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Corporate Governance in New
World of Crisis
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Global Economic Crisis strengthened the dispute between the proponents
and opponents of virtual (stock) economy and as a result bring to the
agenda discussion on whether Corporate Governance is needed at all
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Classical definition of Corporate
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“The system by which companies are directed and
controlled for the benefit of shareholders*”

e \What is the role of market
Shareholders Intermediaries?
e What is the role f market
@ Institutions?

* How the dynamic nature of
shareholders (today
shareholders, tomorrow — not)
IS reflected?

COMPANY

Source: www.som.cranfield.ac.uk/som/dinamic-content/news/documents/p20_21.doc



New Definition of Corporate
Governance T
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Corporate Governance is a system of relationship between a public company and
the stock market which defines: a) managerial efforts directed from shareholders

and their groups to the company; b) financial flows between the company and the
stock market; c¢) information flows between the company and the stock market
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* 1 — Institution of Audit, 2 — Corporate Law Institution , 3 — Institution of Brokerages (Licensed Institution) T 4



Major advantages of New Definition [Tz
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New players found their legitimate place in new definition: like auditors,
registrars, exchanges, etc. Both current and potential shareholders are

subject of company’s interest

Advantages of new

definition
New players are Dynamic nature of
included shareholders i1s addressed
e Auditors; e Current
e Registrars; shareholders;
e Exchanges; _
® Brokerages; e Potential
e Consultants shareholders




Nature of relationship between the

company and stock market e
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ATy

There are three major flows exist in “company-investors” relationship

A

Information
flows

I\/Ian_agerlal flqws Financial
(decision making Flows o
flows)

\

Shareholders / °

and investors

 Managerial flows, from

shareholders to the company
(hiring the management,
nomination and election of Board
members of the Board of Directors,
etc)

Information flows, bi-

directional (financial and
economic performance reporting,
market perception and expectations)

Financial flows, also

bidirectional (dividends, equity
and debt financing)



Why good Corporate Governance
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In 2004-2007 stock market proved to be strong source of investments to
Russian companies

The Amount of IPO and secondary offerings of Russian
companies

35,000 -

30,000 - $29,427 m

25,000 7 Almost

10,000 A
$4,926 m
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$620 m
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Hcrounnk: Anbda-bank




Major Corporate Governance

Processes
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The development of Corporate Governance in Russia was defined by
appearance of market economy in Russia, privatization, transition to
a new formation and shadow of global problems

Major issues in
Corporate Governance

In Russia
|
v v v v
: 2. Conflicts of 4. Conflicts 5. Imbalance between rights and
1. Multilevel : L :
corporate interest of the betvve_en t_he responsibilities for major
COMmubti management and | | ownership rights categories of economic subjects
ption L . . -
shareholders and hiring rights involved in a company's activity

y

3. Conflicts between groups of shareholders,
unequal treatment of minority and majority

shareholders with respect to their influence on

the company and access to information

y

6. Illegal and unethical
methods of realization of
interests in inter-corporate
conflicts and corporate raids




Research on Corporate Governance [Ty
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So far the majority of researches analysed the following issues:

+ State vs private ownership and its influence on companies performance;

+ Ownership concentration and its consequences;

+ How corporate governance of Russian companies elaborates over the
time;

+ Influence of corporate governance models on strategy of the company;

+ Role of the state in corporate governance;

+ Conflicts between management and shareholders (“principal-agent”
problem);

+ Conflict between majority and minority shareholders

The issue which was not thoroughly analysed is:

Is there any interrelationship between quality of corporate governance and

economic efficiency of the company? 5



Basic Principles of “good” Corporate [Zi775
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Basic
Principles
' ! v
: Management works for All shareholders of
Company's aim to i .
. : the appreciation of similar type of
Increase its value for
shareholders company’s value for shares has the same
shareholders economic rights

10



Basic Principles of “good” Corporate [Zerrs.

Governance e
Basic Principle 1. A company seeks long-term appreciation of its expected
value per share on the stock market. The expected value per share is the
liquidation value of the company divided by the number of shares (value

per share).

Potential
Shareholders

e

L
.-

* Blue arrows reflects the target of growing expected Company’s value, Black arrows — reflect growing investors interest in the Company, wiliness to get more involved 11



Basic Principles of “good” Corporate [T
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Basic Principle 2. A company’s management is interested in the
appreciation of expected long-term value per share of the company
for investors and does not have incentives different from this target

12



Basic Principles of “good” Corporate [Terzs
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Basic Principle 3. A company’s shareholders have equal rights per
share. The controlling shareholders and the management should not
make decisions which will disfranchise any other categories of
shareholders. They also should not disfranchise potential investors

Control-
ling share-
holders

Blocking Minority
share- share-
holders ho|der5

13




Ways to improve Corporate

Governance
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There are several mechanisms which being employed sincerely by the
company could significantly improve its corporate governance

Mechanisms of improvement of
corporate governance

!

T

1. Prevention and resolution
of conflicts of interests
during material decision
making:

e management and directors
interested in transactions are
excluded from voting;

e big shareholders who have
material interest in the
transaction are excluded
from voting for its approval

2. Transparency in 3. Independent Directors:

decision making: e true independence;

e open tenders;

e financial reporting under
international standards;

e disclosure of material facts
and explanation of the
company strategy;

e regular contact with
shareholders

e control/ leadership in Audit
and Compensation
Committee

e quorum in decision making;

4. Listing:

e meeting the listing
requirements on major
Russian and foreign
exchanges;

e issuance of Depositary
Receipt for foreign
shareholders

14



Influence of ineffective corporate _
governance on economic performance  iiihaiii
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Let’s consider what happens in case of inefficient corporate governance
with economic efficiency of companies

“Gazprom” “Volzhanka

@ Confectionary”

“Apatit”

AATT

15



Gazprom: purchase of gas from
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 In December 1999, during the trip of Gazprom’s CEO to
Turkmenistan and his meeting with the then President Niazov a

long expected contract for supply of 9.1 bcm of Turkmenistan gas

 The chain of gas supply looked as follows. Turkmenistan gas was
first acquired by Itera at $35.4 per mcm and then immediately re-

sold to Gazprom at $45 per mcm

$35.4 per $45 per f :|
1000 m3 — 1000m3 | -
|/
f G '._-- | —-ull
Gas as )
Gazprom

9.1 bcm * $9.6 = $87 min of

foregone profit for Gazprom .

Source: Reports of Audit Chamber, Gazprom IFRS reports



Volzhanka: purchase of procurement
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through affiliated intermediary e
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In 2001 major shareholder of VVolzhanka confectionary forced it to
buy the procurement via intermediary

(Controlling}

control bhareholdem
[
50% +
Condensed milk 24.9 rub Condensed milk 28.6 rub Y

Sugar 11.6 rub. Sugar 12.7 rub.

> >
Market  Syrup8rub . \ Syrup10.5 rub, Confectionery
Yurprovider / > "Volzhanka"
>

>

As a result the company was losing monthly $110,000 or $1.3 min
In annual terms

17



Apatit: sale of main output via
Intermediary e

As it was shown by General Prosecutor Office investigation, control
shareholders of “Apatit” used intermediaries for selling its products to the
market

Shareholders associated with
Menatep Group

V Apatit Apatit
/concentrate concentrate '\
Apatit Intermediaries Market
Below market Market /
prices prices

$208.7 mllllon
losses for other than Menatep Group
shareholders for the period 2000-2002

18

Source:General Prosecutor Office investigation



T

Oil companies: transfer pricing i
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During 2002-2004 Russian oil companies foregone more than
$10 bIn of potential income because of usage of intermediaries

Urals (market) crude oil price vs average transfer
price of Russian companies per barrel

$35.0 - $33.10

OUrals \

i O Transfer price 28.56
$30.0 $27 18 $
$25.0 4 $23.72 $23.65 1) $10.9 bln.*
$20.98 >f0reg0ne profit
$20.0 4
$15.0 4
$10.0 T | | —/
2002 2003 2004

19

Source: Customs Committee of RF; * While calculating the difference the freight and insurance costs were taken into consideration



Why these examples of poor
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Lack of positive incentives and lack of negative consequences

Stick Carrot
Y Y
Doesn't function properly: e (+) Last years of IPO flood and
e legal system does not pursue major redundant debt financing gave
shareholders/management for damaging strong incentive to behave;
their own companies; e (-) Widening financial crisis
e the only two cases where major shareholders seriously damages perspectives of
suffered (Yukos and TollyattiAzot), appears raising new capital for many
to be redistribution of property rather than companies

lawful legal consideration;

e law enforcement agencies became either
agents or principals of corporate conflict
without any interest in following their
legitimate duties 20
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Long-term, stable investments are impossible with proper property
rights protection

What needs to be done for
property rights protection

' ' l

LLaw Enforcement Public Control
Court System Agencies and
Restructuring Restructuring Transparency

21



What needs to be done:
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Court system restructuring
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* Independence of the court, introduction criminal liability for putting any pressure
on judges, including unofficial pressure of chief judges:

any state official proved to be instructing the judge need to be disqualified
from his position for 3 years and bear financial penalties;

«any judge proved to be pressuring other judges should be disqualified for 3
years;

«any private individual who tries to influence the judge risk criminal
prosecution and financial penalty

« Undue enrichment of judge or its relatives could result in disqualification for 5
years;

 Professionalism, timely training, ensuring modern facilities and equipment;
» Open public access to court hearing, court documents;
 Open statistics on courts and judges activity on annual basis;

» Open database with access to court decisions and rulings 22
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What needs to be done: ME
Law Enforcement Agencies Restructuring i
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 Law enforcement agencies should be precluded from pursuing businesses without
professional judgement and solid ground:

 Tax authorities should grant their approval for opening any criminal
Investigation regarding the tax matters;

 Financial Market Regulator should grant its approval and should have the right
to appeal to law enforcement on all securities markets fraud including those
related to corporate governance;

* Prosecutor office grant its approval for opening any criminal case;

* Prosecutor office handle supervision over any opened criminal case and is
required to address all the complaints of participants of criminal investigation;

* Disregard and not consideration of merits and essence of public complaints by
law enforcement officials or prosecutor officer should result first in financial
penalty, than disqualification for 3-5 years;

 Breach of the Criminal Code by law enforcement/prosecutor officer should be
sentenced with the term 1.5 longer than for the similar crime committed by an
ordinary citizen 23



What needs to be done:
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Public control and transparency i &
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 Public Chamber should have set up special department for considering
corporate governance abuses;

 Public press should devote enough space for describing both bad and

good examples of corporate governance and minority shareholders
should have access to them to share their views;

 Financial Market Regulator should put on its agenda as one of the key

tasks — the protection of high standards of corporate governance and
prosecution corporate governance abuses;

 Prosecutor offices should be accessible for public complaints;

 Prosecutor should bear responsibility for not timely response or
answers without any grounds;

 University should make case studies on bad corporate governance in

order for the public to avoid it in the future ”



What needs to be done

T
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» Morality of Russian society was historically biased towards quick enrichment;
o Significant part of oligarch capital was earned illegally;

 During the last 6-7 years major shareholders (quite often oligarchs) redistribute
wealth out of public (minority shareholders) to themselves:

 Public media was put under control of the same oligarchs or affiliated officials;
* A lot of business built criminal ties with officials
However,

» Those businessmen should now start care about protection of their property
rights, which first of all means respect towards other people property rights,
especially minority shareholders;

 Society should not appreciate cases of poor corporate governance and should
condemn them

25
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Disclaimer

The information is based on data obtained from publicly available sources, which have not been verified. As a result of the difficulty
in obtaining reliable data in Russia, no representation is made that this information is accurate and complete and no responsibility
for the reasonableness of any conclusions based upon such information is assumed.

26



