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Abstract

This study examines the development of the board of directors institution in Russian
companies. The purpose of the paper is to determine the stages of the evolution of the board
role in Russia and to evaluate the further perspectives of this institution. Therewith we detect
the stages according to the change of the board of directors role in Russian companies.
Moreover we demonstrate the system of factors (institutional, legal, human, economic, factors
of corporate sector) that influences the transformation of the board’s role. Studies of
specialists in the field of corporate governance and the updating of the corporate law form
the informational base of the paper.
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The specific features of the institutions depend on the peculiarities of the environment
in which these institutions are created. The creation and development of the corporate
governance in Russia is not an exception. This institution was introduced at the beginning of
1990" from above as the result of the changes that took place in Russian economy and policy:
there was a wrack of the former economic ties and the adoption of new market relations. The
transformation of socio-economic relations required the rise of new institutions, the forming
of the appropriate infrastructure and structural changes. But the specific features of the
Russian transition economy became the barrier for the forming of these institutions. Firstly,
the adoption of market relations was under trying starting conditions: production decrease, the
state budget deficit, the shortage of goods and services, and the rupture of internal economic
relations. Secondly, the structure of the economy was ineffective: this was expressed in the
prevalence of military-industrial establishment with the lack of the consumer goods and poor
development of the services sector. Thirdly — political instability and no property rights
protection. Finally, one of the most important factors was a human factor: people were not
ready to adopt the changes. The introduction of corporate governance institution, equally with
the other reforms, was a measure of compulsion, incitement to which according to A.Radygin
was “a political will of governmental authorities” [Radygin, 1998].

In our paper we analyze the history of the board of directors’ development in Russian
companies. We define the stages of the board of directors evolution in Russia and evaluate the
perspectives of this institution development. Meanwhile the stages are defined according to
the change of the board’s role. Theoretically the board of directors is like an intermediary
between the shareholders and managers that settles the disputes between them. The
peculiarities of the Russian corporate governance model have stipulated the specific features
of the board of directors’ institution: the board does not perform the functions that are
assigned to it theoretically. What is more, its role changes with the transformation of the
micro- and macroeconomics factors. We should also mention that functions performed by the
board differ greatly for different types of the companies, in particular for public (listed) and
nonpublic companies.

1. Historical context. The formal role of the board of directors (the beginning of
1990™ — 1998)

The development of the corporate governance institution, including the board of
directors, is the result of new competition-based system adoption. All reforms and changes
were of radical character and “were defined by the government authorities’ knowledge about
the market economy” [Kuznetsov, 2003]. Corporate relations at the beginning of 1990™ were
regarded not as an instrument of investment attraction and business development, but as the
way of control redistribution [Redkin, 2003]. This means that all economic agents during this
period of time had the same objectives, that’s why we are going to analyze all Russian
companies while investigating the board of directors role (the beginning of 1990 - 1998).

According to A.Radygin the starting point for the corporate governance analysis in
Russia is the study of the ownership structure that in its turn was determined as the result of
privatization program [Radygin, 1995]. Privatization as well as liberalization was one of the
main institutional reforms during the adoption of market-oriented system. There were three
steps of privatization in Russia. Many authors mention that a lot of enterprises became private
even before 1992, this means before the first step of privatization [Radygin, 1998], [Andreff,
2004]. A.Radygin singles out three forms of spontaneous privatization. The opportunity of
resources reallocation from governmental sector to the private one was one of the main
incentives of spontaneous privatization. As the result of an Executive order of 1992
enterprises that were included in the privatization program were transformed into joint-stock
companies.
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Employees and managers had the prior right to purchase the shares of post-privatized
companies. This fact decreased the incentives of the outsiders [Andreff, 2004]. That is why
the second step of privatization that started at the 1% of June, 1994 was aimed at the lowering
of the insiders’ control by selling assets for money. Nevertheless, most of the mangers
reserved the rights for controlling the largest block of shares by using different formal and
informal methods. As the result the high ownership concentration was typical for post-
privatized enterprises. According to the researches data the proportion of the largest
shareholder in the capital of the industrial enterprise by 2000 was 40-50% [edit. by
Dolgopyatova, 2006]. What is more, surveys showed that 2/3 of joint-stock companies had
the blockholder that controlled the whole company.

The conditions of property rights protection were not followed. The legal base for
joint-stock companies is covered by the Federal Law on joint-stock companies Ne 208-®3 that
determines the legal status of the companies, the rights and duties of the shareholders, and
also provides the protection of their interests. This law was implemented on the 1% of January
1996. Before the Federal Law on joint-stock companies the corporate law consisted only of
executive orders and by-laws that could not control numerous abuses and violations: there
were a lot of shares without registration, shares were issued by persons who did not have right
for such operations etc. These crying abuses are not even surprising: voucher privatization
finished earlier than the corporate law was formed. Later some other federal laws that regulate
corporate relations were put in force. They are the Federal Law on equity market (April 22",
1996), Federal Law on financial product groups (November 30", 1995). Certainly,
implementation of these laws streamlined the companies’ activity, but these laws had a lot of
gaps, they required some changes. What is more, a lot of joint-stock companies did not follow
the regulations of these laws: the reason was either the lack of knowledge or the lack of
understanding of the law matter.

According to A.Yakovlev, the main reason of this problem is the following: state
authorities take the lead in all legislative initiatives, but demand for law is determined by
economic agents, i.e. it is determined by their attitude to the specific laws [Yakovlev, 2003].
That is why peculiar behavioral strategies of economic agents arise when laws are introduced
from above: the ignorance of the legislation or imitation of its following. The ignorance
strategy of the Federal Law on joint-stock companies arose in 1990". As the result of
obligatory transformation of all soviet enterprises a lot of quasi-public joint-stock companies
were created: in fact these companies did not need outside investors and therefore required
another legal status.

Thereby, what role did the board of directors play in Russian companies during the
period between the beginning of 1990™ — 19982 The board of directors was formal: there was
no separation of ownership and management. This fact can be explained by several reasons.
Firstly, when A.Radygin describes privatization he calls it “technical”, non-economic act
adopted by a compulsory decision [Radygin, 1995]. We think that this definition is also
suitable for other reforms and institutions of that time: the rights and duties of the board of
directors were determined by the law, but there was no practice of the application of this
institution. All institutions including the board of directors are the product of evolution
[Kuznetsov, 2003]. Secondly, the formal character of the Russian boards is explained by the
fact that managers and directors were not ready to apprehend innovations, to introduce and to
use properly the institution of the board of directors. Awareness of new motivations and new
behavioral stereotypes was very slow [Radygin, 1995]. Positions of top-managers were taken
up by former “red directors” with already formed mentality and management style. According
to the historical approach of V.Potatnin the world business develops from simple to complex
forms of organization: from individual, family firms to the corporations [Potanin, 2003]. But
evolution of Russian business took only several years in 1990™, that is why it was not ready to
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adopt the real corporate relations. Thirdly, the insiders” model of corporate governance with
concentrated ownership was formed in Russia. Moreover, directors tried to retain the power
and oust the outside investors. In some way they were not even interested in the market
relations and stock market development, and the gap in the laws helped them to benefit from
the property redistribution. The largest shareholders that took the companies under their
control used the board of directors institution in their own interests. According to the
corporate legislation they had an opportunity not only to form the board of directors, but also
to head it. It is mentioned in the researches of the middle of 1990™ that in 97% of privatized
companies the former “red director”, i.e. the new owner, took the position of the chairman/
CEO or both positions at the same time [Radygin etc., 2003]. Even if the owner, that felt the
lack of knowledge and skills, decided to employ a professional manager, he still retained the
power and had the main right in decision-making. But in fact it was frequently impossible to
hire a professional manager as there were no professional managers. That is why the right of
the owner in the decision making process sometimes was not a whim, but compulsory
measure. All in all the board of directors played a formal role in 1990™ and it did not settle the
corporate conflicts, as all the power was concentrated in the hands of the dominating owner.

2. Integration, globalization and the new role of the board of directors, 1999 -

2007

The Russian board of directors was formal in 1990" , because the operational as well
as strategic control over the company was concentrated in the hands of the largest shareholder
and corporate governance regulations were ignored. But after the economic crisis of 1998 the
role of the boards changed. The board of directors became an instrument of the company’s
investment attractiveness growth, but it was still under the influence of the owner. On this
stage of the board’s role evolution we speak basically about holding companies: specifically
large joint-stock companies that entered stock markets and became listed, and that is why they
needed to increase their investment attractiveness. Now we can analyze the reasons that
caused the change of the board’s role in public companies in Russia.

T.Dolgopyatova examines two aspects that influence the nature of corporate relations:
macroeconomics and microeconomics [Dolgopyatova, 2004]. The first means the institutions
that regulate corporate relations, law and law enforcement, and also economic activities.
Institutional nature of corporate relations becomes also apparent in the microeconomics
aspect, where demand for corporate governance institutions determines the behavior of
economic agents, i.e. the participants of corporate relations. We think that both of these
aspects had an impact on the change of the board’s role at the end of 1990™ — beginning 2000.

After the economic crisis of 1998 large business-groups appeared that were formed as
the result of the government activity, notably as the result of specific privatization with the
creation of vertically integrated companies in oil business etc. [Dolgopyatova, 2004].
S.Avdasheva singles out three stages of Russian holdings emergence: before 1992 (before the
mass privatization); from 1993 to 1998 (the period of mass privatization and transformational
recession), from 1999 (the period of economic growth) [Avdasheva, 2007].

Integration became an integral part of the Russian economy development. Business at
that time functioned in the form of business-groups, and it was typical not only for large but
also for medium-sized businesses [Dolgopyatova, 2004]. The firm’s benefits from belonging
to the holding structure are connected with the simplification of the adaptation to the market,
with the growth of competitiveness and with better supply access [Avdasheva, 2007]. These
benefits became the reason for the fact that a lot of holdings were created not only by the
government, but also privately. Another thing that characterizes the business-groups is that
corporate relations are better developed in holdings than in independent companies: the
growth of ownership concentration, the increase of information disclosure — the processes that
are typical for large companies.
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Why were large listed companies motivated to perfect corporate relations? The
opportunity to extend the market share and to attract additional financial resources is
especially urgent during the period of the economic growth and entering into the global
market. Russian economy began to reinstate after the crisis of 1998, mainly because of the
growth in oil prices, ruble devaluation and the political situation stabilization
[Standard&Poor's, 2003]. According to the Standard&Poor’s data the growth of the real GDP
in 1999-2000 was 6.5%, in 2002 — 4%. The development of the domestic market and the
growing opportunities of the companies urged them on the entering international stock
markets. The growth of the Russian stock market capitalization began in 2001-2002, and it
was nearly 127 billions of dollars in March 2003. [Standard&Poor's, 2003]. At the same time
first Russian companies began to make their public offerings on the international stock
exchanges.

In such a way, when most of the largest business-groups finished property
consolidation, their owners became interested in the attraction of external funds. And what is
more, large and medium-sized companies reached the top of the efficiency of the equity
capital usage: entering on the global market allowed attracting debt [Potanin, 2003]. Priority
of the owners changed: on the first stage they were concerned with purchase, keeping and
restructuring of assets. And at the beginning of 2000 they wanted to increase the quality of
corporate management and corporate governance in order to get the funds of the investors.
Shareholders of Russian companies felt the necessity of corporate relations development, as
the compliance with international standards of corporate governance allowed to obtain foreign
partners confidence and to improve company’s reputation. Another thing that motivated
owners to perfect corporate governance quality was the need to valuate company by the
market. In the middle of 1990™ the purchase of any accessible asset was the main aim of the
owners, later the time of property rights redistribution began: useless assets were sold, M&A
deals took place. Shareholders had to know the market value of their businesses to implement
the plans. Despite these, the practice of the board of directors activity had the formal character
alias, although boards began to function as instruments of investment attractiveness increase.
Here are the words of S.Avdasheva: “Corporate relations in this context act as the element of
imitation in order to obtain either demonstration effect or to attract external investors, whose
role as the source of financing is insignificant. In this case the role of investors has more
demonstration character, than financial.” [Avdasheva, 2007].

At the first stage of board’s evolution the structure of the boards was determined by
law requirements, while in the middle of 2000 the boards had to comply with the stock
exchanges demands. For example, the firms that wanted to place the shares on the largest
Russian stock exchange had to satisfy its requirements on the board of directors structure
forming. The demands of foreign stock exchanges are even stricter. As the result the boards’
composition and structure became more balanced, the quality of the boards raised. For
instance, the research of 2002 shows that 24% of top-managers thought that attraction of
independent directors is an obligatory thing, and 29% were ready to employ them
[Association of Independent Directors, 2002]. The study of 2006 demonstrates that the boards
of more than 100 companies (57 public, 43% nonpublic) include independent directors
[Association of Independent Directors, 2006]. It is interesting to notice that among the factors
of independent directors’ involvement the authors mention the expectations of portfolio and
strategic investors, IPO, but not the internal demand of companies.

As new market conditions required different corporate governance standards, the
necessity of corporate law improvement arose. Thus, the Corporate Governance Code was
implemented in 2002, the largest part of which covers composition and structure of board of
directors forming. It is a kind of government decree that determines the rules to be followed
by joint-stock companies, the basic principles of corporate governance and the settlement of
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internal disputes. According to this Code the board of directors has to be formed from non-
executive directors up to 75% and from independent directors up to 25% (not less than 3
directors). The Code includes the definition of «independent director», it recommends to form
committees: strategic committee, audit committee etc. As the result of corporate governance
standards improvement different nongovernmental organizations appeared: The Investor
Protection Association, Corporate Governance Supervisory Board, the Independent Directors
Association etc. [Standard&Poor’s, 2003]. One of the main organizations that favors the
development of corporate governance in Russia is National Council on Corporate
Governance, formed in 2003. It unites representatives of business and government, experts in
corporate relations. National Council on Corporate Governance is aimed at corporate law
improvement, experts surveys and investigations conduction, relations coordination with
Russian and foreign partners.

The demand of investment mobilization and firm’s valuation by market was the reason
of Russian companies IPO that made them follow the international standards of corporate
governance. Generally it was formal meeting of stock markets requirements; the practice of
real internal transformation was not common. For example, the separation of ownership and
management took place only in holdings and listed companies, the activity of which was too
massive to control by one owner [Dolgopyatova, lwasaki, Yakovlev, 2009]. Mostly the board
of directors was under the influence as before: the owner manipulated it easily as the
ownership concentration was still very high. The interviews with 20 top-managers of joint-
stock companies at the beginning of 2000 proved that in more than 50% of companies there
was an owner with at least 50% block of shares. The level of concentration was also high in
other 6 companies: the shareholder with 25% — 50% block of shares [Dolgopyatova, 2004].
The high level of ownership concentration was the reason of two groups of stakeholders
(shareholders and management) coalescence. The board of directors was formal, and
respondents mentioned that the boards were like window dressing. But the examples of the
real activity of the boards existed, too.

But even the formal meeting of requirements of international stock exchanges was the
progress in the corporate governance development and the change of the board’s role. The
results of rating agencies and conclusions of researchers show that in public companies that
are aimed at the growth of investment attractiveness and image improvement the board of
directors institution is developed much better than in companies which are not public. Non-
public companies are not motivated to change the role of the board of directors. Let’s analyze
the results of the survey (the study of 2001-2002, 31 joint-stock companies of Sverdlovskaya,
Chelyabinskaya and Kurganskaya regions) of 72 board members and top-managers. There
were given the following answers to the question “Is there the balance of interest between
managers and shareholders?”: 11% gave the positive answer, 54% supposed that this balance
was followed to some degree, 28% — minimally, 7% thought that there was no balance of
interest. These answers show that the boards in Russia do not function as an intermediary that
settles corporate disputes [Romanova, Tkachenko, 2004]. Probably, it is caused by the fact
that the structure of Russian boards is not balanced. Only 3% of respondents proved that
committees existed, but 3% did not know about the committees at all.

Let’s mention the main features of the board of directors institution in Russia during
the period between 1999-2007. The board of directors for the owners of public companies
becomes the key factor that helps to gain foreign partners’ confidence and to attract the funds
of investors. This fact means that the role of the board in Russia is in the increase of
investment attractiveness of a company. As the result the independent directors are being
involved in the boards’ activity, the percentage of managers on the board reduces, committees
are being created. These changes take place on the back of corporate law improvement and
non-governmental organizations development. But these changes are mostly of image
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character. In nonpublic companies the evolution of the board’s role was much slower. In fact
in most of these companies the board of directors was still a formal institution.

3. The board of directors - the instrument to improve company’s efficiency
(2008 — until now)

Some problems of the companies become more acute during the crisis moments even
though they are not obvious before. The same situation took place during the crisis of 1997-
1998 which showed that companies could not be evaluated by banks adequately and that the
market valuation was more efficient: as the result there was the adoption of new, Anglo-
Saxon, model of corporate governance (instead of continental) [Yakovlev etc., 2010]. But the
world financial crisis of 2007-2009 demonstrated that the valuation of a company by the
market was also not very objective. On the backdrop of a steep decline in the securities
market all companies, public and non-public, suffered losses, but crisis had an influence on
the listed companies mostly.

A lot of gaps in the Russian corporate governance practice were revealed as the result
of the market fall of 2008. T.Dolgopyatova singles out a number of crisis consequences: the
strengthening of opportunistic behavior of managers, the new wave of stock ownership
redistribution (which leads to the violation of the minor shareholders rights), suspension of
the separation process of ownership and management etc. [Dolgopyatova, 2009]. As the result
of the financial crisis companies should change their attitude to the risk-management
problem, information transparency etc. According to the survey of National Council on
Corporate Governance the key aspects that have to be changed after crisis are: risk-
management system (90% of respondents), internal audit system (48%), strategic planning
process (42%), responsibility of top-managers and the members of the board (39%) etc. [The
research of National Council on Corporate Governance and KPMG, 2010]. Another
researchers make the following conclusions: the corporate governance problems are not only
because of increased opportunism of managers, but also because of the positions loosing by
owners as the result of the block of shares dilution [Yakovlev etc., 2010]. This is typical for
public corporations, listed on the world stock exchanges. As the result the interests of
shareholders and their planning horizons have changed, what is more the agency problem has
intensified. The demand for the board of directors institution improvement has increased even
more, as according to the theory the board of directors helps to settle corporate disputes.

The results of RID (Russian Institution of Directors) study of 2004 — 2009 prove that
the role of corporate governance in Russia is being changed. The authors conclude that
corporate governance is not just an indicator of external investment attractiveness anymore
[Russian Institution of Directors, 2010]. The demonstration effect of the corporate governance
is not enough. Corporate governance should be improved in order to increase business
efficiency. This means that the role of corporate governance is in satisfying the internal needs
of the company. The results of RID study prove that the practice of creating mechanisms that
prevent corporate conflicts is becoming more and more widespread: the percentage of
companies that use such mechanisms has increased by 29 pct, among public companies — by
23 pct. What is more, there is a practice of creating audit committees and nominating
committees: the percentage of such firms has increased to 77% and 65% respectively. The
researchers pay also the attention to the following positive trends: almost 100% of companies
convene the board of directors meeting more often than once in quarter; the percentage of
companies that have board of directors regulations is 94%; the percentage of firms that pay
remuneration to the board is 82% in 2009. The number of independent directors has been
growing. Moreover, the owners begin to understand the significance of the individual
characteristics of the board members. Different training and retraining programs of the board
members are created, external consultants are attracted: the percentage of public companies
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that have the practice of the directors’ skills upgrading increase from 11% in 2005 to 18% in
2008. But we need to emphasize that the RID study includes only 150 large public companies
in Russia.

The world financial crisis indentified the drawbacks of legal and regulation
mechanisms. That is why a lot of laws in the field of corporate governance were modified
after 2008. The laws “About Consolidated Financial Statements” and “About the resistance to
the illegal insider information use” were adopted in 2010 [Standard&Poor’s, 2011]. Several
amendments to the laws about the improvement of dividends payout procedures and increase
of transparency of ownership structure were also adopted in 2010. Another important factor of
corporate law improvement is strengthening of administrative liabilities in the financial
markets. The new law provides for a wider category of entities (the board of director
members, top-managers) that carry administrative responsibility, increased statute of
limitations and increased fines [Internet, finmarket.ru].

In spite of the fact that that there are some positive changes in the corporate legislation
and that corporate governance practice is being improved, there are still some gaps in the
corporate law, and corporate relations require further modifications. Particularly, there is no
definition of affiliated person; there are no rules of independent directors identification etc.
Nevertheless, we see that the owners of some large public companies begin to realize the real
role of the board of directors: it is necessary to improve the activity of the Board of directors
in order to make business functioning more efficient. These tendencies in non-public
companies are not so obvious.

4. The main results and concluding comments

In our research we define three stage of the evolution of the board of directors role in
Russian companies. Every stage is characterized by some changes that take place at the
macro- and microeconomic levels. In our paper we show that institutional environment, the
behavior of economic agents, legal framework and other factors influence the board of
directors activity in Russia. These factors (new or transformation of the existing factors) have
an impact on the change of the board’s role, and that is why they can be the criteria of the
finish of one stage and the beginning of another. The system of the main characteristics of
internal and external environment of the company that define the evolution of the board’s role
in Russia is shown in table 1.

The board of directors on the first stage (the beginning of 1990 1998) was formal,
and it did not settle corporate conflicts at all; the power among the company was concentrated
in the hands of the owner. The board of directors on the second stage (1999-2007) became for
the owners of large public companies the instrument to gain the confidence of foreign partners
and to attract the funds of investors. The role of the board was to increase the investment
attractiveness of the company. The role of the board of directors in non-public companies
practically did not change. In fact the board in these companies was still a formal institution.
The role of the board on the third stage (2008 — until now) is to improve corporate
performance and to make business efficient. The owners begin to understand that corporate
governance can increase the quality of business. The changes need a lot of time to be
completed.
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Table 1

Factors effecting the transformation of the board’s role in Russian companies on
different stages of its development?

The formal role of | BD as an instrument BD as the
BD of investment internal
attractiveness instrument of a
increase companies’
efficient
functioning
Legal factors
The presence of legal acts
and regulations in the field of +/- + +
corporate law
The correspondence of legal
acts to the interests of - +/- +/-
economic agents
Property rights protection - +/- +/-
Human factor
The understanding of the new
model of management
- i - +/- +/-
necessity and the willingness
to adopt innovations
The existence of knowledge
and competence in the field - +/- +
of management
Factors of institutional environment
Instablllty of institutional + - -
surroundings
Existence of
nongovernmental public - + +
organizations
Economic factors
Distribution of property
rights (purchasing and + - -
holding of assets)
Redistribution of property
rights (sales of illiquid assets, - + +
M&A deals)
Strengthen of competitive
pressure as the result of +/- + +
globalization
To attract investment through
the mechanism of the stock - + +/-
market
Factors of corporate sector
Interpenetration of | + +/- +/-

% «+» or «-» mean presence or absence of the factor on the certain stage of the evolution of the board of

directors role

836




management and ownership

High concentration of
ownership

Involvement of professionals
as top-managers

Following the International
Standard of corporate
Governance (internal control - +/- +/-
system, independent
directors, committees)

Mechanisms of management
motivation that connect the
personal interests of - - +/-
managers and the long-term
interests of the company

In the research with the help of examples and cases we show that some factors
(institutional environment, economic surroundings etc.) impact the structure and activity of
the board of directors in Russia. Under these factors the role of the board is being changed.
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