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Executive Summary

Purpose

As the Soviet Union began to dissolve, the United States sought to assist
Russia and the other newly independent states (NIs) in their transition to
free market democracies. The transition taking place was unprecedented
and touched all political, military, economic, and social institutions.
Almost overnight, Russia and the other NIS were beginning the process of
transforming from communist, state-controlled economic and political
systems—systems that were for almost a half a century in competition
with those espoused by the United States. However, the transformation
was not without serious opposition, and different reformers pursued
different approaches. The United States sought to consolidate the gains
that could be made by assisting the Nis in their transformation and
supporting the reformers that were thought to have the best chance to
emerge as leaders in the new governments.

The U.S. goal was to support reforms that were considered to be critical to
U.S. objectives: the development of democratic institutions, the
privatization of state-owned property, the establishment of legal codes,
and the creation of mechanisms to operate a private capital market. The
success of the reforms in Russia potentially would have far-reaching
military, economic, and geopolitical consequences for the United States.

The U.S. Agency for International Development (USAID) was the lead U.S.
government agency to provide transition assistance. However, UsaID did
not have the established organization, contacts, and expertise to
accomplish this unprecedented task. Therefore, it turned to U.S. private
organizations, including the Harvard Institute for International
Development (H1D), to provide direct technical assistance to Russian
reformers. HIID was also expected to provide technical assistance and help
oversee U.S. contractors in USAID’s Russian economic restructuring
project. HUD had preexisting relationships with Russian officials and had
already helped establish several Russian institutions to sustain reforms,
including the Russian Privatization Center (rRPC).! The RPC assisted with the
restructuring of business enterprises and facilitated land reform. UsAID’s
privatization program in Russia amounted to about $325 million for fiscal
years 1992-96, approximately $40.4 million of which went to HID.

Concerned about the noncompetitive nature of the awards to HiD and
HIID’s effectiveness, the Chairman of the Committee on International
Relations, House of Representatives, asked GAO to review HIID’s work.

'The RPC is a nonprofit organization established by presidential decree in November 1992 to
coordinate the mass privatization voucher process, provide ongoing advice to the Russian government
in privatization, and coordinate foreign donor assistance in privatization and post-privatization
enterprise restructuring with the assistance of eight local privatization centers (LPC).
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Specifically, GAO assessed (1) how USAID awarded assistance agreements to
HIID to carry out work in Russia and Ukraine and (2) HIID’s role and
accomplishments in implementing assistance agreements to (a) develop a
Russian capital market? and (b) devise a legal reform program. In
connection with evaluating HID'’s role, GAO also assessed the effectiveness
of the rRPC in implementing USAID post-privatization and land reform
projects.

Background

The U.S. government-supported activities covered in this report were
conducted in a difficult and uncertain environment. First, there was no
validated model to follow in trying to assist Russia’s transition. Moreover,
the view among the U.S. political leadership was that the provision of
assistance to the reformers, particularly in Russia, was time critical.

In addition, the United States had to obtain the input, cooperation, and
support of the new leaders, particularly in Russia and Ukraine, regarding
the timing and nature of specific projects. Moreover, the assistance had to
be delivered in an environment where there was much distrust of U.S.
objectives and where the United States could not be viewed as being the
actual implementor of reforms. Nevertheless, UsaID believed that the
establishment of capital markets, the reform of the legal system, and the
privatization of Russian enterprises within a relatively short period were
critical to U.S. foreign policy objectives.

Results in Brief

Russia has made progress in many areas where it received U.S assistance;
however, some expectations have not been met. A significant portion of
U.S. assistance to Russia was provided through cooperative agreements®
involving oversight and strategic guidance from HiD and task execution by
several U.S. contractors. This approach resulted in HID’s having
substantial control over the U.S. assistance program.

The U.S. assistance program was driven by the desire to support reformers
whose agenda was consistent with U.S. objectives. Between December
1992 and September 1995, usaip, through a noncompetitive cooperative

Capital markets consist of private institutions, technology, and regulatory structures needed to
facilitate the orderly and cost-effective execution of transactions for corporate securities such as
stocks and bonds.

3A cooperative agreement is a funding mechanism used by a federal agency to transfer funds to an
organization to support an agency program. Applicable laws and regulations impose only minimal
requirements that agencies must follow when selecting recipients and awarding cooperative
agreements.
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agreement and amendments to the agreement, provided HID with

$40.4 million to undertake a number of activities in Russia. These activities
included providing assistance in privatizing Russian companies,
developing a capital market, instituting legal reform, and overseeing U.S.
contractors’ delivery of over $285 million of technical assistance to
Russian institutions and private companies.

Prior to the 1992 award, HIID had worked extensively with certain Russian
reformers and had developed a system of contacts within the Russian
government. GAO found that the noncompetitive awards to HID reflected its
existing relationships with Russian reformers and that the awards were
consistent with applicable laws and USAID guidelines. While USAID
guidelines encourage competition in the award of cooperative agreements,
they allow noncompetitive awards based on factors such as a recipient’s
relationship with a foreign country and the promotion of U.S. foreign
policy.

In 1995, usaip held a competition for assistance in connection with four
projects—two in Russia, one in Central Asia, and one in Ukraine. A0
found that, in conducting the 1995 competition, UsaID used erroneous
scores to select the winning proposal for one of the Russia projects.
However, the winning proposal was later rejected by the Russians.

With the assistance of HID and U.S. contractors, Russia has made
significant progress in developing a capital market. To date, Russia has
established (1) a Securities and Exchange Commission (SEC), (2) a
national company for registering trades, (3) a Russian stock trading
system, and (4) a self-regulatory organization for market participants.
However, the goal of setting up fully functioning national clearing and
settlement organizations (cso) that handle stock trades had not been
realized due to political resistance. Recent political maneuvering to
downgrade the Russian SEC’s status from ministry to state committee have
to date proved unsuccessful; nevertheless, the SEC’s status and autonomy
may continue “to come under fire,” according to the Department of State.

HIID’s work has supported reformers’ legislative agendas and contributed
to the development of key commercial laws and the establishment of the
Russian Institute for Law-Based Economy (ILBE) to carry out the legal
reforms during and after USAID ends its assistance. HIID also assisted in the
development of strategies that enabled Russia to obtain a loan from the
World Bank to implement legal reform. However, due to the political
situation that developed in Russia after the 1995 parliamentary elections,
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Principal Findings

Cooperative
Agreement Awards
Consistent With
Applicable
Guidelines,but Errors
Occurred

most of the legal reforms that have taken place since then have been by
executive decrees, rather than the passage of laws. Notwithstanding HIID’s
accomplishments, Gao found that USAID exercised minimal oversight of
HIID.

With HID support, the RPC has assisted with the privatization and
restructuring of state-owned enterprises and promoting land reform. Since
April 1993, uup’s responsibilities for the RPC and the LPC network have been
focused mainly on providing macroeconomic policy advice and recruiting
program and management specialists as needed. However, while efforts to
provide policy advice and facilitate post-privatization were generally
successful, USAID’s land reform projects were less successful, and the rRpC
may not be sustainable without further donor assistance.

In October 1992, HiD submitted a proposal to USAID seeking funding to
provide technical assistance in support of Russia’s transition to a market
economy. Because HiID had already gained experience working in Russia
and USAID’s assistance program in that country was in its early stages, USAID
decided to award HIID a cooperative agreement without competition. GAO
found that the noncompetitive award of the agreement was consistent
with UsaID’s guidelines. These guidelines allow such awards when the
recipient has exclusive or predominant capability based on an existing
relationship with a cooperating country.

USAID initially provided $2.1 million in funding for the agreement. USAID
amended the agreement nine times by September 1995, five of which
increased funding to a total of $40.4 million. The largest single increase
was $20 million provided in 1994 for a legal reform project. USAID
considered holding a competition for award of a separate agreement for
the legal reform project because, by that time, at least one other U.S.
organization was providing legal reform assistance in Russia. However, as
allowed by its guidelines, USAID instead decided to amend HIID’s 1992
agreement and included this project based on HIID’s existing relationship
with Russian reformers.

In March 1995, UsAID issued a request for applications to provide “Impartial
Oversight and Strategic Guidance for Privatization and Market Reform
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Programs” in Russia, Ukraine, and Central Asia. USAID planned to award
four separate agreements as a result of the competition—one for
assistance to the RPC, one for assistance on capital markets to the Russian
SEC, one for assistance in Central Asia, and one for assistance in Ukraine.
usaID awarded only two agreements, one to HID for $17.4 million for work
with the RPC and one to the University of Wisconsin for work in Central
Asia. While proposals were received for the Russian SEC project and being
prepared for the Ukraine project, UsalD canceled the portions of the
request pertaining to those projects.

The portion of the request pertaining to the Russian sEc was canceled
because the Director of that organization refused to accept the indicated
winner of the competition. The Ukraine portion was canceled because
funds were limited, and the Ukrainian government was not interested in
receiving the technical assistance at that time.

GAO found that USAID used erroneous scores to select the winning proposal
for the Russian SEC project. Ultimately, the Russian SEC rejected the
selected proposal, and USAID did not award a cooperative agreement for
the project. In September 1995, usai/Moscow amended the existing
cooperative agreement to provide $1.7 million to HiID. The amendment
allowed HIID to pay the expenses of the Russian Resource Secretariat (the
intellectual facility for the Russian SEC) that would have been covered in
the rejected cooperative agreement.

The Ukraine portion of the request was withdrawn in May 1995 before
proposals were submitted. In July 1995, HiID submitted an unsolicited
proposal to USAID to provide macroeconomic policy advice to the
government of Ukraine. This proposal was modified in August and
October 1995 and at that time had an estimated budget of $6 million. After
questions were raised by the House Committee on International Relations
in April 1996, the proposal was again modified, and in May 1996 UsaID
awarded a cooperative agreement for $1.5 million to HID. The award was
for a scaled-back version of the $6-million October 1995 proposal. The
noncompetitive award was made under the authority of USAID guidelines.
These guidelines provide that competition is not required for
“circumstances determined to be critical to the objectives of the foreign
assistance program.” Because high-level Ukrainian officials specifically
requested HIID assistance, GAO has no legal basis to question USAID’s
determination that foreign policy considerations justified awarding HIID a
cooperative agreement without competition. However, GAo observed that
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Mixed Progress on
Key Features of an
Efficient Capital
Market

some proposed HIID activities may duplicate work being performed by
others.

Russia, with support and assistance from HiD and other U.S. entities, has
made substantial progress in establishing some key features of a
functioning, efficient capital market. These accomplishments include
developing a Russian SEcC and a Resource Secretariat for technical
assistance, a stock trading system, and a self-regulating organization for
market participants (dealers and brokers). However, implementation of
some other aspects of the capital market infrastructure projects, such as
csos, have met with considerable resistance. Most of USAID’s infrastructure
efforts will end in late 1996. usaib had hoped that by then the necessary
laws and institutions would be substantially in place, but this now appears
unlikely.

HIID’s Role in Establishing
a Capital Market

The cooperative agreement between HIID and USAID gave HIID responsibility
for guiding the effort to develop a capital market. This included working
with the newly created Russian SEC to establish its independence and to
devise the necessary capital market infrastructure, including a
self-regulatory organization, independent stock registers, and Csos.

Under the HIID cooperative agreement, HID worked with the Russian SEC on
its regulatory and infrastructure projects. In addition, HID long-term
advisors and short-term specialists assisted with monitoring the
performance of U.S. contractors to identify and implement capital market
activities.

Development of the
Russian Resource
Secretariat

During the summer of 1994, in anticipation of the creation of the Russian
SEC, USAID began to fund a Resource Secretariat. The idea was to
consolidate all technical assistance to the Russian capital market
development effort under a single organization led by experienced
professionals. The Resource Secretariat was created through the
assistance of HID and USAID contractors. Specifically, HIID provided
executives, coordinated the work of U.S. contractors and their
subcontractors—who created the administrative and organizational
component of the Resource Secretariat—and implemented various
infrastructure projects. USAID has provided about $15.6 million in support
of the Resource Secretariat and the establishment of the Russian SEC,
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including $13.9 million to U.S. contractors and $1.7 million to HiD, as of
May 1996.

Progress in Organizing the
Russian Trading System

U.S. consultants assisting in the development of a Russian capital market
proposed to UsAID in December 1993 that the market’s evolution might best
be advanced by organizing dealers into self-regulatory organizations
largely patterned on the U.S. market. The task orders issued by Usaip for
implementing this Russian trading system amounted to approximately

$15 million.

As of October 1996, there were 328 members of the broker self-regulating
organization that owns the trading system, of which 215 have trading
system terminals in their offices. The broker organization now has
members in 39 cities, and in 24 of these cities, members have access to the
trading system. According to HID, most of the 15 cities where brokers do
not have access will be connected by the end of the year by U.S.

consulting firm Klynveld, Peat, Marwick, Goerdeler (kPMG)/Barents under
its task order. Over 100 company stock issues are listed on the system, and
roughly 40 to 50 percent of the over-the-counter trading in Moscow flows
through it. The Russian trading system no longer receives assistance and is
operated by the market participants on a self-financing basis.

Efforts to Develop CSOs
Were Disappointing

Market participants generally believed that a national registry company
and a cso were needed. The €SO project was to be the centerpiece of HIID’s
infrastructure effort, with a potential impact on stock registrars, dealers
and brokers, the Russian central bank, foreign and domestic banks, the tax
inspectorate, and others. USAID’s cost for this effort was estimated at

$14 million. In mid-1993, a project under HID's direction got under way to
create five csos. By late 1994, cso in Moscow, Ekaterinburg, Novorsibirsk,
St. Petersburg, and Vladivostok had emerged. Each ¢so evolved from an
existing stock exchange and was owned and controlled by the exchange
and the market participant. As of mid-1996, only the Vladivostok stock
exchange was active. However, trading was limited to 30 transactions a
day, and the cso for Moscow was disintegrating. USAID, HiID, U.S.
contractors, and market participants cited unfavorable market conditions,
discouraging tax laws, and political power struggles as reasons for the
disappointing outcome.

*The $1.7 million was approved in September 1995 to pay the cost of Russians working for the
Resource Secretariat. The amount does not include the cost of the executive management positions
paid through HIID’s cooperative agreement that were categorized as “policy advice.”
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Status of the Russian SEC

— - N
HIID’s Role in Legal

Reform

The following events highlight the ongoing nature of the struggle for
lasting reform. On April 22, 1996, Russian President Boris Yeltsin signed a
comprehensive law “On the Securities Market” that established a structure
for market regulation by the Russian sec. The underlying concepts and the
vision for the regulated capital market contained in the law are a direct
result of HIID's support of the Resource Secretariat and the Russian SEC.%
Although the Russian sec seemed to be progressing as planned, in

August 1996, President Yeltsin signed a decree that downgraded the status
of the Russian SEC from a ministry to a state committee with an unclear
mandate and no appointed Chairman. Reports from Moscow indicated that
Russian stock market participants were surprised and dismayed by this
move. Less than 1 month later, the action taken in the August 14 decree
was at least partially reversed in a decree of the President “On the System
of Federal Executive Agencies,” dated September 6, 1996. The Russian SEC
was upgraded but moved from subordination to the Ministry of Finance to
the presidential structure.

It is unclear whether the Russian SeC has the resources to fulfill its
responsibilities. Market participants told us that fulfilling the Russian SEC’s
considerable responsibilities will require a significant enlargement of its
staff and budget.

Since 1992, Russia has privatized 15,000 medium and large-scale
state-owned enterprises and allowed private ventures but has lacked
economic and commercial laws to underpin these developments. Under a
cooperative agreement, HID provided expert advice and drafting assistance
on legislation; established a core group of long- and short-term resident
legal advisors; helped create ILBE to carry out a legal reform project after
usaID ends its assistance; and helped Russia obtain funding from the World
Bank for continued legal reform, among other accomplishments.

HID’s work plan for the legal reform effort states that, among other things,
it was to provide commentary, expert advice, and drafting assistance on
19 pieces of legislation. Of the nine laws that were passed, HIID was the
principal drafter of three; for three others, it served either as co-drafter or
provided comments.® These laws are significant accomplishments and
include rules on securities, joint stock companies, and advertising.

5The reform of the capital markets has involved not only HIID, but also substantial input by the New
York Stock Exchange, the U.S. SEC, and the Federal Reserve.

SHIID participated in work on seven additional laws that were passed but were not part of HIID's
original work plan.
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The majority of laws UsAID hoped that the parliament would have passed
by the end of 1996 have not been enacted. Confronted with the possibility
that none of the remaining legislation would come to fruition because of
political opposition to reform legislation, HIID began to place more
emphasis on working with the executive branch to have decrees
promulgated rather than on the enactment of legislation.

HIID conducted this project with minimal oversight from UsaID. a0 found
that usaID did not always enforce the reporting requirements contained in
the cooperative agreement, did not set measurable goals, and was not
aware of decisions HiID was making that could have resulted in added cost
to the government or significantly affected U.S. strategy. HIID at first
submitted quarterly reports rather than the monthly reviews that were
specified. UsaID officials in Washington, D.C., questioned the completeness
of the data in the reports that were submitted. For example, no
information was provided on how specific HID projects were related to the
overall goals of the legal reform program. HID started work on part of the
legal reform effort before it received USAID approval, and in so doing
became involved in work being performed by another usaip-funded
organization. This may have resulted in some unnecessary costs being
incurred.

. 14 HIID helped establish the rRPC and oversaw the work of the contractors who
Su.stal.nab.lhty of developed the RPC accounting system, located its office space, and
Privatization Centers recruited its personnel. After September 1994, the responsibility for rRPC
Questionable financial oversight shifted from HIID to the USAID mission in Moscow.

Although usaID then gave a direct grant to the RPC to cover its operating
expenses, HIID remained engaged by recruiting and paying the salaries of
expatriates who held important positions such as the Chief Financial
Officer, the Chief Procurement Officer, the Press Secretary, and a number
of project associates.

Following the completion of Russia’s privatization of most state-owned
enterprises in June 1994, UsAID focused on using the RPC and LPCs to help
(1) usaip work with newly privatized firms on the difficult process of
restructuring and (2) devise procedures for land reform. U.S. contractors
working with the rpC helped some Russian firms successfully complete
enterprise restructuring. For example, some of the enterprises reduced
labor costs by streamlining operations and lowered other expenditures by
revising procurement procedures.
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The largest usaip-sponsored land reform project was to create a real estate
information system in selected municipalities. Five of the nine cities in
which the project was implemented rejected the system offered by the
contractors and worked on developing another version. The RPC was
responsible for facilitating negotiations among local agencies to unify into
a single database the information each was maintaining, such as data on
land, structures on the land, and housing. However, in a number of cases,
because the negotiations became protracted, this project did not meet its
objectives.

UsAID informed Gao in November 1996 that the rpC had successfully
implemented on a fee basis a series of consulting seminars using materials
developed by the Financial Management Assistance program and Program
for Intensive Enterprise Support contractors. However, according to USAID,
the development of Lpc staff skills has been uneven, and it is not clear
whether all Lpcs could successfully offer the existing consulting materials.
Moreover, U.S. contractors also were unsure to what extent the rrC could
provide consulting services without support from private expatriates and
independent contractors. While financial support from the World Bank
will be provided, Bank funds are not expected to fully meet the rRPC
network’s operating costs.

USAID and HIID generally agreed with Gao’s findings related to the award of
HIID and Agency the cooperative agreement to HIID and GAO’s assessment of HIID’s role and
Comments accomplishments. UsAID noted that although Gao had no recommendations

in this report, it planned to review existing policy regarding amendments
to noncompetitive agreements and improve the management and oversight
of the grantee with respect to reporting requirements, establishment of
measurable goals, performance monitoring, and results evaluation.
Officials from the Department of the Treasury said that they had no
comments on the report. The Department of State commented that HIID’s
preexisting relationship with Russian reformers may have been adequate
reason for the selection of HIID in the past, but given the large number of
specialists with substantial experience in the Russian market who are
currently available, this will be a less likely rationale for sole-source
selection in the future. State also commented that GAO’s report generally
appears to give a good deal of credit to HIID for endeavors that had a
number of contributors.
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Chapter 1

Introduction

The changes that swept the Soviet Union starting in 1989 were enormous,
unprecedented, and unexpected. Almost overnight, Russia and the other
newly independent states (N1s) began the process of transforming from
communist, state-controlled economic and political systems—systems that
were for almost a century in competition with those espoused by the
United States—into market systems.

In December 1990, the United States began providing limited assistance to
the Soviet Union to support its reform effort; after the Soviet Union
dissolved in December 1991, the United States increased this aid. In
October 1992, Congress enacted the Freedom for Russia and the Emerging
Eurasian Democracies and Open Market Support Act of 1992, commonly
known as the “Freedom Support Act.” This act set forth the broad policy
outline for helping the Nis that were part of the former Soviet Union (Fsu)
carry out both political and economic reforms. It authorized a bilateral
assistance program that is being implemented primarily by the U.S. Agency
for International Development (USAID). As of September 1996, USAID
reported obligations of $1.6 billion and expenditures of $1.2 billion for
programs and projects in Russia.

The act also established a coordinator within the State Department who,
among other things, was responsible for developing a strategic plan for
providing such assistance. The core objectives of the approved strategy for
Russia were to (1) help Russia make the transition to a market economy,
(2) support the conversion to a democratic political system, and (3) ease
the human cost associated with the transition. The strategy document
recognized that only Russian reformers could make Russia’s transition a
success but that the United States could support the effort. It also
recognized that the success of the reforms within Russia would have
far-reaching consequences for the United States. A democratic,
market-oriented, stable Russia could be a constructive partner on a wide
range of global issues. The benefits to the United States could include
reduced defense requirements as well as expanded opportunities to
market U.S. goods and services to a country of 150 million people.
Conversely, a Russia in political and economic turmoil would have the
potential to destabilize the region and adversely affect a variety of U.S.
interests.

Although usam is the lead U.S. agency for providing transition assistance
to Russia, its approach to providing aid is to seek out U.S. private firms or
organizations to provide most of the economic, business, and financial
advice. The United States had to reach agreement with Russian and
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Introduction

USAID’s Use of the
Harvard Institute for
International
Development

Ukrainian officials on the timing and nature of the assistance. Given their
assessment of the situation, U.S. executive branch officials believed that
they had a narrow window of opportunity to provide assistance to Russia.
This was reiterated in the U.S. strategy for assistance to Russia, which set
a goal of accomplishing several major reforms by the end of 1996. These
included establishing capital markets, developing a free market legal
system, and privatizing Russian enterprises.

The aforementioned conditions presented the United States with a major
set of challenges. UsAID admittedly did not have the in-house capacity to
accomplish the task at hand owing to the political-strategic confrontation
of the past decades and the uniqueness of the transitioning command
economies to market basis. Before UsAID’s program began, the Harvard
Institute for International Development (u11D) had been working with the
top echelon of Russian President Boris Yeltsin’s key economic reformers.
HIID's ongoing work in Russia offered UsAID an opportunity to support the
economic reform work already under way and to have access to reformers
within the Yeltsin government.

usaID decided to fund HID through a cooperative agreement' for support of
reformers’ efforts in privatization, legal reform, and capital markets. This
led to an oversight and management structure that did not follow the
traditional pattern. The approach that was settled on resulted in HIID’s
having substantial control over the U.S. assistance program. In particular,
the traditional project management approach that UsaID normally employs
was not in place for Russia’s economic restructuring activities. Instead,
HID served in an oversight role for a substantial portion of the Russian
assistance program. Appendix I graphically depicts this structure.

Since 1992, usaiD has amended its initial cooperative agreement with HID
nine times, the completion date has been extended to August 1997, and the
value of the agreement has grown from $2.1 million to $40.4 million. These
amendments have expanded HID’s role from providing strategic policy
oversight, primarily to the State Committee of the Russian Federation for
the Management of the State Property (GKI), to establishing the Russian
Privatization Center (RPC), assisting in drafting commercial laws channeled
through the State Legal Administration of the Office of the President of the
Russian Federation (the Russian President’s Legal Advisor [6PU]), and

!A cooperative agreement is a funding mechanism used by a federal agency to transfer funds to an
organization to support an agency program. Applicable laws and regulations impose only minimal
requirements that agencies must follow when selecting recipients and awarding cooperative
agreements.
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USAID Used HIID to
Help Manage Other
Contractors

providing support to the Russian Securities and Exchange Commission
(SEC). In each of these areas, HIID helped establish Russian institutions to
participate in the reform process and managed enterprise restructuring
and land reform projects implemented by other U.S. contractors. The
reformers associated with HIID have had a leadership role in these new
institutes. In addition to the cooperative agreement with HIID, USAID made a
direct grant of $16.5 million to RPC to support its work.

To foster competition for work in the Fsu, on March 17, 1995, USAID
requested proposals from applicants to provide impartial oversight and
strategic guidance for privatization and market reform programs. USAID
intended to award four cooperative agreements under the proposals: one
for western Nis countries, including Ukraine, one for the Central Asian
republics, and two for work in Russia—one to assist the rRpPc and another
to assist the Russian sec. The University of Wisconsin was awarded the
cooperative agreement for Central Asia, and HUD was awarded a
cooperative agreement for work to assist the RPC and to assist USAID with
the overall coordination, management, and monitoring of different
contractors and initiatives. Awards were not made for assistance to the
Russian SEC or to Ukraine. HIID subsequently submitted an unsolicited
proposal to provide assistance to Ukraine and was awarded a $1.5-million
noncompetitive cooperative agreement for this purpose.

In addition to assistance provided to Russia directly by Hip, HIOD also
helped UsaID to manage and oversee contractors such as Arthur Andersen;
Deloitte & Touche; Price Waterhouse; Klynveld, Peat, Marwick, Goerdeler
(kpMG)/Peat Marwick; and several other consulting firms. The U.S.
contractors were paid by UsaID, not HID. This arrangement required strong
managerial skill and a high level of coordination. As shown in table 1.1, the
total value of UsAID’s obligations for 1992-96 for the Russian privatization
program as of May 10, 1996, amounted to about $325 million, including
approximately $40 million for HIID.
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Table 1.1: Summary of USAID’s
Russian Privatization Program
Funding Obligations, Fiscal Years
1992-96 (as of May 10, 1996)

Program USAID obligations
Mass privatization $58,324,607
Land and real estate reform 62,626,116
Capital market development 77,189,912
Post-privatization activities 71,559,346
Policy, legal, and regulatory reforms® 39,103,676
Other® 16,436,643
Total $325,240,300

aHIID received $36.1 million of its funding through this line item.
2*Other” consists of miscellaneous privatization projects.

Source: USAID.

Objectives, Scope,
and Methodology

Concerned about the noncompetitive nature of the awards made to HIID
and HiD's effectiveness, the Chairman of the House Committee on
International Relations asked us to review HID’s work. Specifically, we
assessed (1) how UsaID awarded assistance agreements to HID to carry out
work in Russia and Ukraine and (2) HID'’s role and accomplishments in
implementing assistance agreements to (a) develop a Russian capital
market? and (b) devise a legal reform program. We also assessed the
effectiveness of the RPC in implementing USAID post-privatization and land
reform projects. Finally, in response to the specific questions by the
Committee, we provide a chronology of events regarding the
noncompetitive award to HID for work in Ukraine and a summary of what
knowledge Ukrainian officials had about the project. This information is
provided in appendix II of this report.

To review the basis for noncompetitively awarding HID’s first cooperative
agreement in Russia, a subsequent $20-million legal reform amendment,
and the noncompetitive award for work in Ukraine to HIID, we analyzed
USAID guidelines, relevant files, and documents; interviewed USAID,
Department of State, Department of the Treasury, and National Security
Council officials; and officials representing the University of Maryland, the
Russian Research Center for Private Law, HiD, and the government of
Russia.

2Capital markets consist of private institutions, technology, and regulatory structures needed to
facilitate the orderly and cost-effective execution of transactions for corporate securities such as
stocks and bonds.
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To evaluate whether the HIID proposal for work in Ukraine duplicated the
work of other assistance providers, we reviewed files of the USAID mission
in Ukraine; analyzed the HID proposals; and interviewed officials from
Ukrainian ministries, U.S. contractors, the International Monetary Fund,
the U.S. Department of the Treasury, and other international assistance
providers.

In reviewing USAID’s management of the 1995 competition, we analyzed the
competition files and other relevant documents; and interviewed members
of the evaluation panel, the UsalD Procurement Officer, other USAID
officials, and government of Russia officials responsible for the rejection
of the winning proposal for the Russian Sec portion of the request for
proposals.

To assess HIID’s role and accomplishments in the development of the
capital market, we focused on the effort to establish an independent
Russian SEC and the necessary capital market infrastructure. We
interviewed officials from HiD, USAID, the Institute for Law-Based Economy
(ILBE), USAID’s implementing contractors, capital market participants, U.S.
embassy economic section staff in Moscow, the New York Stock
Exchange, the U.S. sEc, and international financial institutions, including
the World Bank. We reviewed USAID, HIID, and contractor files, including
task orders and work plans.

To assess HIID’s role and accomplishments in the legal reform program, we
reviewed UsAID and Department of State justification documents to
establish the goals of the program; discussed the program with the U.S.
Ambassador to Russia, the usain/Moscow Director, and HID/Russia’s
General Manager, the HiID/Moscow General Manager, law firms
specializing in commercial reform in Moscow, World Bank
representatives, other contractors working in the legal reform area, the
Director of the Russian Research Center for Private Law, officials from the
University of Maryland who had worked on the Russian Civil Code,
members of the Russian parliament, and other relevant officials; and
reviewed work plans, HIID progress reports, HIID reports prepared
specifically for our review, and other USAID documents.

To determine the results of HIID’s and USAID’s assistance to the RPC, we
interviewed representatives from the rrC’s Moscow office, including the
Chief Executive Officer, the HiuD-supported Chief Financial Officer, the
Chief Legal Advisor, the Press Secretary, and project associates. We also
interviewed USAID contractors responsible for implementing usaip-funded
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technical assistance projects in enterprise restructuring and land reform
and the UsaID representatives responsible for overseeing these projects.
We also reviewed project status and completion reports prepared by USAID
contractors and USAID.

In addition to our work in Moscow, we performed site visits to St.
Petersburg, Tver, and Vladimir. At each location, we interviewed
representatives of the local privatization centers (LPC), local government
administrations, and recipients of UsAID-funded technical assistance. Also,
we interviewed representatives from HIID’s headquarters in Cambridge,
Massachusetts.

The Rural Development Institute (RDI), a HID contractor working in the
area of land reform, did not allow us to interview its Russian contacts;
consequently, we were limited in our evaluation of RDI's contribution to
the process of developing land reform legislation in Russia in that we
could not obtain a Russian perspective on RDI's activities. HIID stated that
RDI's contacts were sensitive, because they had been developed with a
commitment to confidentiality.

The information on foreign laws in this report does not reflect our
independent legal analysis but is based on interviews and secondary
sources.

We conducted our work from March 1996 to October 1996 in accordance
with generally accepted government auditing standards.

The Departments of State and the Treasury, USAID, and HIID were provided
an opportunity to comment on this report. Treasury officials told us that
they had no comments on the report. UsaID, HIID, and the Department of
State provided detailed comments that are discussed in the appropriate
chapters of this report. Their comments are reprinted in appendixes IV, V,
and VI, respectively.
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Minimal Requirements
for Award of
Cooperative
Agreements

UsAID used noncompetitively as well as competitively awarded cooperative
agreements to fund HID activities in Russia and Ukraine. We looked at a
December 1992 noncompetitive award for work in Russia, a competition
held under a request for applications issued in March 1995, and a May 1996
noncompetitive award for work in Ukraine.

By virtue of its early and extensive work in advising the Russian
reformers, HID had developed experience, expertise, and a system of
contacts within the Russian government. We found that UsaiD’s awards to
HiD reflected the relationship it had established with Russian officials and
that the awards were consistent with applicable laws and UsaID guidelines.
While UsaID guidelines encourage competition, they recognize several
broad exceptions to the competition requirement, allowing
noncompetitive awards based on factors such as a recipient’s relationship
with a foreign country and the promotion of foreign policy objectives.

We found that, in conducting the 1995 competition, USAID used erroneous
scores to select one of the winning proposals. With respect to the 1996
award for work in Ukraine, we found no legal basis to question UsaID’s
decision to award HIID a cooperative agreement without competition for
foreign policy reasons. However, we observed that some of HIID’s activities
may duplicate work being performed by other assistance providers.

A cooperative agreement is a funding mechanism that a federal agency
uses to transfer funds to a public or private organization to support an
agency program. Agencies often use cooperative agreements when they
plan on being substantially involved in the management of the project
being funded. The agreement defines the agency’s relationship with the
recipient. Unlike acquisition of goods or services by contract, cooperative
agreements are often used to define project goals and determine the best
approach for achieving them. Because of the need for flexibility,
applicable laws and regulations impose only minimal requirements with
respect to the procedures agencies must follow when selecting recipients
and awarding cooperative agreements.

The Federal Grant and Cooperative Agreement Act of 1977 (31 U.S.C.
6301) establishes criteria for selecting the appropriate funding
instrument—procurement contract, grant, or cooperative agreement—for
a particular activity. The act requires agencies, in awarding cooperative
agreements, to “encourage competition, where deemed appropriate.”

131 U.S.C. 6301(3).

Page 22 GAO/NSIAD-97-27 Foreign Assistance




B

? Chapter 2
| USAID'’s Award of Cooperative Agreements

| Likewise, USAID’s guidelines “encourage” competition in the selection
process. However, the guidelines describe a number of circumstances
where competition is not required.? For example, competition is not
required for (1) unsolicited proposals, (2) awards where one recipient has
exclusive or predominant capability based on an existing relationship with
the cooperating country, (3) follow-on awards that continue an existing
assistance relationship, or (4) such other circumstances determined to be
critical to the objectives of the foreign assistance program (the “foreign
policy” exception).?

In October 1992, HID submitted a proposal to USAID seeking funding to
provide technical assistance to Russia. The proposal focused primarily on

1992 Noncompetitive

Award of First HIID support for Russia’s privatization efforts. At the time, USAID’s assistance

Cooperative program in Russia was in its early stages. HID officials already had

A experience working with Russian reformers and had provided substantial
gr eement technical assistance in establishing Russian institutions designed to

sustain economic reforms.

Since USAID believed there was an urgent need to begin U.S. support for
Russia’s privatization efforts and to coordinate western donors and

| contractors, it decided to award HIID a cooperative agreement without

| competition based on the expertise and relationships HiID had developed in
Russia. Under UsaAID guidelines, competition is not required when the

| recipient is considered to have exclusive or predominant capability based

| on an existing relationship with the cooperating country.* Therefore, in

! our view, the award was consistent with UsAID guidelines.

|

\

USAID initially provided $2.1 million in funding for the agreement. The
agreement was amended nine times; five of the amendments increased

| funding for the agreement with HID. By September 1995, funding for the

| agreement totaled $40.4 million. The largest single increase in funding was

1 a noncompetitive amendment executed in July 1994 that provided
$20 million for a legal reform project. The purpose of the project was to
support a newly formed coordinating committee on law drafting, chaired
by the head of GpPU and composed of representatives from GpU, the Duma
(the lower house of the Russian parliament), and the Federation Council
(the upper house of parliament). The amendment increased funding for

2USAID Handbook 13, chapter 2, “Selection of Recipients.”
3USAID Handbook 13, chapter 2B(3).

1USAID Handbook 13, chapter 2B(3)(b).
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HIID's agreement from $15.6 million to $35.6 million and extended the
completion date from August 1995 to August 1997.°

By the time of the amendment, UsAID’s legal reform efforts in Russia were
expanding and other UsAID recipients were providing technical assistance
to Russian institutions. For example, the University of Maryland’s Center
for Institutional Reform and the Informal Sector (Iris), another
organization that had received usaIp funding, was also doing legal reform
work in Russia.

In view of the fact that another organization was by now providing this
type of assistance to Russia, USAID considered conducting a competition.
Nevertheless, UsAID decided to amend HIID’s existing agreement, justifying
the amendment based on HIID’s having an exclusive or predominant
capability due to its existing relationship with Russian officials. The
usaln/Moscow Director also noted that the decision to continue HIID's work
was supported by foreign policy considerations and endorsed by the State
Department’s Nis Coordinator’s Office, the National Security Council, the
Department of the Treasury, the Office of Management and Budget, and
the USAID Assistant Administrator for Management.

In support of its determination to award the amendment, USAID explained
that H1ID had a unique advantage to carry out the legal reform program
because HIID’s assistance had been requested by GPU as a direct outgrowth
of its ongoing program. Specifically, UsaID found that HiD had developed a
“deep relationship of trust” with the Russian reformers involved in the
project and that it had a unique track record in providing policy advice in
Russian reform efforts. usaip characterized GpU as the primary legal
counsel to the Russian President.

According to IrIS documentation, IriS challenged USAID’s characterization of
GPU as the Russian President’s chief legal advisor. According to RIS,
President Yeltsin also sought legal advice from a broad group of
individuals and entities, including other members of the Presidential
Council, the Ministry of Justice, and the Chairman of the Research Center
for Private Law. In fact, according to 1r1s, the Research Center was
primarily responsible for developing an important portion of Russia’s new
Civil Code, with assistance from representatives of the Office of the
President and Prime Minister, the Ministry of Justice, the judiciary, the

5The other amendments that USAID made to the cooperative agreement were smaller. Under USAID
Handbook 13, chapter 2B(3)(c), competition is not required for amendments to existing assistance
agreements.
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parliament, and the academic community. According to IRIS, this work was
accomplished despite initial opposition from GpU.

Whether or not GpU was the President’s primary legal advisor, it is clear
that GpU was an important force in Russia’s legal reform efforts and that it
was to play a significant role in the project that formed the basis for the
amendment to HID's agreement. Therefore, we believe that UsAID’s decision
to amend HIID's agreement was reasonably based on HID's existing
relationship with Russian reformers.

\

; s On March 17, 1995, usaID issued a request for applications for “Impartial

| 1995 Competltlon Oversight and Strategic Guidance for Privatization and Market Reform

| Under RequeSt for Programs in Russia, West Nis [Ukraine, Moldova, and Belarus], and Central
AppllC ations Asia of the Former Soviet Union.” UsAID planned to award two agreements

for assistance to Russia—one for work related to the rRrC and one for
assistance to the Russian SEc—and one agreement each for work in
Ukraine and Central Asia. HuD submitted two proposals—one for
assistance related to the RPC and one for assistance related to the Russian
SEC.

usalD awarded only two agreements, one to HIID, valued at $17.4 million,
for work with the rRpC and one to the University of Wisconsin for work in
Central Asia. While proposals were received for the Russian SEC project
and were being prepared for the Ukraine project, USAID canceled the
portions of the request pertaining to those projects.

We found that USAID used erroneous scores to select the winning proposal
for the Russian Sec project. Ultimately, the Russian SEC refused to accept
the projected winner, and USAID did not award a cooperative agreement for
the project. In the meantime, USAID amended HIID's original cooperative
agreement and added $1.7 million to cover certain Russian SEC costs
through September 1996.

The Ukraine portion of the request was withdrawn before proposals were
submitted, based on USAID’s determination that funds were limited and that
Ukrainian officials were not interested in oversight assistance. In

May 1996, usaip awarded HIID a cooperative agreement for work in
Ukraine. Because high-level Ukrainian officials specifically requested HIID
assistance, we had no basis to question USAID’s decision to award HIID a
cooperative agreement without competition for foreign policy reasons.
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Selection Process for
Russian SEC Work

USAID established a committee and developed criteria for evaluating
proposals for the RpC, the Russian SEC, and the Central Asia projects. USAID
instructed panel members to use the following criteria and weights to
evaluate proposals (see table 2.1).

Table 2.1: Criteria and Weights for
Proposal Evaluation

Criteria Weights (percent)
Qualifications and experience of personnel 50
Prior case study 30
Institutional qualifications and experience 20
Total 100

USAID also specified that it would “look favorably on applications that
minimize the number of expatriate person months, maximize the
participation of local indigenous staff and provide the best overall value to
the Government, cost and other factors considered.”

The evaluation committee was composed of five individuals, including
three UsaID officials, an RPC representative, and a Russian SEC
representative. The committee Chairman was from the USAID project office.
Both the rpc and the SEC had been given an invitation to nominate
representatives to the selection panel. In late June 1995, the Assistant
Administrator for European and Nis Affairs communicated a second
invitation to the Russian SEc director. According to UsaID and State
Department officials involved in this decision, the Russian institutions
were allowed to place representatives on the committee because they
would be working closely with the winners of the competition. The
officials wanted to ensure that the Russian institutions would have a say in
and ultimately accept the selection of the organization with which they
would be working.

The Director of the RPc nominated a high-level rRpC employee. The
employee was approved by UsAID and named to the committee. The
Russian SEC initially nominated an individual employed by Price
Waterhouse, but UsAID rejected this individual because Price Waterhouse
was subject to HIID oversight. The Russian SEC then nominated an
individual from the World Bank’s International Finance Corporation who
had extensive experience working in the Russian capital markets. The
Executive Director of the Russian SEC stated that the nominee was very
familiar with the content and organization of his programs and plans for
the future. UsaID approved the nominee. However, because the Russian
SEC’s second nomination of a representative did not occur until after the
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other committee members had completed their evaluations, UsaID had to
formally reopen the process to allow the Russian SEC representative to
conduct her evaluation.®

According to the USAID Procurement Officer responsible for conducting the
competition, the Russian SEC representative did not follow the instructions
for evaluating proposals based on the UsAip-developed criteria. Instead,
she ranked the eight applicants in descending order, with eight being the
highest rating and one the lowest. UsaID’s Procurement Officer reconciled
the Russian SEC representative’s ranking with the other committee
members’ numerical ratings by multiplying each proposal’s ranking by the
weighted value of the category. For example, he gave the top-ranked
proposal an 80 (0.8 x 100 percent). Because most of the panel members
had departed Washington, D.C., where the scoring had taken place, the
USAID Procurement Officer said he made no effort to reconvene the panel
for group analysis or to have the Russian SEC representative correct her
scores.

Mathematical Errors in
Calculation of Final Scores

We found that the usaiD Procurement Officer made several mathematical
errors when calculating the final panel’s scores for the Russian SEC
proposals. According to the official, he made the errors when he
transferred committee members’ individual scores to his final worksheet.
Based on his tally of individual scores, the Procurement Officer calculated
that the panel had rated a proposal submitted by the Stanford Research
Institute (srI) the highest. He calculated an average score of 76.7 percent
for srI and 76.4 percent for HIID. Our discussions with the panelists and our
review of their individual evaluations disclosed several discrepancies
between the panel members’ ratings and the ratings recorded by the
Procurement Officer. Based on our calculations, the panel members
actually gave HID an average rating of 77.1 and SrI an average rating of
76.08.

The Procurement Officer said that he recommended srI for award of the
Russian SEC cooperative agreement based on the committee ratings, which
he acknowledges were incorrect. According to UsaID officials, when UsAID
informed the Director of the Russian SEC that SrI had been selected for the
cooperative agreement to work with his organization, he refused to accept

“Because of HIID's close involvement in establishing and operating the RPC and the Russian SEC,
questions have been raised concerning the ability of the individuals representing these organizations to
fairly and independently evaluate the proposals. For both of these organizations, HIID had provided
personnel for key managerial positions, and each organization strongly supported HIID's work.
However, each representative certified in writing that he or she had no conflicts of interest.
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1996 Noncompetitive
Award of Cooperative
Agreement for
Ukraine

SrI. Consequently, USAID chose not to award a cooperative agreement for
the Russian sec work.

In September 1995, before sr1 was notified that the Russian SEcC portion of
the competition had been canceled, usain/Moscow amended HID’s existing
cooperative agreement to provide $1.7 million to HID to finance 20 Russian
professionals for the Russian Resource Secretariat (the Resource
Secretariat provided professional advice to the new SEC). The amendment
allowed HID to fund these personnel through September 1996; the cost of
operating the Russian Resource Secretariat would have been covered in
the rejected cooperative agreement.

The March 17, 1995, request for applications covered assistance in the
western NIS, including Ukraine, Moldova, and Belarus. The request was for
impartial oversight and strategic advice for privatization and market
reform programs. On May 23, 1995, usaiD decided not to award a
cooperative agreement for assistance to Ukraine and withdrew that
portion of the request.” According to the usain/Kiev Director, the decision
to withdraw the request was made because of limited funds and because
Ukrainian officials had indicated they were not interested in oversight
assistance.

In July 1995, HiD submitted an unsolicited proposal to usaID for a project
to provide macroeconomic policy advice to the government of Ukraine.
The proposal was modified in August and October 1995 and at that time
had an estimated budget of $6 million. In April 1996, after the House
Committee on International Relations raised concerns about the proposed
agreement, HID submitted a scaled-back proposal that had three
components: advice on macroeconomic and monetary policies, tax and
budget assistance, and advice on reforming Ukraine’s pension program. In
May 1996, usaID decided to award without competition a cooperative
agreement for $1.5 million, based on HID’s scaled-back proposal. The
noncompetitive award was made under the authority provided in Usaip
Handbook 13, chapter 2, paragraph 2B3e, which states that competition is
not required for “circumstances determined to be critical to the objectives
of the foreign assistance program by the cognizant [Assistant
Administrator].” According to USAID, earlier attempts to provide policy
advice to Ukraine through the competitive process had been rejected by
the Ukrainian government, which had a generally negative view of foreign

HIID had decided not to submit a proposal for Ukraine pursuant to the March 17, 1995, request.
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advisors. However, Ukrainian officials subsequently specifically requested
assistance and macroeconomic advice from HIID.

On March 26, 1996, the Assistant Administrator determined that the award
would be made without competition based on foreign policy
considerations.® The award was also approved by a representative from
the State Department’s Coordinator for Assistance to the Fsu, a
representative from the Treasury Department, and a representative from
the National Security Council. The justification for the award provided the
following:

“It is squarely in the interest of the United States for Ukraine to implement its reform
programs successfully, and high-level strategic advice will clearly serve as a critical catalyst
at this juncture. Thus, it behooves USAID to be responsive to the [government of Ukraine]
request for HID’s assistance, which will enable strategic policy advisors, who specialize in
transition economies, to help shore up the [government of Ukraine’s] political will and
provide them with the technical expertise to formulate and implement appropriate policies.
Earlier atterapts to provide economic policy advice through a competitive Request for
Applications process was specifically rejected by the [government of Ukraine] because at
the time, they did not perceive the need for technical assistance that they now
acknowledge.”

Because high-level Ukrainian officials specifically requested HIID
assistance, we have no legal basis to question UsaID’s determination that
foreign policy considerations justified awarding HIID a cooperative
agreement without competition.

Potential Duplication of The UsaID mission in Kiev observed that the tax components of HID’s

Ongoing Work proposal would largely duplicate and quite possibly delay work already
being done by a U.S. Treasury advisor and others. The mission also noted
that HIID’s proposal would likely duplicate work being done by the
International Monetary Fund for the National Bank of Ukraine in areas of
foreign exchange and credit policies. This concern was also raised by the
Fund representative in Kiev in July 1996. The USAID mission also concluded
that despite some deficiencies with a German-sponsored program in the
area of pension reform, HIID’s proposal would be counterproductive to this
effort and the project would have to begin all over again.

8The head of USAID’s privatization/economic reform office noted that the HIID proposal might in some
respects duplicate work under the request for applications, and we note that both HIID and the request
sought to provide advice and assistance in reforming Ukraine’s tax law. While the USAID official
believes that the work should have been competed, she recognized that the Assistant Administrator
had authority to make an award to HIID based on foreign policy considerations.
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Agency Comments

The May 24, 1996, cooperative agreement with HIID awarded on the basis of
foreign policy considerations recognized these potential areas of
duplication and made reference to the need for HID to coordinate with
other assistance providers.

In commenting on this report, USAID generally agreed with our findings that
these awards were consistent with applicable laws and its guidelines. USAID
also stated that although we made no recommendations, it planned to
review existing policy regarding amendments to noncompetitive
agreements.

The Department of State noted that while HIID’s preexisting relationship
with Russian reformers may have been adequate for the selection of HID in
the past, “an explosion in the numbers of economic specialists and of
Americans, with business and academic backgrounds with substantial
experience in the Russian market, would make this a less likely rationale
for ‘sole source’ selection in the future.”
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Condition of Russia’s
Capital Market When
Assistance Began

UsaID and HiD agreed early on that a well-functioning, efficient capital
market was critical to Russia’s successful transition to a market economy.
Russia needed an efficient system to (1) raise capital; (2) facilitate the
selling and registration of shares; and (3) provide reliable information to
potential investors, among other things. Between fiscal years 1992 and
1996, usaIp provided $77.2 million for the capital market development
effort, mostly through consultant organizations such as Booz Allen,
Burson Marsteller, Arthur Andersen, kPmMG/Peat Marwick, Ian Freed
Consulting, Price Waterhouse, and Deloitte & Touche. HIID’s role was to
provide strategic guidance to the capital market development effort,
including helping to coordinate and provide impartial oversight over the
consultant contractors that gave technical assistance to Russian
institutions.

With the assistance of HID and other U.S. contractors, Russia has made
significant progress in developing a capital market. A key factor in this
progress was HIID'S assistance in creating an organization to consolidate
technical aid to the Russian capital market. To date, Russia has
established (1) an SEc, (2) a national company for registering trades, (3) a
stock trading system, and (4) a self-regulatory organization for market
participants. However, the goal of establishing an efficient,
well-functioning capital market has encountered a number of problems,
including recent political maneuvering to downgrade the Russian SEC’s
status and autonomy. These efforts, although ultimately unsuccessful,
created uncertainty about its future role. Furthermore, plans for a national
system of clearing and settlement organizations (Cs0) needed to facilitate
the settlement of transactions have not been fully realized.

According to HID, the threats to capital market development have been
real and serious. HIID’s resident General Director stated that over the last
2 years, many parties have been interested in an aggressive bureaucratic
intervention to prevent market mechanisms from functioning normally.
Thus, the future of the Russian capital market is uncertain at this time.

At the time when USAID began to support this capital market development,
Russia was suffering from many of the ills typically associated with the
transformation from a state-controlled economy to a market economy.
First, the Russian securities market was created by the mass privatization
of thousands of state-owned enterprises, which eventually resulted in
millions of new shares and share owners.
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In addition, the lack of an organized, efficient, and controlled environment
for trading securities presented a huge obstacle to the development of a
secondary market in Russia.! In the absence of a modern trading
apparatus, brokers had to physically travel to a company’s registrar to
ensure that the change in share ownership was entered in the books
correctly. Brokers then had the option of carrying suitcases full of cash to
close the deal or transferring money through the banking system. This
could take weeks or even months—exposing the broker to additional risk.
In the interim, the price of the shares purchased could fall or, in the case
of a price increase, the seller could decide to back out of the deal in order
to retain the gain.

The existing capital market was also highly fragmented and opaque. There
was no mandatory listing of shares. Trading occurred principally through
informal arrangements among brokers and was conducted almost entirely
in the over-the-counter (0TC) markets. Brokers relied on their connections
with enterprises to find shares and then set their own prices, which could
differ by a huge margin from other sellers’. Most often, information on
transactions and prices was not disclosed and, when it was revealed, it
was not trustworthy. In most cases, stock certificates were not issued.
Instead, ownership was recorded in company ledgers that were not
necessarily independent of the actual company they served. These factors
encouraged trading activities that were nonstandardized, fragmented,
costly, time-consuming and, from an investor’s perspective, unreliable.

The absence of organized trading markets also meant that enterprises had
few avenues for raising capital through the issuance of shares. Broker
syndicates that placed shares in the capital markets were only just
beginning to emerge. Moreover, a number of logistical and practical
difficulties impeded the sale of shares, particularly on an interregional
basis. Therefore, enterprises had to devise their own method of attracting
share buyers. Moreover, in the absence of organized capital markets, these
enterprises generally found it unnecessary to engage in practices designed
to ensure investor confidence. Enterprises did not disclose detailed
financial information on a regular basis. Their boards rarely included truly
independent directors. And some enterprises deliberately tried to thwart
the rights of outside investors.

"The marketplace for buyers and sellers of existing securities is called a “secondary market.” The most
frequently cited example of a secondary market is the New York Stock Exchange, where equities of
large U.S. corporations are traded. Secondary markets are often contrasted with primary markets,
where newly issued securities are sold to investors.

Page 32 GAO/NSIAD-97-27 Foreign Assistance



Chapter 3
Russian Progress Toward Developing an
Efficient Capital Market

HIID’s Role in
Establishing a Capital
Market

With the award of the cooperative agreement in December 1992, HIID
basically became responsible for guiding the capital market development
effort. This included working with the newly created Russian SEC to
establish its independence and to develop the necessary capital market
infrastructure, including self-regulatory organizations, independent stock
registers, and csos.

Under the cooperative agreement, HUD was to work with the Russian Sec
on its regulatory and infrastructure projects. HIID was to assist in the
development of institutional capabilities with respect to regulatory
requirements and infrastructure needs and then participate in project
design and implementation by helping to (1) design and execute
information-gathering tasks, (2) analyze existing needs, (3) determine key
concepts for the project, (4) articulate the vision for the projects, and

(5) define and carry out the projects. In addition, HID’s long-term advisors
and short-term specialists also were responsible for assisting with
monitoring contractor performance.

In 1994, HiD, with the assistance of a representative of a senior investment
officer from the World Bank’s International Finance Corporation, prepared
a memorandum on developing a Russian capital market. The
memorandum presented some of the choices about the structure of the
capital market and made recommendations about possible courses of
action to follow. For example, it recommended that the capital market
should be regulated through a combination of a self-regulatory
organization and a centralized bureaucracy. It also recommended that the
market participants be left to choose the trading system that best met their
needs. In addition, the memorandum discussed shareholding and
settlement structures, share deposits, and custodial services but did not
make any recommendations in these areas.

USAID also used “omnibus” contracts? to retain the services of U.S.
contractors that had the ability to mobilize the resources and expertise
needed to identify and implement capital market activities. These
contracts required the subsequent approval of task orders and work plans
for the purpose of further defining the role the contractor was to perform.

2USAID’s Europe and NIS Bureau often procured U.S. technical assistance through multipurpose
contracts, commonly referred to as “omnibus” contracts. These contracts provided for the
performance of activities, many of which needed to be further defined. USAID used the omnibus
contracts to retain the services of U.S. companies to mobilize, either in-house or through
subcontractors, the resources and expertise needed to identify and implement project activities. The
description of work in these contracts was very general.
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HIID (working with Russian reformers, contractors, and UsaID) helped write
these task orders.

During the summer of 1994, in anticipation of the creation of a Russian

Deve}opment of the SEC, USAID began to fund a Resource Secretariat through HID and USAID

Russian SEC contractors. The idea was to consolidate all technical assistance to the
Russian capital market under a single managerial and coordination
structure led by experienced professionals. The objectives of the Resource
Secretariat and the Russian SEC were

» to develop the institutions and infrastructure of the Russian securities
market,

» to foster self-regulation by market participants, and

« to provide regulatory oversight of the market through self-regulatory
organizations.

The Resource Secretariat was created through the assistance of HIID and
USAID contractors. Specifically, HIID recruited and, using funds provided by
USAID, paid for the salaries of executives in the Resource Secretariat. HIID
also coordinated the work of USAID contractors, including consultant and
accounting firms, and of their subcontractors. These subcontractors
created the administrative and organizational component of the Resource
Secretariat and implemented various infrastructure projects. USAID had
provided about $15.6 million in support of the Resource Secretariat and
the establishment of the Russian SEc, including payments of $13.9 million
to U.S. contractors and $1.7 million to HID, as of May 1996.°

In addition to the work performed by the Resource Secretariat, HIID
assisted the Russian Sec through HIID’s legal reform project. Among other
efforts, the legal reform project worked on a draft securities law and
provided amendments and refinements to the draft. On April 22, 1996,
President Yeltsin signed a comprehensive law “On the Securities Market”
that established a structure for market regulation by the Russian SEc.
Market participants said that the adoption of this law was a significant
milestone. According to USAID and HIID officials, the concepts of the law
and the vision of the capital market regulation contained in the law are a
direct result of HIID’s support of the Resource Secretariat and the Russian
SEC.

3The $1.7 million was provided by USAID in September 1995 to pay the cost of Russians working for
the Resource Secretariat. However, this does not include the funding for the executive management
positions funded through HIID’s cooperative agreement that HIID accounted for as “policy advice.”
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Progress on Other Features
of an Efficient Capital
Market

The Russian Trading System

Russia, with support and assistance from Hip and others,* has made
substantial progress on some of the key features of a functioning, efficient
capital market infrastructure. These accomplishments include developing
a Russian SEC, a stock trading system, and a self-regulatory organization
for market participants (dealers and brokers). Efforts to establish other
infrastructure elements, however, have encountered obstacles. Most of
USAID’s infrastructure efforts will end in late 1996, by which time UsaiD had
hoped that the necessary laws and institutions would be substantially in
place. This now appears unlikely.

HID provided oversight over the development of the Russian stock trading
system. Barents, an economic consulting unit of the accounting firm
KPMG/Peat Marwick, was responsible for implementation of the project.

In December 1993, kxpmG/Barents proposed to UsAiD and in February 1994
to the western staff (Resource Secretariat) of the Russian SEc that the
market’s evolution might best be advanced by organizing dealers in a
National Association of Securities Dealers Automated Quotation system
(Nasdaq)-style self-regulatory organization. This would be an evolutionary
step from their present activities in an informal oTC market. In mid-1994,
KPMG/Barents, the Russian SEC, and UsSAID began to create a national
electronic oTc market largely patterned on the U.S. market. The
KPMG/Barents’ task orders for implementing the Russian trading system
and the associated institutional development, paid by UsAID, amounted to
approximately $15 million from 1992 through 1996.

The project covered the operational costs to “jump-start” the trading
system. For example, the contract task order included funds to pay for the
salaries of expatriate advisors that provided technical assistance to the
self-regulatory organization, covered the operational cost of this
organization, and provided computers and software along with the training
to establish a telecommunications network that connected Moscow
brokers and regional brokers to the trading network. One of the Russian
trading system’s primary contributions has been in increasing the quality
of pricing information.

As of October 1996, there were 328 members of the broker self-regulating
organization that owns the trading system, of which 215 have trading
system terminals in their offices. The broker organization now has
members in 39 cities, and in 24 of these cities, members have access to the

iThe reform of the capital markets has involved not only HIID but also substantial input by the New
York Stock Exchange, the U.S. SEC, and the Federal Reserve.
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Development of Self-Regulatory
Dealer/Broker Organizations

trading system. According to HID, most of the 15 cities where brokers do
not have access will be connected by the end of the year by kxPMG/Barents
under its task order. Over 100 company stock issues are listed on the
system, and roughly 40 to 50 percent of the orc trading in Moscow flows
through it.> The Russian trading system no longer receives assistance and
is operated by the market participants on a self-financing basis.

The Russian trading system initiative served as a springboard for the effort
to promote professional associations and self-regulatory organizations for
brokers and dealers. According to a KPMG/Barents official, kPMG/Barents
presented to the State Department Coordinator a proposal to assist in
organizing a self-regulatory dealer/broker organization. The xPMG/Barents
official believed that there was a need for uniform practices and codes of
ethical conduct in the Russian market. Without organized discipline,
liquidity and costs suffer, and market activity is impeded. HIID provided
general oversight over kPMG/Barents’ work as part of its cooperative
agreement responsibilities.

As a result of kPMG/Barents’ work, a Professional Association of Market
Participants (PAUFOR) was established. PAUFOR is the Moscow association
of brokers and dealers. A nationwide organization called the National
Association of Professional Market Participants (NAUFOR) was also
established. It is essentially an umbrella organization of local broker
organizations, including PAUFOR, in six regions of the country. The
associations are self-regulatory organizations of market participants that
develop governance, fair practice rules, trading rules, and compliance and
enforcement procedures to help promote fair and trustworthy markets
that earn the confidence of investors in Russia and overseas. As of

July 1996, the umbrella organization had been active for approximately

1 year.

Market participants, both Russian and foreign, stated that PAUFOR, while
still in its infancy, has had a positive effect on market practices and has
helped to improve the conditions in Russian capital markets. While the
organization is not yet as strong or effective as many would like to see it,
market participants we interviewed were generally quite impressed with
the progress to date. They said that PAUFOR is gaining members on a fairly
steady basis. According to contractor and U.S. officials we interviewed in
Moscow, as more and more market participants adhere to PAUFOR’s codes
and practices, it will become increasingly difficult for “rogue” traders or
firms to conduct business in the Russian market.

5These statistics were provided by HIID in October 1996.
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National Registry Company
Established to Address Register
Problems

PAUFOR is operating at close to a break-even level and is increasing in
membership at a promising rate, according to KkPMG/Barents officials and
market participants. Compliance with financial and disclosure
requirements is improving, and disciplinary measures are being taken
against transgressing firms.

HID recognized that the establishment of reliable stock registrars must be
one of the highest priority areas of the Russian sec. The specific goals of
the task order HID helped prepare for KPMG/Barents were to (1) play a
catalytic role in stimulating the creation of one or more third-party
registrars capable of providing quality services, on an interregional basis,
to large issuers and (2) provide guidance to the registrar industry on legal,
regulatory, and operational issues involving such areas as shareholders’
entitlements and processing of distributed share transfers.

According to a senior Resource Secretariat official, the concept behind the
National Registry Company (NrRC) was that Russian companies seeking
foreign capital would be compelled to use NRC or a similarly
well-conceived and -operated registrar. A centerpiece of the proposal was
the participation of very large and visible Russian companies, such as
Lukoil, that would serve as examples of significant companies willing to
place their company’s stock registration with Nrc. This was intended to
induce other companies to move their registries to the new, or similar,
registrars.

Large issuers particularly present problems in the areas of shareholder
communications, exercise of voting rights, payment of dividends, rights
offerings,’ and other shareholder entitlements. This is partly because large
issuers often have their shares broadly distributed across a number of
regions, with transfers occurring in more than one principal location. This
introduces significant organizational, processing, and legal and regulatory
questions, such as the role of subregistrars and multiple transfer agents.

In February 1994, usaip developed a task order for Deloitte & Touche to
assist in the development of a large stock issuer registrar for recording
stock ownership. The task order noted that for large issuers (defined as
those companies having in excess of 100,000 shareholders) the challenge
of obtaining quality services from an independent registrar is considerably
greater than for smaller companies.

SRights offerings are the sale of new shares of common stock by distributing stock purchase rights to a
firm’s existing shareholders.
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NRC, a large-issue shareholders’ registry designed to conform to
international standards for registry activities, was initially capitalized at
$10 million by the Bank of New York International Stock Registry
Corporation, Nikoil Investment Company (Russia), United Export-Import
Bank (Russia), the World Bank’s International Finance Corporation, and
the European Bank for Reconstruction and Development.

However, as of October 1996, the transfer of the Lukoil register had not
been executed. This, among other factors, has led to a certain amount of
skepticism on the part of market participants. While they do not doubt that
NRC itself will be a responsible and worthwhile organization, the delay in
Lukoil’'s executing the arrangement lowered hopes in the broker
community by giving the appearance, at least to some, that the project did
not have the momentum necessary to succeed.”

However, according to HIID, progress has been made in solidifying the
NRC’s position. HID said in October 1996 that NRC has now taken over the
registers of 17 Russian companies, all of whom have more than 1,000
shareholders. Five of these companies have more than 10,000
shareholders. HIID said that in September 1996, NRC became the registrar
for Norilsk Nickel, the world’s largest nickel producer, and that NRC was in
the final stages of negotiation for client agreements with an additional five
Russian companies, including Lukoil. It said that although the transfer of
the Lukoil register has been delayed, Lukoil has publicly reconfirmed its
intention to transfer its company register to NRC as soon as its internal
corporate reorganization is complete. This should occur by April 1, 1997.
Lukoil and NRC are currently finalizing the contract for such a transfer. We
have not verified the recent information provided by HiuD.

Efforts to Develop CSOs
Encountered Obstacles

There was consensus among market participants that a central depository
was needed to facilitate the clearing and settlement of transactions. In
mid-1993, a project under HIID’s direction got under way to create five Cs0s.
By late 1994, csos in Moscow, Ekaterinburg, Novosibirsk, St. Petersburg,
and Vladivostok had emerged. Each cso evolved from an existing stock
exchange and was owned and controlled by the exchange and the market
participant.

"While certain decrees and regulations have been passed in an attempt to improve industrywide
registrar practices, many companies are serviced by “pocket” registrars, that is, regictrars that they
control. This has proven to be a major impediment to secondary trading. Company management is
often able to use its relationship with the pocket registrars to get them to refuse to record changes in
ownership of shares in order to lessen outsider participation in the firm.
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The ¢so project was to be a key element of HID’s infrastructure effort, with
a potential impact on stock registrars, dealers and brokers, the Russian
central bank, foreign and domestic banks, the tax inspectorate, and others.
USAID's cost for this effort was $14 million for fiscal years 1992-96.

HIID, through its support of the Resource Secretariat, took an active role in
designing and implementing the Moscow cso, known as the Depository
Clearance Company (Dcc). The original concept was for pcc to hold stock
shares in either the stock owner’s name or a nominee’s name. It was also
1‘ to settle stock transactions. The Resource Secretariat’s former Executive
| Director, an HIID employee, devoted considerable time to develop Dcc.
Moreover, HIID, using UsAID-provided funds, paid the salary of the pcc’s
| second President. In addition, U.S. contractors, under HiID oversight,
(1) identified potential institutions with which it hoped to work to develop
Csos, (2) determined the level of assistance required and developed a work
plan, (3) provided financial support to these institutions to cover operating
| expenses, (4) gave policy and organizational advice, and (5) trained staff
to perform the activities required for a self-regulatory organization.

According to the contractor, as of mid-1996, only the Vladivostok stock
exchange was active, executing about 30 transactions a day, and as of
mid-1996, Dcc was disintegrating. Usaip, HIID, U.S. contractors, and market
participants cited a number of reasons for the csos’ current status. These
included unfavorable market conditions, discouraging tax laws, and
political power struggles.

Unfavorable Market Conditions  According to HID and a U.S. contractor, DCe is not yet fully operational in
part because the market was not ready for such an organization. In 1994,
the dealers in Moscow and to a lesser extent in St. Petersburg were buying
and selling shares mainly to accumulate share packages for large buyers.
The dominant force in this market was foreign buyers purchasing through

| Credit Suisse First Boston Bank (csFB). The Moscow dealers were

| providing csFB shares they bought from small regional dealers.

By mid-1995, however, foreign interest in Russian shares declined, and
market activity then centered on domestic buyers who were consolidating
their purchases of shares. Dealers were buying from small customers and
selling to larger customers, usually Russian enterprises, banks, and
voucher funds.® These activities did not involve a settlement between
dealers. Moreover, high inflation and political uncertainty continued to

®During voucher privatization, a number of funds containing vouchers, or shares, for many companies
were established by Russian organizations.
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Taxes and Registrar Fees

Political Power Struggles

reduce the demand for shares to a few dozen large, well-known
companies, mainly traded by 20 or 30 Moscow dealers.

According to foreign banks and other market participants, even if bcc had
the capacity to settle trades, it would not be in their interest to trade using
domestic organizations because of the Russian tax structure. Russian law
makes no distinctions between beneficial (the investor) and nominee
(generally the custodian) holders in offshore custody arrangements.’ This
creates uncertainty as to whether the investor or the nominee will be
required to pay taxes. One contractor noted that in late 1993, the
long-awaited decree on nominee ownership was published but without
elaboration and specificity that might have created confidence among
investors and market participants in using DCC.

The amount of taxes on domestic transactions also works against the goal
of getting foreign companies to trade through domestic csos. If a foreign
company sells property in Russia (for example, shares), it is liable for a
20-percent withholding tax on the profits. (Capital gains are taxed as
ordinary income in Russia, at a rate of 35 to 38 percent.) In contrast,
market participants stated they did not have to pay taxes on Russian
trades going through offshore trading companies.

International bankers also stated that to transfer their present holdings to
DCC was currently not in their clients’ interest. They explained that to
move the shares that are currently under their custodial care would
require the shares to be registered in the nominee name of bcc. Such a
transaction would incur a significant registration fee. On the other hand,
the President of bcc stated that the banks were making money by acting as
depositories and were therefore not interested in using DCC as a
depository.

According to Hup, U.S. contractors, and market participants, politics has
been a ubiquitous factor in the history of market reforms and, in
particular, the effort to develop effective clearing and settlement
mechanisms throughout Russia. The early history of the project was
affected by the political struggle between the Russian central bank and the
Russian SEC over issues such as market regulation and structure.

A 1994 task order directed the contractors to attempt to obtain some level
of commitment to and input from the Russian central bank on the general

9An offshore custody arrangement is a type of arrangement in which the custodian has an obligation to
preserve and safekeep the property entrusted to him for his principal.
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concept of a cso along with a legal, regulatory, and operational analysis of
such a project. The task order recognized that a key step in organizing the
intraregional and interregional movement of funds was to obtain the
cooperation of the Russian central bank.

Unfortunately, the Russian central bank and the Russian SEc did not have a
good relationship until early 1996. This relationship directly affected the
pcc’s development. For example, bcc could not obtain a general banking
license without the Russian central bank’s approval and, as of July 1996,
had not implemented a fully functioning funds settlement capability.

Another threat to the Dcc’s future was the installation of a new DCC
President in October 1995 who had ties to President Yeltsin’s Legal
Advisor. According to one contractor, the installation of a government
bureaucrat as the President of what market participants had thought was
their own organization substantially diminished their support for pcc. As
of June 1996, bcc was not operating as either a depository or a cso but was
generating revenue by providing registration services.

The following events highlight the nature of the ongoing struggle for
lasting reform. Although the Russian SEC s