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News

Exceptional chairmen
Recent research amongst leading chairmen, carried out by leading 
independent global professional services firm Alvarez and Marsal, has 
identified eight key behaviours displayed by exceptional chairmen. 

1. Understanding the business

Exceptional chairmen are fully committed to their role and ensure that 
they add value. Drawing on their own experience and knowledge of 
the wider industry, they: develop a deep understanding of the business 
and make a point of meeting people across the business; can identify 
potential risks and develop strategies to deal with challenges, engaging 
with their boards early on; spot threats and seize opportunities; and 
foster a culture of transformation from board-level down.

‘What marks out exceptional 
chairmen is not procedure, 
structure or even chairing skills, 
but engaged and informed board 
leadership.’   
Sir Roger Carr, Chairman,  
Centrica plc, President CBI.
2. Preparing for the future

An exceptional chairman will be proactive and prepare a company 
for change. They: create an environment where transformation is 
a constant; create a robust strategy based around the company’s 
current position and a vision for the future; look out for the next 
opportunity and have a long track record of adding value; have a 
strong view on the strategy, and know when, and when not, to express 
it; can measure the board’s views and the company’s capability to deal 
with an oncoming situation; plan the next team – good succession 
planning, including planning their own departure, builds a strong 
business prepared for all eventualities, and a chairman with a track 
record of appointing the right people to the right positions builds 
shareholder confidence. 

3. Building an effective board 

Exceptional chairmen: attract and retain high-calibre  
non-executives for their board; know how to get maximum value from 
each team member and ensures that each director is made to feel that 
they genuinely add value; actively encourage open communication, 
frank discussion and team decision-making; challenge their executives 
to bring clarity and focus to the board; by creating a unified board, can 
rapidly and effectively implement a strategy for change to deal with 
challenges.

4. Working with the CEO

The relationship between chairman and CEO is key to a successful 
board. An exceptional chairman provides full and open support to 
the CEO and cultivates a solid working relationship. They encourage 
two-way communication and cultivate an open relationship, however 
they do not rely excessively on the CEO’s expertise. Without ever 
undermining a CEO, an exceptional chairman is prepared to challenge 
operational decisions.

5. Providing air cover

In difficult times and times of crisis exceptional chairmen step in, 
allowing the CEO to focus on the management of the company. They: 
become the driving force behind crisis management; set direction 
for the company; and take command, ensuring that the board and 
management team are ready to act as a unified team. 

6. Taking tough decisions

Confronting the issues at the heart of a business, the exceptional 
chairman is able to identify issues that impact the company, cut 
through complex issues and reach clear decisions. They know when to 
push for tough decisions and which decisions to make.  Above all, they 
are prepared to put their own reputation on the line.

7. Inspiring and energising leadership

The exceptional chairman sets the cultural tone of the board – 
developing, embodying and embedding values as well as encouraging 
performance; they energise the board and create a ‘can-do’ mentality 
throughout the organisation. However, they remain low-key unless 
visibility is needed.  They take an inclusive approach to their boards 
and are willing to be challenged on their own preconceptions and 
encourage open and rigorous debate.  They inspire confidence in 
their own ability to cope with pressure and engage others to meet the 
challenge, sustaining morale and inspiring loyalty.

8. Communicating with stakeholders

Two-way, effective communication with all stakeholders is key. The 
chairman encourages open debate to engage and motivate the 
management team, giving them a major role in decision-making and an 
active role in the change process and transforming the business. 

The exceptional chairman also ensures the buy-in of external 
stakeholders recognising that this will keep external pressures in 
abeyance. A chairman will, however, make themselves visible and will 
stand up to shareholder pressure, if necessary. 

To see the full report go to www.alvarezmarsal.com/en/about/action_matters/

documents/AMChairmansResearchJan2012.pdf
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Publicly-available share prices make company performance easy to 
compare but board performance is less easy to assess.  A board 
report, published by Eversheds, has analysed the relationship between 
aspects of board composition and share price performance and has 
looked at how well prepared boards were to deal with the  
challenges arising from the financial crisis and what differentiated  
the more successful companies from the rest. The strongest 
correlations between board composition and share price performance 
were shown in relation to board size; diversity; and independence.

Board size 
Better performing companies tended to have fewer directors on their 
boards, particularly in the case of companies in Hong Kong, the US 
and Continental Europe. In the sample group, boards had between six 
and 32 directors, with those in Continental Europe having the largest 
average number of directors at 18.7 and all other boards an average 
of 13.4 directors.  Boards of banks had a greater number of directors 
compared with other industry sectors and larger boards were likely 
to have a lower percentage of independent directors, but a higher 
proportion of directors with ‘relevant industry experience’.

The benefits of smaller boards were seen as follows: 

•	 greater	focus	on	the	key	issues;	

•	 better	management	from	the	chair;	

•	 quicker	decision-making;	and	

•	 better	overall	dynamics	between	board	members.

Diversity 
The relationship between better performing companies and women 
directors was significant, with better performing companies having a 
higher proportion of female board directors, particularly in the banking 
and finance sector and for UK companies.  

Out of a sample of 3,656 directors there were 433 female directors 
and analysis of their roles revealed the following: 

•	 eight	women	were	CEOs	and	a	further	two	were	chairs;

•	 	only	ten	per	cent	held	executive	positions,	compared	with	 
29 per cent of men;

•	 	eighty-one	per	cent	of	female	NEDs	were	considered	independent	
compared with 75 per cent of all males;

•	 	relevant	industry	experience	–	in	terms	of	NEDs	there	was	little	
difference between male and female directors;

•	 	industry	sectors	–	representation	of	women	directors	was	highest	
in the food and household goods; retail; and banking and finance 
sectors and lowest in the industrial goods and chemicals; natural 
resources; and property sectors;

•	 	thirty-eight	out	of	the	241	companies	sampled	had	no	women	on	
their boards (2009);

•	 	female	directors	were	slightly	younger	on	average	and	had	spent	
less time on boards and were slightly more likely to retain their 
board positions.

While the findings showed that companies whose boards had a 
higher ratio of female directors did perform better, opinion was split 
about whether diversity for diversity’s sake was beneficial. 

Independence and relevant experience 
There was a positive correlation between share price performance 
and the number of independent directors on company boards. The 
positive connection is significantly stronger in certain regions and 
sectors: in Hong Kong and Australia and the banking and finance 
sector better performing companies had a higher percentage of 
independent directors.

In terms of relevant industry experience, there was no significant 
correlation between companies with a higher percentage of  
non-executive directors with relevant industry experience and share 
price performance.

Other findings

•	 	Better	performing	companies	tend	to	have	directors	who	have	
served for longer in their board positions, particularly CEOs and 
chairs;

•	 	having	a	serving	CEO	of	another	company	serving	as	a	NED	on	
the board appeared to be an asset; 

•	 	better	performing	companies	were	significantly	more	likely	to	
have a higher incidence of shareholders holding a substantial 
shareholding (three per cent or more); 

•	 	whilst	greater	engagement	by	the	NEDs	was	encouraged,	this	can	
lead to tensions and a blurring of roles; 

•	 	average	board	room	compensation	dropped	by	an	average	of	
22 per cent (£11.44m to £8.95m) with the largest decreases 
occurring in the financial services sector.

Optimal board composition 
In essence smaller, independent and diverse boards do better.

The report suggests that the ideal board make-up would be:

•	 	eleven	directors	comprising:	two	executives	(typically	MD/CEO	
and CFO) and nine non-executives; 

•	 at	least	two	would	be	female;	

•	 two	non-executives	would	have	industry	experience;	

•	 seven	would	be	independent;	and

•	 	the	average	age	of	director	would	be	57.5	years	with	4.6	years	
service.

Whilst the research focused on some of the world’s biggest 
companies, all listed on a publicly-traded exchange, the findings that 
smaller, independent and more diverse boards tend to operate more 
effectively,	is	equally	applicable	to	all	companies	in	all	sectors	and	
geographies.

For a copy of the Eversheds board Report summary,  
email boardreport@eversheds.com

International

The impact of board composition 
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International

Steering organisations in times of uncertainty

A recent publication by Deloitte, Directors’ Alert 2012, discusses 
some important issues for boards and below are some useful 
checklists to help directors focus on the needs of the board and 
their organisation in these uncertain times.  

Global economy 
•	 	Regular	briefings	should	be	provided	on	the	economy	in	the	

operational jurisdictions of the company. 

•	 	Key	indicators	relevant	to	the	company	and	its	markets,	
including the supply chain, should be identified to help  
the board consider the impact of economic changes on the 
organisation. 

•	 	The	business	plan	needs	to	be	based	on	reasonable	economic	
and marketplace assumptions and scenarios should be 
developed to model the impact of different economic events. 

•	 	A	contingency	plan	should	be	developed	to	be	implemented	if	
the economy suddenly weakens. 

Risk oversight 
•	 	An	appropriately	balanced	view	of	risk	and	opportunity	should	

be taken – neither aggressive nor risk averse.

•	 	The	organisation	should	take	steps	to	embed	a	culture	of	‘risk	
intelligence’ throughout the organisation.

•	 	The	management	team	should	regularly	brief	the	board	on	the	
organisation’s key risk indicators and the steps being taken to 
mitigate them.

Strategy, growth, and performance 
•	 	Changing	market	conditions	and	their	impact	on	strategy	

should be monitored and different scenarios to achieve the 
strategy considered.

•	 	Processes	need	to	be	in	place	to	identify	and	evaluate	changes	
in the operating environment and findings reported to the 
board.

•	 	The	board	should	receive	timely	reports	on	the	key	
performance indicators related to strategy.

Strategic operations 
•	 	Reports	on	key	performance	indicators	should	be	produced	

to highlight operational issues and guide the board’s input into 
the development of short, medium, and long-term goals and 
objectives.

•	 	The	board	should	receive	regular	reports	on	strategic	and	
tactical operational matters and other reports on the execution 
of strategy.

Organisational structure 
•	 	Outsourcing	providers	and	strategic	partners	should	identify	

and mitigate the risks they face.

•	 	Organisational	values	should	be	consistent	with	company	
values and shared and supported across the multicultural 
environment and partners values.

•	 	The	organisation	needs	to	adapt	well	to	process	changes	and	
employees should be given sufficient time and support to learn, 
and become comfortable with, new methods and processes.

Sustainability and corporate responsibility 
•	 	The	organisation	should	have	a	sustainability	vision	and	strategy	

supported by policies approved by the board.

•	 	Organisational	policies	should	be	in	place	regarding	setting	
goals and measuring performance in economic, environmental 
and social areas. Information needs to be regularly disclosed 
on	sustainability	issues	and	the	board	required	to	review	and	
approve those disclosures.

Regulation and compliance 
•	 	Updates	on	the	impact	of	proposed	new	regulations	affecting	

the organisation and the cost of implementation needs to be 
provided, the board’s role in implementing the new rules needs 
to be determined and implications for the board should be 
clear.

•	 	The	organisation	should	have	a	proactive	approach	enabling	
the management of the implementation of new rules as a 
portfolio, rather than individually.

•	 	Strong	relationships	should	be	built	with	key	regulators	and	
there should be close liaison to gain a better and earlier 
understanding of the new rules that may affect the organisation.

Transparency 
•	 	The	board	needs	to	develop,	and	disclose	to	shareholders,	a	

clear written policy outlining the practices the board will follow 
to engage shareholders.

•	 	The	board	should	understand	the	expectations	that	
shareholders and other stakeholders have in terms of  
the subjects and level of detail in communications from the 
company and board.

•	 	Reports	and	other	disclosures	should	present	the	position	
of the company clearly and the board in language that is 
straightforward, easy to understand, and free of technical 
jargon.

Board success 
•	 	There	should	be	a	clear	development	plan	for	the	board	and	

individual directors and annual assessments of the board, its 
committees and individual directors, should be carried out with 
the findings incorporated into the board development plan.

•	 	The	board,	as	a	whole,	should	have	the	right	mix	of	knowledge	
and experience to be able to address all its responsibilities 
effectively. 

•	 	It	should	be	ensured	that	sufficient	time	can	be	devoted	to	
each area of responsibility and directors or committees are not 
overburdened with new responsibilities.

To see the full publication Directors’ Alert 2012 go to:  
http://www.corpgov.deloitte.com/site/IreEng/home/
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Understanding the link between reputation and shareholder value has 
been an academic as well as an operational challenge for some years, 
with animated discussion particularly around cause and effect – does a 
poor reputation lead to a low share price, or is it the other way round? 

The practical answer to the conundrum is actually fairly straightforward, 
and revolves around issues of governance. An ability to understand 
the link between governance and reputation opens up a world of 
opportunity for companies to improve their business performance, and 
increase the prospect of enhanced shareholder returns. Companies 
that do not understand this are leaving value unrealised.

The importance of governance

The governance movement came into being when, in 1992, Adrian 
Cadbury developed a set of principles to guide the conduct of 
organisations in the light of the collapse of famous household names 
including the Maxwell empire, and Polly Peck. Cadbury’s work, and its 
subsequent	development,	has	led,	twenty	years	later,	to	the	creation	of	
the UK Corporate Governance Code, most recently revised in the light 
of the banking collapse of 2007. The Code, guidance founded on the 
principles-based approach and with its emphasis on the unitary board, 
has been replicated and interpreted in jurisdictions the world over. 

Cadbury defined governance as direction (the board) and control 
(the management). Others describe it as ‘checks and balances’, 
or	leadership	(doing	the	right	thing/effectiveness)	and	management	
(doing	things	right/efficiency).	For	the	purposes	of	this	article,	let	us	
view governance as the board having oversight over four main areas 
– the formulation of a strong strategy, its excellent execution, the 
management of the company’s risk, and the management of  
the company’s reputation. The first three activities are self-evident, the 
final one less so. 

Governance and reputation

There are three critical ways in which governance and  
reputation interact. 

The first can be understood as the output of the process known as 
the ‘governance continuum’ (figure 1) – whereby a company creates 
the conditions of transparency with its stakeholders, so as to deliver 
against its accountability obligations. These outputs – transparency and 
accountability – generate trust and confidence among shareholders, 
and that leads to a good reputation. 

Feature

Governance, reputation and shareholder value

Seamus Gillen looks at the link between governance and reputation and argues that 
understanding that link offers opportunities for companies to improve their business 
performance, and increase the prospect of enhanced shareholder returns.

Delivering this reputation is the responsibility of those in charge of the 
governance process – the board – through the expectations they set 
and the extent to which they deliver against those expectations.

The second interaction is when the company fails to deliver on its 
accountability agenda, creating a lack of confidence, leading to a loss 
of trust. If this ‘failure’ is of an operational nature, such as the BP oil 
spill	in	the	Gulf,	the	consequences	can	potentially	be	significant.	If	the	
failure is at the very heart of the governance system – the board – we 
usually see a more significant loss of confidence among stakeholders, 
particularly	shareholders,	leading	to	a	variety	of	consequences,	not	
least of all for the share price. The collapse of the UK financial services 
model – in Northern Rock, HBOS, RBS, and LloydsTSB – falls into this 
category.

The third critical interaction between governance and reputation can be 
understood in terms of stakeholder management.

The importance of reputation – not just an ‘intangible asset’

The reason why a good reputation matters is explained in the work 
of the Reputation Institute (RI), the academic and research body. 
Reputation can be defined as the perception a stakeholder has about 
a company. Broadly speaking, a stakeholder’s perception is based 
on his or her expectations of that company, and how the company 
is perceived to perform in terms of meeting those expectations. 
Companies which meet expectations, and outperform against them, 
maintain and grow their reputational capital. The obverse is true –  
a company which is perceived to under-deliver against expectations 
destroys reputational capital. 

Does any of this matter? Yes. RI’s work – based on 15 years of 
research into companies around the world – has demonstrated a 
causal relationship between the degree to which a company enjoys a 
good	reputation,	and	the	subsequent	supportive	behaviours	evidenced	
by those stakeholders towards that organisation. We all know this 
to be true. We visit our favourite shops and restaurants more often, 
we recommend those who have provided a good service (whether 
a hairdresser, or a builder and decorator), we are prepared to pay 
more for goods and services provided by those we trust. Even when 
things go wrong, our behaviour is supportive, as we give the offending 
company the benefit of the doubt – at least once, and sometimes 
more than once.

Strong governance   g   transparency   g   accountability   g   confidence   g   trust   g   reputation

Figure 1 Governance continuum
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Reputation and value

RI’s research has also explored whether stakeholder behaviours 
have an effect on value – however measured – and the conclusion 
is, again, affirmative. The logic is that supportive stakeholders who 
are ‘investing’ in a company – whether by buying their products 
and services or literally, by buying their shares – will strengthen the 
company’s performance in relation to its business model. Again, we 
expect that a company with a poor reputation will put off potential 
‘investors’, leading to a loss in support and a corresponding loss in 
sales.

The market data bears this out. RI has analysed the effect on 
share price of operational crises such as BP’s involvement with the 
Macondo oil leak in the US Gulf, where the share price has remained 
depressed ever since. Or the operational mishaps of Research in 
Motion (BlackBerry), whose lack of innovation and poor service 
delivery has seen a collapse in its share price. These crises have 
had a material impact on key stakeholders – regulators, customers, 
investors – whose perception of the companies involved has led to a 
loss in confidence, and unwillingness to ‘invest’ again until trust has 
been restored. 

Other examples, on the negative side, include News Corp, Citigroup, 
and Toyota, which have suffered share price, earnings, and market 
share erosion as a result of events that have seriously damaged 
public perceptions of these companies. On the positive side, Ford, 
Tata, Apple, Petrobras and LVMH are showcase examples of the 
financial benefits that can be traced to improved public perceptions 
of both their products and companies – and the reputation gains 
they have achieved.

These case studies, based on real-time observations of market 
behaviour, allow us to accept that there is a causal relationship 
between a company’s reputation and the degree of supportive 
behaviour	stakeholders	are	subsequently	prepared	to	display,	 
and that there is also a correlation between supportive behaviours 
and the generation of value (through revenues and, ultimately, 
share price). For these reasons strategies for managing reputation 
– through managing stakeholder relationships – should be at the 
centre of a board’s concerns. 

Reputational risk

The case studies also help us to understand that the reason some 
companies have suffered losses in shareholder value is because they 
have experience the impacts of reputational risk. Whereas reputation 
management involves processes for strengthening the relationship 
with stakeholders in order to encourage supportive behaviours, 
reputational risk management aims to understand the impact on 
value when a reputational risk crystallises. Reputational risk can 
be defined as an operational event which affects stakeholders’ 
perception	of	an	organisation,	with	possible	consequences	for	the	
achievement of that organisation’s objectives. The effect may not 

necessarily	be	negative.	Risk	is	derived	from	the	word	‘risquare’	–	to	
dare – risk should be as much about opportunity exploration as 
damage limitation.

Managing	reputational	risk	requires	increased	levels	of	coordination	
between the reputation and risk communities inside an organisation, 
combining the former’s knowledge and understanding of stakeholder 
behaviour,	with	the	latter’s	skills	and	techniques	in	evaluating	the	
potential impact on organisational value, particularly in terms of 
revenues. Reputational risk modelling is therefore likely to focus most 
on the stakeholders who generate revenue – the customers – and 
the other prominent stakeholders in the organisation’s value chain.

Governance processes in relation to reputation

Governance is the most effective way of addressing the challenge 
posed by the need to establish, protect and grow a good reputation. 
An organisation must decide what policies, processes and systems 
are	required	for	managing	stakeholders	and	their	expectations,	
managing the risk profile of those stakeholder relationships, 
having	a	clear	idea	of	the	quantum	of	value	placed	at	risk	should	
those relationships deteriorate, as well as considering whether all 
opportunities	have	been	adequately	identified	and	exploited.

This	requires	the	company	to	design	a	stakeholder	map	and	link	it	to	
the value chain and the business model; consider the most effective 
way to gain visibility of those stakeholders (probably by creating a 
dedicated forum for the purpose, such as a corporate responsibility 
– or CSR or sustainability – committee, reporting directly or indirectly 
to the board); and, from a reputational risk perspective, add an 
extra level of due diligence, ensuring that the organisation’s risk 
(asset protection) community is suitably plugged into the reputation 
community, and that the outputs of this collaboration are properly 
and	adequately	reflected	in	the	organisation’s	risk	framework	and,	
particularly, its risk register.

Reputation – a board priority

From these observations it is evident that there is a close relationship 
between governance processes and reputation (risk) management, 
and the knock-on effects on value. Far from viewing reputation as an 
intangible asset whose link with corporate value is uncertain, 
we should see reputation as a strategic asset which can be  
managed, and leveraged, to create tangible business benefit. Good 
boards understand this, and it is absolutely no coincidence that  
well-governed companies often enjoy good share price performance 
as well as a strong reputation.

Seamus Gillen is part-time Director of Policy at the Institute of Chartered 
Secretaries and a Senior Adviser to the Reputation Institute. He can be 
contacted on + 44 (0) 7739 088208. www.icsa.org.uk  
www.reputationinstitute.com
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Feature

From ‘Politburo’ to independent boards 

Russia is the world’s sixth largest economy1 and one of the 
world’s largest providers of natural resources. How its companies 
behave, how responsibly they act in international markets is 
an important factor for attaining global economic well-being. In 
this article, Alexey Navalny, a prominent minority shareholder 
activist, and Vladimir Ashurkov, a senior officer at one of the 
largest Russian investment groups, claim that, while the Russian 
State controls the lion’s share of the country’s publicly traded 
companies, its stewardship has often resulted in the loss of 
investor confidence and shareholder value. They argue that 
before embarking on the planned privatisation of its Crown 
Jewels – large corporates in lucrative industry sectors – the State 
has to become a responsible caretaker of these assets by putting 
in place appropriate corporate governance procedures and 
safeguards. 

Elusive shareholder value of State-controlled enterprises in 
Russia 

State-controlled companies (defined as those with a government 
stake of over 25 per cent) have a dominant position in the 
Russian economy. They account for over 53 per cent of market 
capitalisation of 90 largest Russian public companies2. Many of 
them,	for	example,	Gazprom,	Rosneft,	Aeroflot,	and	InterRAO,	
are significant players in respective international markets. 

We believe, and this view is shared by most investment 
practitioners in the Russian market, that the way the Russian 
State	is	managing	its	vast	holdings	of	equity	is	far	from	efficient,	
prone	to	political	influence,	provides	abundant	opportunity	for	
corruption and unfair enrichment of managers and serves as a 
drag on the economy in general, at the same time depressing 
the value of national wealth. We would illustrate the situation with 
a few examples which are widely known to Russian investment 
professionals, but may be surprising for a wider international 
audience. 

In the end of 2010, Gazprom sold a 9.4 per cent stake in 
Novatek, a large publicly traded Russian gas producer, at a price 
32 per cent below the market value3, representing a potential loss 
of shareholder value of over US$ 1bn compared to a transaction 
based	on	stock	market	quotations,	which	would	be	standard	
in such a case4. The transaction was approved by Gazprom’s 
board, while no explanation for such underselling was given. No 
information was disclosed as to the existence of an independent 
fairness opinion, which would be customary for such transactions 
in international practice.

How do boards of Russia’s State-owned companies differ?

The Independent Directors Association conducted a study in 
2010 to identify weaknesses typical of the corporate governance 
of large Russian corporations. The results show that government 
officials dominate corporate governance while the number of 
independent board members is very low. Other characteristics 
include the lack of international work experience and a  
non-transparent process of appointing the board members.

The IDA analysis in June 2011 revealed that the board of directors 
of 86 per cent of Russian companies consists of government 
officials while the same could be said of only  
25 per cent of European companies. In Europe, 66 per cent 
of board members are independent, whereas only 17 per 
cent of board members in Russia are independent. European 
companies often appoint an independent director as a chairman 
of the board (the case for 75 per cent of the companies) while in 
Russia, the chairman is a government official in 71 per cent of the 
companies. Another point of comparison is professionalism. The 
majority (62.6 per cent) of European directors have experience of 
serving on the board of directors for leading international public 
companies	while	in	Russia	this	number	equals	only	7.8	per	cent.

Source: Independent Directors Association. Available at:  
http://thepipeline.pbn.ru/2011/06/16/russian-State-companies-
and-corporate-governance/

In 2008, VTB Leasing, a subsidiary of the VTB Bank, bought 30 
Chinese manufactured drill rigs from a Cyprus-based company 
for the total amount of US$ 457m. The comparison of contracts 
between the supplier and the Cyprus intermediary and the 
contract between VTB Leasing and the Cyprus intermediary 
shows that they are identical, except for the price difference 
of US$ 160m. In other words, the involvement of the Cyprus 
company didn’t have any economic rationale and led to the 
loss of millions of dollars for the bank. The management did not 
work with law enforcement agencies to initiate an investigation 
into	this	highly	questionable	deal.	Despite	a	public	outcry	in	the	
mass media and letters from Mr Navalny to Mr Mattias Varnig, the 
head of the audit committee of VTB board, no explanation of this 
issue was made public. Again, we see it as another example of 
failure of the board’s accountability and deficiency of the current 
corporate governance in Russian State-owned companies.

The Russian State-controlled oil pipeline monopoly Transneft cut 
dividends to minority shareholders by 75 per cent from 2003 to 
2009, a period in which its annual profit rose fourfold, according 
to the company’s financial statements5. At the same time, from 
2005 to 2008, the company spent almost half a billion 

Alexey Navalny and Vladimir Ashurkov put forward their ideas as to how to bring 
transparency and accountability to State-controlled enterprises in Russia. 
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dollars on charity. The company refused to provide the full 
list of recipients of such generosity, calling this information 
‘confidential’. In particular, in 2007 Transneft spent about 
US$ 300m on undisclosed charity, which was more than its 
expenditures on pipeline maintenance. In 2009, according to 
the company’s financial reports, Transneft made 3.2bn rubles 
($114m) of charitable contributions, 7.8 times more than the 
dividends it paid to shareholders.

To us, as well as many other members of Russian business 
community, these stories naturally raise suspicions of fraud, 
waste and abuse, or at least management incompetence. The 
shareholders rarely hear any acceptable explanations on such 
cases from the companies themselves. In fact, they often refuse 
to	provide	information	that	they	are	required	to	provide	by	law.	

As per Federal Law on Joint-Stock Companies, public 
companies in Russia have to provide certain information, 
including	minutes	of	the	board,	at	the	request	of	a	shareholder.	
However, to enforce this right, Mr Navalny had to be involved 
in a protracted battle with Transneft, with several hearings at 
courts of different levels6. Transneft management’s approach to 
shareholder value is illustrated by the fact that in a document 
filed as part of its appeal against Navalny’s lawsuit, Transneft said 
that paying higher dividends would curtail aid to orphans and 
other charity work.

Unfortunately, cases like this are abundant, and new ones 
appear in the business press almost daily. The boards of 
State-controlled companies fail to prevent instances of 
negligence, inefficiency and graft or, at least, make management 
accountable for them. Such a situation is a result of the inability 
and unwillingness of the current government institutions, which 
are responsible for management of State property, to ensure 
formation of effective boards of directors, to introduce open 
processes of nomination, performance appraisal and motivation 
of top management, and to create the atmosphere of intolerance 
to corruption and improprieties within State-controlled 
companies.

Privatisation – cure or curse? 

In early August, President Dmitry Medvedev approved a  
far-reaching new privatisation effort that will see the State sell its 
entire stakes in major corporations by 2017, according to news 
reports7. This accelerated schedule for privatisation will include 
stakes in major government-controlled companies, including 
Rosneft,	VTB,	Rushydro,	and	Sovcomflot.	While	we	believe	that	
the share of government participation in the Russian economy is 
generally excessive, it would be suboptimal to make the transition 
to a widely dispersed shareholder structure of major Russian 
State-owned companies prior to significant improvement in those 
companies’ corporate governance, transparency, accounting 
practices, and management accountability. 

The boards of State-controlled companies routinely fail to 
represent minority shareholders’ interests, and hold management 
accountable for actions that lead to a loss in share value. The 
Russian corporate law and practices are largely untested in  
the context of widely distributed shareholding of public 
companies. A 2010 report on information transparency of 
Russian companies conducted jointly by Standard & Poor’s and 
the Center for Economic and Financial Research found that, 
out of the 90 largest Russian public companies, 78 (constituting 
more than 85 per cent of the combined market capitalisation of 
this sample) have at least one shareholder controlling more than 
25 per cent of the shares. In 30 of these companies, the share 
of State ownership exceeds 50 per cent, and these companies 
constitute more than 50 per cent of the sample’s market 
capitalisation.8  

Corporate practices in the developed markets have a much 
longer history and are well established, engendering a level of 
trust by investors. They are also supported by independent and 
professional court systems, credible, experienced regulators, 
and transparency through financial statements and mandatory 
disclosures (for example, ‘material’ news that affects a security’s 
price). But, in many cases, even they fail to prevent inefficiencies, 
mismanagement, and corporate scandals. Elimination of the 
State as a controlling owner from the ownership structure 
of large Russian public companies against the backdrop of 
perceived corruption and mismanagement will inevitably lead 
to the situation when shareholders’ interests will be routinely 
sacrificed in favour of entrenched management and special 
interests. 

The current approach to management of State assets is failing. 
But now, while the government still owns controlling stakes, with 
a certain amount of political will the situation can be improved. 
Were the State to lose control in these major companies before 
adequate	governance	reform,	the	current	system	of	graft	
and inefficiency would remain entrenched for a long time. We 
are convinced that before embarking on a large privatisation 
programme to sell control of the Crown Jewels the State has to 
become a responsible caretaker of these assets on behalf of the 
Russian society by rooting out mismanagement and corruption 
and putting in place appropriate procedures and safeguards. 

Privatisation of major government stakes in the light of the 
significant	discount	of	Russian	equities	versus	not	only	developed	
markets, but even other BRIC countries, also makes little sense. 
Many	investment	professionals	attribute	the	equity	discount	
to widespread corruption and weak corporate governance in 
Russia.9 A number of major international investment funds cannot 
invest in shares of State-owned public companies since they 
don’t pass their tests for acceptable corporate governance. A 
recent estimate puts the amount of foreign investment that Russia 
failed to attract due to low corporate governance in 2010 at  
US$ 50bn10.	Naturally,	this	situation	negatively	affects	the	liquidity	
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of stock as well as valuations. Major steps to remedy these 
problems have to be undertaken, before the State can realise the 
full value of its holdings. Otherwise, the government will not get 
the fair value for its holdings, and privatisation will benefit mostly 
insiders and other well connected individuals. 

How can the State become a better caretaker of its assets?

We	believe	that	improvement	will	require	major	changes	
in corporate legislation, practices of board formation and 
functioning and, most importantly, in the ‘tone at the top’. We 
see several examples where public Russian companies with 
a private controlling owner can institute effective corporate 
governance procedures in accordance with international 
practice. The State should adopt corporate governance best 
practices and use the experience of Russian public companies 
that have already made significant progress to guide the 
transition of the State-owned companies. 

The approach we promote would envision establishing clear 
goals for management of the State-owned enterprises, 
strengthening their boards, and implementing internationally 
recognised procedures for information transparency and 
management accountability. Most of the measures are in 
line with the UK Corporate Governance Code11 and the 
OECD Guidelines on Corporate Governance for State-owned 
Enterprises12. Specifically, we recommend: 

1. Manage State-controlled enterprises for value 

We believe that the overriding, if not the only goal, in 
management of State assets should be the goal of increasing 
long-term shareholder value. Other public policy objectives, such 
as industrial development and social policy, should be addressed 
by	regulation	and/or	government	funding	applicable	to	all	market	
participants regardless of ownership type, rather than through 
government control of individual industry players. The approach 
of ‘managing for value’ should apply not only to companies 
operating in competitive markets, such as financial services or oil 
and gas, but also to monopolistic players, such as Transneft or 
Russian Railways. They should, of course, be subject to antitrust 
oversight and regulation, but must have the same objective 
of creating long-term value, not obscured by political or social 
agendas.

2. Ensure independent and professional boards

The government institutions responsible for management of 
State property need to ensure formation of effective boards of 
directors, to introduce open processes of nomination, and, in 
general, create the atmosphere of intolerance to corruption and 
improprieties within State-controlled companies.

The majority of State representatives on the boards should 
be	independent	professionals	who	can	contribute	adequate	
time	and	experience	to	board	work.	Time	requirements	for	
board	work	are	substantial:	a	board	meeting	can	require	
two or three days of committee meetings and the board 
session itself, in addition to various issues that arise between 
the scheduled board meetings. Currently, board members 
must run as candidates for re-election each year. Strong 
professional	commitment	on	the	director’s	part	requires	a	
long-term approach. It would be beneficial if the default term 

of the director’s appointment is increased to four or five years, 
which	would	require	changes	in	legislation	and	practice.	The	
government should not be afraid to entrust management of its 
companies to the board, where independent directors constitute 
a majority. The control and feedback mechanism would still 
exist through the shareholders’ right to change the directors and 
through regular interaction of directors with the main shareholder, 
which is the usual corporate practice. At the same time, such 
board composition would reduce the political considerations in 
running the company affairs. 

A number of Russian private companies have successfully 
implemented independent-controlled boards, which enabled 
them to achieve higher level exchange listings and increase 
liquidity	and	shareholder	value.	Plus,	there	are	signs	that	
the government understands the necessity for reform, as 
demonstrated by President Medvedev’s March 2011 order for 
all cabinet ministers and deputy prime ministers to leave boards 
of directors13. Unfortunately, so far the effect of this measure has 
been largely symbolic, as the ministers have been replaced, in 
many cases, by lower level government officials, executives from 
other State-owned companies and management cronies. We 
can state that, at this time, the role of truly independent directors 
within Russian State-controlled companies remains largely 
ceremonial. 

3. Keep management professional 

Currently, most appointments at the top executive level of 
the largest Russian State-controlled companies are political, 
which raises a possibility that the considerations of merit and 
effectiveness become secondary to political loyalty and vested 
interests. The role of independent directors should be to 
establish and maintain fair processes of nomination, performance 
appraisal, and adoption of compensation and incentive systems. 

Executive appointments should become competitive with the 
nomination committee of the board, consisting of a majority of 
independent directors, orchestrating the process of executive 
search, nomination and approval. The same principles have to 
apply to the regular performance appraisal of top management. 

Executive compensation has to be made transparent, with 
annual disclosure of individual compensation, including its 
components, of top executives. Remuneration has to be revised 
on a regular basis by an independent remuneration committee, 
making sure that the compensation level and structure is in line 
with the market and performance level. The boards should resist 
the populist demands for limiting executive salaries and bonuses 
below the market standard, as it negatively affects the company’s 
ability to attract managerial talent and is inconsistent with the 
goal of enhancement of shareholder value. At the same time,  
the boards should be uncompromising in uncovering and rooting 
out any ‘additional’, non-transparent forms of compensation, 
as well as ‘slush funds’ which are not uncommon within State 
companies. 

4. Provide a legal recourse for minority shareholders to keep 
the board and top management accountable 

The Russian law provides only that shareholders with a stake 
of over one per cent of the company’s shares (individually or 
combined) the opportunity to sue the company’s management 
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and its directors for damages14.	The	free	float	of	many	of	these	
giant corporations is widely dispersed, so no legal mechanisms 
are effectively available for minority shareholders to ensure 
accountability of the board members’ and the management. 

A balanced approach that would strengthen accountability of the 
management and the corporate boards to shareholders would 
envision removing the one per cent rule, so any minority investor 
would have a right to proper judicial recourse. 

5. Establish internal whistleblower policy as a key feedback 
mechanism in the struggle against corruption and 
mismanagement 

There should be an information channel from whistleblowers 
to the board (audit committee chairman or board chairman) 
that could bypass management in case of top management 
involvement in suspected fraud.

6. Remember that the sunlight is the best disinfectant

Russian corporate legislation15 provides wide information 
rights to shareholders in public companies. At a minimum, 
boards should ensure that the relevant legislation on provision 
of information is followed and embedded into the corporate 
procedures and practices. Ideally, the documents that are 
of	general	interest	and	are	quasi-public	(by	law	available	to	
any	shareholder	upon	request),	such	as	minutes	of	the	board	
meetings, should be made available to the investing public at the 
corporate website.

In general, the State-controlled companies which have 
international listings should strive to implement more stringent 
and	transparent	corporate	practices	which	reflect	a	modern	
approach tested in the developed markets. For instance, 
companies listed on the London Stock Exchange could 
voluntarily	adopt	the	requirements	of	the	UK	Corporate	
Governance	Code,	even	if	their	listing	type	does	not	require	it.

While	the	abovementioned	measures	require	an	active	leading	
role of the State as the controlling shareholder, institutional 
investors can also take steps at trying to improve corporate 
governance in the companies where they hold stock. Russian 
corporate legislation provides for nomination of directors to the 
board	at	the	request	of	holders	of	two	per	cent	of	common	
shares. Investment funds could use their shares to jointly pursue 
nomination and election of truly independent (as opposed to 
current	‘quasi-independent’	directors,	which	are	nominated	and	
voted for by the State) directors. Such directors, whose position 
on the board is due to the efforts of the minority investors, 
and not management or the government, would be able to 
take a much more uncompromising stance against graft and 
inefficiency and ensure a higher level of information transparency 
at respective companies. Such an active approach would result 
in	increasing	shareholder	value	through	better	liquidity	and	
transparency. 

The changes to management of State assets described  
above would be optimally implemented by creation of a  
specialised	government	agency/fund,	which	would	be	staffed	by	 
well-compensated professionals who would be responsible for

implementation of these principles, including the selection of 
independent directors. The agency should be explicitly tasked 
with enhancing shareholder value of the assets entrusted 
to	it	and	be	removed	from	political	influence	and	social	and	
development objectives.

Such strengthening and improvement of corporate  
governance procedures will greatly enhance the valuation of the  
State-controlled companies, and provide for a favourable 
background for gradual privatisation.

Conclusion

It is the authors’ strong conviction that by discarding the 
command economy in favour of an, albeit imperfect, but  
market-oriented system, by liberalising its external trade and 
investment and by availing its companies of the access to the 
international capital markets Russia has made an irrevocable 
commitment to being a responsible economic citizen of the 
world. Effective corporate governance, especially in large and 
publicly traded companies, is an integral component of such 
responsible behaviour. As the developing Russian society 
demands this, Russian corporate law and governance practice 
along with other aspects of social, economic and political life will, 
with time, track the international standards in this area. 

We believe that the described approach to management of 
State-controlled enterprises is both realistic and rational. The 
proposed measures can be implemented in a relatively short 
timeframe.	The	main	prerequisite	for	it	is	the	political	will.	It	may	
take some time but we are confident that management of State 
assets will move in this direction which would lead to significant 
decrease in the corporate abuse and the corresponding increase 
in efficiency in the Russian economy. 
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