroeconomic parameters are indubitably a meaningful factor that affects the behavior of prices in the real estate market.

Table 3 below shows data for the last two years in the form of indices (as compared to the baseline period of December 1997) of the following parameters:

- The consumer price index (the rouble inflation rate);

- The rouble-to-dollar exchange rate index (the rouble devaluation against the dollar);

- The dollar inflation rate (the ratio of the rouble inflation rate to the rouble devaluation index);

The index of the dollar purchasing capacity in Russia against the consumer goods basket (the ratio of the rouble devaluation index to the rouble inflation rate).

Table 19

The dynamics of annual and accumulated macroeconomic indices

	Macroeconomic indices
	Annual indices
	Accumulated indices

	
	1998/

1997
	1999/

1998
	2000/

1999
	2001/

2000
	1998/

1997
	1999/

1997
	2000/

1997
	2001/

1997

	The rouble inflation rates
	1.844
	1.365
	1.202
	1.186
	1.844
	2.51
	3.03
	3.59

	The rouble-to-dollar devaluation rate
	3.365
	1.34
	1.044
	1.076
	3.365
	4.51
	4.71
	5.07

	The dollar inflation rate in Russia
	0.55
	1.02
	1.15
	1.10
	0.55
	0.56
	0.64
	0.71

	The dollar purchasing capacity in Russia
	1.82
	0.98
	0.87
	0.91
	1.82
	1.80
	1.55
	1.41


Data source: the Goskomstat of Russia, the authors' estimates. 

Following the sharp increase in August-September 1998 of the dollar purchasing capacity in Russia as compared to the consumer goods basket (by 82% in December 1998 as compared to December 1997), that index had remained stable through 1999, starting to decline in March 2000. In 2000 that index dropped by 13%, and by another 9% in 2001. These developments prompted the analysts to assume that the upsurge of the residential property dollar-denominated prices had been provoked by the dollar inflation. Nevertheless, the data listed in Table 3 shows that the dollar purchasing capacity, having grown in 1998 by 82%, at the end of 2001 still exceeded the pre-crisis level by 41%.

Consequently, the expected strengthening of the rouble position, similarly to the period of 2000-2001, will promote the growth of the dollar-denominated prices (but not necessarily of the prices as such) for all goods and services, including real estate. Basing on the macroeconomic parameters for 2002 adopted by the Russian Government, i.e. with the rouble inflation rate set at 12-14% and the rouble devaluation rate being equal to the average annual exchange rate of 31.5 roubles/dollar, the dollar purchasing capacity index may fall during the year by 3-5 p.p.

The reaction of the real estate markets to the macroeconomic parameters is expected to differ in the cities with rouble-denominated residential property prices (Russia-2) and in the cities with dollar-denominated residential property prices (Russia-1).

In the cities of Russia-2, the similar escalation of residential property prices was observed during the upsurge of consumer prices (the inflation rate) in the autumn of 1998. The dynamics of dollar-denominated prices (as compared to the dynamics of rouble-denominated prices) in those cities was fully contingent on the changes in the rouble-to-dollar exchange rate. Consequently, this factor, given the 12-14% growth of consumer prices in 2002, will promote the increase of the residential property prices in this group of Russian cities by 10-14%, with the dollar-denominated prices (given the 5-7% increase of the rouble-to-dollar exchange rate) growing by 3-6%.

In the cities of Russia-1, the link between the price dynamics and the macroeconomic parameters is not that obvious. The index of dollar inflation in Russia is, to a certain extent, the driving force behind the dollar-denominated prices, similarly to the impact of the rouble inflation on the rouble-denominated prices. However, when comparing the dynamics of the dollar-denominated prices in Moscow with the dollar inflation rate during the past two years, it becomes obvious that between June 2000 and June 2001, when the dollar was weak, the residential property prices started to grow, albeit slowly, while during the second half of 2001, when the actual dollar exchange rate and purchasing capacity remained stable, the residential property prices sky-rocketed. With the dollar purchasing capacity declining at the rate stipulated in the official macroeconomic forecast for 2002, this factor should not significantly affect the price dynamics in the cities with the dollar-denominated residential property prices. The possible deviation of the actual consumer price index from the budgetary estimates (which the January 2002 inflation rate is indicative of) may promote the growth of the dollar-denominated residential property prices in both city groups. 

The conversion of the indices of the changing nominal dollar and rouble prices into the comparable prices of the baseline period (with due account of the rouble as well as the dollar inflation rates) will help obtain the IGS
 index (i.e. the index of the changing residential property value as compared to December 1997) (Table 20). 

Table 20

Indices of changes in the nominal and relative value of residential property (in comparable prices) in Russian cities between 1997 and 2001

	City
	Indices of nominal value of residential property

	
	1998/

1997
	1999/

1997
	2000/

1997
	2001/

1997

	Moscow
	0.94
	0.69
	0.71*
	0.94*

	Ekaterinburg
	0.63
	0.41
	0.63
	0.90

	Novosibirsk
	0.57
	0.43
	0.54
	0.89

	St.-Petersburg
	1.01
	0.66
	0.66
	0.88

	Perm
	0.36
	0.36
	0.57
	0.77

	Omsk
	0.45
	0.35
	0.41
	0.73

	Tver
	0.75
	0.52
	0.57
	0.73

	Ulyanovsk
	0.40
	0.39
	0.46
	0.68

	Kaliningrad
	0.76
	0.53
	0.52
	0.58

	N.Novgorod
	0.84
	0.49
	0.52
	0.56

	City
	Indices of value of residential property in comparable prices of December 1997  (IGS)

	
	1998/

1997
	1999/

1997
	2000/

1997
	2001/

1997

	Moscow
	1.71
	1.24
	1.10*
	1.32*

	Ekaterinburg
	1.14
	0.74
	0.98
	1.28

	Novosibirsk
	1.04
	0.77
	0.84
	1.25

	St.-Petersburg
	1.84
	1.18
	1.03
	1.24

	Perm
	0.65
	0.65
	0.88
	1.09

	Omsk
	0.83
	0.62
	0.63
	1.04

	Tver
	1.36
	0.94
	0.89
	1.03

	Ulyanovsk
	0.72
	0.71
	0.72
	0.95

	Kaliningrad
	1.38
	0.95
	0.81
	0.82

	N.Novgorod
	1.53
	0.88
	0.81
	0.79


* - the indices were computed basing on the average bid prices for residential property in Moscow in 2000-2001 according to the old methodology.

The index values for December 2001 show that the value of residential property in Moscow in comparable prices, while growing over 1.7 times in December 1998, in December 2001 still exceeded by one-third the level of December 1997. In St.-Petersburg, Ekaterinburg and Novosibirsk, this index exceeded the pre-crisis level by 24-28 p. p.; in Perm, Tver and Omsk the increase accounted for almost 10 p.p. as compared to the pre-crisis level. By contrast, in Ulyanovsk in December 2001, the residential property value in the prices of the baseline period was 5 points less than the 1997 level, and in Kaliningrad and Nizhny Novgorod the same parameter was lower by about 20 points. In 2001, this parameter stagnated in Kaliningrad and declined only in Nizhny Novgorod. 

Thus, basing on the assumption that the market is gradually regaining the stability of 1996-97, one can expect the following changes in the residential property value during the next two or four years (in the comparable prices of December 1997): 

- in Moscow, Novosibirsk, Petersburg and Ekaterinburg - a decline by 21-27 p.p.;

- in Perm, Tver, Omsk and Ulyanovsk – a stable level within the limits of +/- (6-7) p.p.;

- in Kaliningrad and Nizhny Novgorod – an increase by 20-22 p.p.

In other words, the transfer to the stable real estate prices approximating the pre-crisis level in Moscow, Novosibirsk, St.-Petersburg and Ekaterinburg should follow the "leading" scenario (similarly to the market situation in Moscow back in 1995), and the "lagging" scenario in the other cities.

The summarized projections of price dynamics in the Russian cities in 2002 

As in the previous years (after the 1998 financial crisis), the projected changes in the residential property prices in the Russian cities in 2002 were calculated heuristically basing on the RGR methodology of price calculation. This methodology includes the analysis of the impact of various factors on the price dynamics, and the generalization of the findings by computation or logical techniques
.

The forecast for 2002, given the unfavorable situation with the world fuel prices, the increasing payments of Russia's external debt, and the decelerating economic growth of the developed countries, takes account of the following factors: 

- the general economic outlook for the country (retardation of the growth rates as compared to 2001: the GDP rate will decline from 5% to 3-4%, and the growth rate of the actual individual revenues will decline from 5-6% to 2-4%);

- the estimated macroeconomic parameters (the reduction of the inflation rate from 18,6% in 2001 to 12-14%, a further 7-9% devaluation of the rouble against the dollar. As a result, the dollar purchasing capacity in Russia, which in 2001 dropped by 9%, is expected to decline by another 3-5% in 2002).

The implementation of the aforementioned macroeconomic factors will serve to slow down the price growth rates in most of the sample cities, except for those where the growth potential has not been realized yet.

Basing on this approach, it is possible to forecast that: 

- Moscow, St.-Petersburg, Ekaterinburg and Novosibirsk will follow (not quite synchronously) the "leading" stabilization scenario, i.e. at the year start the growth of the supply prices (in the dollar equivalent) will slow down, although for a short time the actual prices will exceed the pre-crisis level (by 5-10%), while in spring and summer the prices will slightly roll back, reaching the stable level of December 2001 by the year end;

- in Perm, Tver, Omsk and Ulyanovsk the stabilization will follow the "lagging" scenario, i.e. in January-February prices (in the dollar equivalent) will start slowly growing up to 80-95% of the pre-crisis level;

- in Kaliningrad and Nizhny Novgorod prices will be growing in 2002 at first at a rapid rate (by 20-25%) and then at a slower rate, and the expected stabilization may occur after 2002.

Thus, in 2002 the real estate market in most of the Russian cities will complete the growth phase and will enter the recession phase, i.e. the retardation of the growth rates and the subsequent price stabilization, which would mostly be oscillating. The beginning of the recession phase in Ekaterinburg, Perm and Ulyanovsk may already be expected this winter, in Moscow and St.-Petersburg - in the spring-summer of 2002. Those cities, which have not yet realized their growth potential and have not approximated the pre-crisis price level (Kaliningrad, for instance), will experience a further price growth, and some stabilization may be expected after 2002.

The Russian real estate market in late 1990-s and its role in the sector of new market services

In 2001, the RF Goskomstat continued the publication of official data on the real estate market performance, including the institutional aspects thereof with one-year lag.

Table 21 

The number of intermediary real estate transactions concluded in 1996-2000 

	
	1996
	1997
	1998
	1999
	2000

	
	Thou.
	% of total
	Thou.
	% of total
	Thou.
	% of total
	Thou.
	% of total
	Thou.
	% of total

	Total transactions
	862,3
	100.0
	371,3
	100.0
	171,5
	100.0
	201,0
	100.0
	236,6
	100.0

	Including transactions with
	
	
	
	
	
	
	
	
	
	

	- residential property
	846,1
	98.1
	333,7
	89.9
	164,1
	95.7
	192,3
	95.7
	220,8
	93.3

	- non-residential property
	7,2
	0.9
	7,2
	1.9
	6,8
	4.0
	6,4
	3.2
	14,0
	5.9

	- land (land plots) 
	9,0
	1.0
	30,4
	8.2
	0,6
	0.3
	2,3
	1.1
	1,8
	0.8


Data source: the RF Goskomstat.

The official statistical data show that in 2000, similarly to the entire period of 1995-1999, the residential property transactions reigned supreme in the intermediary real estate market, accounting for 93.3% of the total number of said transactions. As compared to 1999, the completed residential property transactions had grown almost by 15%. Nevertheless, according to the official statistics, the residential property market performance still had not regained its pre-crisis level of 1997, accounting for about two-thirds thereof.

In 2000, the non-residential segment of the real estate market demonstrated a marked progress, with the number of relevant transactions growing 2.2 times. The indices of 1997 had practically doubled, while the share of these transactions within the total number of completed intermediary real estate transactions had approximated 6%, which was three times more than in 1997.

By contrast, the share of land transactions had dropped below 1%, approaching the level of 1998. The absolute number of land transactions in 2000 reduced by over 20% as compared to 1999.

It would be relevant to wonder about the role of intermediary services in the real estate market, as a type of economic activity in Russia.

The answer to this question may be derived from the RF Goskomstat data about the principal performance indices of service-providing organizations, after the conversion of said indices into the relevant foreign currency equivalent at the average annual exchange rate (Table 22). Such adjustment of data collected in late 1990-s, a period characterized by a macroeconomic instability, is reasonable not only for the technical reasons of convenience of data presentation, but also due to the high rate of dollar-paid services provided by that market (intermediary services in real estate transactions, auditing services, advertising).

The RF Goskomstat defines the scope of the above activities as follows:

Intermediary services related to real estate transactions include the selection of possible options, the formalization of all the documents required for the conclusion of such transactions, the legal counseling provided by lawyers and experts of real estate agencies to the contracting parties on all the pertinent issues. Real estate transactions include the purchase and sale, rent, lease, privatization, donation, and inheritance of immovable property.

Audit is understood to mean the registration of commercial operations for the benefit of organizations; preparation, analysis and authentication of financial accounts; and the formalization for legal entities and individuals of the income tax forms.

Advertising is understood to mean the creation and publication of clients' advertisements in periodical printed editions, newspapers, on the radio and television, on street posters, the shop window design, the representation of clients in mass media, the lease of advertising space.

Table 22

Net proceeds from the sale of goods, products and services (net of VAT) by major types of market services and the turnover of commodity exchanges in 1995-2000, in the dollar equivalent (mln UD Dollars)

	
	1995
	1996
	1997
	1998
	1999
	2000

	Intermediary services in real estate transactions
	26,1
	67,0
	156,1
	147,4
	106,5
	135,5

	- including from the principal line of business - %
	23,2

88,9
	47,6

71,0
	111,2

71,2
	133,1

90,3
	98,2

92,2
	125,1

92,3

	Auditing services
	129,2
	127,3
	164,9
	116,5
	144,4
	130,0

	Advertising agencies
	74,4
	137,5
	192,2
	159,3
	226,4
	206,7

	-  including from the sale of advertising services -  %
	60,3

81,0
	101,2

73,6
	157,7

82,0
	120,2

75,5
	162,6

71,8
	83,1

88,6

	Turnover of commodity exchanges (net of futures transactions)
	367,4
	908,6
	511,7
	239,2
	133,1
	177,6


Data source: the RF Goskomstat, the author's estimates.

As it follows from Table 22, the performance indices of this sector of services, as registered by official statistics, feature very modestly against the other types of market services that emerged in the 1990-s.

In 1995-1997, prior to the financial crisis, the revenues from intermediary services in the real estate market (in the foreign currency equivalent) fell significantly short of the profit derived by auditing and advertising companies, to say nothing about the sales proceeds of the commodity exchanges.  However, in 1997 said revenues became commensurate with the revenues of auditing companies and the proceeds of advertising agencies from the sale of advertising services proper, although the revenues derived by intermediary companies from their principal line of activities in the real estate market still fell short of the latter. 

In 1998, i.e. during the financial crisis, real estate intermediaries demonstrated a higher adaptability to the crisis environment. Their revenues in foreign exchange equivalent dropped less than by 6% (showing even a 20% increase of revenues from the core line of business). In comparison, the revenues of auditing companies fell nearly by 30%, the revenues of advertising agencies reduced by 17% (their proceeds from the sale of advertising services proper went down nearly by 25%), and the sales proceeds of commodity exchanges fell by over 50%. During that period, the share of the core business revenues within the total revenues of intermediary companies, having dropped to 70% in 1996-1997, exceeded 90% and continued to grow in the next two years.

Nevertheless, the negative impact of the financial crisis caught up with the real estate market a year later, in 1999. The total proceeds of companies engaged in that line of business fell by nearly 28% (almost pro rata to the core business revenues). By contrast, the revenues of auditing companies grew 1.24 times, and the revenues of advertising agencies increased more than 1.42 times (with the proceeds from the sale of advertising services growing 1.35 times). The revenues of the commodity exchanges continued to decline.

In 2000, the economic performance of intermediary real estate companies significantly improved: the revenues rose by 27% (including the same increase in the revenues from the core activities). By contrast, the revenues of auditing and advertising companies dropped by 10%.

The aggregate revenues of real estate intermediaries in 2000 came out 13% less than in 1997, but the share of the core business revenues had increased by 12.5% (although it was still 6% short of the 1998 level).  The auditing companies and commodity exchanges failed to reach their pre-crisis revenue levels (79% and 35% respectively, as compared to 1997). On the other hand, the revenues of advertising agencies exceeded the 1997 level by 7.5% and 16% (from the sale of advertising services proper). The absolute revenues of real estate intermediaries were comparable with those of auditing companies, just as in 1997, but fell by 25-35% short of the revenues of advertising agencies and commodity exchanges. 

Being aware of the latent nature of many of the phenomena in the Russian economy in transition, it would be logical to assume that the RF Goskomstat data do not fully reflect the actual developments in the sector of new market services.

Annex 4
Monetary policy in the countries with economies in transition in the year 2001 

After the currency crises of the 1990s, the mostly widely acclaimed has become the notion that the regime of currency exchange rate has a right to exist in the form of corner solutions: either free floating or currency board
. The latter variant will probably become less popular in face of the recent events in Argentine in 2001 which by the end of the year had developed into mass riots, the president’s and government’s resignation and a default on the external debt. The free floating of a national currency’s exchange rate, in the opinion of some specialists, including the leadership of the IMF
, is linked up with the introduction of a regime based on direct goal-setting by the bodies responsible for monetary regulation of quantitative inflation guideposts. 

In the IET’s  2000 yearly review it was shown
 that there exists a clear tendency not to resort to the use of the intermediate  goals of monetary policy which can be observed in East European countries. Also it was pointed out that Hungary was planning to discontinue the fixed exchange rate regime, while the monetary policy in Slovenia was based not only and not really on the declared regime of targeting monetary supply. We also stressed the growing popularity of targeting of inflation as a form of organizing monetary policy. In the policy of these two countries in the year 2001 some modifications occurred which deserve a more detailed consideration.  

In June 2001 considerable changes took place in Hungary’s monetary policy. The first was related to radical liberalization of the system of currency regulation and capital control. On June 5 at the session of the Government of Hungary it was decided to lift all the previously imposed limitations on the operations with foreign currencies and to secure full convertibility of the forint. The corresponding decree was enacted on June 15. 

We wish to remind here that until then in Hungary there had existed numerous limitations on a number of operations. As for monetary and financial markets, we can point out that there was the need for residents to apply for special permissions to attract funds. This requirement encompassed credits, placement of securities, leasing and other similar operations. Non-residents were not allowed to purchase government securities with the time of maturity under 1 year. 

The operations of purchasing foreign assets, including crediting non-residents by residents, in many instances were subject to direct ban or special permission. A certain exception existed for authorized commercial banks to carry out operations with short-term instruments. Residents, with a few exceptions, were not allowed to open accounts with foreign banks. 

This reform, among other matters, revoked the permitting procedure for opening accounts with foreign banks by residents. All the obligations of residents to repatriate currency incomings were annulled. Resident legal entities were allowed to freely purchase foreign currencies for any purposes. Among important issues one should mention lifting the limitations formerly imposed on short-term capital investments made by non-residents. Of great interest is also the permission to freely effect currency payments in any transactions between residents. 

Another important innovation is the introduction of a new regime of monetary policy. On June 12 the Board of Directors of the National Bank of Hungary made the decision to  switch over to the regime of inflation targeting. Even before that, on May 3, currency corridor  limits (forint/euro exchange rate) were expanded from +/- 2,25% to +/- 15%. The sloping corridor system had existed in Hungary since 1995, having demonstrated considerable resilience when the forint was attacked in 1998. 

The reason for this switching over to new forms of monetary regulation was the impossibility to achieve low inflation indices by means of a policy based upon currency exchange rate - since 1998 the level of inflation (CPI [consumer price index]) was about 10%, in April in relation to the corresponding month of the year 2000 when it was 10.3%, in May - 10.8%. 

Within the framework of the new regime, both medium- and short-term inflation targets have been established – in the years 2004-2005 it is planned to achieve the level of 2%, in 2001 the planned inflation level is 7%. Acceptable deviations from this index are 1%. 

As a result of introducing this new policy, the forint to euro exchange rate went up (Fig. 15). The following period of a decreasing rate has been associated with the problems emerging on the financial markets of the third countries: Argentine, Turkey, Poland. 

Fig. 15
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Note: Average monthly exchange rates are cited here.

However the National Bank of Hungary
 decided that the negative consequences of this phenomenon suffered by exporters would be short-lived, this being an acceptable price to be paid for improving the situation as regards inflation. This standpoint is interesting enough, especially when compared to that of the Central Bank of the RF which during the same period of time was considering the possibility of setting the existing inflation targets at a higher level while maintaining the same policy of gradual rouble depreciation and increasing currency reserves. Besides, the dynamics of Hungary’s foreign exchange and gold reserves (FEGR) is also of especial interest. It is still too early to make any conclusions but so far it has been obvious that neither the appreciation of the national currency nor opening capital account has produced any serious impact on the state of those reserves. The fact that there has been no further growth of the reserves after the reform was initiated is quite compatible with the antiinflationary policy. 

Fig.. 16
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Fig. 17
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Also, the positive dynamics of the balance demonstrated by the current account in the balance of payments should be noted. Usually the real and nominal consolidation of a national currency is associated with the worsening of this index. As far as the situation in question is concerned, there is quite a reverse tendency (Fig. 17). To a certain extent this is of course compatible with the lowering prices of energy carriers whose dynamics has been influencing the balance of payments in a manner quite opposite to that in Russia.

Inflation, having reached its peak value in May, began to go down. 

Fig. 18
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One of the factors responsible for its decrease, among others, has been appreciation of the forint. A certain role has also been played by external factors, one of them being the falling oil prices. On the whole, the inflation rate (CPI), according to preliminary data, during the year in question was 9.2%. 

One of the main instruments of the policy of the National Bank of Hungary has been manipulating interest rates which is quite natural if we remember that the monetary market in that country is well-developed. Besides, it can be noted that manipulating short rates is a key instrument in most countries following the policy of inflation targeting
. Stability on the interbank market of short-term resources is expressed exactly in the ability to maintain the corridor of interest rates. In practice this means that the National Bank grants and takes “overnight” credits on certain conditions and at certain interest rates. The upper limit of the corridor is established by REPO transactions, the lower limit - by the daily deposit rates set by the National Bank. From December 10, 2001 onward the basic interest rate of the National Bank  went down, the corridor limits became 8.25-11.25%. 

Within the framework of the intiiflationary policy some legislative reforms were carried out. In the summer of 2001 a new law on the National Bank was enacted where the principal goal of the central bank was stipulated as that of achieving and maintaining price stability. The law also imposed a ban on crediting the government bodies. 

By the way, the policy of Russia’s closest neighbor  Kazakhstan has been developing approximately in the same vein. On December 8, 2001 the Board of the National Bank of Kazakhstan approved the Main Directions for the monetary policy in the years 2002-2004. This program document is medium-term, and the program itself has stated that beginning with the year 2002 the targets of the monetary policy are to be established by the National Bank for three years ahead, with subsequent annual adjustments every year, which is associated with a relative macroeconomic stability that has been achieved in that country. 

The National Bank in its program declared a change-over to a new monetary policy regime. The main direction for the monetary policy of the National Bank of Kazakhstan in the next three years is to be a preparation and transition toward the principles of inflation targeting which means a gradual change-over from targeting the monetary base and gold and foreign exchange reserves to targeting inflation. 

The main goal of the monetary policy will be to maintain inflation within the 5-7% limits in 2002 and the 4-6% limit in 2004. In three years, the total inflation level is going to be 18-20%. The history of inflation processes in Kazakhstan looks a little better than that in Russia. 

Table 23

Inflation (December-to-December CPI) in Kazakhstan (%) 
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Note: the index for the year 2001 is preliminary, those for the years 2002-2004 are target values.  

Source: the National Bank of Kazakhstan 

We should note that the antiinlationary policy so far has not been hindering the economic growth visible in Kazakhstan. It is expected that in the year 2001 the economic growth will exceed the 2000 index (9.8%) and exceed 10%. 

The National Bank intends to maintain the regime of a freely floating exchange rate of the tenge and not to interfere with its level, keeping the tenge currency market at a minimum level. 

It is supposed that the main instruments of the monetary policy in the years 2002-2004 will remain open market operations, official interest rates and rediscount bill transactions. The National Bank will place an especial emphasis on the operations on the open market. It is expected that with the increasing volumes of open market operations and rediscounts of bills the regulating role of the discount rate and the rates on REPO operations set by the National Bank will become more and more important, and these rates at the same time will be the official refinancing interest rates. 

Another promising direction of the monetary policy, in the opinion of the National Bank, will also be further liberalization of exchange control which will primarily involve certain changes in currency exchange regulation and control over outward and inward investments. Liberalization of outward investments will include stage-by-stage abolition of licensing or expansion of the range of non-licensed operations concerning certain kinds of currency transactions relating to capital flow. It should be borne in mind that presently the residents-performed transactions classified as capital export are subject to compulsory licensing. Similarly, opening accounts with foreign banks by residents is subject to licensing.  Compulsory sale of currency earnings was abolished in Kazakhstan on November 15, 1999. The actual steps to be taken by the National Bank as regards capital control regime have not yet been outlined. 

Certain interesting changes have taken place in the monetary policy of Slovenia. Slovenia happened to be one of the few countries with economies in transition where the measures against inflation based upon money supply targeting turned out to be successful. Since 1997 the object of regulating has been the aggregate M3. Targeting was done throughout the 1990s in the form of corridor. 
At the same time, the Bank of Slovenia has been intentionally and persistently engaged in regulating the exchange rate for two main reasons. The first one is the small size and high degree of openness of Slovenia’s economy (the volume of foreign trade is over 100% of the GDP) which makes the exchange rate an important inflation factor. The problem of the competitive capacity of domestic goods is also very important, from the point of view of the Bank of Slovenia. The second reason which is common enough for all countries with economies in transition has been that at the initial stage of the transition, the presence of foreign currencies in a national economy is substantial, and besides, the financial and banking systems are underdeveloped. Thus the foreign currency market sometimes is the most (if not the only) efficient means of influencing the situation as regards money circulation available to the central bank.  In other words, in addition to the explicitly identified monetary anchor, the Bank of Slovenia has been pursuing a certain exchange rate policy that can be characterized as guided floating. At the same time there occurs smooth depreciation of the tolar in relation to European currencies. The real effective exchange rate has remained practically unchanged since 1995; in part, this has been achieved due to the fact that inflation is kept within the corridor between exchange rate fluctuations as regards the euro and the USA dollar (Fig. 19). 

Fig. 19
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In 2001 the Bank of Slovenia published its medium-term monetary policy program. This document is of interest because the policy whose actual meaning could be judged mostly by its results has now been formulated more precisely: firstly, it is stressed that the policy is based on the country’s desire to join the EU; secondly,  the level of inflation is defined as the main goal of the monetary policy. The targeting goal is to bring its level by the end of the year 2003 to 4%. Thus, the elements of inflation targeting are clearly traced in the policy. Thirdly, the status of money supply (M3) has been lowered from an intermediate goal to reference value. Nevertheless the high significance of this index has been stressed again. 

Conceptually significant is the stipulation that in an economy in the state of transition toward market the principal method of influencing the situation as regards money circulation on the part of the central bank is represented by the operations on the currency market. 

The development toward liberalization of capital operations is under way. Primarily this is concerned with capital export, including foreign bank accounts opened by residents and purchasing of foreign financial assets by residents. The procedure of making long-term portfolio investments in Slovenia is being simplified. At the same time, the limitations imposed on the inflow of short-term investments have been preserved.  

Slovenia’s policy in the area of monetary policy is also of interest because on the surface it resembles the policy of the Bank of Russia. Naturally, we cannot compare here the two economies which are different in principle by their scopes and peculiarities. The subject discussed here is the formulation of their tasks and goals. One should remember that in the years 1999-2000 the Bank of Russia was also formally founding its policy on the basis of money supply (target M2). However in contrast to Slovenia which nevertheless could stay within the limits of a wide corridor, in Russia the deviation from the set goals was so great that it became clear that the policy from the very beginning had been based on other principles - on the operations on the currency market. In 2001 the CB of the RF also lowered the status of monetary aggregates to that of an information variable. Slovenia seems more successful from the point of view of achieving financial stability, and in the  real sector she is one of the most (if not the most) successful among the countries with economies in transition. Due to the experience of the previous practice and the stimulating effect of the necessity to meet European criteria it seems likely that the established inflation targets can be achieved. 

Touching briefly upon other East European countries, it can be said that Romania, within the framework of the above-mentioned world-wide trend in the monetary policy, has been planning a change-over to direct inflation targeting in the year 2003
. At the present moment, as far as one can understand, the targets are set according to inflation and the monetary base. Great attention has been paid to the state of foreign exchange and gold reserves and exchange rate management (a real annual appreciation by 2-3% is considered acceptable), i.e. the so-called “managed floating” occurs. The inflation rate in Romania is high - in 2000 the CPI index (December-to-December) was 40.7%, in 2001 it is expected to be slightly below 30%. 

In Bulgaria the currency board regime that was introduced in 1997 is still maintained. No serious problems have yet occurred, the inflation level in 2001 will be around 4.5% which is a sign of progress as compared to the previous level of 11.4% in 2000. However if we take into consideration the developments in Argentine, a number of alarming circumstances can be pointed out. The first one is the high level of external debt, the second - the on-going (since 1998) worsening of the situation as regards the balance of trade and the current account. The latter, according to the estimates made by the Ministry of Finance of Bulgaria, is going to decrease from the 5.8% GDP index in 2000 to 6.7% in 2001. This can be explained both by the slowed down economic growth in Europe and by the crisis in Turkey in early 2001. A compensating factor has been represented by the lowering prices of energy carriers on the world market. 

Poland is still pursuing the policy of inflation targeting. In the “Guidelines on the Monetary Policy” for the year 2002 the inflation target was set at 5% with an acceptable deviation of +/-1%. The medium-term goal - an inflation level below 4% - has been confirmed. It is still too early to speak of the results of the year 2001, but it can be stated that the inflation level in the year 2001 has been continuously going down. A possible source of problems can be the situation as regards the state budget. The management of the National Bank has made a rather critical statement concerning the budgetary process in the year 2002
.

Certain changes have also occurred in the monetary policy of Czechia. This policy is still based on the principles of inflation targeting but there have been certain developments as far as the definition of the targeting goal is concerned. 

Until the year 2001, the net inflation index had been applied for this purpose, i.e. the annual change in the consumer price index excluding the influence of state price regulation and hidden taxes. The gap between this index and the gross consumer price index had been gradually narrowing - in 1998 it was 5.1%, in 2000 - 0.9%. In April 2001 the National Bank, upon an agreement with the Government of Czechia, made the decision on setting the targets for the years 2002-2005.
 The general consumer price index was chosen as the target index. This decision was based on the assumption that the removal of control in the sphere of prices and tariffs had been almost completed. It was established that the impact of administrative decisions in this area was going to be 1-1.5%. The target was set as a corridor with a slight sloping, beginning with the level of 3-5% in January 2002 and finally coming to the level of 2-4% in December 2005. Such transition is expected to contribute to better public understanding of the monetary policy measures and to strengthen the regime’s potential as regards the influence exerted on the inflationary expectations. The change of the targeted index is characteristic enough - the same was done in 1997 by New Zealand.  

Czechia’s bodies responsible for currency regulation are rather concerned about the Czech koruna’s appreciation - its exchange rate as regards the euro went up from 35 at the beginning of the year 2001 to 31.5 - 32.5 in December. One of the methods of influencing the exchange rate has been to establish the areas of using the currency earnings from privatization which is the subject of the on-going negotiations between the national bank and the government.  

The Baltic states (Estonia, Latvia, Lithuania) have been further pursuing their once chosen policy of a fixed exchange rate. We wish to remind that in Estonia and Lithuania the exchange rate policy is based on currency board while in Latvia the exchange rate is rigidly pegged to the SDR basket. The inflation rate is very moderate, and there were no changes in 2001 as far as the policy was concerned. 

Lithuania made the decision on changing its anchor currency on February 1, 2002. Until then, the exchange rate of the litas had been pegged to the USA dollar at the rate of 4 to 1. Now the pegging is to the euro at the rate LTL 3.4528 = EUR 1.

*   *   *

In the above-discussed countries the stabilization period has mostly been over. At the present moment medium-term programs are being introduced that are aimed at achieving quantitative targets, primarily in pricing. From Russia’s point of view, it is the formulating of goals and tasks as well as the approaches to achieving them that is of especial interest. Naturally, in East European countries the goals are to a large extent, so to say, have been brought from the outside because their most important task is to meet the criteria set by the EU for the applicants for membership.  However the important fact is that the central banks of East European countries are very serious about achieving these targets. The satisfaction with a particular policy can and should be assessed not only from the point of view of the development/avoidance of crisis-like phenomena which might nevertheless be correct during the period of stabilization and at the early stages of the transition toward market. An important criterion is also the matching of the achieved results to the declared goals. 

From the point of view of utilizing the accumulated experience, the tendency of changing over to inflation targeting can be traced clearly enough, and Russia should probably pay very close attention to this particular form of monetary policy. If we take individual countries, the Hungarian experience is of particular importance. Here we must take a look at the balance of payments after a) appreciation of the national currency, and b) radical liberalization of capital flow. It is peculiar that Hungary, with her negative balance of current account, did resort to such measures while in Russia, despite her very high balance value, the idea of gradual depreciation is very popular and the fears as regards the consequences of any liberalization of capital export operations are very strong. Slovenia’s experience is interesting from the point of view of utilizing the currency market as the basis for achieving macroeconomic stabilization and the set targets. It is vitally important for Russia, with her underdeveloped financial markets, to further improve the methods of such an activity. 







� The government had planned to use the revenues from the sales of shares in 20 enterprises, which were blocked by Article 100, for the settlement with the Paris Club. 


� According to preliminary data for year 2002, the total revenues derived from sales of properties made about Rb. 10 bln. 


� See the draft law at : http://www.akdi.ru/gd/proekt/gd03.htm.


� The latter method, although it is strange, is indicated also in the general definition of privatization (p. 2, Art. 2 of the draft law): “State owned and municipal property may be transferred to individuals and (or) legal entities only on the paid basis (for money or by transfer of shares in open joint stock companies receiving state or municipal property as a contribution in their charter capital in the state or municipal ownership.”) 


� See for a detailed report on trends of consolidation and integration in 1998 through 2000 in: Russian Economy in 2000. Trends and Perspectives. M. IET, 2001.  


� However, according to a number of estimates, the “purchase potential” of “Surgutneftegaz is at about US $ 4 billion, “YUKOS” – US $ 2.5 to 3 billion, “LUKoil” – US $ 1.5 billion. 


� Here and below are used the data: “Ekspert 2000:  yezhegodny reiting krupneishikh kompaniy Rossii (Annual Ranking of Russia’s Largest Companies) (Ekspert, 2001, No. 35). 


� The authors understand that many information sources describing corporate events are often subjective and express interests of only one party in this way becoming independent instruments of corporate pressure. Selecting the facts, the authors strove to use only indisputable facts or several sources, which would make a whole picture. Apart from the data the authors obtained on their own, there were also used data from issuers’ web sites and other Internet resources, periodicals published by “Kommersant,” “Finansovaya Rossiya,” “Vedomosti,” “Ekspert,” “Finansovye Izvestiya,” “Kompaniya,” “Zhurnal Dlya Aktsionerov,” “Rynok Tsennykh Bumag,” and a number of other sources. 


� The group’s mineral and chemical company also includes the Kondorsky Iron Ore Dressing Works (Russ. abbr. GOK) (Murmansk oblast) and JSC “Fosforit” (Leningrad oblast). 


� This plot is interesting enough to analyze it separately. In July of 1999, the enterprise’s management founded a not-for-profit “Sodruzhestvo” association in order to “represent the interests of the association’s members in the managerial bodies.” The employees were eligible to become members, however, they were to loose it in case of dismissal. In 1999 through 2000 the enterprise granted the partnership two interest-free loans (about Rb. 160 mil.), which were used to purchase 10 to 16 per cent of shares in the enterprise. 


� Finansovaya Rossiya, 2001, No. 29, p. 6, No. 41, p. 4 


� Some observers tend to review this conflict in a broader context: it is possible that on the base of companies controlled by “Gazprom” there will be formed a holding involved in production of special alloys and / or an attempt to obtain indirect control over JSC “Permskiye Motory.” 


� It is also probable that the roots of the conflict are in the price policy pursued by the parties (ZMZ supplies GAZ with motors, while GAZ supplies ZMZ with completing parts for motors). 


� Earlier the partners / owners of  “Alfa Group” and “Renova” controlled TNK via three affiliated closed JSCs also established on parity basis: “Novye Prioritety” (49.86 per cent), “Novy Holding” (40 per cent), “New Petroleum Finance” (10.1 per cent). 


� It is an interesting fact that in May of 2001 ”Sibal” signed an agreement with P. Sumin, the Chelyabinsk oblast governor. According to the agreement, “Sibal” has the most favorable treatment for takeovers in the Chelyabinsk oblast. Besides UralAZ, the “Sibal” sphere of interests includes Chelyabinsk factory of road machines and Chelyabinsk forging and pressing plant. 


� See: Grigoryev A. Dvenadtsat s plovinoi (Twelve and a half), Kompaniya, 2002, January 14, No. 1, p. 21. There is an interesting indirect analogy (although inverse and taking place under new conditions) with the actively applied since the early 1990s privatization of financial flows without privatizing enterprises themselves.   


� For details see: Rubchenko M. Proraby reformy (Foremen of Reform). – Ekspert, 2002, No. 4, p. 32. 


� Rol nezavisimykh chlenov Sovetov Directorov v upravlenii rossiyskimi predpriyatiyami (The Role Played by Independent Members of Boards of Directors in Management of Russian Enterprises), Assotsiatsiya Menedzherov, Assotsiatsiya po zaschite prav investorov, M., 2001.  


� See: Nestor St., Jesover F. (2000): Printsipy korporativnogo upravleniya OESR v oblasti prav i ravnopraviya aktsionerov: ikh aktualnost dlya Rossiyskoi Federatsii – Krugly stol po voprosam korporativnogo upravleniya dlya Rossii (�HYPERLINK "/pdf/M000015000/M00015333.pdf"��OECD Principles of Corporate Governance on Shareholders Rights and Equitable Treatment: Their Relevance to the Russian Federation� – Russian Corporate Governance Round Table).” OECD, World Bank. Moscow, February 24 – 25, 2000. 


� See: Rubchenko M. “A ved preduprezhdali! (Why, There Was A Warning!) – Ekspert, 2001, No. 25, pp. 36 – 37. 
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� There were used the following materials: FCS (Federal Commission for Securities) Round Table “Pravovoye regulirovaniye rossiyskogo rynka korporativnykh obligatsiy. Materialy i tezisy vystupleniy. (Legal Regulation of the Russian Corporate Bond Market. Materials and Summaries of Presentations). M., April 17, 2001; Conference “Razvitiye rynka obligatsiy v Rossii (Development of Bond Market in Russia)”. M., Ekspert, June of 2001. 


� This does not concern the “old” bank and industrial FIGs of 1993 – 1998. For more details on new post-crisis structures see: Radygin A. Concentration of Property and Integration in the Corporate Sector. – Russian Economy in 2000. Trends and Perspectives. M., IET, 2001. In this context one of the conclusions from the aforementioned BEA survey is of special interest: enterprises with higher share of other Russian enterprises in their authorized capitals are characterized by the worst (according to official statistics) indicators of productional and financial operations; however, at the same time, these enterprises demonstrate relatively high levels of investment from private Russian investors. 
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� A shorter period of limitation (6 months) was set for appeals against decisions taken by general meetings, etc. 


�  The draft Arbitration Procedural Code of RF contains a provision setting a full list of cases within the competence of arbitration courts involving citizens not being individual entrepreneurs. The list includes disputes between shareholders and joint stock companies related to the operations of such companies (except labor disputes). For details see: Gros L. Proyekt APK 2000: mneniya, suzhdeniya, predpolozheniya (Draft APC 2000: Opinions, Assessments, Assumptions). – In: Khozyaistvo i pravo, 2001, No. 9, pp. 54 – 68. 


� At the same time, the rejection of preventive measures will pose the obvious danger that defendants may “dilute” capitals in the process of trials. Defendants may use such an effective measure as counter-claims for eventual losses in case courts take decisions on implementation of preventive measures (see: Finansovaya Rossiya, 2001, No. 37, p. 3).  
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� McKinsey site (www. mckinsey.com/features/investor_opinion/index.html).
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� The ratio is calculated as balance capital of active banks as of 1 December 2001 to the tentative estimate of the GDP in 2001. 


� Here and henceforth the turnover was calculated as a sum of purchase and sale. 
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� Here and henceforth, unless otherwise specified, Sberbank and banks under ARCO administration are not included. 


� Source: Finmarket Information Agency
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� The group derives from the published data as of 1 December 2001


� Less Vneshtorgbank, the proportion of issued debt paper in the liabilities of the issuer banks dropped from 8.5 to 4%
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