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Abstrat Traditionally, the phenomenon of IPO underpriing is ommonly

explored in relation to �nanial and operational performane metris. In this

study we onsider the relationship between the level of IPO underpriing

and internal orporate governane mehanisms. We analyze the relationship

between the board omposition and the level of IPO underpriing in Russian

ompanies, who had undergone an IPO in Russia between 2002 and 2015.

Our �ndings demonstrate that suh harateristis of the board diversity as

the management experiene of exeutives and the presene of independent

diretors with outside diretorships in ompany industries or �nanial setor

are negatively assoiated with IPO underpriing.
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1. Introdution

In the proess of raising equity through Initial Publi O�erings (IPOs) ompanies

fae a phenomenon known as IPO underpriing. IPO underpriing is usually mea-

sured as the perentage di�erene between the losing prie on the �rst day of

trading on the seondary market and the initial o�er prie. In other words, the is-

suing ompany loses money by reeiving less funding than it ould have potentially

obtained had the issued stok been pried more fairly.

The aademi literature traditionally overs the topi of IPO underpriing in

relation to the �nanial performane of a ompany. Relatively few works have ex-

plored the relationship between IPO underpriing and other determinants suh as

orporate governane. However, a onsiderable number of market experts have in-

reasingly admitted the signi�ant role of non-�nanial determinants suh as or-

porate governane in the suess of fund-raising ativities. Notably, Standard &

Poor's global rating ageny has embedded a methodology to assess the orporate

governane praties of ompanies, beause the investors inreasingly review more

systematially a ompany's orporate governane praties as part of the invest-

ment deision-making proess (Standard & Poor's Governane Servies, 2004). For

example, in its orporate governane assessment, the ageny pays attention to the

ownership struture, shareholder rights' protetion, ompany's a�liation history,

ompany dislosure and, moreover, the e�ieny of the board of diretors.

This paper will explore the relationship between the board omposition and the

level of IPO underpriing of the Russian ompanies.

The paper is organized as follows. In Chapter 1 we review the relevant prior

researh on the the problem of IPO underpriing, where we establish that the or-

porate governane mehanisms an help a ompany to ommuniate its quality to

underwriters and potential investors. In Chapter 2 we ondut a literature review on
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internal mehanisms of orporate governane and the role those mehanisms play in

investors' pereption of the ompany. Based on Chapter 1 and Chapter 2 of our study

we build an eonometri model in order to apture the intensity of the relationship

between IPO underpriing and the board omposition. Our �ndings demonstrate

that board diversity, namely the outside diretorships of the board members, man-

agement experiene of CEO and other exeutives as well as the presene of outside

diretorships positions oupied by independent diretors in the relevant industry

or �nanial setor are negatively assoiated with IPO underpriing.

2. The problem of IPO underpriing

Generally, IPO ativity an be onsidered as an indiator of a ountry's eonomi

development. An IPO an be an e�etive mehanism for a ompany to aelerate

its development, pursue new projets.

The problem assoiated with assessing an IPO ompany's fair value is the de-

pendene of valuation on the ompany's expeted future ash �ows of the ompany.

An IPO o�er prie is typially determined along the IPO proess. The �ling

prie range is set by the underwriting bank based on information from the issuing

ompany prospetus. During the �waiting period,� a period whih takes plaes be-

tween the �ling of the IPO prospetus and the date of setting the �nal o�er prie,

the issuer representatives partiipate in the road show to meet key investors and

assess the demand for the stok. Depending on whether the expeted demand is

higher or lower than expeted, the �nal prie is adjusted upwards or downwards

(Pukthuanthong-Le and Varaiya, 2007). At the �nal stage of the IPO proess, the

prie of the share is adjusted on the seondary market based on the market perep-

tion of the issue's value.

In pratie, there are three groups of ompany valuation methods, whih are

built based on the analysis of ompany's �nanial performane and its the balane

sheet or omparison of ompany's performane indiators with those of the peers

(MOEX, 2015).

The most widely used tehniques for the valuation of an IPO ompany's intrinsi

value to establish o�er prie range are option priing models, analysis of disounted

ash �ow and method of multipliers. It is important to take into aount industry

spei�s, and ensure that reliable information is used to be able to provide an

estimate whih would be representative of the true �rm value.

After the trading opens on the stok exhange, the market determines the share

prie of an IPO ompany. Depending on the demand on an IPO and the market

pereption, the IPO shares an be traded either at a premium or at a disount. The

latter phenomenon, as it has previously been mentioned, refers to �underpriing.� As

the result of the IPO underpriing, many of issuing �rms leave �money on the table,�

i.e., the issuer generates less funding than it ould have reeived had the issue been

pried more favorably. At the same time, the value of the pre-IPO shares retained is

diluted. Therefore, the underpriing is onsidered to be a ost to ompany owners

beause their shares are sold at a lower prie (Ljungqvist, 2007).

(Loughran and Ritter, 2002) point out that underpriing is a highly omplex

phenomenon, whih has been subjeted to many speulations. The phenomenon of

underpriing an be observed in all ountries and stok exhanges (Table 1).

The most pronouned e�et of positive �rst-day returns an be observed in

developing ountries. The table shows that underpriing in Russia is onsiderably
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Table 1. Comparison of IPO underpriing in di�erent ountries.

Country Period No.

observa-

tions

Initial

average

return

U.S. 1960-2014 12,702 16.90%

UK 1959-2012 4,932 16.00%

Germany 1978-2011 736 24,20%

China 1990-2013 2,512 118.40%

India 1990-2011 2,964 88.50%

Argentina 1991-2013 26 4.2%

Russia 1999-2013 64 3.30%

Soure: (Loughran et al., 2016)

lower than in other ountries. This market peuliarity makes the researh on the

topi even more relevant.

There are four main groups of theories explaining the driving fores behind IPO

underpriing:

• Theories explaining underpriing as a result of the asymmetri information prob-

lem (Bhattaharya, 1979; Brealey et al., 1977; Rok, 1986; Baron, 1982; Hanley,

1993),

• Theories explaining underpriing as a result of deliberate underpriing of the

o�ering and ontrol onsiderations (Brennan and Franks, 1997; Stoughton and

Zehner, 1998),

• Theories explaining underpriing as a result of the in�uene of di�erent spei-

�ations of the IPO and the parties partiipating in the IPO proess (Certo et

al., 2001; Filatothev and Bishop, 2002; Booth and Chua, 1996)

• Theories explaining underpriing from the behavioral point of view (Loughran

and Ritter, 2002; (Ljungqvist and Wilhelm, 2005)

The group of theories explaining underpriing as the in�uene of di�erent spei-

�ations of the IPO and the parties partiipating in the IPO proess inlude a body

of literature, whih onsider orporate governane mehanisms as fators in�uening

IPO underpriing.

Aording to (Certo et al., 2001), underpriing is a diret transfer of wealth from

the pre-IPO shareholders and the founders to the �rst-day investors. A number of

researhers found the evidene of the fat that the intensity of the underpriing

an be lowered with the help of �positive� signals related orporate governane

mehanism. E�etive orporate governane mehanisms have a positive impat on

the performane of a �rm and, hene, onvey positive information about the quality

of the �rm for the investors. (Certo et al., 2001; Filatothev and Bishop, 2002)

onjeture that board struture and harateristis of the board members help to

redue the extent of underpriing. (Booth and Chua, 1996; Filatothev and Bishop,

2002) �nd empirial evidene that the ownership struture of the IPO is another

positive �signal� for the investor.

(Filatothev and Bishop, 2002) promote the onjetures supporting the view

that orporate governane mehanisms help to inrease the IPO �rm's performane

and, therefore, ommuniate good news to the underwriter and the investor. The
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redution of ageny osts results in lower IPO underpriing. The researhers on-

sider governane mehanisms in the IPO ontext to be endogenous fators driven

by the organization outomes. The authors indiate that the following orporate

governane harateristis are assoiated with IPO underpriing:

• Board diversity

• Share ownership of exeutives

• Share ownership of nonexeutives

Moreover, the non-exeutive diretors may serve as a soure of strategi in-

formation and help in gaining better-expeted growth opportunities for the IPO

ompany.

(Filatothev and Bishop, 2002) �nd that a high proportion of non-exeutive

diretors and the intensity of the extra-organizational links redue the IPO under-

priing.

However, studies overing emerging markets present on�iting results. Aord-

ing to Hearn, (2012) and Darmadi and Gunawan, (2013) in Indonesia and Sab-

Saharan region Afria, the presene of independent board members has a positive

assoiation with underpriing. The �ndings orrespond to the investors' pereption

of the insigni�ane of the role of the board in the ompany a�airs.

This empirial evidene is relevant for the urrent researh, as the results prove

that the ownership struture and the harateristis of the board an be a way to

redue the extent of the IPO underpriing osts.

3. Board omposition and IPO praties

3.1. Mehanisms of Corporate Governane

Corporate governanemehanisms omprise an essential aspet of sustainable growth

of modern orporations. The e�ay of orporate governane systems determines

the investors' on�dene in the ompany's growth prospets and aentuate the

potential risks of the ompany.

The broad view of orporate governane onsiders not only the relationship

between a ompany and its shareholders but also between the owners and other

stakeholders like ustomers, employees, suppliers, and reditors, (Solomon, 2007).

Generally, the orporate governane struture serves the following objetives (OECD,

2006):

• Minimization of ageny osts between stakeholders and top management. Suh

osts inlude the self-serving behavior of the managers and minority shareholder

expropriation;

• Provision of trustworthy information about the value of the �rm and mainte-

nane of the ompany's aountability to its shareholders;

• Provision of the soure of ompetitive advantage for the ompany by improving

the alignment of the interests of the senior management and the shareholders;

• Improvement of the ompany's oherene, deision-making proess, and internal

operations.

The researh literature divides orporate governane system into internal and

external mehanisms. Ownership onentration, board omposition, and exeutive

ompensation omprise the internal mehanisms, whereas shareholder ativism, the
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market of orporate ontrol and takeover market belong to the ategory of external

mehanisms (Boulton et al., 2010).

In this paper, we fous on three internal mehanisms of orporate governane

mentioned above.

Ownership onentration is a ase when an individual shareholder or a blok-

shareholder owns a stake in a ompany's equity, whih is equal or exeeding 5%.

Commonly, blokholders are institutional investors in pension funds and mutual

funds. High ownership onentration is typial for blokholder model of orporate

governane (also known as German model). This model is onsidered to be more

e�etive ompared to di�used ownership model (Anglo-Saxon model) beause the

ompany is ontrolled by the shareholders, who are eonomially motivated to main-

tain the e�etive orporate governane (Berezinets et al., 2011). Many researhers

believe that the higher the level of ownership onentration is, the better are the

monitoring and the ontrol by the blok shareholders beause they will want to

minimize the risk of the investment loss. This way, the presene of ontrolling share-

holders an serve as an internal orporate governane mehanism to solve the ageny

problem by reduing the probability of the manager's opportunism.

The seond important internal orporate governane mehanism is exeutive

ompensation. There is a body of literature (Haid and Yurtoglu, 2006; Lazarides et

al., 2009), whih has found a positive relationship between the ompany's �nanial

performane and exeutive ompensation. However, as suggested by (Suherman et

al., 2011) there is some pressing real-life evidene, whih ontradits the �ndings of

the sholars. For example, Staley O'Neal, the former CEO of the Bank of Ameria,

reeived ompensation exeeding $ 160 million, whereas the ompany was struggling

to survive to put up with losses of $ 8.4 billion.

The board of diretors is the third internal orporate governane system. It is a

fundamental mehanism for the separation of management and ontrol. The board

of diretors plays an essential role as a mehanism, whih ensures an in�ow and

out�ow of aurate information related to ompany performane, risk, and growth

projetions. It oversees the management ations so that shareholders' interests are

adequately served (Keasey et al., 2005). Aording to (Fama and Jensen, 1983), the

board of diretors is the vital internal orporate governane tool for ontrol over

senior management ations. Board omposition has a onsiderable impat on the

�rm's deisions and, hene on the �nanial performane of a ompany. Along with

other researhers, (Hambrik and Jakson, 2000) on�rm that stok pries of the

ompany are positively assoiated with the board harateristis.

Therefore, we �nd evidene that ownership struture and the omposition of the

board of diretors are the key orporate governane mehanisms, whih not only

in�uene the strategi and managerial hoies in the ompany but also serve as a

quality signal for the investors.

3.2. The omposition of the board of diretors as an e�etive orporate

governane mehanism

There is a onsensus in the major body of empirial literature that the size of

the board is negatively assoiated with orporate governane e�ieny. Indeed, the

bulky board tends to hinder the speed of the deision-making proess. (Willekens

and Seru, 2005) onjeture that the board size and independene of diretors are

the two board harateristis, whih have a profound e�et on the e�ieny of

orporate governane.
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Generally, an e�ient board should ful�ll responsibilities related to advisory

and oversight of the senior management. Some of the essential responsibilities of

the board of diretors inlude:

• Advisory and guidane on the �rm's orporate strategy, planning, risk assess-

ment as well as traking the implementation of the initiatives and ompany

performane;

• Appointment and removal of the orporations' hief exeutive o�er (CEO);

• Fair treatment of all groups of the shareholders;

• Seletion of new exeutive diretors ;

• Protetion of the enterprise's reputation and its assets and approval of the major

ompany assets transations, apital expenditure;

• E�ient monitoring and resolving of potential on�it of interests of the man-

agement, the board of diretors, shareholders, et.;

• E�ient monitoring and resolving of potential on�it of interests of the man-

agement, the board of diretors, shareholders, et.;

The board of diretors represents a omplex struture. (Carter and Lorsh, 2004)

identify three elements of board design:

• Board struture;

• Board omposition;

• Board proesses.

The board struture dimension de�nes the size and the neessary board ommit-

tees suh as nomination, audit, ompensation, and governane ommittees to ful�ll

its duties. The board omposition varies with the experiene of the board members,

skills, and other important board features. The proesses determine the ways the

information is gained, the expertise is built, and the deisions are onduted on the

board.

The board is omposed of exeutive, non-exeutive a�liated diretors and in-

dependent non-exeutive diretors. Exeutive diretors (also referred to as insider

diretors or management diretors) are the salaried employees suh as Chief Exeu-

tive O�er (CEO), Chief Finanial O�er (CFO) or Chief Operating O�er (COO)

with full-time exeutive responsibilities. Non-exeutive board members (outside di-

retors) do not have exeutive duties (Solomon, 2007).

An e�etive board should have a balaned board omposition with an optimal

ratio of inside and outside diretors to ensure the presene of experiened represen-

tatives, impartial assessment, and monitoring of the management e�ieny.

With the inreased attention on the importane of the board omposition as

a orporate governane mehanism, the role of non-exeutives has been vigorously

debated.

A non-exeutive diretor serves the following key roles (Tyson, 2003):

• Strategi guidane and objetive evaluation of a ompany's management dei-

sions;

• Monitoring of the performane and strategy implementation by the ompany's

management;

• Monitoring of the auray of the ompany information dislosure provided to

investors;
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• Appointment, evaluation, and retention of senior management;

The empirial literature provides mixed evidene on the signi�ane of the role

of the non- exeutive diretors. (Fama and Jensen, 1983) emphasize the role of

non-exeutives as management monitors. (Rosenstein and Wyatt, 1990) have found

empirial support to a positive relationship between the share prie and the appoint-

ment of a non-exeutive positive diretor. (Peare and Zahra, 1991) have found a

positive relationship between the presene of the outside diretors and the ompany

�nanial performane.

(Agrawal and Knoeber, 1996) onjeture that non-exeutive diretors negatively

impat the �nanial performane of a orporation. Based on the sample of the U.S.

orporations, the results of their empirial researh suggest that there is an exessive

number of non-exeutive diretors in the boards. (Solomon, 2007) hallenges the

view by onjeturing that the number of independent diretors is often added to

the board in the times of a ompany's distress in order to boost its performane.

Despite some opposing views on the relevany of non-exeutive diretors, it is lear

that the non-exeutive diretors play a signi�ant role in the e�ieny of the board

of diretors. Several fraud instanes in some large orporations like Enron, World-

Com have esalated a onern that inside diretors an be dominantly driven by

self-interest

The presene of independent non-exeutive diretors in the board has growing

importane, beause of expertise, skills, and a more extensive unbiased viewpoint

they an ontribute (Du Plessis et al., 2010). One of the general de�nitions of

�independene� suggested by the authors, desribes independent diretors as dire-

tors, who are �free from any business or other relationship whih ould materially

interfere with the exerise of their independent judgment� (Cadbury, 1992). The

�independene� riteria are stated in a Corporate Code, whih varies depending on

the ountry legislation. Debating the e�ieny of the requirement, some ompa-

nies have argued that operating in a small business ommunity makes it extremely

hallenging to �nd a diretor, whih would pass all the �independent riteria.�

The board omposition in�uenes the board deisions on suh matters as the

way the board funtions, investment, �naning and strategi deisions and, hene,

is one of the fundamental issues to be onsidered in the researh �eld of orporate

governane.

To explore the role of orporate governane in the IPO proess (Burton et al.,

2004) have surveyed over 100 enterprises. They have disovered that 67% of the

inquired UK enterprises hange orporate governane proedures, and 46 % of the

forms hanged the top management personnel in the period before the �otation.

The partiipants of the survey suggest a number of reasons justifying the hange in

orporate governane systems. The primary reason is ompliane with the ountry

regulations and the stok exhange listing requirements. Additionally, a onsider-

able share of the interviewees has admitted that the orporate governane hange

has been done to inrease the redibility of the IPO in front of the potential institu-

tional investors. The appointment of di�erent board ommittees, the introdution

of non- exeutive diretors is an important fator for improvement of the ompany's

aountability.
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3.3. Corporate governane mehanisms in Russia

For the purpose of this researh it is important to point out the key features of the

Corporate governane mehanisms in Russia.

The Russian Corporate Governane Code de�nes orporate governane �a system

of relationships between the exeutive bodies of a joint-stok ompany, its board of

diretors, its shareholders and other stakeholders� (Journal of the Bank of Russia,

2014).

The Corporate Governane System in Russia remains at a relatively early stage

of development. However, the Russian enterprises have inreasingly admitted the

importane of e�ient orporate governane mehanism. Speial attention has been

given to the omposition of the board of diretors.

Generally, a three-tier governane struture is one of the preferred organizational

strutures of big open and losed joint-stok ompanies in Russia.

Fig. 1. Governane Struture of a Russian joint-stok ompany.

Soure: (Kpmg, 2013)

The Russian orporate law desribes the funtions of the board of diretors

similar to other legislation, inluding that of the U.S. Aording to the Federal law

on joint-stok ompanies [N 208 FZ passed in 1995℄, a unitary exeutive body with a

CEO (also known as �general diretor�) or a olletive exeutive body (�management

body�) is in harge of the ompany's management. It is important to note that the

board of diretors does not bear exeutive funtions. Provided that the enterprise is

managed by the CEO and the olletive exeutive body, the Russian orporate law

demands that the ompany spei�es the sope of the olletive board's authority

(Muravyev et al., 2014).

A distintive feature of the board of diretors in Russia is the absene of the

CEO duality beause the Corporate Code forbids the simultaneous admission of

the position of the Chair of the board and the CEO. In the updated Law on the

joint-stok ompany, the olletive exeutive body of the ompany annot exeed

one-fourth of the Board of Diretors.

In the Russian ompanies, the role of independent diretors inludes the improve-

ment of a ompany's redibility and publi trust, advisory for the top management,

espeially in the proess of preparation of a ompany for an IPO. Although many

Russian ompanies have yet to reognize the relevane of independent diretors,
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the number of independent diretors in the boards of joint-stok ompanies has

been inreasing. Aording to the Russian Assoiation of the Independent Dire-

tors Researh Report, on average independent diretors omprise only one third of

the board in 60 ompanies with A-level stoks traded on Mosow Stok Exhange

(�Russian Assoiation of Independent Diretors Researh,� 2015), whereas in 2010

the independent diretors' share in the board was 21%.

The signi�ane of orporate governane for the issuing ompany has been ar-

tiulated in the new Code of Corporate Governane of 2014, whih reveals new

standards and best praties of orporate governane. The new Code has in�uened

the Listing Rules of CJSC MICEX Stok Exhange. The Listing rules outline the

requirements for stoks to be inluded in the Seond quotation level and speify the

riteria of independene for members of the board of diretors (MOEX, 2015).

The fundamental hanges in the part of the Code of Corporate Condut related

to the board of diretors aentuate the role of the board as an essential element

in improving the investors' on�dene in the Russian ompanies' redibility. At the

moment, the Russian apital market is experiening a lot of distress related to the

inrease of the risk premium, inrease of the disounting rate used in the valuation

of the Russian ompanies and apital �ights. That is why determination an optimal

struture of the board of diretors for an IPO is an important step for inreasing

the investors' expetations and funding resoures.

The Russian Federal law on the joint stok has the following key requirements

for the board omposition:

Generally, the Russian orporations are haraterized by high ownership onen-

tration and several blokholders' groups. Often, the state is the ontrolling share-

holder in the ompanies (Berezinets et al., 2011). Aording to the survey of large-

sale enterprises onduted by a researh team from Hitotsubashi University and

Higher Shool of Eonomis in 2005, 39.3% of the 822 �rms are a�liated with a spe-

i� business group through shareholding. De fato, the major stakes in the ompa-

nies belong to the holding ompanies or business groups (Iwasaki, 2008). The strong

a�liation network implies that the e�etiveness of the monitoring is signi�antly re-

dued. The Russian ontext reinfores the argument that board omposition should

serve as a primary orporate governane mehanism.

A feature adding omplexity to the Russian Corporate Governane system is

that the market of the publially listed ompanies is dominated by the state-owned

enterprises (SEO), whih represent approximately 50% of the ountry's GDP. How-

ever, the Russian government had launhed several privatization programs. It im-

plies that espeially this type of ompanies has to provide onsideration to the level

of board independene and diversity.

(Ilhuk, 2006) onduts an eonometrial analysis of the link between the level

of in�uene of the ompany performane and the board struture. Using the sample

of Russian ompanies for the period 1999 -2004, the researher tests the in�uene of

suh board harateristis as the share of inside and outside diretors in the board

on the ompany's return on investment. His empirial �ndings on�rm the presene

of the link between the board of diretors and operational e�ieny. (Maslennikova

and Stepanova, 2010) onsider the in�uene of ownership struture and a group of

metris, inluding the board size and the number of independent diretors in the

board in their omparative study. They have empirially proved that the number of

independent diretors in the board has a positive in�uene on the strategi e�ieny.
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Table 2. Requirements for the board omposition in Russia.

Type of person admitted to

the board of diretors

• Only a natural person an be eleted (Artile

66 paragraph 2)

Diretors • Five diretors are the absolute mini-

mum;

• Seven diretors are the absolute min-

imum for a ompany with more than one

thousand holders of voting stok;

• Nine for a ompany with more than ten

thousand holders of voting stok (Artile 66

paragraph 3)

Colletive exeutive diretors • Less than one-quarter of the members of the

board of diretors (supervisory board) (Ar-

tile 66 paragraph 2)

Eletion of board members • (Artile 66 paragraph 1)

• A person an be re-eleted an unlimited

number of time

• A diretor is eleted by the umulative vot-

ing for ompanies. By umulative voting, the

shareholders an ast their votes for one or

more andidates

CEO (an be a part of the

board of diretors)

• Can be a legal entity

• CEO duality is not allowed

Soure: (N 208 FZ passed in 1995)

3.4. Relationship between board omposition and IPO underpriing

We have onluded that the board of diretors as a primary internal orporate

governane mehanism plays an essential role in the IPO beause it makes makes

deisions about the hoie of the underwriting banks and the approval of the IPO

o�ering onditions. Given the inrease in orporate governane requirements and

more demanding expetations of the investors, IPO represents even a more hal-

lenging proess for the board of diretors. Beause of the risky nature of IPO �rms,

investors tend to favor ontinuity in leadership.

Share ownership retention by exeutive diretors an be interpreted as a quality

signal by the investors. By retaining shares, the exeutives demonstrate their on-

�dene in the values of the shares they hold. Aording to (Espenlaub and Tonks,
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1998) this boost in the outside investors' on�dene an lead to less IPO underpri-

ing.

The diversity of the board's omposition, inluding the presene of experiened

and independent diretors an inrease investors' assurane in the redibility of

the venture. The experiened board members an not only inrease the monitor-

ing of managerial deision but also give aess to the neessary strategi guidane.

(Provan, 1980) argues that non-exeutives' organizational ontats outside the �rm

an not only leverage the issuer's bargaining power with the underwriters and in-

vestors. The presene of experiened non-exeutive diretors an help the ompany

to disern itself from its IPO peers. Thus, board diversity an help to derease the

level of the IPO underpriing.

Additionally, by retaining the share ownership, non-exeutives express their on-

�dene in the ompanies' fundamentals. Therefore, the IPO share prie disount

beomes less neessary.

To investigate the relationship between the omposition of the board of diretors

and the level of IPO underpriing the following researh hypothesis shall be tested:

H1 The IPO's board diversity is negatively assoiated with IPO underpriing of

Russian IPO ompanies;

H2 The share ownership of the IPO ompany's non-exeutive diretors is nega-

tively assoiated with underpriing of Russian IPO ompanies;

H3 The share ownership of the IPO ompany's exeutive diretors is negatively

assoiated with underpriing of Russian IPO ompanies.

4. Empirial researh

4.1. Model and variables

Based on the literature review of our study, we build an eonometri model in order

to apture the intensity of the relationship between IPO underpriing and the board

omposition. For this purpose, a ross-setional regression will be performed.

The general eonometri model an be spei�ed as follows:

IPO_underpricingi = αi +Xiβ + Ziγ + εi, (1)

where

i � a subsript denoting respetive IPOs

IPO_underpricingi � a dependent variable representing IPO underpriing for eah

respetive ompany

X � a vetor of variables desribing the harateristis of the board of diretors of

the ompany i ;

Z � a vetor of variables desribing the ontrol variables;

β, γ � vetors of unknown parameters;

ε � error term

Our study is entered around exploring the vetor of β oe�ients

We de�ne the variables employed in the eonometri analysis based on the litera-

ture review. The names and respetive desriptions of the variables are summarized

in the table below.
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Table 3. Desription of variables

Variable Empirial de�nition Measurement approah

Dependent variable

IPO_UNDER-

PRCING

IPO underpriing The perentage di�erene be-

tween the o�er prie and the

prie at the end of the �rst day

of trading

The approah is used in (Dar-

madi and Gunawan, 2013;

Loughran et al., 2016)

Independent variables

1. Variables desribing board omposition

A. Board's diversity

BEXP The ombined experi-

ene of CEO and other

exeutives

Number of diretorships and

management positions taken by

the CEO and the exeutive

members of the board The ap-

proah is used in (Darmadi and

Gunawan, 2013; Howton et al.,

2001)

ODIRSHAR Outside diretor-

ships per independent

diretor

Sum of the outside diretorships

divided by the number of inde-

pendent diretors

The approah is used in (Fila-

tothev and Bishop, 2002)

ODIRTOT Total outside diretor-

ships

Total number of outside

diretorships of the board

The approah is used in (Fila-

tothev and Bishop, 2002)

INDSUMDIR Total outside diretor-

ships held by indepen-

dent diretors of the

board

Total number of outside

Diretorships of the indepen-

dent board members The ap-

proah is used in (Filatothev

and Bishop, 2002); (Mnif, 2009)

B. OWNERSHIP

DIROWN Share ownership held

by

members of the board

of diretors

Perentage of the total number

of ordinary shares retained by

the exeutive and non-exeutive

board members

The approah is used in (Fila-

tothev and Bishop, 2002)

Control variables

DF Debt �naning Total interest-bearing debt

divided by total assets

The approah is used in

(Druker and Puri, 2005)
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SIZE Natural logarithm of

IPO �rm size

The natural logarithm of the

IPO �rm size measured as the

�rm's apitalization at the o�er

prie.

The approah is used in (Bell

et al., 2013; Bethel and Liebe-

skind, 1993)

AGE The age of the IPO �rm The natural logarithm of the

age

of the IPO ompany, whih an

be understood as the time pe-

riod between the date, when

the ompany was registered as

an Open Joint Stok Company

(Publi Joint Stok Company

stating from 2015) and the IPO

date

The approah is used in (Bethel

and Liebeskind, 1993; Fila-

tothev and Bishop, 2002)

PREIPOSHAR Pre-IPO share of the

largest shareholder

Pre-IPO share of the largest

shareholder (Kang et al., 2015)

SER Servie Setor Binary variable; 1- if the IPO

�rm's main ativity relates to

the servie setor, 0 � otherwise

The approahed is used in

(Filatothev and Bishop, 2002;

Mauri and Mihaels, 1998)

The variables desribing the experiene of the CEO and other exeutive di-

retors, total outside diretorships of the board and outside diretorships held by

independent diretors serve as determinants of board diversity. Aording to the lit-

erature review, the oe�ient of the variables desribing board diversity is predited

to have a negative sign.

At the same time, the traditional view on the IPO underpriing has to be taken

into onsideration in the urrent study. Aording to an extensive empirially proved

researh presented by (Ljungqvist, 2007; Loughran and Ritter, 2002; Ritter and

Welh, 2002; Ritter, 2011) and many other researhers the �rst-day positive return

is assoiated with �nanial harateristis of the issuing ompany as well as suh

fundamental fators as the IPO proeeds, the age and the industry, in whih the

ompany operates. Therefore, a vetor of ontrol variables has been introdued in

order to

aount for the relationship of the harateristis above and the IPO underpriing

(Beatty and Ritter, 1986).

The predited signs for ontrol variables require elaboration. It is assumed that

the age of the ompany is negatively assoiated with the IPO underpriing, be-
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ause more mature ompanies tend to have more publially available information

on �nanial and operational performane and, hene, pose less unertainty for the

underwriters and the investors. In turn, a better pereption of the issuing ompany

results in a more favorable valuation of the IPO share prie.

The variable desribing the size of the ompany is predited to have a negative

sign of its oe�ient. As empirially proved by (Filatothev and Bishop, 2002),

large-sale ompanies tend to have larger boards. The larger boards are likely to

have more non-exeutive diretors, and as a onsequene, the issuing ompany will

be better pereived by the investors.

The level of debt �naning is foreasted to have a negative assoiation with un-

derpriing for several reasons. First of all, aording to (Druker and Puri, 2005) the

underwriting banks, who issued debt or debt instruments, have already experiene

of working with the ompany and, hene, established a good relationship with the

issuer. As a result, the bank is less likely to underprie the IPO issue. Moreover,

debt issues, whih ourred before the IPO, derease the information asymmetry

between the issuing ompany and the investors. As a result, an IPO is pried more

favorably.

4.2. Data sample

To perform this empirial study, the sample of IPOs of ompanies, registered in

Russia and �oated on the Mosow Stok Exhange (MOEX) and the Russian Trad-

ing System (RTS) is olleted. The initial sample overs the period from 2002 -

2015.

The olleted sample inludes 63 ompanies. 7 �rms, whih represent the �nan-

ial setor, were exluded. Therefore, the �nal sample onsists of 56 ompanies. The

list of ompanies is presented in Appendix 1.

The list of IPOs has been obtained from Zyphyr Bureau van Djik and veri�ed

with SKRIN and SPARK databases. The key information for the hand-olleted

dataset has been obtained from the IPO listing prospetuses, reports on the results

about the initial publi o�ering, ompany annual and quarterly reports, whih were

obtained in SPARK and SKRIN.

The primary soures for the identi�ation of independent diretors in the sam-

pled ompanies were annual, quarterly reports, and prospetuses. In most of the

ompanies' douments, there was no spei�ation of whether a diretor was inde-

pendent or not. Therefore, as a part of the researh, the lassi�ation of diretors

into several ategories (independent non-exeutive diretor (�independent diretor�),

dependent non-exeutive diretors and exeutive diretors) has been onduted. The

algorithm was based on the Code of Corporate Condut of 2002 for the observations

overing the period 2002-2012 and the new Code of Corporate Condut of 2013 for

the period overing 2013-2015. The algorithm (Appendix 2) for the identi�ation of

independent diretors has been adopted from the paper by (Muravyev et al., 2014).

Additionally, the algorithm had to be adjusted for the hanges presented in the

Russian Code of Corporate 2014.

4.3. Desriptive statistis

Desriptive statistis of the data sample is summarized in Table 4.

The average level of IPO underpriing is 4.9%, while the highest level of IPO

underpriing approximates 30%. At the same time, there is a onsiderable number of

ompanies, whih experiene overpriing, a negative �rst-day return after the IPO.
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Table 4. Desriptive statistis.

Variable Mean sd Min p50 Max

Dependent variable

IPO_UNDERPRICING, % 4,90 0,09 -11,55 3,60 29,00

Board Composition variables (vetor X)

INDSUMDIR 3,48 3,96 0,00 2,50 17,00

INDIREXP 4,17 5,72 0,00 2,00 24,00

TOTODIRSHAR 19,06 24,48 0,00 5,75 91,00

ODIRTOT 34,64 31,22 2,00 25,50 142,00

DIROWN 0,13 0,23 0 0 0,8

Control variables (vetor Z)

SIZE 10980 14718 41 4697 73888

AGE 7,68 5,18 0,00 0,00 18,00

DF 0,26 0,23 0,00 7,00 0,81

PREIPOSHAR 0,65 0,27 0,12 0,64 1,00

The IPO underpriing dynamis of the sampled Russian IPOs an be observed in

Figure 2.

Note: 1 � average �rst-day return of the German IPO market; 2- average �rst-day return

of the U.S. IPO marker; 3- average �rst day-return of the Russian IPO market 4- average

�rst-day return of the Argentinian IPO market

Fig. 2. Dynamis of the �rst-day return on IPO stoks of Russia ompanies �oated on

MOEX and RTS.

From the satter plot, we an observe the peak of the IPO ativity of the Russian

market ourred 2006-2007. The absene of the IPOs in Russia in 2008 an be

explained by the global eonomi risis and heightened risk aversion of the investors.

Starting from 2010 and on the IPO ativity has beome sare. Russia has not fully

rehabilitated from the eonomi risis and had to endure the burden of eonomi

santions, whih negatively a�et the apital markets. The level of IPO underpriing

Russia is very lose to Argentina. This similarity an be explained by the low level

of savings of the loal retail investors in these two ountries and, logially, a high
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degree of risk-aversion towards any unertainty, whih is assoiated with investments

in IPO shares.

From Figure 3 we see that relatively small Supervisory boards desribe the

Russian IPO ompanies. The average number of board members is 8. In many

instanes, the board has just the minimum number of board members required for

the IPO ompanies by the Federal Law.

Fig. 3. Distribution of observations by board size.

Two-third of the the board of an average Russian IPO ompany onsists of non-

exeutive diretors and one-fourth of the board represents independent diretors.

Table 5. Struture of the boards.

Average

(No.)

Board

share, %

Min.

(No.)

Max.

(No.)

S.D.

Non-exeutive diretors 6 75%* 2 13 2,499

Exeutive diretors 2 25% 0 7 1,414

Independent diretors 2 25% 0 5 1,368

*Inluding independent diretors

Although an average board omposition of a Russian IPO ompany meets the

orporate governane regulations in terms of the ratio of exeutive diretors/non-

exeutive diretors, the data sample investigation reveals that at the moment of

an IPO 6 ompanies do not have any diretor on the board, who would qualify as

independent aording to the Code of Corporate Condut. In many instanes, om-

pany IPO prospetuses and reports omitted several signi�ant fats. The additional

analysis of the a�liation history, the history of the board of diretors in SPARK and

SKIRN and researh demonstrated the infringement of the independene riteria of

the board in some joint-stok ompanies from the sample.

It is also interesting to ompare the results of the researh on the board of the

Russian IPO ompanies with the boards of the U.S. ompanies at the time of an

IPO. Surprisingly, the average
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size of the board of U.S. IPO ompanies is equal to the size of the Russian IPO

board. At the same time, there is a substantial di�erene in the share of indepen-

dent diretors in the board of IPO ompanies of the two ountries. A higher share

of independent diretors in the U.S. IPO ompanies an be explained by a more

developed orporate governane system and a smaller stake of the state in the U.S.

IPO ompanies.

Table 6. Comparison of board omposition of Russian and U.S. IPO ompanies.

U.S IPO

ompany

Russian IPO

ompany

Board size 8 8

Share of independent diretors 68% 25%

Soure: Author's alulations; (PWC, 2015a)

Aording to the �ndings, some of the exeutive diretors of the IPO ompanies

do not possess prior diretorship experiene. Nor do independent diretors in some

ompanies from the sample have the expertise in leading a ompany in a similar

industry. The problem arises from the fat that the Russian eonomy is still in

the proess of transition to the market eonomy. The sarity of enterprises, whih

are not a�liated with the state, makes it more hallenging to �nd an independent

diretor from the loal market. Based on the analysis of the dataset, some ompanies

attrat independent diretors to the board from abroad to overome the issue. It

follows that the ompliane with the orporate ode may be broken unintentionally,

as attrating an independent foreign diretor neessitates establishing a ertain

a�liation at �rst.

Whereas the board of diretors does not have high ownership stake on average in

Russian IPO ompanies, the ownership is onentrated in the hands of shareholders,

who are not the board members. Even after the IPO, the largest shareholder retains

ontrol over the ompany on average.

Fig. 4. Share ownership in Russian ompanies before and after IPO.

With the smallest apitalization of the IPO proeeds of approximately 41 bn

RUR, whereas the largest apitalization raised in the IPO proess exeeds 73 bn
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RUR, there is no drasti disrepany with regards to the IPO size among the om-

panies.

As for the �rm age, we see that on average, the IPO ompanies are not very

young. At the same time, a fair share of the observations represent ompanies, whih

have been established as Open Joint-Stok Companies lose to the IPO date. On

average the IPO ompanies are not signi�antly geared.

All in all, the desriptive statistis demonstrate that there is a number of board

harateristis, namely the board struture, its size and ownership onentration of

Russian IPO ompanies are similar to the �ndings of orporate governane researh

on ompanies, who already went publi suh as (Muravyev et al., 2014), (MCarthy

et al., 2004), et.

4.4. Regression analysis results

We start the eonometri analysis by testing the baseline spei�ations. The baseline

model inludes variables desribing IPO �rm amount of the proeeds from the IPO,

level of debt �naning, the ownership of the largest shareholder and the dummy

variable representing the servie industry. Consequently, we inlude variables spe-

ifying the board omposition of Russian IPO ompanies to apture the intensity of

the links between IPO underpriing and the board omposition. The results of the

regression analysis are depited in the table below.

Table 7. Results of the eonometri study.

Models

1 2 3 4 5 6 7

AGE -0,001

SIZE -0,002

SER 0,004

DF -0,137 ** -0,144 ** -0,154 *** -0,11 ** 0,114 ** -0,142 ** -0,158 **

PREIPOSHAR 0,135 ** 0,123 ** 0,125 ** 0,101 ** -0,113 ** 0,129 **

INDIREXP -0,004 *

ODIRTOT -0,001 **

TOTODIRSHAR -0,001

DIROWN 0,021

INDSUMDIR -0,006 *

Cons 0,054 0,006 0,022 0,045 0,018 -0,001 0,11 ***

R∧2 adjusted 0,344 0,367 0,406 0,46 0,388 0,358 0,308

P-value 0,000 0,000 0,000 0,000 0,000 0,000 0,000

Notes:

*** Denotes signi�ane at 1% level

** Denotes signi�ane at 5% level

* Denotes signi�ane at 10% level

The results of the baseline regression (model 1) reveal that not all ontrol vari-

ables are statistially signi�ant. As expeted, the debt-to-assets ratio of the om-

pany has a strong negative assoiation with IPO underpriing, whereas the variables

desribing ompanies' age and size are not statistially signi�ant. The dummy vari-

able, representing the servie industry, is also insigni�ant. Thus, we have to reon-
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sider the baseline regression and exlude statistially insigni�ant ontrol variables

(model 2).

In model 3, we add a variable desribing the experiene of the exeutive diretors

in the board for �ve years prior to the IPO. The variable is statistially at 10% level

of signi�ane. The prior management experiene of the exeutive diretors in the

board before the IPO of the �rm is negatively related to the IPO underpriing.

The results of model 4 indiate that the variable desribing total outside dire-

torship positions per independent diretor, is also negatively assoiated with IPO

underpriing at 5 % level of signi�ane.

The spei�ations in Model 5, whih desribes total number outside diretorships

held by all members board of diretors, did not give a statistially signi�ant result.

The results presented in Model 7 indiate that the total outside diretorships

oupied by the independent diretors in the IPO ompany board has a statistially

signi�ant negative relationship with IPO underpriing at 10% on�dene level.

Model 6 reports that the relationship between the retained share ownership

and IPO underpriing is not statistially signi�ant. Contrary to hypotheses #2

and # 3 stating the retained share ownership by nonexeutives and exeutives is

negatively assoiated with IPO underpriing, the relationship has not been proved

to be statistially signi�ant.

4.5. Disussion

The empirial researh presents three key �ndings.

1. The negative assoiation between CEO and management experiene

of the exeutive board members and the level of IPO underpriing.

The �nding is line with the empirial researh by (Pan et al., 2012) and (Mnif,

2009), who studied the assoiation of the role of exeutive diretors networks and

expertise and the level of IPO underpriing of the U.S. ompanies. However, this

assoiation is stronger in U.S. ompanies. It an be attributed to more advaned

orporate governane mehanisms in the U.S. Additionally, exeutive diretors

in the U.S. are more likely to have expertise and onnetions. Less pronouned

assoiation between the experiene of the exeutive board members and the

level of IPO underpriing in our sample an be explained by the absene of any

management experiene among exeutive diretors in almost 34% ompanies

from the sample.

2. The negative assoiation between the total outside diretorships held

by the board members and the level of IPO underpriing.

Our �ndings support the arguments suggested by (Filatothev and Bishop,

2002). However, the link in ase of the British IPO ompanies is stronger than

in the Russian ontext. The results ould be explained by the absene of outside

diretorship positions in the relevant industries.

3. The negative assoiation between the total outside diretorships held

by independent board members and the level of IPO underpriing.

Our results support the onjetures of (Filatothev and Bishop, 2002), who also

obtained results supporting a negative relationship between outside diretor-

ships and IPO underpriing. The assoiation is the ase of Russian IPO om-

panies is not as pronouned as for the British IPO �rms. One of the potential

explanations for the disrepany in the results is the di�erenes in institutional

ontexts of Great Britain and Russia. British legislation provides stronger share-

holders' protetion. Moreover, the British orporate world has long ago adopted
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the reommendation about board independene. In fat, the term �non-exeutive

diretor� and �independent diretor� are deemed equal in British orporate gov-

ernane system. In our sample, only 33% of independent diretors have outside

diretorship positions in relevant industries. This fat an explain the absene of

pronouned negative assoiation with IPO underpriing in the ase of Russian

IPO ompanies.

At the same time, we an provide possible explanations of why several of the

stated hypotheses have not been empirially proved.

Total outside diretorships per board member as a board diversity harater-

istis has not been found statistially signi�ant, probably beause Russian IPO

ompanies are haraterized by an uneven distribution of outside diretorship posi-

tions among the board members in the IPO ompanies. In our sample, on average,

51 % of the board's total outside diretorship positions is oupied by one diretor

in a Russian IPO �rm.

The negative relationship between the retained ownership by the board members

and the level of IPO underpriing has not been identi�ed, ontrary to the �ndings

of (Filatothev and Bishop, 2002), possibly beause the board members in Russian

IPO ompanies do not possess major ownership stakes in the ompanies. The sare

partiipation in the ompany's ownership did not provide a su�ient number of in-

stanes, whih would allow a more extensive exploration of the relationship between

the retained ownership of exeutive and non-exeutive board members and the level

of IPO underpriing. Another reason why our hypothesis about negative assoia-

tion between share ownership and IPO underpriing has been rejeted ould also

be attributed to the general investors' pereption about ownership onentration in

Russia and inadequate protetion against the expropriation of minority shareholders

as opposed to stronger institutional ontext suh as Great Britain presents.

Based on the onduted study we believe that ompanies should seek

to appoint:

1. CEO and other exeutives with prior diretorship and managerial (CEO) expe-

riene

2. Independent diretors with experiene in the industry, related to the ompany

operations

3. Non-exeutives with outside diretorships in the relevant industry and or/ in

the �nanial setor

This study ontributes to the existing body of orporate governane literature

by o�ering valuable insights on the role of orporate governane mehanisms in

the ontext of IPO performane. This paper extends the prior study of the board

harateristis in Russia by taking into aount more involved board omposition

metris suh as outside diretorships, the experiene of exeutives and independent

diretors at the time of an IPO. At the same time given the ontext of the study,

it has a number of limitations. The board omposition as a orporate governane

mehanism is onsidered in isolation without taking into onsideration external or-

porate governane mehanisms. For example, onsideration of institutional ontext,

labor market for managers and other external orporate governane mehanisms,

omparative study of Russia IPO on Russian and foreign stok exhanges are some

of the possible diretions of future researh.



240 Valeriia Levitanus

Appendix 1. The list of the ompanies in the data sample.

No. Year Company No. Year Company

1 2002 RBC IS 29 2007 MMK

2 2004 OPIN 30 2007 Synergy

3 2004 Kalina 31 2007 PIK Group

4 2004 Irkut 32 2007 Nutrinvestholding

5 2004 7 kontinent 33 2007 Gruppa LSR

6 2005 Sollers 34 2007 Polymetall

7 2005 Pava (Khleb Altaya) 35 2007 OGK-2

8 2006 World Trade Center 36 2007 SITRONICS

9 2006 TMK 37 2009 Human Stem Cells Insti-

tute

10 2006 Razgulay Group 38 2009 Protek

11 2006 VEROPHARM 39 2009 Kuzbasskaya Toplivnaya

Company

12 2006 Hals-Development 40 2009 Armada

13 2006 Chelyabinsk Zin Plant 41 2009 Mostotrest

14 2006 Enel OGK-5 42 2009 Russkaya akvakultura

15 2006 Lebedyansky 43 2009 Russian Navigation

Tehnologies

16 2006 Magnit 44 2009 Rosneft

17 2006 Cherkizovo Group 45 2009 Transkonteiner

18 2006 DIOD 46 2009 Pharmsynthez

19 2006 Raspadskaya 47 2011 Platforma Utinet.ru

20 2006 Severstal 48 2011 PhosAgro

21 2007 Uralkali 49 2012 Multisistema

22 2007 Pharmstandard 50 2012 Megafon

23 2007 DMVP 51 2013 Aessel

24 2007 Rosinter Restorants 52 2013 Jhivoy O�s

25 2007 Novorossiysk Commerial

Sea Port

53 2013 Alrosa

26 2007 RTM 54 2015 OVK

27 2007 M.Video 55 2015 Evroplan

28 2007 DIXY Group 56 2015 NKHP
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Appendix 2. Algorithm of identi�ation of an independent diretor.

Criteria for independent diretors for IPO

ompanies for the period 2002-2012

1

Adjustments in the

independent dire-

tor's riteria for IPO

ompanies for the

period 2014-2015

2

Step 1 The diretors are lassi�ed on insiders and out-

siders

Step 2 Outsider diretors were assessed for the presene

or absene of the share ownership in the ompany.

If a non-exeutive diretor is a shareholder of a

ompany, the person annot be an independent di-

retor.

If a non-exeutive dire-

tor has a stake, whih ex-

eeds 1%, the person an-

not be an independent di-

retor

Step 3 The list of the remaining non-exeutives is sreened

for the presene of government o�ials (of any na-

ture or level inluding the exeutive and legisla-

tive branhes and managers of state orporations).

A non-exeutive diretor, who simultaneously is a

ivil servant annot be an independent diretor

Additionally, the non-

exeutives' work posi-

tions for the year before

the IPO were onsidered.

A non- exeutive, who

worked as a ivil servant

for the past year annot

be independent

Step 4 The tenure of the non-exeutives on the board of

the ompany is onsidered. If a non-

the exeutive serves more than seven years on the

board of the ompany; this diretor annot be in-

dependent

Step 5 A list of a�liated persons is studied (the legal en-

tities in partiular). If a non-exeutive

the diretor is a representative of the exeutive

body of the a�liated persons; these diretors an-

not be independent

Step 6 If the CEO of the ompany is a ontrolling om-

pany, then the independent diretor is

heked for the a�liation with this ontrolling

ompany. If a non-exeutive is a�liated, then this

person annot be independent

Step 7 In ase, a non-exeutive quali�es the riteria of in-

dependent diretors, but the information about the

diretor for the past �ve years did not provide suf-

�ient evidene of the independene, an additional

searh is onduted for identi�ation of presene

or absene of any onnetions of the non-exeutive

with the ontrolling ompanies

1

Based on the Russian Code of Corporate Condut 2002 // Assessed via

http://www.br.ru/sbrfr/arhive/fsfr/fkb_�ms/atalog.asp�ob_no=1772.html

2

Based on the Russian Code of Corporate Condut 2014 // (Journal of the Bank of

Russia. (2014). Russian Code of Corporate Governane, 40 (1518))
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