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Preface

Over the last 20 years, Russia has made remarkable progress. On the
economic front, GDP has grown from USD 66bn in 1992 to almost USD
1.8trn in 2011. In per capita terms, GDP has risen from USD 443 to USD
12,900 over the same period, while the standard of living for the aver-
age Russian has improved dramatically, poverty has been significantly
reduced and a thriving middle class has taken root.

Russia has also successfully developed one of the largest stock mar-
kets in the emerging universe. In December 2011, the Russian Trading
System, Russia’s original trading platform, included 260 listed compa-
nies with a combined market capitalization of almost USD 800bn. Russia
has a weighting of 6.5% in the MSCI Emerging Market Index, or the sev-
enth highest weighting of the 21 countries included in the index. The
average daily trading volume of equities on MICEX, the more liquid of
Russia’s two exchanges, has grown from USD 500mn in 2005 to USD
5.3bn in 2011.

Since its inception in September 1995, the RTS Index has appreciated
by 1,400%, and Russia has been the world’s top-performing emerging
market over the period.

In the early days of the market’s existence, company information and
financial statements were difficult to come by and transparency was
extremely poor; investors barely knew what they were buying. Today,
most listed blue chip companies publish financial results in accordance
with international accounting standards and equity analysts can apply
modern financial analytical methods in examining company accounts
and financial performance.

Russia has also experienced two major financial and economic crises
since its transformation to a market economy, a Russia-specific crisis in
1998 and the global crisis of 2008-9. On each occasion, the economy
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plunged into recession and the stock market suffered significant losses.
In 1997-98, the RTS index plummeted by 93%, while in 2008-9 the index
fell by 80%. However, in the year following each crisis Russia rebounded
to become the top-performing market in the emerging market universe
(measured in local currency) and economic recovery was swift, although
admittedly a strong increase in the oil price contributed significantly in
both instances.

While it cannot be disputed that Russia has made enormous strides,
both the economy and the capital markets still have a long road to
traverse before reaching parity with developed market countries. Cor-
ruption remains a persistent problem in an economy that has become
increasingly dependent on the global market oil price. Both domestic
and foreign investment remain low by any international comparison,
and this highlights the need for swift and decisive action to improve
the investment climate. While much progress has been made, corporate
governance is still a low priority for many companies and minority share-
holder rights are often violated.

Although these challenges remain, it is clear to us that the Russian
economy has settled on a steady upward trajectory, and the country’s
recent accession to the WTO provides another long-term foothold for
economic development. Politically too the country has stabilized over
the past decade, with the government strongly supporting initiatives and
amending legislation aimed at addressing weaknesses in the structure
of the country’s investment climate and capital markets. For example,
the adoption of the law on a Central Securities Depository confirms the
government’s interest in creating the conditions to support investment,
and Russian law is becoming increasingly consistent with international
standards. On a similar note, the government has expressed a very strong
commitment to establishing Moscow as an International Financial Center
in order to attract foreign investors and additional capital to the market.
In mid-December 2011 the RTS and MICEX completed their merger, cre-
ating a single exchange with increased liquidity, as well as more secure
and efficient settlement, which should make the Russian equity market
accessible to a much broader universe of investors.

Today, the domestic retail segment of the market is just beginning to
develop, and I am sure that over the next 10 years or so, we will see
dramatic changes in the population’s approach to personal finance and,
consequently, higher demand for investment and insurance products as
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well as retirement savings vehicles. Given the underdeveloped culture
of investing in equity and debt securities among Russians, the potential
for growth is vast. The Russian population continues to be a net cred-
itor of the banks with an estimated USD 2 of bank deposits for every
USD 1 in retail loans. At the same time, the structure of savings is fairly
straightforward, with the most popular investments including physical
cash, bank deposits and real estate. As a result, there is a huge dormant
pool of capital of USD 339bn in retail bank deposits (excluding physical
cash) translating into approximately USD 182bn in net household cash
assets. Mutual funds and brokerage accounts, however, constitute no
more than 0.6% of GDP and only 6-7% of net household financial assets.
Consequently, bank deposits exceed total investments in mutual funds
by 40 times and only a fraction of the population has invested in stocks,
with brokerage accounts totaling USD 4-5bn or around USD 60 per capita
of equity investments. This contrasts with Europe, where between 12%
and 70% of net household assets is invested in stock and other securities.
For example, the Polish mutual funds industry, with nearly USD 1,000 of
investment per capita exceeds the Russian asset management sector by
more than a factor of 16.

ATON has been active in Russia’s capital markets since the earliest
days. Established in 1991, ATON is Russia’s oldest investment group.
Successful since our inception, we have enjoyed a level of financial
strength that has not only carried us through the upheavals of the past
20 years, but allowed us to expand our business significantly.

The sale of our institutional business to UniCredit Group in 2006 was
a very significant milestone in our history. Following the transaction, we
retained the retail brokerage and continued to operate successfully in
that segment of the market. In 2009, the agreement with UniCredit that
restricted our business to the retail segment expired and we returned to
a multiproduct business model, introducing alternative brokerage solu-
tions, mutual funds and trust management. Later that same year, we
began once again to build a unique and independent investment bank
committed to maintaining international standards of management and
service.

In only two years, ATON transformed itself from a retail broker to
into a fully fledged investment bank with ambitious targets and a highly
professional team. Today, we have more than 40,000 retail clients, oper-
ate in 69 of Russia’s regions, and have embarked upon a program of
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international expansion: in 2010, ATON opened offices in London and
Almaty and in Geneva in 2011.

We occupy a unique niche in the Russian capital markets and do not
aim to compete with the industry leaders. We offer foreign institutional
investors access to compelling investment ideas that major banks fre-
quently miss; we also offer long-term financial planning services to retail
clients. In every segment, there is always room for an active, hands-on
independent player with a stable capital base and broadly recognized
professional credibility. As a result of its reputation for integrity, ATON
has received numerous awards, including Best Client Service Award
(Finance 2011), The Best Brand (Effie 2010), and Best Start-up (Spears
2010). In 2010, ATON was also voted one of Russia’s top five Russian
brokerage firms by Thomson Extel.

This book is intended to offer the investment community, both domes-
tic and international, a balanced picture of Russia’s progress over the
past 20 years, with particular emphasis on the development of the cap-
ital markets. The authors contributing to this book have been chosen
based on their longstanding involvement with Russia. While all of our
contributors have been professionally involved in Russia’s capital mar-
kets in one way or another since the early to mid-1990s, they have also
lived in Russia. The majority of our authors speak the language, and
offer insights that can only come from considerable time on the ground.
Each has made a personal and professional commitment to the country
and its people. Many of our contributors offer a very personal account
of their love affair with Russia.

The collection of essays covers the early years of investing in Rus-
sia, how investors survived two major economic and financial crises, the
subsequent huge stock market returns, as well as the benefits and risks
associated with investing in Russia. At the same time, other chapters
deal with the progress Russia has made in terms of economic develop-
ment but also in terms of improving corporate governance, while at the
same time discussing the great challenges ahead.

I hope this book will appeal to readers new to Russia, who are only now
discovering Russia’s tremendous progress over the past two decades,
as well as to those familiar with this country’s path. These readers
will likely enjoy reflecting on the phenomenal changes that have taken
place. Today’s complex environment presents many challenges for the
international financial markets, but with Russia’s strong potential for
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continuing healthy economic performance and a powerful commitment
to becoming a financial center on a global scale, I sincerely believe that
we have seen only the first steps in the rise of Russian capitalism.

Andrey Shemetov
CEO, ATON
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CHAPTER ONE

Russian Growing Pains

By Ben Aris

The first time I entered Russia was to get some money. It was May 1993
and I was working in Ukraine, writing my first in a series of reports about
the newly independent countries of the former Soviet Union. Getting hold
of cash in Kyiv was impossible; the local banks weren’t connected to the
international financial system and Ukraine didn’t even have a proper cur-
rency; it had replaced the Soviet ruble with the karbovanets, a temporary
coupon used until the hryvna could be issued. The only place in the Com-
monwealth of Independent States our office could find that would accept
international wire transfers and issue dollars was in Moscow.

The Iron Curtain had fallen two years earlier, but little had changed.
The two-hour flight from Kyiv to Moscow cost USD 10 (if you could
get a ticket) and foreigners were still shepherded through the Intourist
entrance, a special channel from the old days designed to keep track of
foreign nationals attempting to travel around what had been the “evil
empire.”

The plane arrived at Domodedovo airport and we were driven to the
“terminal” in what looked like a cattle car hitched to the back of a truck,
suffocating in clouds of black diesel smoke. Domodedovo was the main
terminus for flights to and from Central Asia and the building was full
of Uzbeks, Tajiks, Kyrgyz and various other Asians sitting on piles of
enormous plastic bags and quietly eating sunflower seeds. Collecting
our luggage and passing through immigration was relatively easy as my
Ukrainian visa allowed me into Russia for a few days and we emerged
onto the street to find a car. The local taxi mafia swooped on what they
hoped were unsuspecting tourists.

“How much to the center?” I asked in my broken Russian.

“100,” came the gruff reply.

“100,000 rubles?” (which was about USD 20).

“No. USD 100.”
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Walk away and look for someone else.

A short walk from the terminal to the start of the feed road and you
could avoid the “taxi mafia” that demanded an extortionate USD 100 for
the one hour ride into town. As the mafia ruled the forecourt, gypsy cabs
bringing fares from the city had to ride home empty and would be happy
to pick you up and accept a knockdown price; you just had to walk away
from the main tourist killing fields.

The roads were all but empty in those days. The main danger was
the forearm-deep potholes that could take a wheel off and were hard to
spot if it had been raining. It was only years later, after Yuri Luzhkov
was elected mayor, that anything was done about the state of the roads.
For all his faults (he and his wife made billions of dollars during their
tenure), at least he fixed the roads.

Finally, we arrived at the Radisson Slavyanskaya hotel on the banks of
the river Moskva, just along from the Russian White House, the seat of
the Duma at the time. The hotel was opened in 1991 by the American
entrepreneur Paul Tatum, who supplied President Boris Yeltsin with a
satellite uplink to the outside world during the coup that brought the
Soviet Union down that same year. The hotel was an oasis of services and
Western-style shops, and for years much of Moscow’s expat community
would go to the hotel’s Dom Kino on Saturdays, the only place in town
where you could watch movies in English.

However, like many of the early entries into Russia, Tatum fell afoul
of greed and was gunned down on November 3, 1996, at the entrance to
the Kievskaya metro, a few hundred yards from the hotel. I bumped into
his secretary years later, who told me that toward the end Tatum became
so paranoid that he would wear a Kevlar vest to work under his shirt. He
was hit 11 times in the head and neck and died instantly. His bodyguards
did nothing to protect their boss and the killer escaped unchallenged.

The posh lobby of the Radisson was populated with what the press
liked to call the Russian mafia, but in reality most were traders of some
sort; the really successful ones had got their hands on state-owned
goods that still bore Soviet-era prices. About six months earlier Roman
Abramovich, later Russia’s richest man, had managed somehow to divert
a train carrying crude oil across the border to Latvia and made the first
fortune that set him up. This was the time when ruthless and quick action
could make a mint and provide the initial capital to pay the bribes that
allowed you to build an empire.

4
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RUSSIAN GROWING PAINS

In the corner Troika Dialog had a booth. One of Russia’s first successful
commercial banks and a pioneer of the stock market, Troika was also
founded in 1991 by American Peter Derby and his barrel-chested local
partner Ruben Vardanyan, who sounds like thunder when he speaks and
is now Russia’s leading investment banker. I joined the queue of heavily
muscled men wearing garish tracksuits.

“Good day sir, how can I help you?” said the assistant in passable
English. Russians could invariably spot the foreigners in 1993, usually
because of your shoes; good shoes were only starting to become widely
available.

“I'm here to pick up a transfer for USD 10,000,” I said, handing over
my passport and transfer documents.

“Ah, T am sorry sir. We have run out of dollars. Please come back on
Tuesday in the morning and we will probably have some more.”

MOSCOW IN MOTION

Moscow in the early 1990s was exciting. The dark silhouette of the mon-
umental buildings that line Tverskaya, Moscow’s main shopping thor-
oughfare, came to life before my eyes, lit up by the first adverts and posh
storefronts on what is today one of the highest grossing retail drags in
the world in terms of dollars spent per meter. By the autumn of 1993,
I had moved permanently to the Russian capital and walked into what
nearly ended as a civil war.

Apart from the goons in the Radisson, life was extremely hard for the
average Russian. The ruble was in free fall and inflation was running at
over 1,400%. There were no shops to speak of, apart from the almost
empty produkty, where you could buy tea, sugar, pasta, smoked fish,
sausage, and of course vodka. However, small kiosks started popping
up all over the city to sell the slowly growing stream of imported goods,
especially foreign-made cigarettes and beer.

Living in the midst of hyperinflation made everything very compli-
cated. To buy a can of the ubiquitous “Bavaria” beer, you started by hag-
gling over the advertised price; you needed to mentally calculate how
much the price should have risen in the past 24 hours, roughly 4% a day.
If you were feeling really mercenary, once the ruble price was agreed you
started all over again by offering to pay in dollars and haggling over the
exchange rate.
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But hyperinflation also made most of the oligarchs their first fortunes.
The early 1990s was the era of “wild cat banking” and anyone with a
pocket full of change could register a bank: more than 4,000 appeared in
the first few years of capitalism. The game then became to grab some sort
of revenue stream—the payroll of a state-owned company was best—by
becoming an “authorized bank.”

The bank would take in deposits, convert them to dollars and then
delay payments as long as possible. When it was finally forced to pay
up, months later, the bank changed some of the dollars back into rubles
to pay its local currency debt—which remained the same amount—but
in the meantime hyperinflation had massively reduced the value of that
debt in dollar terms. The workers got the same pay in rubles, but the
bank pocketed the difference (which it held in dollars).

Banks became money-making machines and by the mid-1990s they
had accumulated hundreds of millions of dollars, some of which they
lent to the government in the infamous loans-for-shares scam in 1995-96
that allowed the oligarchs to move from banking into industry. Yeltsin
allowed the state to effectively sell off its industrial crown jewels for a
fraction of their value.

Times were good if you owned a bank. It was less fun for everyone
else. Down by TsUM, Moscow’s “Central Universal Store,” one of which
can be found in every Soviet city, I met a middle-aged woman selling a
painting box. I offered the lady USD 20 for it.

She took the money and burst into tears. “What is this?” she said star-
ing at the USD 20 note. She had never seen dollars before. It came out that
she was a pensioner—Russian women retire at 55—and couldn’t survive
on the USD 10 a month the state paid. He husband had died, probably
from drink, and her son had been killed in Afghanistan in the 1980s.
Hyperinflation had reduced her life savings to a handful of dollars in the
space of a year and as a last resort she was selling off her dead son’s
belongings to get some money to feed herself.

“Calm down granny. It's USD 20. It’s a lot.” A passerby stopped to
comfort her and reassure her that my offer was more than generous. She
took the money and left looking crushed. Hyperinflation condemned an
entire generation to poverty. Their savings turned into dust and with the
state a smoking ruin older people were desperate.

I'had to reappraise my view of Russia: it didn’t matter what system was
adopted. The point was that something needed to happen and happen
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fast. Even today, when the state pension now covers all the basics—but
nothing more—most Russians expect little from retirement. A survey at
the start of 2011 found that 80% of those polled intended to stay in their
jobs until they die.

AT THE WHITE HOUSE

As my first winter in Russia closed in, tension in the capital was rising
fast. Yeltsin was in a showdown with the Communist-dominated Duma,
which refused to cooperate with the president. The Duma was led by Rus-
sian vice president, Alexander Rutskoy, and the parliamentary speaker,
Chechen economist Ruslan Khasbulatov.

Things came to a head on September 21, 1993, when Yeltsin unconsti-
tutionally dissolved parliament and Rutskoy rushed to the White House
where he was proclaimed the acting president of Russia. A standoff
began as the Duma deputies locked themselves in the building that sym-
bolized democracy and where Yeltsin himself had famously stood on a
tank in 1991 to rally his supporters. Ironically, Yeltsin was holed up at
the other end of Novy Arbat, a 15 minute walk away, in the Kremlin—the
seat of the Communist Party since Lenin had taken control in 1917.

I was living in the middle of Novy Arbat, behind Dom Knigi (the House
of Books) and walked down to the White House every day to see what was
going on. To begin with there was a festive feeling amongst the crowd,
the spirit of 1991, where the people were acting to protect their rights,
watched over by a token police presence.

But as the week wore on the police presence grew and Yeltsin began to
turn the screws. First the phones were cut off, then the power and water.
The building was then encircled by police, who prevented anyone from
going in or out (although the press was allowed through the cordon).
Finally, the city sent all its water trucks, which parked toe-to-tail to form
a solid barricade around the building.

Inside the courtyard communists marched chanting slogans and vet-
erans with chests full of medals peppered the crowd; most of the people
there were older, or at least middle aged—the generation that had lost
everything in the fall of the Soviet Union. General Albert Makashov, a
nationalist-communist officer and politician, was in charge of the White
House defences and took a swipe at me with his baton for trying to take
his picture. The press was tolerated, but as foreigners we also personi-
fied everything that had gone wrong with the Socialist paradise.
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Bizarrely, in the middle of this siege, the famous cellist and conduc-
tor Mstislav Rostropovich, much beloved by the Russians, turned up at
Sheremetyevo airport without a visa (he was by then a U.S. citizen) and
shouted at the border guards until they let him in.

Within days he had organized a recital of the 1812 Overture (which cel-
ebrates the victory of Russian general Mikhail Kutuzov over Napoleon) on
Red Square. I stood in the VIP compound near the stage, just a few yards
from Rostropovich, and behind me the square was packed to capac-
ity. Suddenly there was stirring to the right and cheers went up from
the crowd. In typical impetuous style, Yeltsin had suddenly appeared
through the Spaski Tower in the corner of the Kremlin and came out to
glad hand with the crowd before the music started.

Things came to a head on October 3. A mass demonstration on Novy
Arbat swept the police and the water truck cordon away. I woke late that
day with a raging hangover as most of the international press corps had
been at the Penta hotel on Olympeisky Prospekt the night before, where
the owner of The Moscow Times, Dutchman Dirk Sauer, had thrown a
huge party to celebrate the English language newspaper’s first birthday.
A one-time communist, Sauer used to chain himself to embassy railings
in the name of Marxism, but his Independent Media publishing house
went on to become the powerhouse of Russian print media, scooping
up the rights to Cosmopolitan, Men’s Health and Playboy among others,
transforming Sauer into a multimillionaire in the process. That evening
Sauer gave me a Moscow Times coffee cup as a memento, which I still
have.

I arrived at the White House courtyard the next day in time to see Rut-
skoy appear on the balcony to give a speech. One of his bodyguards held
up a transparent bullet proof shield that folded out of an attaché case to
protect him from snipers’ pot shots, as he called on the crowd to form
battalions, and seize the mayor’s office and the national television center
at Ostankino. The people in the crowd swirled into action. Men started
climbing into the back of Kamaz trucks and handing up Kalashnikov
rifles that appeared out of the White House from somewhere.

We found a car and followed the convoy through central Moscow and
swept up Prospekt Mira toward Ostankino, where Russia’s national tele-
vision studios are located under the famous TV tower. However, the
crack Vityaz Special Forces, under Yeltsin’s control, beat the commu-
nists to the building by a matter of minutes. Led by General Makashov,
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the communists had been hoping to take control of the TV Tower and
broadcast a message that the government in Moscow had fallen. If they
had been successful, fighting could have broken out across the country
and Russia could have turned into a Yugoslavia. At the very least, the
fighting would have been a lot bloodier and protracted than it was.

By the time I arrived at Ostankino, a trolley bus had been overturned
and thrown across the road. We rushed for cover as tracer bullets flew
overhead, making white steaks through the darkening sky. The tracers
were clearly intended more to stop people entering the fray than they
were actually aimed at the crowd, but we stayed close to the body of
the bus. Still, more and more people were coming up the road, but few
were going beyond the bus. A crowd was building up in between the
protective arms of the bus tires. A fierce firefight raged between the
communists and Vityaz forces just out of sight in the darkness under
the horse chestnut trees.

Then the first causalities began to arrive. Men sprinted out of the trees
carrying between them their unconscious comrades soaked in blood
as the first ambulances raced up the access road. The next day it was
reported that Rory Peck, a British cameraman working for the German
station ZDF, had been shot and killed that night (I later became a found-
ing member of the Frontline Club in London, which is dedicated to the
memory of Rory and half a dozen other journalists killed on the job). In
all, 62 people died in the fighting at Ostankino that night.

We stayed until we started to hear a quiet “zip” in the air around us. It
took me a moment to work out what the sound was. Then I realized it was
bullets: snipers had obviously moved round to the side of the bus and
were shooting lower, and it was starting to get really dangerous. I was a
young freelancer and there was a strong desire to get closer and to see
what was going on. The adrenaline rush of being under fire means you
don’t feel the fear you should. Your senses are pumped to the maximum
as you try and become conscious of all 360° around you. But the sound of
bullets flying through the air brought me up with a slap and we decided
to leave. A friend and colleague at the Daily Telegraph once warned me:
“In war zones it is always the freelancers that get killed; they have to go
further than the staffers to get the better story.” Frustrating as it was, I
thought I had done enough that day.

We walked down to the main road, where we stopped a gypsy cab
to take us to the Bely Tarakan (the White Cockroach), a bar set up by
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a theater troupe as a private drinking club for the actors—one of the
first of Moscow’s clubs that later spawned an entire family of cool bars
(Propaganda and Kitisky Letchik are two of those still going 17 years
later).

That night the time horizon of Muscovites came down to less than
six hours. At the bar, rumors were rife. Some said the government had
fallen. Some said that the army was marching into Moscow. Others said
that the borders had been closed. We went to bed that night not knowing
what the morning would bring.

As the sun came up the next day, Kutuzovsky Prospekt was shaken
by the rumbling of tanks as they drove down this spoke road to park
on the bridge by the Hotel Ukraine and open fire on the White House.
The tanks were commanded by Alexander Lebed, a gravelly-voiced gen-
eral and paratrooper with a love of aphorisms, who later was to run for
president in the 1996 election.

Lebed’s tank battalion was the closest to the city and during the night
of October 3 both sides courted him furiously. Lebed had already won
fame by ignoring an order in 1991 to move against the people at the ear-
lier White House protests, and this time shortly after midnight he came
down on Yeltsin’s side. A feisty nationalist, Lebed was always true to
himself, saying that he spat on popularist politics and was contemptu-
ous of the government: “Those who profit are the ones at the top. They
keep the doughnut for themselves and give the hole to the people.”

The tanks settled the fight. The upper floors of the White House quickly
caught fire, blackening the top of the building, and the deputies holed
up inside surrendered. However, snipers moved out and onto the roofs
of the surrounding buildings, starting to take pot shots at anyone on
the street. Akhim Luther, a young German industrialist with a plastics
factory in the regions, was living in the apartment block next to the White
House and went onto his balcony to take some pictures. He was forced
to leap back inside as a hail of bullets poured through his window after
soldiers on the bridge mistook him for a communist sniper.

For the next three days, the area around the White House was a no-go
zone. According to government estimates, 187 people were killed and
437 wounded, while sources close to Russian communists put the death
toll as high as 2,000. Oddly, a 10 minute taxi ride across town, life went
on pretty much as normal on Tverskaya, with people out shopping or
hanging out in cafes.
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The fighting quickly came to an end and, after a few weeks of curfew,
life returned to normal. Rutskoy, Khasbalotov and the other coup plot-
ters were arrested (but given amnesty a year later by the new Duma) and
Yeltsin rammed through a new constitution, giving increased powers to
the president. What is forgotten now is that despite significantly increas-
ing his own power, Yeltsin spent much of his remaining seven years in
office battling the communist-controlled Duma. It wasn’t until Putin’s
arrival in 2000 that the president was fully in control of the political life
of the country.

THE TRADING YEARS

The next five years was a good period in Russia. Although the economy
was still stagnant and the government was in perennial crisis, running an
8% budget deficit funded by the now-notorious GKO short-term treasury
bills and whatever they could get out of Gazprom in taxes, it was at least
quiet and young people began to rebuild their lives.

This was the era of traders, of fast money and ostentatious spending.
“I have three million dollars, how much do you have?” boasted one of
these young traders in all seriousness as a conversational gambit over
single malt whiskeys at a party.

Simon Dunlop was sent to Russia in 1992 by British entrepreneur Tiny
Roland with a container of Marlboro cigarettes—legally imported. After
a week, the London office rang to see how he was settling in. “Oh fine,
thanks,” said Dunlop. The office then asked him when he thought he
would be ready to start work. “The cigarettes? Ah, I have been meaning
to call. T have already sold them. Do you think you could send me 60
more containers?”

Eventually, Dunlop moved to Philip Morris once Russia became its
fastest growing market. After Yeltsin introduced tax breaks for the
church and charities, Dunlop’s biggest customer became the Russian
Orthodox Church, which bought over USD 1bn of cigarettes a year.

The money began to flow and Moscow became a party town. The first
ever raves in Russia occurred in an abandoned palace on the Fontanka
river in St. Petersburg—the residents of Russia’s tsarist capital have
always been more cultured than the mercantile Muscovites. But Moscow
was where the money was and Ivan Salmaksov, the son of the city’s KGB
boss, brought techno music to the capital in 1992, with the Gagarin First
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rave. For USD 5,000 he hired out the Cosmos pavilion, where Sputnik
and various Russian space rockets were kept, and threw a party.

“Nobody knew this music. I told them it was a party, arecital, a political
rally—anything. And they came and had a good time,” Salmaksov told
me.

In 1993, the clubs were mainly full of small-time hoods with their tarty
girlfriends—places for them to show off their money. Salmaksov and
other members of the tusovka (literally, the wandering ones, but what
would be called the “in crowd” in the West) started organizing parties
on the off nights, Tuesdays and Wednesdays. But these upmarket raves
attracted so many people and were so wild that within six months the
tusovka had taken over Saturday nights at all the venues in town.

And then there was the Hungry Duck. An amphitheater shaped room
with seats rising around an oval bar space in the middle, only girls were
allowed in between 7 p.m. and 9 p.m. and allowed to drink as much as
they liked for free. For two hours they were whipped into a sexual frenzy
by male strippers, often ending up on the bar dancing naked. And then
the men were let in...

Part of what drove these debauches was the new freedom; locked
behind the Iron Curtain in the 1960s, Russia was going through its sexual
revolution in 1996 and 1997. And part of it was the drugs. Marijuana was
widespread even in Soviet times, but in the mid-1990s ecstasy arrived
and by 1997 this had turned into a heroin epidemic that took out the
top tier of DJs that had started the scene.

The young Russians were totally innocent when it came to drugs, as
there were no public health programs or education of any kind. I once
watched a D] doing speedballs (a line of coke followed by a line of heroin),
and asked him why he was messing about with heroin. “Ecstasy is bad
for your liver,” he replied with a USD 100 bill protruding from his nose.

PosH SHOPS

By the late 1990s, the first generation of oligarchs was well established.
Editors in London were crazy for the “women who like to shop” story—
the drop-dead-gorgeous twenty-somethings that were girlfriends to the
Novi Russky and dropped USD 5,000 a week on clothes. Looking for a
fresh take on what quickly became a very tired story, I went to Christian
Dior on Stoleshnikov Lane, an exclusive shopping street, just round the
corner from where I had bought my paint box a few years earlier.
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The Christian Dior shop was the latest addition to the thirty shops run
by JamilCo. The shop was owned by Khaled Jamil, the son of a Syrian
trader who exported perfume from Damascus to Soviet Russia in the
1960s; Syria was one of the few countries in the world that had already
established trade ties with Russia and its traders flourished in the early
years. Jamil himself came to Moscow in 1987 and opened the first Levis
store, also on Stoleshnikov Lane.

“At the time we were not retailers and no one wanted to open a shop
that carried only one brand,” says Jamil. “But of course it was a huge
success with queues outside running around the corner for more than a
year. We even had touts selling places in the queue.”

A young, beautiful woman cruised into the shop while I was interview-
ing and started to make a commotion: “Can’t you get some more?” She
was on the point of tears and pleading with the shop assistant.

The woman’s problem was that she’d missed “the Truck,” which had
arrived a week before. The boots were part of the exclusive winter col-
lection and cost a cool USD 1,500 in a country where the average income
was still less than USD 50 a month.

“We only ordered a few pairs. The problem with luxury goods is that
you have to order six months in advance. The companies only make
enough to fill the orders. If something sells well you can’t get any more,”
Jamil explained.

Russians were actually quite well off in 1991, compared with the other
emerging markets, with a per-capita income of over USD 14,000 a year
on a purchasing power parity basis, compared with China and India at
under USD 4,000 in the same year. But the lucky few with access to
state-owned assets became multimillionaires almost overnight. A stone’s
throw from where I bought my paint box from the impoverished pen-
sioner, the Moscow branches of Gucci, Donna Karen and Versace became
the top 10 grossing stores in the world, earning up to USD 150,000
per square meter by some estimates—10 times more than a normal
shop.

Christian Dior’s business in the mid-1990s was based on a group
of about 10,000 people that spent millions a year on clothes. Around
this time, the shop decided to do some market research and the sur-
vey showed that more than half the customers described themselves as
“unemployed.” Jonny Bayntun, the store manager, said that the shop
only carried stockings in sizes 6 and 12.
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“I's because we largely sell to the wives or the girlfriends,” he
explained wryly. “If you were an alien and tried to work out what
Russians were like based on just our stocking sales statistics, then you
would conclude all Russian women are about 6 feet tall with long skinny
legs, or short and fat.”

CRASH

I interviewed Salmaksov again in the summer of 1998 for The Face, a
British fashion magazine, for a piece about the eight coolest people in
Russia. He was full of plans. Life was settling down and he had been
offered a deal by ORT, Russia’s biggest TV station, to produce youth
programming, but was toying with the idea of going to New York for a
while to see how things were done in the United States.

“Things are getting better here. Can you imagine the ruble has been
six to the dollar for about a year now? There are lots of things to do, but
I haven’t made up my mind yet,” he said sitting in his apartment across
the road from 106.8 FM, a commercial dance music radio station that he
had helped found.

But the first sign of the brewing storm clouds was a call I got a few
weeks later asking if I knew where Salmaksov was. The door to his apart-
ment had been forced, there was some blood on the wall, and he had dis-
appeared. It wasn’t until years later that Vladic Munroe, a famous drag
artist who impersonated Marilyn Monroe, told me he had been killed
by the partners of a banker friend and his body had been discovered
in a shallow grave in the woods outside Moscow. It seems the partners
were angry at the banker (who was also killed), who spent too much time
clubbing and not enough time working, and blamed Salmaksov.

The trading years came to abrupt end on August 17, 1998. At the time
I was in Lenina, a small beach town on the Sea of Azov in the Ukraine.
The Sea of Azov is a small gob of a sea that is connected to the north
of the Black Sea. I had traveled two days by train from Moscow in a
second-class carriage with bunk beds stacked three high. The air was
fetid and the floor littered with eggshells as we tried to wile away the
trip by playing cards and drinking. I had come down to Kazantip, a
rave in the disused RMBK nuclear reactor just inland from the sandy
beach.

The rave was set up by Nikita Morshunok, Russia’s first ever beach
bum, with money he made from working in an “almost legal” gold mine
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in the Urals. He smuggled the first-ever windsurfer into the USSR and
Kazantip began as a windsurfing holiday in the 1980s for his friends.
Despite having the longest coastline in the world, both Russia and the
Soviet Union were starved of nice beaches, and by 1995 more than 4,000
people were making the trip to the Sea of Azov—so they started to
organize parties. The high point of the month-long party was the Reak-
tor party, a 10,000-strong rave held in the shell of a disused nuclear
power station. (After Chernobyl blew up, the fuel rods were never
delivered.)

The festival (for want of a better word) brought together promoters
and nightclub owners from across the former Soviet Union and party-
goers had traveled the length and breadth of the 15 republics to attend.
Even the Moscow chapter of the Night Wolves, Russia’s Hells Angels, led
by the “Surgeon” (a qualified doctor turned biker, who rode with Putin
in a 2011 pre-election PR stunt), had made the trip and the bikers raced
up and down the beach on their huge motorcycles.

At the party a sound system was set up at the end of the main work-
shop hall and ravers danced next to huge holes several meters deep in
the partly finished concrete floor. Most were off their heads from smok-
ing the marijuana that grows in the surrounding fields or amphetamines
smuggled in from China (complete with instructions in Chinese); it was
amazing that no one died. By 4 a.m. the crowd was in a frenzy and
dancers climbed up 50 feet of superstructure to dance on the massive
water pipes that were supposed to cool the reactor core.

Kazantip also marked the start of Russia’s recovery. This was the sec-
ond time the Moscow promoters had gotten involved in the party, and
this year they arrived with serious corporate sponsorship. The beach
was spotted with huts with straw roofs put up by most of the main alco-
hol companies and pretty girls in short-skirted corporate uniforms were
handing out cigarettes to the sunbathers, incongruously mixing with the
local babushki who were selling pirozhki to hungry ravers from buckets
draped with tea towels to stop the sand getting in.

There were no hotels and I found an apartment by hanging out in the
market where another babushka offered to rent me her apartment for
USD 10 a night and move out to stay with her sister for the next few
days. It was from her that I heard sketchy details that the government
had defaulted on its debt and devalued the ruble by 75%, but she wasn’t
sure what it meant. I had agreed to pay USD 50 up front in rubles, but
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offered her dollars instead after I heard the news. The Evening Standard
(now owned by Russian oligarch Alexander Lebedev) loved the story:
they ran a double-page spread the next day under the banner headline:
“Forget the ruble, the rave’s gone nuclear.”

BANKERS’ WAR

Between 1996 and 1998, Yeltsin was very sick, recovering from a quadru-
ple bypass operation, and the oligarchs had taken almost full control of
the economy. First, the best of Russia’s companies were effectively stolen
from the state in a series of rigged auctions, dubbed the loans-for-shares
scam. Then the oligarchs cynically clubbed together under the lead of
Boris Berezovsky, who hired “young reformer” and Kremlin insider Ana-
toly Chubais to organize Yeltsin’s re-election campaign in 1996.

But once the elections were over the truce didn’t last long. The clever
Chubais was hired by Yeltsin as Russia’s Sherpa to the IMF, and he had
a knack for getting cash out of international financial institutions that
kept the boat afloat. By 1997, Chubais put his foot down and refused to
hand over fixed telephone line monopolist Svyazinvest to the oligarchs at
a knockdown price. Berezovsky was incensed. A closed auction was held
and oligarch Vladimir Potanin, who had control of metals giant Norilsk
Nickel and Uneximbank, the biggest commercial bank in the country,
won. Berezovsky went on the attack in his various media outlets, which
included ORT, kicking off what came to be called the Bankers’ War.

I asked Potanin a few years later how Berezovsky, a former maths
professor, became so powerful. “All the instruments of power were lying
around in 1996 and Berezovsky picked them up,” Potanin told me in
his faux English study on Masha Perovayava Street, formerly home to
Gosbank, the Central Planning Committee’s bank. “No one was sure how
much power he had, but he pretended he had a lot and because everyone
believed him, he ended up with a lot.”

When I finally interviewed Berezovsky himself after he had fled to Lon-
don to live in political exile, he wouldn’t talk about those years. But it was
clear that he is a master of manipulation; his Ph.D. is in the mathematics
of system management.

Potanin eventually bought a 25% minus one share stake in Svyazinvest
together with international financier George Soros, who famously called
it “the worst deal of my life.” But in the process he screwed over Alfa
Bank founder Mikhail Fridman, for which he paid dearly a few years later.

16



“Westin” — 2012/2/24 — 14:23 — page 17 — #41

RUSSIAN GROWING PAINS

Both Fridman and Pitor Aven, co-owner of the bank, told me separately
that they bankrupted Potanin’s oil company in 2000 and took it over as
revenge for being pushed out of the Svyazinvest deal. But the 1998 crisis
ended the Bankers’ War and put all the oligarchs on the back foot.

However, all these machinations were not visible at street level, other
than in the 1996 elections. The strategy of delay and hyperinflate your
way to riches meant that no one had any cash. The entire economy was
run on barter, what academics Barry Ickes and Clifford Gaddy dubbed
the “virtual economy.” In one of the few public protests at this time, a
group of miners from the Donbass basin came up to Moscow and set up
camp in the back garden of the White House to protest the fact that they
had not been paid for months, or if they were paid at all, they were paid
with packed lunches.

“Where is our money,” one angry miner’s wife demanded as she sat
in her tent looking out on the courtyard where the communists paraded
during the 1993 siege. “I'll tell you where it is: it’s all in Switzerland in
the bank accounts of the oligarchs and government officials.”

Oligarchs are not businessmen. They are opportunists. They got so
rich so fast because they saw how the collapse of the Soviet Union could
be turned to their advantage. And the lithest of them all was Mikhail
Khodorkovsky, who first founded Menatep Bank and then took over
what became the Yukos oil company during the loans-for-shares deal
in 1996.

The trouble was that the three main production subsidiaries responsi-
ble for all Yukos’s oil—Yuganskneftegaz, Samaraneftegaz and Tomsk-
neft—already had a foreign minority shareholder, the American con-
tainer king Kenneth Dart, who was insisting on dividends and good
corporate governance. Khodorkovsky attacked, determined to drive Dart
out of the company, and it got ugly: in the late 1990s Russia was at rock
bottom in the global rankings for corporate governance, and Yukos was
ranked at the bottom among Russian companies on that list.

By this time I was writing more and more about business as the
financial-industrial groups (FIGs) became increasingly prominent. The
Dart people, expecting foul play, invited me to attend an extraordinary
shareholders’ meeting called by the Yuganskneftegaz production sub-
sidiary in March 1999.

It was a sunny day as I walked down to the Yukos clubhouse in the
Lepekhinsky Perulok cul de sac where the meeting was to be held. A
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group of men in expensive suits were loitering on the pavement in front
of the elegant building, smoking and talking on phones as we all waited
to be ushered into the small office in the building opposite to register
for the meeting.

John Papesh, who represented Dart and lived in Cyprus, was there wait-
ing for me, looking tanned and nervous. Dart was afraid that the share-
holders’ meeting was going to massively dilute his stake in the company
and had arranged a power of attorney for me to attend the meeting as
Dart’s proxy.

The girl who was processing the shareholder documents took one look
at my papers and gestured to the burly security officer wearing blue
fatigues in the corner. He marched over: “Out,” was all he said. I didn’t
move but gestured to Papesh. The guard moved his hand onto the butt of
submachine gun as Dart’s lawyers rushed over. “Mr Aris has a legal right
to attend this meeting under Russian law. All his paperwork is in order!”
they said waving the papers around. The security guard took hold of the
butt of his gun and pointed it into my face and said again: “Out.” So we
left.

It emerged later that a Russian court had frozen Dart’s shares so he
and his proxies were ineligible to vote at the meeting. Over the next few
hours, the shareholders (those who got in) voted to triple the number of
shares in Yukos, leaving Dart with an insignificant stake. To add insult
to injury, the new shares were to be paid for with veksels, or promissory
notes, that wouldn’t mature for three years. And finally the shareholders
decided it was in the best interests of the company to sell its oil to an
“independent” oil trader for USD 1.50/bbl, when the price of oil was
already on its way to USD 30.

Papesh tried to keep his cool and said that in the long term Dart’s inter-
ests would be protected, but couldn’t contain himself completely: “This
brazen asset grab takes the violation of Russian law and international
standards of corporate governance to a new low.”

The Yuganskneftegaz EGM marked for me the bottom of the crash and
the start of what turned into an almost decade-long boom. At the time,
the 1998 default on Russia’s debt and the devaluation felt like a disaster.
The leading stock market index, the RTS, had collapsed from an all-time
high of just over 500 to a low of just 37 in October of that year and the
top tier of Russia’s banking sector, including Menatep and Uneximbank,
went bust.
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The crash also hit the traders even harder. They had been making
money hand over fist, but all their cash was tied up in inventory. As soon
as the crisis hit, sales froze and their cash disappeared. Riding about in
Moscow everyone was depressed. “This country is shit. It has all gone to
hell. I need to take my kids and leave,” ranted one taxi driver. The wild
party was over and even the Hungry Duck was nearly empty.

ABOUT FACE

The devaluation that cut the value of the ruble to 25 cents on the dollar
overnight turned out to be a blessing in disguise, although it took several
years for this to become obvious.

Oil companies that paid their workers in rubles but earned their rev-
enue in dollars became fantastically profitable. As oil prices recovered
from the low of USD 10/bbl in 1998, which had caused the crash, to
USD 25, newly installed president Vladimir Putin was granted a boon.
Oil money primed the pump—LUKOIL invested more into production in
2000 than was invested by the entire sector the year before—and after a
decade of negative GDP numbers in the 1990s the economy grew by 10%
in 2000 alone. More importantly, both incomes and household spending,
which had been falling for 10 years, reversed and began to rise strongly.
People had cash in their pockets as the virtual economy got real for the
first time.

Oddly enough, it was Khodorkovsky who personified the turnaround.
In December 1999, Khodorkovsky bought off Dart for a reported USD
120-160mn. Then in the spring he launched the most ambitious cor-
porate governance program Russia had ever seen. Yukos’s share price
began a relentless climb from 20 cents in 1999 to a peak at over USD 15
a little over three years later. I interviewed him again just after Yukos's
market cap topped USD 30bn, making him the richest man in the world
under 40, and accused him of stealing the company in 1996 in the fixed
auctions.

“We didn’t steal anything. I paid several hundred million dollars in the
auction and at the time it was a lot of money. Just because the company
is worth billions now doesn’t mean it was worth billions then. We paid
a fair price at the time,” he told me sitting in the same clubhouse where
the Yuganskneftegaz EGM had been held. “You have to understand that I
am three generations of the Rockefellers in one: the first generation was
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robber baron, the second built the business and the last is royalty. What
took 100 years to happen in America is taking 10 years here.”

He had a point and the other oil companies I interviewed at the
time were also all talking about corporate governance; Harvard Business
School dubbed it the “the Khodorkovsky effect,” and it made all the top
businesses revise their ideas about how to get rich.

THE SUSHI YEARS

From about 2000 the game changed. The boast in the 1990s was to count
your millions in public, but after the financial crisis, thanks to the appear-
ance of cash, it became possible to make money from simply running a
good business.

“The guys I talk to boast: ‘I invested USD 10m last year and turned it
into USD 50m; how much did you make?’ They all have more money than
they can spend. So now it is all about the multiple you can make on the
money you already have,” Troika’s Vardanyan told me in his rumbling
voice in an interview at the time.

By now Troika was a huge investment bank worth billions of dollars
and Vardanyan had set up the 2015 Club, a group of independent busi-
nessmen that had made their money honestly and were lobbying the
government for reforms to create a real market economy. The “2015” in
the name of the club was the year that Vardanyan’s son would leave uni-
versity and Vardanyan’s hope was to have a Russia where his son would
want to live, work and raise a family.

Banks and oil companies gave way to supermarkets, restaurants and
consumer electronic chains as the front line for change in the 2000s. Get-
ting food in the early 1990s wasn’t a problem, but getting nice food was.
Very early on the Irish Supermarket chain opened and stocked things
like expensive cornflakes and Brie.

Shopping was mostly done in the various markets dotted about the
city. My favorite was the Central Market on Tsvetnoi Boulevard next
to the Moscow City Circus. Housed in a dilapidated but extremely
grand Tsarist-era hall, the place was lined with trestle tables manned
by swarthy men from the Caucuses, selling fresh fruit and vegetables
brought from places like Uzbekistan and Moldova, delicious honeydew
melons and huge sides of smoked sturgeon thicker than your thigh from
the northern shores of the Caspian. And caviar was ubiquitous. The ven-
dors in the market had open kilo-cans of the three main types—beluga,
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osetra and sevruga—and pestered you to taste some on little plastic
coffee spoons. A kilo cost USD 250 but would have been worth thou-
sands of pounds back in London.

From 2000, retail slowly became more organized and real companies
catering to the consumer began to come to the fore. The cigarette market
at Kievskaya was closed and the glitzy Europa shopping mall went up,
which cost tens of millions of dollars to develop.

Wimm-Bill-Dann was well ahead of its time and began selling J-7 juices
in 1992, complete with a modern marketing campaign that presented
the juice as a high quality product with a foreign feel; there is no “j”
in the Cyrillic alphabet. Car dealership Rolf also chose a foreign sound-
ing name for the same reasons. However, while goods with a foreign
image were popular in the 1990s, there was a backlash after the 1998
crisis and companies began to emphasize their Russianness in the fol-
lowing decade. After 2000, Wimm-Bill-Dann expanded into dairy, where
the real money is, before eventually selling to PepsiCo in 2011 for USD
3.8bn.

Wimm-Bill-Dann’s founder, David Iakobachvili, told me part of the
company’s success was that they stole employees from Mars and other
foreign, fast-moving consumer goods companies and, as the company
was not their “first born,” they let these managers get on with it. Indeed,
Mars produced a whole generation of managers for Russian manufactur-
ers while Alfa Bank produced a crop of bankers as it was the only bank
to bother training its staff in the 1990s.

The car business similarly made good money in the 1990s, but really
only took off after 2000. Sergei Petrov is the founder of Rolf, Russia’s
most successful car dealership, which turned over USD 4bn in 2010
(back to its pre-crisis sales levels), but you wouldn’t have guessed it from
meeting him. There is a class of Russian entrepreneur that is serious
and modest and hugely successful. Dmitri Zimin, the founder of mobile
phone company VimpelCom, which went into profit on its first day of
operation in 1994, is another one.

Petrov had exceptional entrepreneurial flare and organized his fellow
taxi drivers into a company providing drivers to foreign companies arriv-
ing in Russia in 1991. He got on particularly well with the boss of Mit-
subishi, who gave him a soft loan to import 40 cars from Finland and
by 1992, despite having no experience at all, Petrov won a tender to
open the first official Mitsubishi dealership. By 1997, Mitsubishis were
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the most common foreign car on the road in Russia and Petrov was a
multimillionaire.

“Luxury goods was the only stable market then. The fish were there—
mainly high government officials or oligarchs and the mafia. The rest of
society, about 80% of the population, had nothing,” Petrov told me.

Like Philip Morris, Petrov made a killing on importing cars through a
charity dedicated to helping the deaf. But his business really took off
in the 2000s after consumer credit arrived. Car sales quickly went mass
market, and Petrov had by this time built up a diversified business with
28 dealerships selling most of the leading foreign brands. More surpris-
ingly, unlike many of his peers, Petrov pushed from the start to make
the business legal.

“It was a battle of greed versus fear and greed won in the 1990s. When
we started selling Audis, my sales staff were de-motivated,” says Petrov.
“Other dealers, who were in effect smuggling their Audis into the coun-
try and avoiding the import duties, could instantly offer a USD 2,000
discount on any car that Rolf sold.”

Petrov was lucky because, after Khodorkovsky fell foul of the Kremlin
and was jailed in October 2003, it became clear that businesses had to
pay their taxes or face the same fate. Rolf could have faded away if the
corruption had continued, but instead the rest of the industry fell into
line and left Rolf as the market leader. Fear finally overcame greed.

Rustam Tariko did more than anyone else in Russia to introduce debt
to Russian shoppers that accelerated the growth into an economic boom
in the second half of the 2000s. During a holiday in the Czech Republic,
he stumbled across Home Credit Finance, alocal express credit operation
run by the Czech billionaire Petr Keller, and decided to set up the same
business in Russia.

Tariko had already made a fortune in alcohol. He got his start import-
ing and selling Kinder Surprise eggs. Then a chance meeting between
the boss of Kinder Surprise, who sat next to the boss of Martini on a
domestic flight in Italy, led to an import franchise. Nearly a decade later
Martini was one of the most popular posh drinks among Russia’s youth
(it had sponsored one of the bars at Kazantip). Tariko followed through
by launching Russky Standart, a premium vodka that blew the competi-
tion out of the water. I first met Tariko when he had just launched his
consumer finance operation of the same name.
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Tariko was different from his Russian peers in almost every way. His
office was a case study in tasteful minimalistic glass and chrome. There
was a desk that contained a computer and little else. The only other
pieces of furniture were a big leather sofa, a glass coffee table, and a
Bang & Olfusen stereo on the wall. Tariko himself was dressed in a smart
suit, designer shirt, no tie and spoke immaculate English.

Most of Russia’s banks have been founded on the revenues of some
Soviet-era company, but Tariko simply hired McKinsey & Company,
asked them what to do and did it.

The one snag was naming the new bank: Tariko wanted to call it Russky
Standart after his famous vodka; the McKinsey consultants cringed: “You
can’t name a bank after a vodka; banks are supposed to be solid and
conservative.” But Tariko insisted, and so the consultants went out, held
some focus groups and came back a month later with their tails between
their legs.

“Most of the big banks in Russia are backed by either state money or
oil revenues,” Tariko said. “The Russian public understands that both
are volatile and unpredictable. However, this is Russia and Russians will
always drink vodka no matter what happens to the economy, so our
bank’s image ends up being one of the most reliable in the country.”

Launched in 2001, the bank flourished. Originally considered a flash
in the pan, within five years all the leading banks in the country were
scrambling to catch up.

The advent of consumer credit transformed the Russian economy.
The average incomes in Russia were rising quickly, but credit multi-
plied spending power manyfold. Moreover, as the average Russian has
no debt to speak of and overheads, for example utilities, are low, almost
all of their income is disposable; IKEA discovered when it opened its first
store in Moscow in 2000 that the average Russian has the same spend-
ing power as the average Swede. The upshot is that Russians can load
themselves up with a lot of debt before it starts to pinch.

By 2008, a Russian’s time horizon had stretched out to at least two
decades. Everyone in Moscow had jobs and most were making good
money. A flood of babies arrived as couples that had been putting off
having children finally felt their future was secure enough to start a fam-
ily: in 2008 the falling birth rate reversed for the first time in almost two
decades. People were investing in their companies, studying for MBAs,
learning foreign languages and taking out mortgages on new homes.
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WHERE NEXT?

The 2008 global credit crisis has set Russia back. The economy went
from growing by over 7% in 2008 to contracting by 7% in 2009—a 14
point reversal. During the worst of the collapse, the economy literally
came to a standstill. The only reason why things didn’t get worse is that
companies still relied on their own financial resources for three quarters
of their investment needs, so everyone tended to keep a lot of cash on
their books.

But this has been the Russian story from the start: one of volatile
swings and muddling through in the face of incomplete reforms and
chronic corruption that slows progress down.

However, in the 17 years I have lived and worked in Russia, the country
has made continuous, if uneven, progress. There have been three big
crises in Russia (and several smaller ones) but each one does less and
less damage.

The first was in 1991 with the collapse of the Soviet Union, which
completely destroyed everything. However, the 2008 crisis has caused
surprisingly little damage. One bank went bust (Kit Finance), but the
government bailed it out by lunchtime on the same day it announced
its debt default. I interviewed the bank in September 2011 and not only
was business flourishing, but it had paid back all its debts three years
early.

Most of the problems Russia faces today are connected to policy and
the government’s efforts to modernize Russia. Retail has flourished as
the reforms needed to make it work are essentially apolitical: the state
only needed to free prices, which it did in 1992. However, as you go up
the industrial weight scale the government’s role becomes increasingly
important until you reach the oil sector where the state takes 90% of
every dollar over USD 28 a barrel of oil. Reforms are going slowly in
these middle-weight sectors—but they are going.

Academics like Professor Sergei Guriev, rector of Russia’s New Eco-
nomic School, say that in the early stages of transformation the state
plays a crucial role as the only economic agent with means. Heavy state
spending and support of the state-owned industries can get the economy
moving in a Big Push stage of transformation.

However, there comes a point when the state’s involvement in the
economy becomes detrimental and the government needs to switch from
pushing to nurturing, making it easier for private businesses to operate
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and letting commercial, not public, companies take the lead, which is
where Russia is today. Despite the chaotic ride so far, there is no reason
to believe that the country won’t continue to make progress, even if that
progress so far as been wild, volatile and unpredictable.
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Russia’s Economic Transformation:
An Unfinished Success Story

By Peter Westin

WELCOME TO CHAOS

I arrived in Russia in July 1998, one month before the country plunged
into a financial crisis that was triggered by a 70% devaluation of the ruble
and a debt default. Moving to Moscow for a European Union-sponsored
project was not an easy decision as I was leaving a permanent job as a
lecturer in economics at the School of Slavonic and East European Stud-
ies at University College London. However, the opportunity seemed too
good to refuse as it offered me a chance to work in the country where
my research had been concentrated for the five previous years. As one
can imagine, after one month of attempting to settle into some form of
“normality,” when the crisis hit, my immediate thought was “what have
I got myself into?” The images from the Asian crisis a year earlier were
fresh in my mind as the ruble fell as much in six weeks as the Indonesian
currency had in six months. In Indonesia, the sharp decline in the cur-
rency triggered widespread social unrest and violence. As an economist,
it was with a mix of morbid excitement and fear that I watched the events
unfold.

Sure enough, the Russians poured into the streets, but mainly to queue
outside banks and withdraw whatever scraps remained of their savings
following the devaluation. However, they did so peacefully. While the
notion that Russians are more tolerant of hardship may underpin this
display of social apathy, the other side of the story was that the social
impact of the 1998 crisis, although painful, was less severe than that of
the Asian crisis in 1997. In Asia, the crisis triggered rapid job losses and
the number of unemployed doubled in Indonesia, Thailand, Malaysia and
Hong Kong. In Russia, however, the number of unemployed rose from
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8.1mn in July 1998 to 10.5mn in February 1999, a painful yet compara-
tively minor increase of 30%.

However, the foreign community in Russia was particularly hard hit
when it came to layoffs. It was estimated that approximately 70% of the
foreigners working in Russia’s financial industry lost their jobs, includ-
ing many of my new friends. One friend was working for a well-known
Russian bank (one that still exists today). On the day of the crisis, a
large number of investment banking staff were told to report to human
resources with their signed letters of resignation. As the employees
refused, they were basically told to leave and expect no severance. As
the news hit their email inboxes, one employee in the bank’s research
department began to compose an email intended for clients. In just
five minutes, security arrived and physically threw him out the front
door. At another bank, even as the owners were assuring employees that
everything was fine and there was no need to panic, they were mov-
ing their own capital out of the country. The news spread like wild-
fire and in response the entire staff fled the building, taking whatever
they could carry with them, including computers, telephones, chairs
and desks. Not surprisingly, this bank went under. My EU project had
funding for another two years, and I considered myself lucky to have
a job. Since a major portion of our mandate was to advise the Rus-
sian government on economic issues, we suddenly found ourselves very
busy.

In this chapter I aim to give an overview of Russia’s economic develop-
ment during my time living in this fascinating country. Part of the story I
will tell is based on reflections from personal experience and interpreta-
tion of events, while partly I will base the analysis on hard data. The tale
will be one of a successful revival of an economy close to being in ruins in
1998 where, with the help of a rising oil price, economic growth surged
and living standards for the population improved dramatically. At the
same time, I will argue that after the second major economic and finan-
cial crisis in 2008-9 the structural weaknesses—many of them known for
years—have come to the surface, restricting Russia’s growth potential.
The country is now significantly more dependent on external factors,
especially the oil price, and the foundation for successfully diversifying
away from oil dependence and modernizing the economy has weakened
substantially. Therefore, Russia’s leadership is facing great challenges
ahead.
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Figure 2.1. Money supply in 1999 (M2/GDP).
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FROM CRISIS TO RECOVERY

It’s a well-traveled path, the discussion of how well Russia has done over
the last 10 years or so. But it’s easy to forget just how bad things were
before 2000, and how dramatically Russia’s situation has improved since
then. This is especially true when examining the average Russian’s qual-
ity of life. The 1990s was a time when inflation was reaching extreme
levels, workers went unpaid for months at a time (managers often used
wage funds to invest in high-yielding short-term bonds), and barter and
non-payments ruled an economy that was heavily dependent on the dol-
lar, with the ruble money supply, measured by M2, amounting to a mere
12% of GDP in 1999, low by any standard. The population, distrustful
of banks following repeated disasters, held limited bank deposits and
preferred to keep dollars stuffed under their mattresses (it was believed
that by the late 1990s Russia was the biggest holder of dollars outside
the United States).

During the 1990s it was common for companies to pay salaries and
bonuses in cash. As the crisis hit and foreigners were forced to pack
their bags and leave Mother Russia, they were faced with a dilemma.
In an uncanny echo of Russians’ own habits, many foreign bankers, as
least the successful ones, had stockpiled cash in their flats (whether it
was under the mattresses I do not know). In 1998, you could leave Rus-
sia with approximately USD 1,000 without making a declaration. For a
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Figure 2.2. Russian GDP (USD bn).

1,800 -
1,600 -
1,400 -
1,200 A
1,000 -
800 -
600 -
400 ~
200

1998 2000 2002 2004 2006 2008 2010

Source: Rosstat.

larger sum, a customs declaration proving that you had brought this
sum with you when you entered Russia was required. The bankers were
awily bunch, however (as one may expect of anyone who had placed their
careers in the hands of the chaotic opening years of Russia’s financial
markets), and a solution was soon found: buy traveler’s cheques with the
cash and then destroy them. Traveler’s cheques have the advantage that
they can be replaced if lost or stolen as long as the holder retains the pur-
chase receipt showing the serial numbers allocated. Within a week after
the crisis hit, you could add traveler’s cheques to the list of goods no
longer in supply. After the 1998 crash the economy and financial system
seemed to lie in ruins and the consensus among economists anticipated a
long and drawn-out recession and a severe step backwards following the
achievements of the 1990s. For example, in May 1999 the IMF predicted
that the Russian economy would contract by 7% in real terms for the
year, a shuddering thought in light of the 5.3% slump in 1998. In actual
fact, the economy recovered sharply and GDP grew by 6.4% in 1999 on
the back of a low base effect, a surge in import substitution following
the devaluation of the ruble, and last but not least a 130% jump in the
oil price. In October of that year, the IMF's outlook for 2000 projected
moderate growth of 2%, the argument being that Russia had too many
structural deficiencies to sustain the growth achieved in 1999. The IMF
had again underestimated Russia and she achieved GDP growth of 10%
for 2000. That year marked the beginning of a great turnaround in the
Russian economy.

The post-1998-crisis period was a golden age for Russia in many
aspects, especially compared with the years of 1991-98. The Russian
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Figure 2.3. Russian GDP per capita (USD).
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economy began to advance at a very impressive pace. After the lost years
spanning Russia’s emergence from the dissolving of the Soviet Union to
the crash of 1998, during which a small number of individuals in politics
and business essentially robbed the country, Russia’s GDP made signifi-
cant strides. In 1999, Russia’s nominal GDP equalled USD 196bn, which
was close to the GDP of Austria. However, Austria had a population of
8.1mn in 1999 while Russia’s population was 147mn. Eleven years later,
Russia’s GDP had grown to USD 1.5trn, or four times that of Austria. Over
the same period, GDP per capita rose from USD 1,330 to USD 10,500 or
by a multiple of nearly eight (although still far below Austria’s GDP per
capita of USD 54,900). It is, however, worth mentioning that between
1999 and 2010, Russia’s population shrank by a catastrophic 6mn peo-
ple and I will touch upon the role of demography in Russia’s economic
outlook later in this chapter.

Russia’s fiscal balance underwent something of a revolution around
the turn of the millennium as the 1998 turmoil became the trigger for
the government to clamp down on tax disobedience, forcing companies
to pay their taxes on time and in cash. Moreover, it wasn’t all just a case
of better policing. Tax reforms provided additional incentives for compa-
nies and individuals by introducing a flat corporate profit tax of 20% and
a personal income tax rate of 13% (a key topic of our advice to the Rus-
sian government in 1998-99 was for the introduction of flat tax rates).
Thus, having struggled with massive fiscal deficits during the 1990s,
which averaged 8.1% of GDP between 1992 and 1998, the budget deficit
quickly became a surplus, which averaged 4.4% of GDP over 2001-8.
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Figure 2.4. Russian federal fiscal balance (%/GDP).
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Figure 2.5. Russian external debt (%/GDP).
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The ballooning in the oil price was also instrumental in Russia’s suc-
cess in significantly improving its balance sheet by paying off external
debt and accumulating international reserves. In 1999, Russia’s total
external debt equalled 91% of GDP, while government external debt stood
at 68% of GDP. Eleven years later the total debt burden had fallen to 33%
of GDP and government external debt to a mere 2% of GDP. As for inter-
national reserves, in 1999 the total was USD 12.5bn (6.4% of GDP). By
2010, the figure had increased to a war chest of USD 480bn (32.4% of

GDP).
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Figure 2.6. Russian international reserves.
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What is more, it was not merely a period of piecing together the rubble
of the government’s finances from the shattering 1998 crisis as, simul-
taneously, the wealth of the Russian consumer was also to undergo an
immense change for the better.

Not only are workers now getting paid, but wages have risen substan-
tially. In 1999, the official average wage was USD 64 per month while
in 2010 the figure had risen to almost USD 700 per month. Salaries are
also not being eaten away by inflation to the same degree, as inflation has
moderated over the past 13 years, though remains high by Western stan-
dards. Furthermore, with the advent of greater enforcement of corporate
tax payments in cash, companies followed suit and began to request cash
payments from their customers. The overwhelmingly positive result was
a move away from barter transactions, triggering a process of remone-
tization of the economy. By the end of 2003 barter transactions had
almost been eradicated, according to data from the Russian Economic
Barometer.

The eye-popping explosion in wages has naturally given birth to a
thriving middle class and so I would like to offer a few statistics which I
feel largely speak for themselves.

For example, the number of privately owned cars numbered 231 per
1,000 people in 2010 (still less than half the number in Western Europe
but five times more than in China). Ten years ago, car ownership was
126 cars per 1,000 people and 20 years ago it was 64 cars. In 1998, the
majority of cars on the roads were Russian while today most are foreign
models (at least in Moscow).
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Figure 2.7. Russian barter and money supply (January 1992-December 2003).
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A major offshoot of this race to get behind the wheel has been an esca-
lation of Moscow’s famously infuriating traffic jams. The city’s traffic was
already notorious 13 years ago. In 1998, bad traffic could turn the drive
to Sheremetyevo airport from the center of Moscow from a 30 minute
journey into a one-and-a-half-hour trudge. Now it can be a four-hour slog.
While I will not hide the fact that I mention this issue here in the faint
hope that it will help in shaking the authorities into tackling the issue
with greater urgency, the huge expansion in Moscow’s rush hour, thanks
to the increase in car ownership, is still testament to how fast changes
took place (and arguably how significantly the country’s infrastructure
was unprepared).

Another new-found love of the Russians is undoubtedly the cellular
phone. Perhaps in a similar vein to cars, the cell phone also occupied
the position of status symbol in a society that was deprived of materi-
als goods for so long and then sought to demonstrate new wealth. In
1999, mobile phone penetration was a mere 1% (not aided by the absurd
bureaucratic requirement to have a license in order to carry a mobile
phone) against levels of around 90% in developed economies. Neverthe-
less, rising disposable income and a Russia-specific factor that the pop-
ulation often owns more than one sim card generated a mobile phone
penetration level of 151% by 2010. Moreover, low broadband penetration
(31% in 2010, up from 3% five years earlier) means that mobile phones
are an important tool for accessing the internet.
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Non-Russian readers of this chapter will, however, likely be more famil-
iar with the influence of Russia’s middle and upper classes beyond Rus-
sia’s borders, as this developing segment of the population have scat-
tered across the globe. In 2010, there were 12.6mn registered departures
by Russian residents to non-CIS countries. In 1999 this figure was a mere
2.6mn. It is now not uncommon to find restaurants in Europe with menus
in Russian.

The Russian elite has also actively invested in the overseas property
markets for years, demonstrating a particular fondness for prime real
estate in London. Although exact data on how much money has been
directed into real estate is unknown, Knight Frank estate agents reported
that in the 12 months up to February 2011 Russians paid an average of
USD 8.8mn per property in London. Despite citizens of China, Malaysia
and Hong Kong paying a higher average price, Russians are the domi-
nant foreign investors in the London market, buying 5.9% of all proper-
ties with price tags above USD 3.3mn over the aforementioned period
(second after U.K. citizens, who comprised 48.4%). In addition, Russians
accounted for 5% of prime property purchases in Monaco and a full 10%
in Paris during the same 12 months.

Any assessment of this phenomenal reversal in Russia’s fortunes from
the depths of the 1998 turmoil naturally returns to the single most
important driver of this transformation: the oil price. On my arrival in
Russia in 1998, the oil price stood at just over USD 10/bbl and the oil
bears were roaming the streets. In November 1998, Kuwaiti Oil Minister
Sheikh Saud Al-Sabah said he feared prices could plunge to USD 5/bbl, a
view shared by the influential Economist magazine. Instead, the oil price,
after reaching a bottom of about USD 9/bbl in December 1998, began a
steady climb. For Russia it was a blessing in an (albeit very weak) disguise.

By 2005 I found myself part of the new wave of investment bank-
ing employees trying their hand at Russia’s growing capital markets as
the economy continued its climb out of the abyss. I was working in
the research department of a local Russian brokerage with a remit to
forecast Russia’s economic path. In October 2005, with the oil price at
USD 55/bbl, and our in-house long-term base case assumption of USD
32.5/bbl, I published a report in which I outlined a “what-if scenario” for
Russia’s economy at an oil price of USD 100/bbl.

The majority of the bank’s clients appreciated the approach (perhaps
dreaming of the fabulous impact a USD 100/bbl oil price would have on
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their investments). Others, including journalists, banking competition
and selected clients questioned which planet I happened to be living on.
Two and a half years later it turned out our worlds were not so far apart
after all, and we remain on the same planet.

Finally, while the economic boom years were undeniably oil-fired, some
credit must be accorded to the transfer of power in 2000. Vladimir Putin
became acting president on New Year’s Eve 1999 when President Boris
Yeltsin resigned in a surprising move. Putin then won the 2000 election
and went on to a second term in 2004 as the good fortune of rising oil
prices persisted.

Equally important, the country has not completely squandered its
bulging revenue, for which the overwhelming credit must go to former
finance minister Alexei Kudrin. For instance, net private capital outflows,
which over the 1994-2000 period amounted to USD 128bn, or an average
of 6.5% of GDP annually, diminished sharply from 2001 and turned into
net inflows in 2006 and 2007. Also, from 2004 the government began
to set aside oil-related revenues into a stabilization fund, later split into
the Reserve Fund and the so-called National Wellbeing Fund, with a com-
bined value of USD 118bn (October 2011). At the peak in December 2008
the two funds held a combined value of USD 225bn, but it was drained
as it was used to prop up the budget after the oil price drop in 2008 led
to revenue shortfalls.

That said, there remains an underlying fragility in Russians’ confidence
in the economy’s capacity to withstand external shocks and a fear of los-
ing assets earned, as witnessed by the renewal of capital outflows since
the 2008 global financial crisis erupted. Over 2008-10 USD 230bn (or 5%
of GDP) has left the country (the figures on Russian activity in interna-
tional property markets may offer some clues as to the destination of
this money). Moreover, the 2008-9 crisis has exposed serious structural
weaknesses in the Russian economy, which brings into question the abil-
ity of Russia to achieve a similar economic performance as seen prior to
that crisis.

EcoNOMIC PROGRESS ON HOLD

In the aftermath of the 2008-9 global economic crisis, and the ensuing
instability across financial markets, economists and government officials
alike are, once again, considering how to generate economic growth after
a painful contraction in GDP. In terms of starting points, there is no
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Figure 2.8. General and non-oil federal fiscal balance (%/GDP).
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question that if you take a snapshot of the Russian economy you will
see that the country will end 2011 with one of the strongest balance
sheets globally. The budget and current account will be in surplus, it
will proudly demonstrate the world’s fourth largest foreign exchange
reserves, a negligible external debt position, one of the lowest level of
inflation rates since reforms began in 1992, and despite a volatile global
economic backdrop, the oil price remains at USD 110/bbl (October 2011).
I ask therefore, is there anything to be genuinely worried about?

In my view, the answer is yes. Russia’s next president, to be elected
in March 2012, in my view, will be facing great challenges, and in this
section I outline some of the more pressing ones.

While the Russian economy did recover from a 7.8% decline in real
GDP in 2009 to a 4.0% expansion in 2010, an even stronger rebound that
should have occurred, purely from a low base effect, did not materialize.
Real GDP growth is likely to come in around 4% in 2011, hence far below
the galloping growth rates seen in 1999-2008 when economic expan-
sion averaged 6.9%. And all this despite the black gold currently trading
around USD 110/bbl.

At the time of writing the world is going through another crisis,
or some would argue a continuation of the 2008-9 turmoil. European
sovereign debt lies at the heart of the problem, but the world is also
witnessing political unrest in North Africa and the Middle East, concerns
over U.S. economic growth, as well as worries over the sustainability
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Figure 2.9. General and non-oil current account balance (%/GDP).
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of the Chinese economic growth story. A high degree of integration into
the world economy means Russia cannot withstand a global growth slow-
down. The main impact would be felt through lower commodity prices—
not surprising given that more than 85% of total exports is commodity
related.

However, there are also major structural issues within Russia to take
into consideration. The output gap has narrowed which has pushed the
potential growth rate lower. Currently, the potential real GDP growth rate
lies around 4% while during the years 2001-8 it was above 6%, accord-
ing to an ATON forecast. Russia has missed the opportunity to reduce
dependence on the oil price, which quite to the contrary has grown in
recent years. The best illustration of this is the non-oil fiscal deficit (the
budget deficit after the exclusion of oil-related revenues), which is cur-
rently over 10% of GDP. During 2004-8 the non-oil deficit averaged about
2% of GDP. Since 1995 Russia has also enjoyed a current account surplus
(with the exception of 1997 when the country recorded a modest deficit).
However, as with the budget, when excluding revenues from oil exports,
the current account balance has also been negative.

The quality of Russia’s economic growth is also questionable given that
domestic investment remains low and Russia is in great need of upgrad-
ing and replacing a large proportion of its capital structure. Gross capital
formation (including change in inventories) stands at around 20% of GDP.
This is low by any international standard, as illustrated in figure 2.11,
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Figure 2.10. Russia: fixed investment (%/GDP).
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Figure 2.11. Fixed investment (10 year average %/GDP).
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where within a group of countries including the other BRIC countries
as well as former communist economies, we see that Russia’s 10 year
average investment level of 20% of GDP is superior to only three other
countries (Tajikistan, Brazil and Poland).

The solution lies in modernizing and diversifying the economy, which
has been flagged by the Russian leadership as a key policy objective for
several years now, though with questionable tangible results.

This challenge will not disappear, however, and will merely grow
in stature and complexity. In my own doctoral thesis I analyzed the
potential for Russia to diversify its economy. In short, the conclusion
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Figure 2.12. Russian budgetary spending on education (%/GDP).
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was that without serious structural reforms, a higher oil price would lead
to an increase in the dependency on oil, and subsequently, the harder it
would be to achieve economic diversification. As history reveals, only
a handful of countries have managed to diversify away from depen-
dency on a natural resource (not necessarily oil) to more high-tech/high-
value-added economies, namely Sweden, Finland, Canada and to a certain
degree Australia.

As a vast body of economic research has demonstrated, the key com-
ponents for successfully diversifying an economy have been spending
both on education and on research and development, coupled with for-
eign direct investment. Russia’s track record in all three areas has so far
not been supportive of a success story.

1. Spending on Education

While budgetary spending on education has been rising since 2000, the
10 year average of 3.8% of GDP is low compared with levels of more than
5% in Central European countries or an average of 4.6% in the OECD.
In Sweden, a prime example of a country that since World War II has
diversified away from natural resource dependency, public spending on
education over 1965-80 averaged more than 7% of GDP. For Finland the
average expenditure over the same period was around 5% of GDP. To
this day, Sweden and Finland continue to top the league table of public
spending on education within the European Union.
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Figure 2.13. R&D spending (10 year average %/GDP).
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2. Spending on Research and Development

In terms of spending on R&D Russia has a more commendable position
within the emerging market universe. Figure 2.13 shows that over the
last 10 years R&D spending (public and private combined) in Russia has
averaged 1.2% of GDP, only marginally trailing China’s 1.3% of GDP. That
said, the rather steady growth in R&D starting in 1999 stalled in 2003,
and in 2009-10 R&D spending amounted to a mere 1% of GDP. In addi-
tion, it is worth noting that Sweden and Finland continue to display some
of the highest R&D levels in the world. In 2010 they were the only two
countries to meet the EU goal of 3% of GDP, set in 2002 in order to inte-
grate EU members states into a European Knowledge Area (the goal was
to achieve this by 2010 so the deadline has passed).

3. Foreign Direct Investment

Since records began in 1994, Russia has attracted a pitifully small
amount of foreign direct investment and thus has received one of the
lowest levels of gross FDI of all post-communist countries. On a positive
note, the level of FDI as a share of GDP rose fairly steadily from 2002,
peaking at 4.5% of GDP in 2007. Since then, however, the level of FDI
dropped to below 3% of GDP in 2010. The average for 1994-2010 was
1.9% of GDP, well below the average for post-communist countries and
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Figure 2.14. R&D and the BRICs (%/GDP).
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Figure 2.15. Foreign direct investment into Russia (%/GDP).
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the BRICs, and in fact is the fourth lowest of the 24 countries displayed in
figure 2.16. Combining this reality with the earlier mentioned statistics
on domestic investment clearly emphasizes that the government must
address huge failings in its efforts to attract investment, both by domes-
tic as well as foreign corporations. Deterrents to investment frequently
cited by investors have included an untrustworthy investment climate
due to an unpredictable legal system and corruption.

Finally, moving the discussion to other weak spots in the economy, it is
important to recognize that small businesses have tended to be an engine
for growth in most economies. However, in Russia, bureaucracy and cor-
ruption have been discouraging small business development. While data
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Figure 2.16. Gross foreign direct investment (average %/GDP 1994-2010).
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are lacking for 2010, the output produced by small businesses amounted
to 12.4% of GDP in 2009 (the EU average is close to 20%). I would expect
only a slight recovery in 2010 and a further deteriorationin 2011 as anec-
dotal evidence suggests that small businesses were particularly harshly
impacted by a hike in the social security tax in January 2011 from 26%
to 34%.

Small and micro businesses are additionally an important factor for
labor creation. In Russia, in 2010 employment in small businesses
accounted for 8.6% of total employment compared with the EU average
of 21%, and micro businesses employed 6.8% with the EU average close
to 30%.

POOR DEMOGRAPHICS IS AN ADDITIONAL BURDEN

Russia is also struggling with negative demographic dynamics. Over the
period 1993-2009 Russia’s population shrank by almost 400,000 per
year. Looking to the future, according to the U.S. Census Bureau Russia’s
population could collapse to 110mn by 2050 from 143mn currently. I
should underline the glimmer of good news that the number of births
has been on the rise since 2000 while registered deaths have been on the
decline since 2003.

Adding to the good news, in 2010 Russia registered its first popu-
lation increase since 1992, showing growth of 1mn. This increase was
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Figure 2.17. Russia’s shrinking population (mn).
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Figure 2.18. Number of births and deaths (mn).
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supported by a slight uptick in the birth rate, but was mainly driven by
a surge in immigration. Given that Russia’s immigration policy is rather
restrictive, with the exception of efforts to reach out to the Russian dias-
pora, we are not yet confident that 2010 was the start of a reversal of
the trend. That said, the rate of decline will likely diminish dramatically
and therefore the forecast from the U.S. Census Bureau is probably too
pessimistic.

Nevertheless, in an international setting Russia’s demographic struc-
ture looks appalling. Taking the difference between the number of births
and deaths (per thousand people) Russia stands out with a net decline
(see figure 2.19). In addition, the average life expectancy for men is still
just 63 years while for women it is 75. Russia remains one of seven

44



“Westin” — 2012/2/24 — 14:23 — page 45 — #69

RUSSIA’S ECONOMIC TRANSFORMATION: AN UNFINISHED SUCCESS STORY

Figure 2.19. Birth rate minus death rate 2009 (per thousand people).
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countries in the world where the difference between men and women
dying is more than 10 years.

Perhaps more worrying is that the labor force peaked in 2009 and is
now in decline, and given low birth rates in earlier years the labor force
will continue to shrink for some time. While clearly a declining labor
force is serious, the impact on the economy is not straightforward. A
falling labor force in a labor-intensive country like India or Bangladesh
would clearly have a negative impact on output. However, Russia, I would
argue, is capital intensive. The problem, though, is that a large part of
the capital stock is outdated, and in need of upgrading or replacement.
The alternative is what is known as the t-factor in a production func-
tion, namely technological advancement. This means that technological
advancement and innovations can help Russia to cushion the negative
impact of a declining population and labor force. However, as I have illus-
trated, the prospects for capitalizing on the t-factor remains low given
low domestic and foreign investment, as well as low spending on R&D
and education.

Furthermore, a recent survey (May 2011) from the Levada Center (a
Russian independent research organization with a focus on social issues)
found that 22% of Russia’s adult population wants to leave the country.
This is the highest number recorded since the fall of the Soviet Union.
If we speak purely of students and entrepreneurs, this figure rises to
50%. A study by the World Bank found that 77% of Russian science and
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engineering students, studying in the United States will not return to
Russia. While I am sure that a similar situation may be found in many
other countries during this time of crushing youth unemployment glob-
ally, I am particularly perturbed by the number of educated Russians
seeking to apply their talents elsewhere. The inference is that we are
witnessing a return to a similar sentiment observed in the 1990s.

This, in my view, highlights another fundamental problem: Russians
already leaving the country tend to be highly educated or skilled workers.
As for immigrants, 90% are from the former Soviet republics, and the
vast majority can be classified as blue collar workers. This means that
through migration Russia remains a net exporter of talent.

THE GOVERNMENT NEEDS TO TAKE RESPONSIBILITY

The government has an important role in guiding Russia onto the path
of modernization and diversification. Therefore, the prioritization of
fiscal spending needs to be addressed, and, in addition, this is espe-
cially urgent given the budget’s increased dependency on the oil price.
As shown above, R&D spending has been on the decline, and although
spending on education is currently higher than 10 years ago it is very
low for a country where economic modernization is critical. On the fed-
eral level, spending on military and security accounts for more than 20%
of spending, and increasing every year. With a need to cut expenditures,
efforts to refocus and reallocate spending in favor of education and R&D
must be adopted. The largest item in the federal budget is financial aid
to the regions, which in 2010 accounted for 32% of the federal budget
or 7% of GDP. This means Russia’s regional governments (given that
a large share of spending on, for example, education comes from the
regional budgets) have a vital role to play in adopting a modernization-
accommodating fiscal regime. The main question, however, is to what
extent regional governments have an incentive to comply given that
(1) they have been stripped of some of the powers by the central govern-
ment and (2) given the year-end transfer of regional aid from the federal
budget, there may be an issue of moral hazard.

While it may sound like a cliché, improving the general business cli-
mate for both domestic and foreign investors is paramount. The fig-
ures on FDI and fixed investment presented above speak for them-
selves. Moreover, the investment climate remains very uneven across
Russia. Not surprisingly, Moscow has attracted the largest number of
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FDI projects. However, under the previous city government, led by for-
mer Mayor Yuri Luzhkov, corruption was widespread, and in the process
probably deterred larger FDI projects from choosing Moscow as the base
for their investment. According to a study by Ernst & Young Moscow, dur-
ing 2006-10 Russia’s capital attracted 272 FDI projects, creating 6,954
jobs. However, the region of Kaluga, generally considered to have the
most favorable business and investment climate of Russia’s regions,
over the same period created 8,858 jobs out of just 39 FDI projects—a
sign that Kaluga managed to attract larger foreign projects. The average
salary in Kaluga is more than 2.5 times the average salary for the coun-
try as a whole and the region is suffering from labor shortages while the
nationwide unemployment rate currently stands at 6%.

After 18 years of negotiations Russia is finally set to join the WTO in
2012. WTO membership should eventually bring positives to the Russian
consumer through increased competition, and could also have positive
implications for further liberalization of sectors such as banking, insur-
ance and telecommunication. Also, there is a belief that membership of
the trade club could bring in more FDI. I would, however, argue that the
big caveat is that this is strongly related to politics, which will deter-
mine how committed the establishment is to allowing WTO membership
to benefit the country. If the government pushes ahead with improving
the business climate, then the net impact from WTO membership could
be huge, mainly in attracting investments. However, if the status quo is
maintained, the benefits from WTO membership will be limited, in my
view.

Efforts to improve the business and investment climate must involve
a crack down on Russia’s rampant corruption as it is associated with
economic distortions and provides an obstacle for economic flexibility.
Consider, for example, that in many countries small businesses pro-
vide an engine of growth and labor creation. In Russia, however, corrup-
tion remains a key obstacle for small business development, and partly
explains why the segment, as described above, remains underdeveloped.
Therefore, the distortions created by corruption should not be under-
estimated, and the same is true for barriers to entry for both domestic
as well as foreign companies. Again, a quantitative data approach pro-
vides a telling picture.

According to Transparency International’s Corruption Index, in 2010
Russia scored 2.1 (on a scale from 0-10, where 10 represents a “clean”
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Figure 2.20. Corruption Index for Russia.
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country and 0 indicates total corruption). Russia was one of the lowest-
ranked countries, coming in at number 154 out of the 178 countries
surveyed. In 1998, Russia scored 2.4 (ranking 76th out of 85 countries
surveyed) on the corruption index. Over the past 12 years, according to
the index, the situation relating to corruption has actually deteriorated.

The Economic Freedom Index, produced by the Heritage Foundation,
ranges from 0 to 100, with 100 indicating maximum freedom. It eval-
uates openness, the rule of law and competitiveness, factors which are
taken for granted in most well-developed economies, but often lacking
in developing and emerging countries. In 2011, Russia scored 50.5 and
placed 143 out of 179 countries surveyed. As with the corruption index,
this figure represented a decline from 1998 when Russia scored 52.8 and
stood at 137 out of the 155 countries surveyed that year.

If one sets the 10 year average Corruption Index and Economic Free-
dom Index against 10 year average GDP growth (for the Corruption Index
figure 2.22 displays the result of 174 countries, and for the Economic
Freedom Index figure 2.23 displays the result of 152 countries) the result
suggests that a high level of corruption or lack of economic freedom is
not necessarily an obstacle for growth.

However, doing the same against GDP per capita reveals a totally dif-
ferent picture, suggesting that in order to develop economically Russia
needs to become “free” and less corrupt.

For almost two decades investors have had to consider high corrup-
tion levels, poor corporate governance and property rights, and heavy-
handed bureaucracy. Throughout this time, the sweetener has been a
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Figure 2.21. Economic Freedom Index for Russia.
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Figure 2.22. Corruption Index and GDP growth (10 year average).
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strengthening macroeconomic environment and high commodity prices.
Hence, given our view that strong growth is becoming harder to achieve,
we believe that in the future these factors will receive more attention and
investors may not be willing to show as much tolerance toward Russia’s
ills.

A MESSAGE FROM CHINA

In composing this chapter, and in particular in considering Russia’s chal-
lenges ahead, I drew on observations from two weeks spent in China vis-
iting Beijing, Shenzhen and Shanghai in September 2011. This admittedly
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Figure 2.23. Economic Freedom Index and GDP growth (10 year average).
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Figure 2.24. Corruption Index and GDP per capita, 2010.
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short period nevertheless came to shape my views on Russia’s failings
in its existing economic model.

There are of course several problems with comparing Russia with
China, and the main one being the starting point of reforms, with China
moving along a more normal development path, moving from a high
degree of labor intensity, and a large share of agriculture, then adding
capital, freeing up labor that could then move into other, higher-value-
added industries. Russia, on the other hand, in 1992 could be considered
a capital intensive nation, but, moreover, a large share of that capital
was in dire need of upgrading or replacement. Also, the Chinese econ-
omy is heavily dependent on manufacturing while Russia is resource
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Figure 2.25. Economic Freedom Index 2011 and GDP per capita 2010.
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dependent, and apart from raw materials exports there is little else to
write home about.

Nevertheless, China has invested in the population. The infrastructure
network, such as roads and public transport systems are some of the best
I have observed, at least in the major cities that I visited. Over the last
20-30 years new cities have been created from scratch. Thirty years ago
the region of Shenzhen had a population of 300,000—today it is a city
of 12mn.

However, a stark difference is the attitude toward foreign investments.
If a foreign company set up a headquarters in Shanghai, the local gov-
ernment will give land for the construction of the headquarters, senior
management will be given housing, and the company is provided with
significant tax breaks for several years. The concept of special economic
zones has truly been a success in China. In Russia, the notion of wel-
coming foreign workers is still alien, and even the basic procedures of
moving to the country are exploited by the authorities. For example, it is
the case that foreigners moving to Russia have to pay an import duty of
USD 5.40 per kilo on household goods. In other words, a foreign worker
wanting to bring his 150 kilo sofa must fork out an additional USD 810
on top of his shipping costs.

In terms of the attitude toward foreign investments, apart from the
Kaluga region, and a few other places in Russia, there is little to be
desired. Foreign companies, as well as domestic, continue to have to
deal with red tape, corrupted officials, frequent inspections from dif-
ferent authorities (police, fire department, health & safety, and so on).
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Ultimately, I realized that Russia’s potential for improvement is far
greater than I had previously presumed, and importantly I acquired a
greater understanding that discernible change must, at its root, come
from a desire for economic development from all levels of government.

CONCLUDING REMARKS

In this chapter I have tried to give an overview of Russia’s economic
development during the time I have lived in Moscow. The 1998 crisis,
in my view, can be described as what the economist Joseph Schum-
peter coined “creative destruction,” resulting in a new start for the Rus-
sian economy, and a clear break from the disastrous period of 1992-
98. Thanks in part to some reforms, and a strong helping hand from a
strengthening oil price, the economy began to flourish, and more impor-
tantly, the living standards of the Russian population started to improve.

However, the blossoming of opportunities to improve the standard
of living was accompanied by rise in corruption, and the rising oil price
meant that politicians lost the sense of urgency to reform. Unfortunately,
it is this factor which likely has exacerbated problems after the 2008-9
crisis, which in fact had little resemblance to the 1998 crisis. It is true
that on both occasions, little social unrest among the population was
observed and the economy and the consumer recovered very quickly.
However, the last crisis, rather than pushing economic reforms further,
has exposed the structural weaknesses of the Russian economy, in my
view, such as greater dependence on the oil price. As a result the Rus-
sian leadership will need to urgently focus their effort on structural and
institutional reforms, in order to avoid further disruptions to economic
progress.

A real challenge for any economy where radical reforms are needed,
and in particular in a period of crisis, is that the negative impact is nor-
mally immediate whereas the effect of most solutions of a structural
reform nature will only be felt over time. The mindset of politicians
tends to be short term, normally a function of the election cycle. This
often leads to governments focusing on quick-fix solutions that tend to
have only short-term impact, and rather than solving the problem such
measures tend to postpone them. Russia in particular is at severe risk of
falling into such a trap in the wake of the 2008-9 recession, given that
the state is under huge pressure to improve, or at least maintain the
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consumers’ standard of living, which has undergone a massive improve-
ment over the past decade.

And finally, I feel the legacy of the Soviet Union, which in the 1960s
and 1970s grew stronger and was considered a superpower, may also, at
times, stand in the way of Russia’s development. In 1993 I spent five
weeks in Argentina on a scholarship from the Swedish Development
Authorities, conducting a study of the Argentine debt crisis and the
Brady Plan. I interviewed Javier Gonzalez Fraga, a former president of
the Central Bank of Argentina, who said something that has stuck with
me since, because it may also be applied to Russia. He said, “In the 1930s
Argentina was one of the richest countries in the world. The problem for
Argentina’s development today, is that we still think we are.”
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Corporate Governance in Russia: Dark Clouds with
a Silver Lining

By Rebecca Baldridge

Myriad examples from markets around the world demonstrate that poor
corporate governance is destructive of value. Moreover, without reliable
information regarding the quality of governance at individual compa-
nies, investors cannot assess the level of non-financial risk associated
with an investment. This inability to accurately assess risk gives rise
to substantial discounts in company valuations. Today Russia trades at
an approximate 40% discount to GEMs on a P/E basis, and many mar-
ket participants believe that this discount is in significant measure due
to the widespread perception of poor corporate governance. Perception
is indeed the driver that distorts Russia’s valuation, as the legacy of
corporate malfeasance from the early days of the country’s transition
continues to overshadow the very real progress that has been made.
In this chapter, we look at the strides Russia has made over the past
twenty years and the changing nature of the governance landscape. In
our view, amore realistic and nuanced view of Russia’s progress in corpo-
rate governance should lead to the narrowing of a discount we consider
unjustified.

RUSSIA’S NEED FOR CAPITAL WILL DRIVE CONTINUED
IMPROVEMENT IN CORPORATE GOVERNANCE PRACTICES

Across emerging market economies, the necessity to attract foreign cap-
ital makes corporate governance a compelling issue for consideration
by companies and governments alike. Since the inception of the Russian
equity market with large-scale voucher privatization in the early 1990s,
the need to satisfy the demands of international investors has driven the
development of the corporate governance framework in Russia. Russian
companies have a steadily rising need for capital that domestic capital
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Figure 3.1. Gross domestic investment as a percentage of GDP.
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markets are unable to meet. At the same time, there is growing recogni-
tion of the value of integration into the global economy and the atten-
dant benefits of knowledge and technology transfer. These factors, taken
together with Russia’s valuation discount, are increasing appreciation for
the significant role that stronger corporate governance plays in encour-
aging the formation and flow of capital.

It is widely understood that Russia has endured a protracted period of
underinvestment. Since the late Soviet period, infrastructure and fixed
assets across industrial sectors have been falling into obsolescence. Yet,
following the economic crisis of 2008-9, gross domestic investment
declined sharply. From a low of 16.9% of GDP in 2009, the figure recov-
ered to some degree in the post-crisis period, reaching a still-modest
19.8% in 2010. But compare domestic investment in Russia with the
48.8% of GDP witnessed in China or the 37.9% invested in India. With
domestic investment failing to act as a sufficient driver for growth, Rus-
sian companies have little choice other than to look for international
sources of financing.

Following VimpelCom’s debut on the New York Stock Exchange in
1997, Russian companies have sought capital internationally by list-
ing on foreign exchanges via IPOs and SPOs. Activity peaked in 2007
when Russian issuers raised more than USD 41bn. While IPO activity
dropped off sharply following the 2008 crisis, as would be expected,
2010 witnessed disappointing performance by, or the cancelation of,
a number of placements despite ongoing economic recovery. This dis-
appointing performance in the international capital markets indicates
that global investors may be raising their expectations for Russian
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Figure 3.2. Russian IPO and SPO activity, 2005-10 (USD bn).

40

30

20

41.3
i e 15.1
107 4 I I .6-0
T 1.2
O 74- T T T

2005 2006 2007 2008 2009 2010

Source: Bloomberg, ATON estimates.

companies, demanding greater clarity in both business models and gov-
ernance structures. As Russian companies are forced to increasingly look
to the international markets to raise capital, the need to improve corpo-
rate governance standards will become more acute.

Finally, the Russian government’s highly publicized desire to establish
Moscow as an international financial center will also spur many changes.
Moscow is unlikely to achieve this goal without greater participation of
domestic capital in the equity market. The country has an abundance
of liquidity, but little in the way of institutionalized third-party manage-
ment of pensions and savings. The perception of corporate governance
risk (not to mention the innate Russian distrust of institutions of any
sort) is one of the most significant factors inhibiting the formation of
long-term domestic capital, which is necessary to build the institutional
framework that would promote better behavior and a stronger rule of
law.

Potentially the greatest obstacle to achieving the goal of making
Moscow an international financial center, existing structural limitations
aside, will be overcoming Russia’s negative reputation among interna-
tional investors. Issues such as the weak rule of law, persistent cor-
ruption, poor protection for property rights and the perceived lack of
a strong corporate governance culture and support for investor rights
continue to be the primary concerns of the international investment
community. There is no doubt that these concerns are legitimate, but
nonetheless perception may be worse than reality, particularly given
the sensationalistic treatment of Russia by the international press.
Although it is imperative that the government continue taking significant
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measures to address all of these issues, inroads have nonetheless been
made, particularly in the area of corporate governance.

RELATIVE TO OTHER EMERGING MARKETS, RUSSIA APPEARS TO BE
UNJUSTLY PENALIZED

In our view, compared with other emerging markets, Russia’s standards
of corporate governance are not significantly lower and therefore nei-
ther the market’s sharp discount nor extremely negative reputation is
justified. In certain areas, standards are superior to those in other mar-
kets, particularly in terms of the legislative infrastructure. According to
a recent Standard & Poor’s survey, Russia has, along with a compara-
tively robust body of law, the most well-defined minority shareholder
rights among BRICs. The ownership threshold for nominating board
candidates is low, while the law stipulates annual board elections (as
opposed, for example, to the three-year tenure for directors in China)
and universal cumulative voting for directors. Governance Metrics Inter-
national (GMI) is a ratings organization that provides a bottom-up review
of the quality of company management across markets, measuring cor-
porate governance standards at the board level and looking at factors
such as accountability, financial disclosure, internal controls, minority
rights, the market for control and other corporate behavior. According to
GMTI’s ratings methodology, 10 is the highest rating possible. The United
Kingdom is the global leader in GMI's ranking with a score of 7.6. Given
Russia’s reputation, one might expect to find Russia at the bottom of the
scale. Although certainly not a world leader with a score of 3.9, Russia is
barely edged out by Brazil with 3.91. China scores a significantly lower
3.37, and Russia still beats countries including Israel, Turkey, Indonesia
and Japan. Of the BRICs, only India shows a significantly higher score of
4.54.

Looking at historical P/E ratios, Russia has consistently traded at a dis-
count to other BRIC markets. Ten years ago, in July 2001, Russia traded
at a whopping 76% discount to GEMs, while China traded at an 84% pre-
mium and India traded at a 26% premium. Brazil’s discount was a more
modest 26%. By July 2008 Russia’s discount had narrowed to 25%, while
the other BRICs traded at premiums in the teens. Post-crisis in July 2010
Russia’s discount rose to 47%, before returning to the low 40s, where it
has ranged throughout 2011. India and China have reversed positions,
with India now trading at a higher premium of 34% in mid-July 2011
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Table 3.1. Corporate governance ratings, 2010.

Country Value
U.K. 7.60
U.S. 7.16
Germany 5.80
Poland 5.11
India 4.54
Malaysia 4.21
Thailand 4.20

EM average 3.94
South Korea  3.93

Brazil 3.91
Russia 3.90
Taiwan 3.84
Israel 3.79
Turkey 3.62
China 3.37
Japan 3.30
Indonesia 3.14
Mexico 2.43
Chile 2.13

Source: Governance Metrics International.

while China hovers around the GEM average. Brazil was trading at a 24%
discount to the GEM average in mid-July 2011. Certainly based on GMI
Metrics, as well as relatively robust legislation and consistent progress
in improving standards, Russia does not merit this level of discount.

THE RAPID TRANSITION TO A MARKET ECONOMY LAID THE
GROUNDWORK FOR A CULTURE OF ABUSE

In order for international investors to fully grasp the reality of today’s
corporate governance landscape and make informed investment deci-
sions, it is helpful to view the current environment within a historical
context. In the early 1990s, Russia was just emerging from 70 years of
socialism and taking the first steps along the path to developing a mar-
ket economy. The Russian government adopted elements of a course
of Western-advocated shock therapy, which included the rapid decon-
trol of prices, freeing of markets and the privatization of industry by
transferring the assets of state-owned enterprises (SOEs) into private
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Figure 3.3. Current P/E: MSCI Russia discount to MSCI EM.
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hands. The theory was that private ownership would enhance economic
performance.

Between 1992 and 1994, a voucher scheme for mass privatization
saw 147,000,000 vouchers distributed to private citizens. These vouch-
ers could be exchanged for shares in privatized companies, which were
the SOEs that had been re-registered as joint stock companies through
the Russian Privatization Agency. However, managers and employees
were given subsidized or free shares in these privatized companies.
Since vouchers were freely transferable and tradable, conditions existed
to facilitate the concentration of ownership. Insiders were able to buy
more vouchers and exchange them for additional shares, thus passing
company ownership predominantly into the hands of insiders. By the
end of voucher privatization in the summer of 1994, the typical com-
pany ownership structure included 60-65% management and employees,
20% individuals and investment funds, and 15-20% state ownership. The
dominance of insiders at the initial stage of post-privatization develop-
ment became a critical feature of corporate ownership and governance
in Russia.

During the late Soviet period, there was little or no investment in infra-
structure, plants or equipment. Moreover, during privatization the new
joint stock companies received no capital infusions when their shares
were created and distributed, as any funds raised went directly to the
state. The new joint stock companies, with ownership resting predomin-
antly in the hands of insiders, were strapped for cash and saddled with
low quality assets. From the point of view of the shareholder managers,
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new external shareholders made no constructive contribution, provid-
ing neither desperately needed cash nor other tangible benefits. Instead,
these shareholders were unknown quantities making bets on pieces of
paper, whose significance was poorly understood. Nor was there any
legal framework to support investment or protect the ownership rights
of these new shareholders. The conflicts arising from the manner in
which these companies were privatized set the stage for the inevitable
and predictable violations of shareholder rights that were witnessed
throughout the 1990s.

With a centuries-old history of autocracy followed by seven decades
of Soviet rule, Russia never developed the institutions underpinning a
strong rule of law. The collapse of socialism resulted in an anarchic free-
for-all in which the strongest players ended up with the assets and power
was concentrated in the hands of a few, namely the state, its bureau-
crats, and a number of oligarchs and related financial-industrial groups.
In 1995 came the second wave of privatization, the so called loans-for-
shares scheme, which saw the crown jewels of Russian industry end
up in the hands of select oligarchs, creating a concentrated ownership
class. The consequence was increased concentration of ownership and
greater insider control, which ultimately led to asset stripping, violation
of minority rights, and a variety of other abuses.

CONCENTRATION OF OWNERSHIP IS ONE OF THE MOST PERSISTENT
LEGACIES OF RUSSIA’S ECONOMIC TRANSITION

According to a report from the CFA Institute Center for Financial Market
Integrity, 71% of Russian companies had a controlling shareholder as of
May 2008. As defined in the report, a controlling shareholder could be an
individual or family, the government or other majority stakeholder. In
any case, widely dispersed ownership is relatively infrequent in Russia
for assets that were formulated during the Soviet era, and this is a direct
legacy of the transition described in the previous section. Following the
economic crisis of 2008-9, concentration of ownership increased rather
than decreased, supporting the contention that winners remain winners
no matter what the circumstances.

Standard & Poor’s 2010 transparency and disclosure report shows that
54 of Russia’s 90 largest public companies are majority owned, while
an additional 24 have blocking shareholders who hold more than 25%
of voting shares. In practice, concentration of ownership ensures that
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minority shareholders and financial markets have limited influence on
management and there is minimal opportunity for market-driven chal-
lenges to control.

Moreover, the participation of the state in the economy is growing,
particularly in light of the classification of some industrial sectors as
strategically significant. According to Standard & Poor’s research, 30 of
the 90 largest companies were majority owned by the government, while
the market value of these state holdings totaled slightly more than 50%
of the aggregate market cap of the sample.

When the government is a company’s principal shareholder, particu-
lar issues in governance arise. For example, state control often means
that state-owned enterprises are managed not to maximize shareholder
value, but rather to promote specific social or strategic objectives, often
at the expense of shareholder value. Patronage too is a significant issue,
and often results in plum management roles being doled out as consid-
eration, or as favors to the well-connected. Moreover, the management
decision-making process at state-owned companies can be onerous and
bureaucratic, with decisions requiring sign off by multiple officials and
bureaucrats. In the case of industries classified as strategically impor-
tant, certain types of decisions can even require approval from the prime
minister. The delays involved and the multiple layers of oversight and
management actively inhibit value creation.

INDEPENDENT DIRECTORS CAN OFFER A COUNTERBALANCE TO
THE CONCENTRATION OF OWNERSHIP

One counterweight to the concentration of ownership is the independent
director, a role which is mandated by the Law on Joint Stock Companies.
According to CFA Institute research, 32% of directors on the boards of
publicly owned Russian companies are independent directors. However,
when ownership is concentrated and a company is majority owned by
the state or a private entity, there is a reasonable concern that the inde-
pendence of any director is less than full and in some way the indepen-
dent director is compromised. The most compelling question regards to
whom the independent director is ultimately responsible.

Early in 2011, new legislation directed that by the end of July high-
ranking government officials representing the state on company boards
should be replaced by government-appointed independent directors.
The legislation is part of President Dmitri Medvedev’s recent drive to
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improve Russia’s investment climate, but the extent to which these direc-
tors will be truly independent remains to be seen. While the spirit of
the law is laudable, the role of independent director could become yet
another prize to be awarded within the patronage system.

RUSSIA HAS A RELATIVELY ROBUST LEGISLATIVE FRAMEWORK TO
SUPPORT CORPORATE GOVERNANCE

While substance has lagged form in terms of corporate governance, both
the federal government and market participants have made concerted
efforts over the past twenty years to establish a legal framework for man-
aging the relationship between companies and shareholders. As early as
2004, the European Bank for Reconstruction and Development (EBRD)
concluded that Russian corporate governance legislation was in “high
compliance” with Organization for Economic Cooperation and Develop-
ment (OECD) Principles of Corporate Governance, and this assessment
was reiterated in the EBRD’s 2009 Country Strategy report on Russia.
Moreover, in the past year a number of new laws addressing corporate
governance issues have been promulgated, which demonstrates that the
Russian government is ramping up its emphasis on the issue given the
desire to be more fully integrated into the global economy and gain sta-
tus as an international financial center.

BUT WEAK REGULATION AND ENFORCEMENT UNDERMINE
LEGISLATIVE ADVANCES

Despite recognition that the legal structure in place is consistent with
international norms and provides a solid foundation for progress in cor-
porate governance, mechanisms for regulation and enforcement remain
weak. Both the courts and the regulatory bodies face significant chal-
lenges in handling complex corporate governance issues. The main reg-
ulatory body overseeing securities related issues is the Federal Financial
Markets Service (FFMS), which in 2004 replaced the Federal Securities
Commission as the principal supervisory and regulatory authority for
financial markets and exchanges. Although under the jurisdiction of the
federal government, the FEMS enjoys a broader regulatory mandate and
greater independence from the government than did the Federal Securi-
ties Commission.
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As the principal regulator dealing with the enforcement of corporate
governance rules, the FFMS has power over issuers, registrars and pro-
fessional securities market participants. The regulator enjoys powers to
investigate violations, levy sanctions, initiate court proceedings in the
interest of protecting shareholder rights and, in the case of criminal
offenses, submit findings to the prosecutor for further action. However,
in actual fact a dearth of resources acts as a persistent impediment to
enforcement activity. Moreover, the FFMS lacks the level of discretionary
authority necessary to take corrective action in situations where vague
or poorly written legislation allows companies to obey the letter of the
law while flagrantly violating the spirit. To ensure a higher level of regu-
latory integrity, it is imperative that the government grant the FFMS the
discretionary authority necessary to provide remedies in legally ambigu-
ous situations.

A strong and predictable judicial system is one of the most impor-
tant prerequisites in protecting shareholder rights and settling company
disputes in any market. In Russia, arbitration courts typically have the
responsibility of enforcing shareholder rights, although in some cases,
particularly in the regions, courts of general jurisdiction may occasion-
ally hear cases. The Russian court system is vastly overburdened and
judges are under pressure to clear cases quickly. Judges are also poorly
compensated, and particularly in shareholder disputes where vast sums
of money are involved, the judicial process can be vulnerable to sub-
version. However, the factor that may be most detrimental to protecting
shareholder rights is the lack of training and specialized knowledge nec-
essary to adjudicate complex commercial cases. Russian judges often
apply a very strict interpretation of the language of legislation, and may
have difficulty in applying broad legal concepts such as “acting with due
care or in good faith” or “acting in the best interests of shareholders.”
This often results in cases where the courts apply the letter of the law
in a manner that might be less than logical while disregarding the spirit
of the law, as we see in the recent case of TGK-2.

WHEN A DOMESTIC COMPANY IS DECLARED A FOREIGN INVESTOR:
THE PARADOX OF KORES INVEST AND TGK-2

Although large-scale and blatant abuses of minority shareholder rights
are far less frequent than in the 1990s, one recent case highlights the
continuing weakness of the legal system and regulators in providing
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remedies to violations. In March 2008, Kores Invest, which is directly
owned by Federation Council member Leonid Lebedev, obtained major-
ity control of TGK-2, a power generation utility. According to the Law
on Joint Stock Companies, upon acquiring a majority stake in TGK-2,
Kores was obligated to make a mandatory repurchase offer to minor-
ity shareholders at the price at which it obtained the controlling stake.
Kores’s obligations under the offer were secured by a bank guarantee
from Sberbank.

A number of minority shareholders accepted the offer and tendered
their shares. Subsequently, amidst the general rout of asset valuations
prevailing in 2008, TGK-2’s share price declined precipitously. With the
tender price at a significant premium to the then-current market price
and USD 300 million owed to minorities, Kores sought injunctive relief
through the courts. It argued that due to the existence of an offshore affil-
iate, Kores should be considered a foreign company (although directly
owned by a Russian senator!) and thus ineligible to hold a majority stake
in a company designated as strategically important by the government.
Kores would thus be relieved of the obligation to complete the manda-
tory repurchase