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Seminar Agenda

|__Agenda and Seminar Objectives

Session 1:  Introduction

Session 2:  Principles and assumptions of International Accounting
Standards

Session 3:  Differences between Russian and International Accounting
Standards

Session 4:  Options for moving to International Accounting Standards
Session 5:  Balance Sheet

Session 6:  Income Statement

Session 7:  Cash Flow Statement

Session 8:  Special issues in moving to International Accounting Standards
Session 9:  Implementation approach

Session 10: Review of theory and homework discussion

Session 11: Discussions with presenter and closure
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INSTRUCTOR'S NOTES

This seminar is structured over 2 1/2 days. On day 1 we will
introduce International Accounting Standards (IAS), the
differences between IAS and Russian Accounting Standards
(RSA).

We will briefly discuss the available options for moving to
International accounting Standards.

On Day 2 we will cover the technical aspects of moving to IAS -
specifically issues related to the balance sheet, income
statement and cash flow. We will talk in detail about
implementation.

At the end of day 2 participants will be given an assignment to
be completed at their organization, which will help them get a
practical understanding of the issues in moving to IAS.

We will return after about a week to summarize the presentation
and answer any questions that the participants may have.
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Seminar Agenda

Session 1: Finance Overview

Session 2: Project Selection

Session 3: Sources of Short-Term Finance
Session 4: Sources of Long-Term Finance
Session 5: Preparation, Approach, Negaotiations

Session 6; Specifics of a Business Plan, Investment Memorandum, and
Issue Prospectus

Session 7: Company Valuation

Session 8: Summary
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Seminar Objectives - How This Seminar Can Help

The many options for short term and long term financing for Russian enterprises can
be overwhelming. The processes for obtaining finance from different sources are
varied and can be complicated. We will cover:

Understanding Preparing for,

corporate Selecting Choosing approaching and
finance and projects appropriate negotiating
planning for financing sources of with potential
financial financing lenders/

The goal is not just to
raise funds,

but to obtain the
optimal financing to
meet the needs of
your enterprise

strategy

investors

Session 1 Session 1,2 Session 3,4 Session 5,6,7
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[This is a conceptual overview of what will be covered in the
seminar]

Discussion:
Ask the participants:

What sort of a company needs financing? When do they need
financing?

[The next two slides presents an example of when a company
might need financing]
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Seminar Format

The seminar will encourage your full participation in discussion sessions ...

. and will include class exercises and homework
assignments to help you understand the material

presented, practice using it and discuss the results with
the presenter

ofcfte/Page 3
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Sladkoyeshka Chocolate Factory is in Trouble

Sladkoyeshka is profitable, has positive cash flow, satisfied
employees, and satisfied (for the moment) shareholders.
Russian consumers have always liked Sladkoyeshka chocolate,
and still do.

Why is Sladkoyeshka in trouble?

Because the competition isn’t standing still:

¢ Mars has buiit a $100 m factory in Stupino to produce Mars bars, Snickers, etc. Mars
has also invested in a factory in Luzhniki, and has plans to construct more facilities.

¢ Nestle has invested $19 m in Rossiya Chocolate Factory in Samara. These funds are to
be used for modernization of chocolate production facilities.

e Kraft Jacob Suchard has invested $25 m in a chocolate factory in Ukraine.

+« Cadbury has set up an extensive distribution network for candy bars and other
chocolate products in Russia. Cadbury is currently considering establishment of a
production facility in Russia.

* The Red October chocolate factory in Moscow completed a public issue of shares
raising $12 m to invest in reconstruction of existing equipment and purchase of new
equipment for production of existing and new chocolate products.

ofcf1e/Page 4

Example:

Let's take a look at the situation of Sladkoyeshka Chocolate Factory, a
mythical company. While Sladkoyeshka is not a real enterprise, the
transactions listed are.

Discussion - ask the audience:

- What is the company’s main problem?

- What is the solution?

Background information on the Red October issue
(in case there are questions)

The Red October share issue was done under an aid funded project
(British Know How Fund) as a pilot case to demonstrate how Russian
privatized enterprises could raise money through new share issues.
The issue set new standards for disclosure of information, which was
welcomed by foreign investment funds in Russia. Despite some
negative press about the lack of individuals prepared to buy shares, the
issue was successful, although extremely expensive - well beyond the
means of most medium size Russian enterprises.
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Sladkoyeshka Must Act Now

Sladkoyeshka is facing increasing competition from both
Russian and foreign chocolate manufacturers. These

competitors have ready access to financing to raise money to:

Lower production costs

Increase product range and quality
Set up distribution systems
Advertise their products extensively

Where does this leave Sladkoyeshka?

The company must immediately define its competitive advantages over competitors,
develop its strategy for beating the competition, and identify projects consistent with
this strategy that deserve and require financing

Once the company has a well-defined strategy and has determined which projects are
appropriate, it must find financing

But what financing is required? Short-term? Long-term? Debt? Equity?

To whom should the company look? Banks? Investment funds? Strategic

investors?

There is a war going on in the chocolate industry. How about in yours?
ofcf1e/Page 5

Discussion - ask the audience:

Has anyone developed a project and tried to raise financing recently?
How did they decide whether or not their project was worth financing?
How did they start?

How did they select the type of financing?

How long did it take (if successful)?
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This Example lllustrates How Enterprises Need Continual Improvement
to Survive in Competitive Markets

Support current operations
- working capital financing
- meeting debt obligations

Undertake new projects/enter new

Capital is essential for businesses

the growth and
development of any
business. It can be
used to:

Expand/Modernize existing
operations
— financing capital investment
— satisfying increased working
capital reguirements

Acquire other companies

This seminar will show you how to identify your investment needs to
maintain your competitive edge, and how to finance them

ofcfie/Page 6

Emphasize:

Financing is required to raise capital that the company can use to meet
its objectives.

Operational needs

Example - Taking a bank loan to meet current obligations of taxes,
salaries, and energy.

Current operations
Example - Using retained earnings to purchase new equipment.

Undertaking new projects or expanding into new businesses

Example - Selling 3 existing machines to purchase one new machine
for a different type of production.

Emphasize:

Financing can come from internal sources as well as from external
ones (banks, investors).
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Seminar Agenda

Session 1: Finance Overview

Session 2: Project Selection

Session 3: Sources of Short-Term Finance
Session 4: Sources of Long-Term Finance
Session 5: Preparation, Approach, Negotiations

Session 6: Specifics of a Business Plan, investment Memorandum, and
Issue Prospectus

Session 7: Company Valuation

Session 8: Summary
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Explain:
In this section we will cover:

what corporate finance is
the time value of money
the importance of project selection

planning financial strategy
how to chose between short term and long term financing
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Introduction to Corporate Finance

What is corporate finance?
¢ Strategy

* Projects

*» Assets & Liabilities

Do | need Financing?

Key Concept:
Time Value of
Maney

What kind?
* Short-term
* Long-term
|
How do I choose the right

project?
Where do | get financing?

¥

This section will introduce you to the principles of corporate finance, and
the concepts that we will discuss in detail in the rest of the seminar

ofcfle/Page 8
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Financing Is Not Just About Obtaining Money

Corporate finance is closely related to a company’s balance sheet - equity and short-
term liabilities finance long and short-term assets

Financing has a cost - the cost of capital

The financial director must seek to maintain an optimal level of finance and minimize the
cost of capital for the firm

AQ Bicycle Company
Batance Sheet

as of 1/1/96
1/1/95 1/1/96 1/1/95 111/96
Assets: Liabilities:
Long temmn assets 1803000 3095000 Equity 2584000 3605000
Intangibles 0 0
Fixed assets 1803000 3095000 <:]
Short term assets 3048000 10370000 Bank loans 2267000 9860000
Inventories 1323000 4275000
Receivables 1528000 5716000
Cash 197000 379000
— —r
Total
Liabilities
Total Assets 4,851,000 13,465,000 and equity 4,851,000 13,465,000
ofcfie/Page 9

Ask the audience for definitions of finance.

Emphasize:

Make it clear that finance is not just money, and that it is not given to
the company. Finance is a strategic asset linking the left and right hand
sides of the balance sheet. As with any resource, finance has a cost
which one should try to minimize.

Emphasize:

Every member of senior management needs to understand the role of
the financial department, and the processes involved in raising
financing.
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The “Time Value of Money” is a Key Concept to Understanding all Types
of Financing

How much would you pay for the right to receive $100 one year from now?
If you answered “$100,” you didn’t think about the Time Value of Money!

The Time Value of Money refers to the different values that the same amount of
money has now and in the future.

This difference in value is driven by a mix of factors, including inflation, risk,
and opportunity cost. This means that money in the future is less valuable than
it is today. For example:

Year: 1996 1997 1998 1999 2000 2001

Value of
$100:

In this example, you would pay no more than $62 for the right to
receive $100 five years from now

ofcfle/Page 10

$100 $90 $83 $75 $68 $62

This slide introduces the concept of time value of money. Make
sure the audience is familiar with the concept.

Explain

A dollar held today is worth more than the same dollar held in the
future. This is due to three reasons: inflation (very noticeable in
Russia), risk, and opportunity cost. The opportunity cost is an amount
of money, in addition to the effects of inflation, that could be made by
investing the dollar, instead of holding it.

Survey the audience “How much would you pay for the right to
receive $1000 in a year?” and “How much would you pay for the
right to receive 500 million rubles in 1 year?” Write down the
results and average them. Compare them.

The importance of these questions is that it gets across the point
that ruble discount rates and dollar discount rates are different
because they contain different risks.
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Financing Includes Creating a Short and Long-Term Financial Strategy
for the Company

What are your current What will you have to do now

financing needs? to prepare for future
investment?

How will they change

six months from now? What will be the right mix of
long term financing for your

How will they change company - what percentage

one year from now? debt, what percentage
equity?

What will they be 3-5
years from now? How will your shareholding
structure change?

There are two basic types of finance available to meet your needs:
Long-term and short-term finance
Let's take a look at each in more detail

ofcf1e/Page 11

Explain:
- It takes several months to get short term debt financing

- It takes half a year minimum to get long term debt financing or
financing from portfolio investors

- It takes longer to get a strategic investor or to do a public share issue

These will be discussed in more detail later in the seminar.
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Short-Term Financing is Often Used to Fund Working Capital

Working capital is needed to survive and continue operations in the shori-term

Net working capital = current assets - current liabilities

¢ Working capital is needed for:
~ Purchase of raw materials
- Investment in work in progress
- Investment in finished goods
- Investment in the net of accounts receivable minus accounts payable

s Working capital requirements:
— Differ across industries and companies
— Have seasonal and/or cyclical fluctuations
— Depend on efficiency of product portfolio management
— Depend on working capital management policies

« Working capital requirements are normally met through one of two short-term
financing measures:

— Internal financing
— Short term credit

ofcf1e/Page 12

Explain:

Net working capital is defined as current assets less current liabilities.
In real terms it represents the resources that are available to maintain
operations in the short-term.

Example:

Management decides that it should keep 3 weeks of a particular
product in stock for immediate shipment upon request. The production
of that material requires raw materials, labor, and energy. Since the
goods will be in the warehouse, payment will not be received
immediately. The company must pay the costs of production without
receiving revenue from the production. This investment in finished
goods is made possible by working capital.

Explain:

The amount of working capital required by an enterprise depends on
the length of its production and sales cycles, its credit policies, seasonal
sales variations, and efficiency of internal processes such as
procurement, sales, production planning, and inventory control.

Working capital requirements can often be met through internal
financing -- tighter credit policies, more effective collection of
receivables, more rigorous inventory control. Of course, short-term
bank loans are also available.

These sources of short-term finance will be discussed in more
detail later in the seminar.
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Short-Term Finance is Flexible, But Risky

Funds required and made available for a period of one year or

:> less; in the case of Russian bank financing, six months or less
[:> Unsecured, or secured by inventory and receivables
E:“'> Flexibility - can be repaid before maturity if the funds are no
longer needed
|:> High Risk - rolling over or renewal is not guaranteed
:> Cost of rolling over or renewal may be high
ofcfte/Page 13
Emphasize:

Short-term financing is usually required for less than a year.

Short-term financing is often available without supporting
documentation demonstrating the intended use of the funds

Short-term financing can often be repaid before schedule if it is no
longer needed, thus reducing financing costs.

The ability to extend the financing is not guaranteed; it may be
necessary to return the financing at an unfavorable time.
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Does Your Enterprise Actually Need External Short-Term Financing?

A company may be able to find financing “internally”
through better management of working capital:

+ Decreasing accounts receivable
— Adjusting customer credit policies
— Monitoring receivables on a daily basis
- Making an effort to collect overdue receivables

+ Negotiating longer credit with suppliers

+ Lower level of inventories
—~ Economical purchasing of raw materials
— Stop manufacturing products for stock, produce only when you have
customer orders for these products

...S0 external working capital financing may not be
needed

ofcfie/Pags 14

Mention here that working capital management is a seminar itself,
but here are a few ideas for freeing up cash by reducing working
capital requirements.

Emphasize:
Bank loans are not the only form of short-term financing.

Many companies have untapped sources of internal financing. Freeing
these resources will probably require modifications to existing functions
and procedures.

Internal financing is less expensive than arranging for other financing.
Searching for internal sources of financing should always come first.
You should not curtail pursuing additional external financing when
needed if you have additional projects which meet your strategy and
financial criteria and cannot be financed by internally generated funds.
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Long-Term Financing is Usually Used to Fund Capital Investment

Constant development is essential for a company to stay competitive. It requires
substantial financial resources to:

« Develop/acquire new technologies

¢ Purchase modern equipment

* Develop new products or enhance existing products
+ Build distribution networks

+ |mprove management information and reporting systems

Implementing any of these types of projects will require long-term financing

ofci1e/Page 15

Emphasize:

Capital investment is necessary for your company’s success and
should be continuous under normal business conditions -- the returns of
current projects can be channeled into new projects.

However, for companies in "survival” mode, cutting back on capital
investment is an important source of short term finance. Once the
company is back on its feet, it will want to resume capital investment for
development of the business, and will need to plan how to finance this
investment.
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Long-Term Finance is Less Risky for the Enterprise, but Difficult to
Obtain in Russia

|:> Funding for 1 year or more; in the case of Russian bank financing,
six months or more

Almost always secured by fixed assets and/or guarantees from
shareholders

v

Requires supporting information e.g. business plan, financial
projections to prove ability to service and repay

Inflexibility - may prove expensive as interest rates are declining,
unless the terms can be renegotiated

Vool

Generally higher cost than short term financing, because it is a
more risky loan or investment for the bank/investor
ofcfle/Page 16

Emphasize:

Long-term financing is required for projects with an investment cycle
longer than 1 year. Russian banks consider loans with a payment
period longer than 6 months to be long-term because of inflation and
other uncertainties in the economic situation.

Long-term financing from external sources is nearly always secured
(backed by something of value) ensuring that the financier will receive
something if the borrower defaults on the terms of the financing.

People and organizations providing long-term financing will aiways
require documentation about your intended use of the money in order
to determine the likelihood that you will be able to repay the loan or that
they will make an acceptable return from their investment. For all
investors and financiers, their profits are determined by how you will
use their money.
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Does Your Enterprise Really Need External Long-Term Financing?

A company may generate long term financing internally through:
¢ Retained profits

e Sale or lease of idle or under-utilized assets
— Equipment/machinery/buildings
- Stocks of finished products and raw materials

* Sale of unprofitable business lines

e Sale of non-core businesses

...50 external financing for capital investment may
not be needed

ofcfie/Page 17

Explain:

Long-term financing can come from internal sources (just like short-
term financing). Internal sources of long-term financing are retained
profits, the sale (or leasing) of fixed assets, and the divestiture of non-
core activities.

Leasing assets provides a stream of income and allows the company to
retain ownership of the asset.

In practice, the current market in Russia for selling fixed assets or
business lines is severely limited. Many enterprises, however, have
been successful in renting out unused buildings to small private
companies for production or warehousing space.

Emphasize:

As with short-term financing, examine your internal sources of long-
term financing before looking for external financing. Internal financing,
if sufficient to meet the company’s project financing needs, will always
be cheaper than external financing.
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Two Types of External Long-Term Financing Exist: Debt and Equity

For the enterprise, debt is more risky but equity is more costly

Debt Financing

Equity Financing

Fixed charge source of finance, not
dependent upon return on assets

Interest and principal legally
required, unlike dividend

» Timing can be structured to match

inflows and outflows, but pre-
determined

+ Cost of raising debt is comparatively

low

Usually secured by fixed assets or
guarantees

No cash outflow liability for
redemption

No legal obligation to pay dividends

Increases company'’s financial base
and capacity for borrowing

Most expensive source of finance but
company decides amount of dividend
(may be less interest) and the cost of
raising equity financing is high

Investors expect a higher return on
their investment because risk is high

« Expanding equity dilutes the
ownership and control of existing
shareholders

ofcfte/Page 18

Emphasize:

Long-term external finance is divided into debt financing and equity
financing.

Example:
Debt financing -- long-term bank loan
Equity financing -- offering of new shares of stock to investors

Each method has its advantages, disadvantages, and cost structures.
The chosen method will depend on many variables.

instructor’s Notes:

Note also that dividends are not tax deductible which represents an
added expense. On the other hand, the company determines the level
of dividends to pay out.
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Exercise: When Does an Enterprise Require Short or Long-Term
Financing?

What type of financing is required for (circle one):

( A') purchase of raw materials Short term Long term
( B ) delay in collecting accounts receivable Short term Long term
( C ) purchase of new equipment Short term Long term
( D ) slowdown in turnover of finished goods Short term Long term

stock
Short term Long term

( E ) new product development
Short term Long term

( F ) acquisition of a business

ofctie/Page 19

Exercise:

Tell the audience to turn to this page in their slide pack and test
themselves by circling the correct answer for each situation.

Emphasize

The type of financing is tied to the intended uses of the finance
received. Also, both short-term and long-term financing can come from
both internal and external sources.

Answers are given on the next slide.
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Exercise: When Does an Enterprise Require Short or Long-Term

Financing? (Solution)

The required type of financing is:

{ A) purchase of raw materials

{ B ) delay in collecting accounts receivable

( C ) purchase of new equipment

( D) slowdown in turnover of finished goods

stock

{ E ) new product development

( F) acquisition of a business

ofcf1e/Page 20

Short term

Short term

Short term

Long term

Long term

Long term

Short term

Short term

Short term

Long term

Long term

Long term
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Project Selection, Step One: Pick the Best “Strategic” Projects

Choosing the right project is critical - it requires both a strategic and financial
evaluation

STEP ONE: First, the firm must determine if the project, or projects it
will be financing make strategic sense

Key Questions to ask:

* How does the project fit into the overall strategic plan
of the firm? Does it:
— Increase efficiency / lower costs?
— Enter new markets with existing products?
— Enter existing markets with new products /
product enhancements?
— Enter new markets with new products?

+ What are the firm’s alternatives to the project?

+ What impact will the project have on the firm’s position

relative to its key competitors?
ofcfie/Page 21

Explain:

Your project must make strategic sense for your company - what does
this mean?

- in western markets, it usually means staying within the business
areas of expertise of the enterprise

- in Russia, there may also be opportunities for selling new products
and services

BUT:

- you must make sure that you have the skills to exploit these
opportunities

- any new projects outside your area of expertise will be much more
difficult to get external financing for
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Project Selection, Step Two: Ensure the Strategic Projects Make
Financial Sense

After selecting the best “strategic project”, the firm must determine if it makes
financial sense to pursue them

+ How will the project alter the cash flows of the company?
- Lower operating costs? .‘
- Increased revenues?
~ Tax savings?

— Lower cost of capital? '- "

* Does the project meet or exceed the firm's
internal financial benchmarks?

*  What generates the project’s
value?

ofcfte/Page 22

Discussion:

Ask if anyone has looked for financing already, ask them how his/her
project changed the cash flows of the company. How did they
determine if the project would be financially beneficial? How did it turn
out?

The focus now should be on broadly recognizing if a project adds
value or not. If it does, participants should understand what
drives that value.

Explain:

Value can come from lower costs (resulting from improved use of
assets or improved operational processes), lower taxes, increased
sales.

Who will benefit from the project? (shareholders? investors?
managers? employees? customers?)

Internal financial benchmarks for evaluating a project will be discussed
in detail later in the seminar.
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Once Management Has Picked the Right Project, Identify the Best

Source of Financing

Intended use of

* Entering new
businesses
* Acquisitions

financing Type Potential sources
Working Capital Short-term Internal (working capital management)
Bridge Financing Trade credit
Short-term leases
Mutual settlement / offset
Commercial paper / notes
Bank finance
Factoring
Tolling
Capital investment Long-term Debt financing
s Expansion / * Bank debt
modernization of * Bond Issues
existing businesses Equity financing

¢ Portfolio investors
* Strategic investors
Other types of financing
+ Bonds/ Convertible Bonds
e Leasing

ofcfie/Page 23
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Where Do We Go From Here?

This chart shows the range of issues involved with corporate finance and
‘ obtaining finance

CORPORATE FINANCE
Financing Needs Assessment
Financing Availability Assessment

1
| ]

Working Capital Capital Investment
Financing Financing
Short-Term Long-Term
Financing Financing
1 1
Short-Term Dett | | Working Capital Retainad Debt Equity Asset Sales Retained
Managemant Profits Financing Financing Divestiture Profits

Now that you have a basic understanding of what corporate finance is, let's look
at these topics in more detail

ofcfe/Page 24

Emphasize:
In summary,

Once you've decided which projects to finance, you can decide whether
you need short term or long term financing.

The next two sections of the seminar will discuss what the options are
for each.
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Seminar Agenda

Session 1: Finance Overview

Session 2: Project Selection

Session 3: Sources of Short-Term Finance
Session 4: Sources of Long-Term Finance
Session 5: Preparation, Approach, Negotiations

Session 6: Specifics of a Business Plan, Investment Memorandum, and
Issue Prospectus

Session 7: Company Valuation

Session 8: Summary
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Projects should be selected on their merits as to how much value
they add to the firm.

This section goes through the projects of internal project
selection, both strategically and from a financial point of view.

Financing then should be pursued only for projects which meet
the firm’s internal selection benchmarks.
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Effective Project Selection Considers Many Factors, Not Simply Whether
a Project Achieves a Reasonable Financial Return

Response to a Contribution to intangibie Entry to new
competitive advantages: market
threat/market - competencies - know how segment/vital
upheaval - company reputation diversification
Necessary condition to Financial
attract foreign investment, Return

trigger a partnership, etc.

Attractive
Projects

ofcf2e/Page 2

There are some times when a company is forced to act - these
types of situations are shown in the top 3 boxes.

Page 2

N\

N7



Effective Project Selection Requires a System for Project Evaluation

The best system includes a strategic evaluation, a “reality check” and a

financial evaluation: Project (s)

Identified

Strategic Assessment
Reality Check
Financial Evaluation

Forecast
TOTAL
Cash Flaws

-
1
}
i
I
1
{
*whl.“..7 i
i Evaluate Using :
1
1
1
]
1

i Appropriate Method |
o
s 1 p 1
{ Net Present | §Intemal Rate! | Cash §
Value i i of Return E ! Payback

- ——— v we . =

e mt s y dmt . . e Mt e —ar ae W

| DECISION |

This section of the seminar will take you through each step of this process!
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We will first discuss strategic valuation, then we will go through
cash flow forecasting, and finally, we will discuss net present
value, internal rate of return and cash payback - 3 methods for
financial evaluation.

Page 3

o

%

=1



First, Assess the Strategic Value of the Project to the Company

Does the value added by the project correspond to the company’s strategic

goals? Two key questions:

Does it contribute to any of the company’s short or long-term strategies?

Does it fit into the core competencies of the company or exploit new

opportunities?

Short-term strategies
+ Cash generation

* Cost reduction

* Production increase

Long-term strategi

+ Market repositioning

* Market share target

* Acquire new technologies
* New market targets

Core competencies

« Modernize or add to the existing
business in order to:
* Lower costs
* Increase efficiency
» Expand production

New opportunities

« Take advantage of access to new
technologies

» Acquire a complementary business

« Innovations of old product lines

ofcf2e/Page 4
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Example 2.1: Strategic Fit

AOBC is an experienced Russian bicycle producer. It has two projects to
choose from:

+ Investing in a new technology that will reduce the costs of producing bicycles
+ Investing in an equipment line that will allow it to use waste materials as
inputs into cardboard boxes for fruit juice. The line would be placed in a
currently un-used building
AOBC has recently experienced a financial crisis
» Profits have been low due to high costs
¢ Sales have been weak due to increased competition from low-priced imports

Management has identified the following strategies in response to the situation:
 Reduce costs to allow for higher margins and price-competitiveness
» Regain position as leader in the Russian bicycle market

l On a purely strategic basis, which project shouid AOBC select? I

ofcfze/Page 5
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Example 2.1 - Strategic Fit (cont.)

Let's look at the strategic fit of both projects:

¢ The bicycle project fits both the short and long-term strategies, taking
advantage of one of the company’s core competencies

+ The fruit juice project does not contribute to strategy, and is not
complementary to the core business

But, what if the fruit juice project offers a much higher financial return?

« Given the current financial situation of AOBC, it will be difficult for AOBC to
find financing for any projects

o But, with AOBC's skills and experience in the bicycle industry, it will probably
be able to obtain financing for sensible projects in that area

« Only later, after AOBC has demonstrated its ability to operate profitably in its
core business, will financiers consider investing in AOBC's diversification
plans

If you don’t think a project makes a strategic fit with your company, no
one else will either - regardless of the potential returns

ofcfe/Page &
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Second, a Reality Check - Is the Project Truly Necessary - Can Save Much

Time and Effort

Project Category

Specific Examples

Questions

Productive Space

Capacity increase for constrained
but profitable product line
Renovation of unused space to
be put up for outside lease

Do we really need the extra
space? Can we not reorganize
the space we already have?

Do we really think the new space
will generate the forecasted
revenues?

New equipment to produce a new
product demanded by current
customers

Could we do the same work with
human labor instead of extra
machinery?

Have we estimated the full cost
of the machinery, including
spares, maintenance and down-
time?

Facilities Maodernization

Installing a new management
information system

Could we do these tasks
manually?

ofcf2e/Page 7
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Reality Check (cont.)

Project Category

Specific Examples

Questions

Working capital

Financing to hold the company
over for 2-4 weeks until an
expected payment comes in

Are we sure this is an
extraordinary expense? Will it fix
a problem or just treat the
symptom? Will we need to raise
the same money again next
month?

Taking on lower-cost debt to
replace high-cost debt in order to
lower future interest expenses

Why are we unable to pay our
debt back? Is this a quick fix,
without solving the fundamental
problem?

New business lines

Developing a new product line
Diversification away from
declining businesses

Rounding out a full product line in
response to consumer demand

Do we have the skills to make
this new project work?

What is our competitive
advantage in this line of
business?

Can we afford to be distracted
from our main business?

ofcf2e/Page 8
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Effective Project Selection Requires a System for Project Evaluation

Now we are ready to move on to the financial evaluation:

Project (s)
Identified

Strategic Assessment
Reality Check
Financial Evaluation

Forecast
TOTAL

Cash Flows
§Appropnate Method
WW
1
| Net F'resen i ilnternal Rate Cash
Value || ofReturn [ Payback

1 ]
1 1
} t
\ 1
I 1
) 1
I R . 1
§ i Evaluate Usm;mw; 1
} 1
) ]
\ ]
i ]
1 ]
1 1

v ———————————

l DECISION |

ofcf2e/Page 9

We will first discuss strategic valuation, then we will go through
cash flow forecasting, and finally, we will discuss net present
value, internal rate of return and cash payback - 3 methods for
financial evaluation.
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Project Financial Evaluations are Based on Incremental Cash Flow
Forecasting

Incremental cash flows are changes in the firm’s net cash flow occurring as a
direct consequence of accepting a project

Using incremental cash flows allows you to:

Account for all cash inflows and outflows associated with the project
Consider increased working capital requirements
Ignore sunk costs, which are irrelevant to the project

Account for opportunity cost {e.g. land that wiil be required for building a
workshop may have alternative uses)

Estimate overheads on an incremental basis, i.e. cost of increasing staff - not
allocation of existing staff to the project

ofcf2e/Pags 10

The following slides show how to forecast/estimate cash flows for a project.
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What Generates a Good Cash Flow Forecast?

The value of a cash flow forecast depends on how successfully it answers the
following questions:

¢ What is the size of each flow?
¢ What will be the exact timing of each flow?

» What is the opportunity cost of investing in the right to receive the future
flows?

« What is the risk/probability of receiving flows?
Several scenarios should always be tested:

¢ Bestcase

* Worst case

¢ Most likely case

Good cash flow forecasts are always:
* Realistic

+ Detailed
* Backed up by well-thought out assumptions

ofcf2e/Page 11

Explain:

Cash flow forecasting is always very difficult, especially in Russia.

This makes running different scenarios particularly important.

Page 11
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The First Step in Preparing a Cash Flow Forecast is Choosing the

Currency

In an economic environment with high uncertainty and high inflation rates, the
choice of currency is very important to successful cash flow forecasting

Here are some key factors to consider:

It may be wiser to use USD (or some other
hard currency) if:

» looking for an international
investor

« a significant part of initial
investment / operating costs are
expressed in hard currency

* inflation is high

It may be wiser to use RUR if:

» the company is not significantly
exposed to international markets
- raw materials are sourced
in Russia
— products are sold in Russia

» the likely source of financing is
Russian

Forecasting in hard currency also makes estimating the discount rate easier - a
concept we will discuss when looking at evaluating cash flow forecasts

ofcfze/Page 12
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Example: AOBC Has an Investment Project - How Will the Project Impact
AOBC’s Cash Flow?

AOBC is an experienced producer of sports bicycles, who has faced a number of
recent challenges:

¢ Increased competition from Chinese imports and general economic recession
have depressed sales

+ Increased raw material prices have reduced profitability

In response to the situation, AOBC is considering an investment in new
equipment and licensing technology. Management believes the project will
improve product quality, and increase yields from raw materials

Producing higher-quality bikes should win back market share from the Chinese,
and greater efficiency will increase profitability.

The company’s Board of Directors is scheduled to meet in one week, and has
agreed to consider the project at that meeting. The General Director must
prepare a presentation for that meeting, including a thorough financial evaluation
of the project. His next step is to estimate the project’s cash flows

ofcf2e/Page 13

This is the introduction to a simplified example of cash flow
forecasting, which will be presented in the following slides.

A real enterprise selecting projects for financing should have
more detailed calculations of cash inflows and outflows.

Page 13
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What Goes Into the Cash Flow Forecast?

Revenues

CASH INFLOWS

Start-up costs

Production costs
Raw materials
| Labor
1 Energy costs

|
| Savings
|
l
|

Other outfiows

| Maintenance / Repairs
| Taxes
| Working Capital

CASH OUTFLOWS

b4

Net Cash flow is measured over regular
periods for the life of the project

ofcf2e/Page 14
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First, the General Director Calculates the Project's Start-up Costs, Which
are Called Cash Qutflows

The project’s start-up costs are summarized in the following table:

I 1996 1997 Total Depreciable
(RU 000) Basis
Building Renovation 50,000 0 50,000 n/a
Equipment 1,200,000 0 1,200,000 1,200,000
Installation cosis 120,000 0 120,000 n/a
Technology licensin 100,000 400,000 500,000 n/a
Total OUTOWS 1,470,000 400,000 1,870,000 |

Notes: t

. Thg i_ncrgmental outflow rel'ated to the This column identifies which
building is only the renovation costs. The incremental start-up costs will
building itself is a sunk cost, and therefore be depreciated over the
not relevant to the analysis of the project course of the project. This

will come into play in a later
step

ofcf2e/Page 15

Step through how to prepare the following 8 slides:

*Forecast project startup costs and the time at which the costs will be
incurred

*Do not forget any data that will affect your future cash flows (i.e.
depreciation is not a cash expense, though it affects cash outflow, i.e. it
is tax deductible and decreases tax payments)

Page 15
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Next, the General Director Projects Future incremental Inflows and
Outflows

Begin with a projection of sales volume - the basis of the cash inflow from gross
sales. How?

Sales volume and price forecasts are based on available historical data
and additional information provided by your distributors. In this case, the GD learns
that:
* One of AOBC’s main competitors, which held a 10% market share, has just gone
out of business
» The market wiil rebound to 1993 levels by 1997, and the estimated annual growth
rate for the next three years will be 10%
» There are no constraints to increasing production as AOBC is currently operating
under capacity and raw materials are readily available in the market.

MARKET DATA 1993 | 1994 | 1995
Market size (*000 units) 500 200 250
AOBC'’s share 15% 15% 10%

1997 sales will increase 50% from 1996 sales of 30,000,
20% in 1998, and then 10% from 1999 to 2001

Therefore, the
GD assumes:

ofcfRe/Page 16
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Cash Inflow from Sales is also Dependent on Price, Inflation, Terms of
Trade, and Production Strategy

Inflation

« AOBC plans to set its future prices equal to the current average price, adjusted
for inflation. The current average sales price for its bikes is RUR 400,000

» The annual expected rate of inflation will be:

1996

1997

1998

1999

2000

2001

50%

30%

25%

20%

15%

15%

Production Strategy
* An important assumption is that AOBC will not produce for stock and all
production is sold the same year as produced

Putting it all together, we arrive at the following forecasts:

(RUR'000) 1996 1997 1998 1999 2000 2001
Sales (units) 30,000
Growth rate 50% 20% 10% 10% 10%
Total 30,000 45,000 54,000 59,400 65,340 71,874
Incremental 15,000 24,000 29,400 35,340 41,874
Inflation 50% 30% 25% 20% 15% 0
Unit price 400 600 780 975 1,170 1,346
Incremental Sales 9.000.000 18,720,000 { 28,665,000 41,347,800 56,341,467
ofcf2e/Page 17
Explain:

The incremental sales are those that AOBC believes it will garner

based on the increased quality of its bike (those it would not have

sold without undertaking the investment project)
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Now, the General Director Projects Cash Qutflows

Some important things to remember when doing cash outflow projections:

+ Qutflows include a number of expenses - production costs, overhead
expenses, and taxes - requiring inflation adjustments
- Inflation adjustments need to take into account cumulative inflation for
the previous periods
— |t is easy to calculate the inflation adjustment factor for any year, if you
know the estimated inflation rates
— In this example the formuia for 1999 will be:

(1 + INFL®6) * (1 + INFL97) * (1 + INFL®8) or (1+.5)* (1+.3)* (1+.25)=2.44

e Using this formula, the inflation adjustment factors for this example are:

1997: 1.5 1998: 1.95 1999: 2.44 2000: 2.93 2001: 3.36

¢ When forecasting production costs, remember that they may have fixed and
variable components

—  We will now work through forecasting incremental cost components in
detail, taking into account both their fixed and variable components

ofcf2e/Page 18

Instructor’s Notes:

Explain:

Again, all outgoing cash flows estimated for the purpose of
evaluating the investment project are those that are incremental to
undertaking the project; i.e. they are not total outflows for bike
production, but outflows relating to:

» production of additional bikes to be sold based on the increase
in the quality of the bikes

the decreased cost of production of all bikes produced based on
increased yields from raw materials
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The First Element of Production Costs to Consider is Raw Materials

Raw materials assumptions:

¢ Raw materials cost per unit (RMC) is currently equal to RUR 100,000. lt is
assumed that the price of raw materials will not change significantly and will
increase according to annual inflation plus 2%

« AOBC management believes the investment in technology will allow increased
yields from raw materials beginning in 1998 (after installation of equipment
and training of the workforce). As a result, the cost of raw materials per unit
should decrease by 12% as compared to 1996

Thus, the basic formulas for incremental costs of raw materials will be . . .

in 1997:

RMCS6 * (Sales®7 - Sales) * (1 + INFL9+.02)

from 1998: RMC96 * (1-.12) * (Sales% - Sales%) * (1+INFLS7 +.02) * (1+INFL%+.02)

. . . which results in the following projections:

ofcf2e/Page 19

1997:
1998:
1999:
2000:
2001:

100,000 * 15,000 * 1.52 = RU 2,280 m

100,000 * .88 * 24,000 * 1.32 * 1.52 = RU 4,238 m

100,000 * .88 * 29,400 * 1.27 * 1.32 * 1.52 = RU 6,593 m

100,000 * .88 * 35,340 * 1.22 * 1.27 * 1.32 * 1.52 = RU 9,668 m
100,000 * .88 * 41,874 * 1.17 * 1.22 * 1.27 * 1.32 * 1.52 = RU 13,402m

Page 19
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Projecting Raw Material Costs (cont.)

The decrease in raw material costs resulting from undertaking the project
applies to all production, not only to incremental sales

The reduced cost of these materials are incremental cash savings resulting from
the project, and need to be included in the project cash flows

The formula for these cost savings is . . .
100,000 * .12 * 30,000 * (1+INFL9 +.02) * (1+INFLS7 +.02) * (1+INFL9+.02) I

. . . which results in the following incremental cost savings:

+ 1998 100,000 * .12 * 30,000 * 1.32 * 1.52 = RU 722.3m

» 1999 100,000 * .12 * 30,000 * 1.27 * 1.32 * 1.52 = RU 917.3m

+ 2000 100,000 * .12 * 30,000 *1.22 *1.27 *1.32*1.52=RU 1,119.1m

« 2001 100,000 * .12 * 30,000 * 1.17 * 1.22 * 1.27 * 1.32 * 1.52 = RU 1,309.4m

ofcf2e/Page 20

Re-emphasize:

Again, the decreased raw materials cost applies to all bikes to be
produced, not only to the incremental sales resulting from the
capital investment project.

Page 20
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Labor is the Second Key Element in Production Costs

Labor cost assumptions:

e As AOBC currently is not operating at full capacity, 25% of its workforce of 60 is
presently on unpaid leave. Monthly wages currently average RUR 400,000 per
employee. Thus 1996 annual wages will be:

400,000 * .75 * 60 * 12 = 216,000,000

+ Once the new equipment has been installed, the project will bring back employees
currently on leave. Salaries will increase along with inflation.

Because wages increased in 1997 due to the implementation of the project, the difference
between 1996 wages and 1997 wages will be an incremental cost:
400,000 * (60 - 45) * 12 * (1 + INFL96)

» For annual production leveis from 50,000 to 75,000 units, an additional 5 full time
workers will be needed. It is expected that this level of production will be reached at the
end of October 1998. The base salary of the additional workers will be set at the salary
prevailing for the period, which will be:

400,000%(1 + INFL96)*(1 + INFL97) = RU 780,000

Therefore, the 1998 incremental salary expense will have two components:
(780,000 * 15 * 12) + (780,000 *5* 2) = RU 148.2 m

In addition to wages paid to the workforce, total labor costs will include social security
payments, which are 39% of salary expense.

ofcf2e/Page 21

Be sure to communicate to the audience the weighted component of
additional workers salaries. It is expected that they will start working in
November, and will be paid for two months only.
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Projecting Labor Costs (cont.)

The following table summarizes the labor cost projections:

(RU '000)} 1996 1997 1998 1999 2000 2001

Annual production (units)

Total 30,000 45,000 54,000 59,400 65,340 71.874

incremental 15,000 24,000 29,400 35,340 41,874
Inflation 50% 30% 25% 20% 15% 15%
Base salary 400 600 780 975 1,170 1,345.5
Empitoyment

Total 60 65 65 65 65

Incremental 15 20 20 20 20
Labor costs

Total Salaries 432,000 569,400 760,500 912,600 1,049,490

Social Security 168,480 222,066 296,595 355,914 409,301

Incremental Salaries 108,000 148,200 234,000 280,800 322,920

Incremental Social Security 42,120 57,798 91,260 109,512 125,939
Total Incremental Labor costs 150,120 205,998 325,260 390,312 448,859
ofcfze/Page 22
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Energy is the Third Major Element of Production Costs

Electricity costs:
+ In Russia, the industry is subject to political intervention which can lead to
sharp changes in price
+ Currently electricity tariffs are set in ranges. Above a certain level of
electricity consumption higher tariffs are applied. The following represents
the electricity costs per unit (EC) for the forecasted period:

Fixed electricity costs (independent of production levels): RUR 150 m
EC for annual production levels below 54,000 units: RUR 10,000
EC for annual production levels above 54,000 units: RUR 15,000
Note: electricity costs need to be adjusted for inflation
(RUR_'000) 1996 1997 1998 1999 2000 2001
Annual production {units) 30,000
Total 45,000 54,000 59,400 65,340 71,874
Incremental 15,000 24,000 29,400 35,340 41,874
Inflation 50% 30% 25% 20% 15% 15%
Fixed Electricity Costs 150,000 | 225,000 292,500 365,625 438,750 504,563
Electricity tariff 1 {per unit) 10.0 15.0 19.5 24.4 29.3 33.6
Total 300,000 | 675.000 | 1,053,000 | 1,316,250 | 1.579.500 [ 1.816.425
Incremental 225,000 468,000 585,000 702,000 807,300
Electricity tariff 2 (per unit} 15.0 22.5 29.3 36.6 43.9 50.5
incremental . - 187,438 497,543 901,855
Total incremental costs 225,000 468,000 782,438 1,199,543 1,709,155
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Estimating Other Cash Outflows: Maintenance, Repair, and Taxes

Maintenance/Repair
s Costs per unit (MC) currently are 80% fixed and 20% variable, and amount to
RU 10,000. Therefore in 1997 the formula for incremental project forecasted

maintenance/repair costs will be:

{(.8 * MC3 * (1+INFL) * Sales%) + (.2 * MC®¢ * (1+ INFL9) * Sales% * (Sales%/Sales%))] - MC% *
(1+INFL95) * Sales%)

or
(.8 *450 + .2 * 450 * 45,000/30,000) - 450 = RU 45 m

This leads to the following incremental annual maintenance costs:
(RU'000) 1996 1997 1998 1999 2000 2001
Sales (units) 30,000 45,000 54,000 59400 65,340 71874
Inflation 50% 30% 25% 20% 15% 15 %
Maintenance cost
with project 495,000 678,600 874,575 1,084,239 1290,832
w/o project 300,000 450,000 585,000 731250 877,500 1,009,125
Ihcremental 45,000 93,600 143,325 206,739 281,707

Taxes: It’s assumed that cumulative taxes are 40% of pretax profits.

ofcfze/Page 24
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A Note on Depreciation

Assuming we are on a 5-year depreciation scale, the equipment purchased for
AOBC’s project will be depreciated by $240,000 each year

Depreciation is not a cash expense, but is tax deductible and therefore provides
a tax shield. There are two possible ways to include depreciation into the cash
flow forecast

s Deduct the depreciation expense from net income along with your other
costs, effectively reducing your taxable base. Then, deduct taxes due on this
reduced base, and then add back the depreciation to get your actual cash
flow

s Or, do not deduct depreciation from your tax base, caiculate and deduct
taxes due on the entire base, and then add back a depreciation tax shieid:
depreciation multiplied by the tax rate

In this example, we will use the first method to account for depreciation

Note that only depreciation that occurs directly as a result of the project should
be included

ofcf2e/Page 25
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“Terminal Value” of the Project

If positive project cash flows continue in perpetuity, the usual practice is to
forecast cash flows by year until the the project reaches a stabilized level of
operations (stable growth and sustainable profit margins), with the year
following being referred to as the "terminal year”. The stable cash flows from
then on are valued as a perpetuity (“terminal value”)

With the high discount rates appropriate in Russia, however, the terminal value
of most investment projects would probably be minimal

ofcf2e/Page 26

Note:

Because terminal values of projects in Russia are usually minimal,
we will not go into detail about the means of calculating them.

Please refer to texts listed in the handout on reference materials
for more information.
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The Results of these Projections Combine to Form the Project’s

Forecasted Cash Flow

{RU'000) 1996 1997 1998 1999 2000 2001

Sales (incremental)

Sales (units) 15,000 24,000 29400 35,340 41874

Revenues 9,000,000 18,720,000 28,665,000 41,347 800 56,341467
Costs (incremental sales)

Raw materials 3,000,000 2280000 4238000 6,593,000 9,668,000 13,402,000

Labor 108,000 148,200 234,000 280,800 322920

Social Security 42120 57,798 91,260 108,512 125939

Bectricty 225,000 468,000 782438 1,189,543 1,708,155

Maintenance/Repair 45,000 93,600 143325 206,739 281,707

Depreciation 240,000 240,000 240,000 240,000 240,000
Savings in raw materials 722304 917326 1,119,138 1,309391
Earnings before taxes 6,059,880 14,196,706 21,498,303 30,762344 41,569,137
Taxes (40%) 2423952 5678682 8599321 12,304,938 16,627,655
Earnings after taxes 3635928 8518024 12,898,982 18,457 406 24941482
Add back depreciation 240,000 240,000 240,000 240000 240,000
Project cash flow s 3875928 8,758,024 13,138982 18,697,406 25,181482
Wbriing Capital needs (2,700,120} (2,305478) (2838425) (3620571) (4377,127)
Intial investrrent (1470000) (400,000)
Net Cash Flows (1.470,000) 775808 6452546 10,300,557 15,076,835 20,804,356
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How Variable Is the Cash Flow of the Project You are Considering?

Two scenarios:

1) You are the economics director of a Russian company producing stainless
steel. You have three foreign customers who have signed contracts to
purchase $3 m total of your product in 1997

2) You are the economics director of a Bussian enterprise which produces
chocolate bars, which are sold in stores and kiosks. You have forecasted
1997 sales to be $3 m.

How likely is it that the sales of either company would be 5% less than
forecasted?

As we said earlier, good cash flow projections must include
best-case, worst-case and most-likely scenarios

ofcf2e/Page 28

Explain:

While expected sales might be the same for projects of the two
enterprises listed, the potential variation is very different.

Sales of enterprise 1 are to millions of customers, and depend
heavily on consumer preference. These customers can be fickle;
tastes can change very quickly, and with such a large number of
customers, it can be difficult to predict how much effect a new
trend might have on forecasted sales, and therefore on the bottom
line.

Enterprise 2 sells only to 3 major customers. It is easier,
therefore, for the enterprise to set a realistic sales forecast. In the
example given, these three customers have already signed form
contracts for the company's product; it is therefore very unlikely
that sales will be less than forecasted.
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Cash Flow Projections Can be Impacted by Changes in the Operating
Environment

Consider two more scenarios:

1) You are the economics director of an enterprise that makes garments,
primarily by hand.
2) You are the economics director of a primary steel manufacturer.
If energy prices turn out to be 10% more than forecasted in the next year, how

much of an effect will this have on the bottom line of project cash flows for each
of these enterprises?

These types of considerations should go into your multiple-
scenario cash flow forecasting

ofcf2e/Page 29

Note:

Slight changes in some inputs in the cash flow forecasts (such as
energy prices) can have large effects on the bottom line of project
cash flows for some enterprises. Every cash flow exercise should
include "sensitivity” or "what if"' analysis.

This means changing different inputs to the equation to see how
sensitive the bottom line of the cash flows is to those inputs.

In this example, the enterprises would increase energy prices by
10% and see what percentage increase this had on net project
cash flows.

A change in energy prices probably would impact the steel
manufacturer more because it utilities much more energy than the
garment maker.
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Why Accuracy and Realism Are Important - An Example

You are a senior lending officer for a Moscow bank. AOBC has contacted you
for a bank loan to finance a project to produce a new product - skateboards.
The company has presented you with the following background information on
the project.
s AOBC management believes that the skateboards will be a good compiement to its
current product range: strollers, tricycles and bicycles for teenagers. Statistics show a
25% annual growth rate for skateboards. Management forecasts first-year sales of
12,000 units
» The company wants to finish construction of a new production building which is 60%
complete, where new equipment will be installed for the skateboard production iine.
AOBC currently has raw materials for producing 25,000 skateboards in its warehouse

s AOBC wants a long term {oan to complete the building construction and to purchase
the new equipment. The interest costs are included into incremental production costs,
which amount to 80% of sales. The incremental working capital requirements will be
financed as follows: 50% from teenagers bicycles sales and 50% from short term loans
{at 80% annual interest)

* The company is presently operating at 50% capacity and is breaking even

ofcfze/Page 30

[AOBC cash flow forecasts are on the following slide]
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AOBC Skateboard Project: Projected Cash Flows

AOBC has provided
you with the
following cash flow
forecasts

Will you finance the
project?

ofcf2e/Page 31

Assumptions (all figures in $):

Sales in Year 1 (units) 12,000
Price per unit 3 45
Annual Sales Growth Rate 25%
Cost of Equipment 50,000 (depreciated over 10 years)
Cost of Construction 80,000
Total Cost of Building 200,000 (depreciated over 25 years)
Cost for Production and Sales 80%
Taxes 40% of gross margin
Year0  |Year | YearZ  |Year 3
[Sales (units) 12,000 15,000 18,750
Price per unit 45 45 45
Depreciation of equipment 5,000 5,000 5,000
Depreciation of building 8,000 8,000 8,000
Year O Year 1 Year 2 Year 3
[Sales 540,000 [ 675,000 843,750
Cost of Production (432,000)| (540,000)| (675,000)
Taxes (43,200)| * (54,000)] (67.500)
Investments (130,000)
Depreciation 13,000 13,000 13,000

Net Cash Flow (130.000) 77,500 ] 33,000 114,250 |

Emphasize:

Ask participants to look carefully at the forecasted cash flows for
the project, check them with the text from the previous slide and

answer whether they agree with the forecast or not. If not ask the
audience to identify the bottle-neck of the cash flows.

The following slide has some aspects which require a closer look.
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The AOBC Skateboard Project Cash Flows Need More Work

When analyzing the AOBC skateboard project cash flows beware of the following

pitfalls:

« Need for additional capital to meet working capital requirements due to
— Purchase of raw materials starting from year 2
- Drop in sales of teenagers bicycles, as substitutes
— Rise in accounts receivable

- Barter sales

« The sales forecast is very optimistic

—  What is 25% annuai growth based on?

* Consider the use of existing production building

— Possible due to low utilization {50%)

— Cheaper than completing construction

What adjustments will
make the project cash
flow more realistic and |

s accurate?

Year O Year 1 Year 2 Year 3
Sales 540,000 675,000 843,750
Cost of Production (432,000)] (540,000)| (675,000)
Taxes (43,200) (54,000) (67,500)
Investments (130,000)
Depreciation 13,000 13,000 13,000
Net Cash Flow (130,000) 77,800 94,000 114,250
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Emphasize:

Ask the audience what is the effect of each line item on the cash
flows: no effect - increase - decrease:

spurchase of raw materials increases cost of production

a drop in sales of bicycles increases the need of external
financing, and thus interest costs

*a rise in accounts receivables increases the need for external
financing, and thus interest costs

*sales for barter - depending on type of products obtained
through in products:

no effect if skateboards are bartered for products needed
in production (raw materials, services, etc.)

increases liquidity costs if skateboards are bartered for
products designed for sale for cash or further bartering

soptimistic sales forecast decreases sales revenue

euse of existing production building decreases amount of initial
investment

Page 32
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The Cash Flow Projections are then Used to Conduct a Financial
Assessment of the Project

Let’s assume AOBC has forecasted incremental cash flows for 5 projects under
consideration. The cash flows look as follows:

Project Cash Flows
in Rubles, 000’s
Year] Project Al Project Bl Project G Project D Project H

(20,000)f (20,000)f (20,000 (20,000)] (20,000
0 20,000 1,000 0 5,000

o

1

2 5,000 20,000 5,500 0 10,000
3 50,000 2,500 8,0000 30,000 15,000
4 55,0000 20,000 22,000 40,000, 20,000
5 30,0000 20,000 46,000 50,000, 20,000
Total| 140,000 82,500 82,5000 120,000 70,000
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Emphasize:

The different projects presented in the table will be used for their
financial evaluation applying 3 methods (NPV, IRR and cash

payback).

Note the variations in cash flow patterns for the different projects -
- all are negative in the first year, but then the patterns change,
some rising slowly, some rising rapidly, and so on.
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First, AOBC Will Evaluate these Projects Using Net Present Value (NPV)

Net Present Value (NPV) is the best tool for analyzing the financial feasibility of
a project. It is the present value of future cash returns less the value of the
initial investment which generates those returns.

e When using NPV, the present value of all future cash flows is discounted
appropriately

e The discount rate is equal to the return required on investments of equal risk

NPV= [CF,/(1+k) + CF,/{1+k)2 + CF3/(1+k)3 + ........ + CF/(1+Kk)"] - |y
Iy -- initial investment,
CF, -- net cash flow in year n,

k -- discount rate

A project with positive NPV earns more than the required rate of return, i.e.
more than the cost of capital, and therefore should be accepted. If projects are
mutually exclusive then the project with the highest NPV should be selected

ofcf2e/Page 34

Emphasize:

NPV is considered the best financial evaluation method because
it:

considers all appropriate cash flows

discounts cash flows at the appropriate discount factor
considers each project independently from all others
selects projects which will maximize shareholder wealth

The process of estimating a discount rate should not be taken
lightly, and many large western firms expend considerable
resources to understand the issues. They are interrelated with
structuring financing and determining the optimal capital structure
of a firm.

NPV methodology is only as good as the assumptions that went
into determining the discount rate - and, of course, the projected
cash flows.

[We will not go into great depth on this topic in this seminar, but a
handout on calculating discount rates is included in the pack.]
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Using NPV, AOBC Selects Project A

Assuming a 35% discount rate, NPV was calculated for each project. As you can
see from the table, projects with similar net cash flows can have different net

present values

« All the projects have positive NPVs and are acceptable investments.

* Projects C and D have lower NPVs and therefore are less attractive

+ If the projects are mutually exclusive, the one with the highest NPV should be

chosen

ofcf2e/Page 35

— Therefore, project A should be selected

Year| Project Al Project B| Project C| Project DI Project E
0} (20,000)] (20,000)| (20,000)| (20,000)| (20,000)
1 0 20,000 1,000 0 5,000
2 5,000 20,000 5,500 0 10,000
3 50,000 2,500 8,000 30,0000 15,000
41 55,000 20,0001 22,000f 40,000, 20,000
5f 30,000 20,000 46,000 50,000 20,000
Total| 140,000 82,500 82,500] 120,000 70,000
NPV 26,315 17,286 3,892 15,387 5,769

It is possible to think of a situation where the cash flows in total
over the life of the project would all be equal, but NPV's are

different because of the timing.
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AOBC Now Evaluates its Projects Using Internal Rate of Return (IRR)

The internal rate of return (IRR) is defined as...

(CF/(1+IRR) + CF,/(1+IRR)2 + CFy/(1+IRR)3 + ........ + CF_/(1+IRR)) - I, =0

In other words, it is the rate that makes a project NPV equal to 0

Some managers like IRR because it summarizes project information in a single
number, without calculating a discount rate equal to the interest rate for
investment projects of a similar risk (cost of capital)

But, managers must be careful using IRR:

» A project should be pursued if its IRR is higher than its cost of capital -
otherwise, the company will lose money pursuing the project

+ A project which includes future negative cash flows (after cash flows have
been positive) will give multiple IRRs, which are difficult to interpret

+ |RR does not take into account the size of a project
* |RR assumes that early positive cash flows are reinvested at the IRR rate -

this is often unrealistic
ofcf2e/Page 36

Emphasize:

The IRR is an internal benchmark; it does not give an indication
whether or not to proceed with a project unless it is compared to
the enterprise's cost of capital.

However, there may be occasions when IRR is a useful measure
for presenting the "attractiveness" of the project. If enterprise
management is showing its proposed project to several investors
and does not know their cost of capital, and therefore does not
know an appropriate rate at which to discount the cash flows, the
IRR may be a useful measure to present rather than a range of
NPVs based on a range of discount rates.
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Using IRR, AOBC Selects Project B

In this case, IRR produces a different result from NPV. This is because higher
cash flows come earlier in the project life. IRR assumes that these cash flows
will be reinvested at 83%. This is most likely not realistic, if the appropriate
rate for calculating the NPV was 35%.

Year| Project A| Project B| Project C| Project D] Project E
0f (20,000)} (20,000)} (20,000)] (20,000)] (20,000)
1 0| 20,000 1,000 0 5,000
2 5,000] 20,000 5,500 0 10,000
3 50,000 2,500 8,000 30,000 15,000
4 55,0001 20,000f 22,000] 40,000f 20,000
5 30,0001 20,000{ 46,000 50,000f 20,000
Total| 140,000} 82,500{ 82,500} 120,000 70,000
IRR 71% 83% 41% 56% 47%

NOTE: Another problem with the IRR method is that it is difficult to calculate
accurately. The best way to do it is with a computer or programmable calculator.

ofcf2e/Page 37

Explain:

The basic rationale behind the Internal Rate of Return is to find a
single number that summarizes the merits of a project and that
doesn’t depend on the interest rate that prevails in the capital
market. It is an internal rate of return, intrinsic to the project, and
does not depend on anything except the cash flows of the project.
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AOBC Now Evaluates its Projects Using Cash Payback

The payback period is the number of years required to recover the initial
investment in a project

Why it is used:

o ltis simple

» It is good for ranking past decisions and providing a guideline for future ones
What managers should keep in mind when using cash payback:

 The cash payback method does not consider all cash flows from the project,
because it ignores cash flows that occur after the payback period. In Russia,
however, cash flow forecasts in later periods are extremely uncertain

+ Cash payback method does not discount cash flows, i.e. it does not take into
account the time value of money or the firm's cost of capital

e (Cash payback does not help to choose between projects of different sizes

ofcize/Page 38

Emphasize
Drawbacks

Cash payback does not consider all cash flows, only those up to
the payoff point. It is therefore biased against long-term projects.

It also does not take into account the time value of money. |t
treats all cash flows prior to the cutoff date equally.

It implies the required rate of return is 0
It ignores cash flows after the cutoff date
It is biased against long-term projects

Redeeming qualities

The payback period rule is easy to use and is often applied to
relatively small decisions.

Since it can be used for small decisions, some companies permit
its use (in the west) so that a manager’s decisions can be
evaluated more quickly. Using the NPV method, it could easily
take 5 years (the end of the project) to evaluate the manager’s
decision. For a small project with a payback period of 2 years, the
evaluation can be conducted much sooner.
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Using Cash Payback, AOBC Selects Project B

According to the cash payback method project B should be selected, as it has
the shortest payback period

Year| Project A| Project B| Project C| Project D| Project E

0} (20,000)} (20,000)| (20,000)| (20,000)| (20,000)

1 0 20,000 1,000 0 5,000

2 5,000 20,000 5,500 0 10,000

3 50,000 2,500 8,000 30,000 15,000

4 55,000 20,000 22,000 40,000{ 20,000

5 30,000 20,000{ 46,000 50,000{ 20,000

Total 140,000 82,500 82,500 120,000{ 70,000
Payback 2.3 1 3.25 2.6 2.3

ofcfze/Page 39

This slide shows the evaluation of the projects shown above
using the payback period method of review.

Explain:

The result of the review indicates project B as the preferred
project because it has the shortest payback period. NPV
analysis placed project A as the most advantageous. The
difference results from the fact that the cash payback method
does not take into account the time value of money and ignores

cash flows that occur after the initial payback period.
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Methods for Financial Evaluation of Projects: Summary

YEar PToject A Project B Project C | Project O PToject E

] [20.000) 20,000y (20,000) 20,0007 (2070007

1 ] 70,000 7000 0 5000

2 5.000 20,000 5.500 0 10,000

3 50.000 2.500 8,000 30.000 15,000

4 55,000 20,000 22.000 40,000 20.000

5 30,000 20.000 46,000 50,000 20,000

Total T40.000 BZ. 500 B2.500 T20.000 70000
=RV I 28.315] T7.285 ] T 837] 75,387 ] 57890
TRR T 1% | B3% | 7% | 5E% | IT%
Payback | 73] ] T 25] 26] 73

When compared with NPV the other methods have the following limitations:

+ Payback: Does not take into account the time value of money and ignores
cash flows that occur after the initial payback period

¢ Internal Rate of Return: Does not take into account elements other than
cash flows, supposes that these are reinvested at IRR’s own rate (not always

realistic)
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NPV Calculation: in-Class Problem

AOBC plans to extend its product range and begin production of
strollers. A currently unused production building will be used for the
profect. The building is currently worth RUR 800 million, and the
enterprise will incur renovation costs of RUR 300 million

For the project new equipment for RUR 2 billion is required. Installation
of the equipment (one-time expense of RUR 50 m) will be done by an
outside contractor. The equipment will be depreciated on a straight-line
basis for 5 years. Assume that the equipment will have no salvage
value after 5 years

Incremental production costs as a percent of sales are:
e Spare parts - 40%
¢ Raw materials - 20%
s Electricity - 5%
¢ No additional workers are required for stroller production

ofcf2e/Page 41

This slide and the next slide present a problem to work in class
with the participants.
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NPV Calculation: In-Class Problem (continued)

Current ex-factory price for strollers is RU 300 000. It is believed that
the price will increase in accordance with inflation rate

The anticipated inflation is: 25% for the current year; 20% for years
1-3; 15% for year 4 and 10% for year 5

AOBC has discussed the project with its current distributors, who
predict annual unit sales to reach:

Year 1: 10,000 Year 2:12,000 Years 3-5: 20,000

The profit tax for children’s goods production is 25%. This rate will not
be changed during the life of the project

AOBC will finance the project with its own funds (i.e. no interest costs
are incurred)

Assignment: Forecast net project cash flows and calculate the NPV of
the project assuming an 80% discount rate

ofcfze/Page 42

The following 3 slides show the step-by step solution to the
problem.
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Solution: Creating an Algorithm

ldentify cash flows relevant to the project

+ Initial cash outflows
— renovation of the building
-~ new equipment purchase
~ installation
— increase in working capital

¢ Annual cash outflows
— cost of production
- taxes

e Annual cash inflows
— proceeds from sales

Quantify all relevant cash flows
+ Adjust for inflation
Calculate net cash flow for each year
¢ Add back depreciation (non-cash expense)

To get NPV, discount net cash flows
ofcf2e/Page 43

Stop and give seminar participants time to consider how to
calculate each step

sinitial cash outflows

eannual cash outflows

eannual cash inflows

*net cash flow for each year
Methodology is shown on the following slide
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Solution: Calculating Net Project Cash Flow

Add all initial outflows:

e 2,000m+300m+50m=2,350m
Annual sales are:

« Units sold * price per unit adjusted for inflation
Annual incremental costs are:

e Production costs (40%+20%+5%)
— annual sales * 85%

s Taxes
— (annual sales - production costs) * tax rate

Add back depreciation

+ Sales - production costs - taxes + depreciation = net cash flow

ofcfZe/Page 44

Give seminar participants time to make the calculations to arrive
at net cash flow per period. Have them write down the answers.

(Answers are shown on the following slide)
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Solution: Cash Flow Forecast

Year 0 Year 1 Year 2 Year 3 Yeard Year s
Sales volume (in units) 10,000 12,000 20,000 20,000 20,000
Inflation for the periocd 25% 20% 20% 20% 15% 10%
Sales price 0.30 0.38 0.45 0.54 0.65 0.75
Sales revenue 3,750 5,400 10,800 12,960 14,904
Royalty payments 0 0 0 0 0
Raw materials -750 -1,080 -2,160 -2,592 -2,981
Electricity -188 -270 -540 -648 -745
Gas and water 0 0 0 0 0
Spare parts -1,500 -2,160 -4,320 -5,184 -5,962
Depreciation-Building
Depreciation-Equipment -100 -100 -100 -100 -100
Wages 0 0 0 0 0
Overhead expenses
Earnings before taxes 1,213 1,790 3,680 4,436 5,116
Taxes -303 -448 -920 -1,109 -1,279
Earnings after taxes 909 1,343 2,760 3.327 3,837
Add back depreciation 100 100 100 100 100
Project cash flows 1,009 1,443 2,860 3,427 3,937
Working capital needs
Capital investment -2,350
Salvage value
Net Cash Flows -2,350 1,009 1,443 2,860 3,427 3,937

ofcf2e/Page 45

Have participants check their calculations with the calculations in

the slide.
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Solution: Discount Factor Calculation

To get the discount factor two approaches may be used:

First: Use the formula 1/(1+k)", where k -- discount rate (80%) and n --
corresponding years (1 through 5). Thus, the discount factor by years will be:

Year 1: 1/(1+0.8)1 Year 1: 0.556
Year 2: 1/(1+0.8)2 Year 2: 0.309
Year 3: 1/(1+0.8)3 Year 3:
Year 4: 1/(1+0.8)4 Year 4:
Year 5: 1/(1+0.8)5 Year 5:
ofcf2ze/Page 46
Explain:

Be sure to communicate the audience how the formula for
calculating the discount factor works. Stop and ask the
participants if any have a calculator with them with which they can
do the calculations. If so, ask them to calculate the discount
factors for years 3 through 5 and write them into the spaces
provided.
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Solution: Discount Factor Calculation (continued)

To get the discount factor two approaches may be used:
Second: Use the discount factor table.

Discount Rate
Period 70% 75% 80% 85% 90%
0 1.000 1.000 1.000 1.000 1.000
1 0.588 0.571 0.556 0.541 0.526
2 0.346 0.327 0.309 0.292 0.277
3 0.204 0.187 0.171 0.158 0.146
4 0.120 0.107 0.095 0.085 0.077
5 0.070 0.061 0.053 0.046 0.040
6 0.041 0.035 0.029 0.025 0.021
7 0.024 0.020 0.016 0.013 0.011
8 0.014 0.011 0.009 0.007 0.006
9 0.008 0.006 0.005 0.004 0.003
10 0.005 0.004 0.003 0.002 0.002
* Using the above table, the discount factor for years 2-5 will be:
Year 1: 0.556 Year 2: Year 3:
Year 4: Year 5:

ofcf2e/Page 47

Explain:

Be sure to communicate to the audience how to use the Discount
Factor Table and explain how it works: chose the column with
appropriate discount rate (80%) and check the rows in the required
years. Stop and ask the participants to fill into spaces provided
from the Table, the discount factors for years 2 through 5.
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Solution: NPV Calculation

The following table represents NPV calculation at 80% discount rate

Year Net Cash Flow Discount Factor | Discounted Cash Flow
A B (8
1 1,008 0.556 561
2 1,443 0.309 445
3 2,860 0.171 490,
4 3,427 0.095 326
5 3,937 0.053 208
Add up: Present Vaue 2,031
Subtract Initial Investment -2,350
Net Present Value -319

ofcf2e/Page 48

The discounting is too complex for the participants to do in the

seminar. Note that this can easily be done in all computer

spreadsheet programs.

This project should not be selected for financing, because it has

negative NPV.
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Moving from Project Selection to Obtaining Finance

ofcf2e/Page 49

This section introduced the tools that
allow you to select the right projects
for your company

?

— ? =

Once a project is selected, the next question is how it
will be financed. The following two sections of the
seminar will focus on sources of short term and long
term financing.

In this section we have covered:

sstrategic evaluation of projects

«financial evaluation of projects, including

cash flow forecasting,
and use of NPV, IRR, and cash payback

Next we will discuss specific sources of financing.
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Seminar Agenda

Session 1: Finance Overview

Session 2: Project Selection

Session 3: Sources of Short-Term Finance

Session 4: Sources of Long-Term Finance
Session 5: Preparation, Approach, Negotiations

Session 6: Specifics of a Business Plan, Investment Memorandum, and
Issue Prospectus

Session 7: Company Valuation

Session 8: Summary

ofci3e/Page 1

Instructor’s notes:

In this section of the seminar we will discuss potential sources of
short term finance, and run through how to go about selecting
which is best to fit the needs of the enterprise.
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Is Your Enterprise Considering All Forms of Short-Term Finance?

Options for external short term finance for Russian enterprises
include:

s Trade credit

 Tolling

e Short term bank finance

o Mutual settlement/offset

s Commercial paper/notes

e Sale or discounting of accounts receivable (factoring)

e Short term operating leases

ofcfle/Page 2

Instructor’s notes:

Emphasize:

As discussed previously, the cheapest source of short term
financing is generally internally generated funds through good
management of working capital. In this section of the seminar
we will discuss external sources of short term financing.

Of those listed, the most commonly available to Russian
enterprises are those at the top of the list:

- Trade credit

- Tolling

- Bank finance

- Mutual settlement/offset
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Sources of Short-Term Finance Differ in Terms of Flexibility and Cost

restrictions | amount one
on use of of collateral time/

funds financing |requirementjaccessbility| rolling cost
Trade credit .

Tolling

rolling | medium

rolling high

. rolling high
|Bank finance

rolling § medium
Mutual offset

rolling | medium

Commercial paper

@|O«|060

rollini high
Factoring g ig
e

rolling low
Leasing

least flexible

@ ooew 00
O O0|ee|6|O®

o

most flexible ‘ c
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Instructor’s notes:

Explain:

This slide shows how flexible the different sources of financing
are for different situations. The darker the circles, the more
flexible. We will continue to discuss this throughout the rest of
this section, and conclude the section with the steps to go
through in choosing the best source.

In contrast to “one time” “rolling” means that the financing will be
available again for a following period under the same conditions,
though the conditions may be changed by he financier.
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Trade Credit is the Most Common Source of Financing in Russia

restrictions | amount one
on use of of collaterat time/
funds financing | requirementjaccessbility | rolling cost

Taseoet | @ | B | @ | @ Jow | e

Trade credit is credit received from suppliers in the normal course of
business

Trade Credit appears to be free, but there is usually a hidden cost

e A supplier extending trade credit incurs an opportunity cost of funds
invested in accounts receivable

e The supplier will usually pass on most of this cost in the form of a
higher price. The amount that is passed on will depend on market
conditions and the relative bargaining power of the two parties

s A cash discount can usually be negotiated in the case of immediate

payment
L3

Before accepting trade credit, you should find out the discount available for cash payment,
and compare that option with other forms of firancing

ofcfle/Page 4

Instructor’s notes:

Emphasize:

Trade credit is usually an informal arrangement, not formally
(legally) acknowledged as debt and practically recorded as
accounts payable

Trade credit grows with growth in the business and extension in
credit period

The user of trade credit needs to be aware of the actual cost
incurred in order to make intelligent financing decisions

The implicit cost of trade credit should be compared with the
cost of other available sources of short term finance

[The examples illustrated on the following slide demonstrate
the cost of trade credit]
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Exercise 3.1: Trade Credit Analysis

Situation:

* You currently need cash for the purchase of raw materials, and are
considering the possibility of receiving trade credit from your long term
supplier

» On average you have paid for shipments within 30 days, and now the supplier
is offering a 10% discount for immediate cash payment on a shipment worth
RUR 100 million. The discount rate is negotiable. A bank loan at 10% per
month is available to finance immediate payment for the raw materials

¢ You expect to collect outstanding accounts receivable worth RUR 200 million
within 30 days

Assuming no monthly inflation and ignoring tax effects for the purpose of
simplification, decide whether it is appropriate to take the discount for

immediate payment

ofcfle/Page 5

Instructor’s notes:
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Exercise 3.1: Trade Credit Analysis (continued)

There are two options available:

s First: Accept the discount, and get a loan for 30 days at 10% to pay for the
shipment

¢ Second: Do not take the discount, instead receiving trade credit for 30 days,
until making payment with cash collected from settlement of accounts
receivable

Calculation of acceptable discount (no inflation assumed):
e |If discount is taken the amount due isRUR S0 m = (100 m * (1 - 0.1))
¢ The interest for RUR 90 million loan is RUR9 m = (90 m * 0.1)
s At the end of 30 days, you pay back 89 m - anet gainof 1 m
» If you accept the trade credit, you pay 100 m at the end of 30 days

Take the

Decision X
Discount

ofcf3e/Page 6

Instructor’s notes:
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Is Trade Credit Free ?

(cost line)
A
cash due
0 dayy 10 days 30 days \Kthangﬂ days )
' (time line)
discount period credit period penalty period

Credit policies of suppliers usually include terms of credit, for example, 2/10, net 30,
which means a 2% discount will be given for payment completed within 10 days after the
date of invoice; no discount or extra fees would be implied for payment between 10 to 30
days after the invoice date and penaities will be imposed on the purchaser failing to pay
off the invoice within 30 days

Careful consideration needs to be given to the cost of trade credit for each of the three
periods in comparison to other credit options, e.g. bank loan etc.

ofctae/Page 7

Instructor’s notes:

Explain:

The 2% discount is an incentive to pay early, so the seller does
not have to immobilize funds for more than 10 days.

it is part of the actual cost of financing over 30 days.

If the buyer pays after 30 days, he pays everything plus penalties
(additional financing fees)

Again, these costs of financing must be compared to the costs of
other types of short term financing to determine which is the
cheapest option
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Tolling is a Means of Securing Raw Materials for Production, but Care
Must be Taken to Ensure Economic Benefits Accrue to the Processor

restrictions | amount one
on use of of collateral time/
funds financing |requirement jaccessbility | rolling cost

Tolling O O O O rolling high

Tolling is a means by which a processor is provided with raw materials at no
cost, processes them and returns the finished product to the owner. The
processor is compensated by the supplier for this work

» Payments for tolling may be in cash or in a share of the finished product

s Economic benefits primarily accrue to the owner of materials, who sells the
finished product to the end user; the processor is paid only a processing fee.
The processor must take care to ensure he is being adequately compensated

* Tolling is in some cases subject to government quotas

most flexible . 0 O O O least flexible

ofcf3e/Page 8

Instructor’s notes:

Example:

A Russian clothing manufacturer is provided fabric and patterns
free of charge by a German clothing distributor. The Russian
company produces the clothing, which is returned to the German
firm to distribute in western Europe. The Russian company is paid
a set fee for sewing each garment.

Another example:

A Russian producer of stainless steel receives steel coils from a
US metals trading company. The Russian company processes the
coils into stainless steel, which it ships to the US firm. The US
firm pays a processing fee to the Russian processor.
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Who Might Utilize Tolling?

The owner of the raw material uses tolling if:
» The owner is not also a processor

*» The owner does not have the capacity to process all material owned, and for
which a market exists

* Another entity can process the materials at a much lower cost than the owner
A processing company may resort to tolling if:

» It currently has no other means of financing or otherwise acquiring raw
materials, and wishes to continue operations with the expectation that he will
have other options for acquiring materials in the near future

¢ |t needs to increase capacity utilization in order to spread fixed costs between
tolling and non-tolling operations, making non-tolling operations more
profitable

ofcfle/Page 8

Instructor’s notes:

Emphasize:

Tolling is extremely prevalent in Russia today, as so many
companies are strapped for working capital for purchase of raw
materials.

It is usually not in the best interest of the Russian enterprise - the

enterprise must be sure it is being paid a processing fee high
enough to make it worthwhile.

Generally, it is better for the Russian firm to engage in non-tolling
operations rather than tolling operations if given the choice,
unless there is a strategic reason to build a better trade
relationship through tolling with the owner of the materials
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Short-Term Bank Finance Can be Expensive

restrictions | amount one
on use of of collateral time/
funds financing |requirementjaccessbility | rolling cost

o | @ | @] B @ o |

Short term bank financing can be separated into:
» Overdraft facilities - the ability to withdraw more funds than on deposit

» Short-term bank loans

Facts about overdraft facilities:
o Costs depend on actual amount used and number of days of overdraft
» Rates vary considerably among banks - in mid-1995, the annualized rate for
ruble overdrafts of 1 to 14 days varied by more than 100%
» Advantages include flexibility and ease of renewal/rollover
* Major disadvantage: currently available only to a small number of well known
enterprises

Short term loans:
+ Relatively less flexible than overdrafts, and the cost may be higher

most flexible . 0 O G O least flexible

ofcf3e/Page 10

Instructor’s notes:

Emphasize:

The decision to use overdraft/cash credit facilities depends on
the structure of the company’s cash requirements, and their

ability to use lower cost sources of financing such as trade credit

and customer advances to minimize their requirements.

In Russia today, cash credit and overdraft facilities are not easily

available. Short term finance from commercial banks is likely to
develop over the next few years.

Page 10
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Overdrafts and Bank Loans Have Different Costs

The cost of bank credit remains
constant as stipulated by a credit
agreement with the bank; the
borrower should pay all interest
throughout the period of the loan

The cost of an overdraft is
dependent on the amount of cash
needed at a specific time and can

be controlled by the borrower

Cost Structure of Cost Structure of
Overdraft Loan

B3 Requirement — Cost

M Requirement — Cost

ofcf3e/Page 11

Instructor’s notes:

Explain:

The advantage of using an overdraft or cash credit facility is that
the borrower pays only for the financing required and used. There
is however a fixed cost component for availing of this facility.

A company with high seasonality of demand or a short production
cycle would find overdraft facilities a lower cost option.
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Mutual Offset is a Typical Form of Settlement Between Russian Suppliers
and Purchasers

restrictions | amount one
on use of of collateral time/
funds financing | reguirement]laccessbility] rolling cost

Mutual Offset G G G . rolling | medium

Mutual offset is the settlement of cash obligations between companies by
delivery of goods between two or more parties

While these are non-cash transactions, any receipt of goods from a supplier
before delivery of goods to another party equates to short term borrowing

Offset operations currently constitute more than 70% of sales among the largest
production companies in Russia, constituting a significant source of financing

most flexible . 0 O O O least flexible

ofcfle/Page 12

Instructor’s notes:

Mutual offset, barter, and commercial paper are all related.

Barter can be considered a form of mutual offset where the
goods received from a customer in payment are not raw materials

of the seller.
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Currently Commercial Paper/Notes Are A Limited Option in Russia

restrictions | amount one
on use of of collateral time/
funds financing |requirementfaccessbility { rolling cost

Cammerical
" | @D DD e |

Commercial paper/notes normally represent a company’s promise of delayed
payment

» Unsecured, low cost alternative to trade credit; used as cash equivalent for
operating receipts and payments when in a cash squeeze

» A stable market exists for notes issued by commercial banks, e.g.
Inkombank

* The secondary market for notes issued by other companies is limited - only
a few companies have had successful issues, e.g. Avtovaz, Komineft;
usually the market for such securities is limited to trade partners

most flexible ‘ 0 O G O least flexible

ofcfle/Page 13

Instructor’s notes:

Explain:

Commercial paper of an enterprise is often used as promissory
notes in mutual offset transactions (explained later).

In western markets, there is an active secondary market for
commercial paper and notes, whereas in Russia the range of
dealers in such securities is limited to trade partners - there is a
fairly active market for KamAZ notes amongst the company’s
materials and parts suppliers who receive the notes instead of
cash, and KamAZ trade distributors and end users who buy the
notes at a discount and afterwards claim full redemption from
KamAZ

The graphic on the following page illustrates how commercial
paper is traded between suppliers, customers, and banks in
Russia.
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How is Commercial Paper Used in Russia?

Supplier Dealer

|

QOption A: Option B:
| Face Value]

Enterprise Issuer of - Enterprise issuer of | -
Commercial - Commercial - Supplier 1
Paper/Notes Paper/Notes

T r Supplier 2}
: : [Suopter 2]
: ; Suppilier 3
: : [Financial |(Discounted) I
; (Qiscounted} | Financial ! |Dealer  &———Supplier 4 |

v Qr cash
| Purchaser l

Flow of commercial paper/notes; e
Flow of goods/services: =:=+=:=-=* »
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Instructor’s notes:

Explain:

Option A: One Russian enterprise’s notes accepted as payment
by one supplier. This is the most simple example of this type of

settlement. The supplier ships goods and accepts promissory
notes in return, which it sells at a discount to a financial
institution. The financial institution then collects the face value of
the notes from the buyer at redemption date. This is also called
forfeiting.

Option B: Two Russian enterprises issuing promissory notes, with
the notes being passed down a “chain” of suppliers. This is a

more realistic case in the Russian environment. The concept is
the same as in option A.

Note:

There have been some horror stories of enterprises getting
caught with illiquid paper. Be _careful whose paper you accept as
payment!

Page 14
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Factoring (Sale or Discounting of Accounts Receivable) is Also Limited in
Russia Today

restrictions | amount one
on use of of collateral time/
funds financing |reguirementlaccessbility | roiling cost

- =
Factoring . O O O rolling high

Factoring works as follows:

s Once goods have been received by a buyer, the seller can receive
immediate cash from the factoring bank discounted 10-40% depending
on the creditworthiness of the buyer and the quality of the goods

+« The factoring firm then collects payment from the buyer on the date
due

The advantage to factoring is that it allows the seller to maintain liquidity

The disadvantages are that factoring is expensive, limited in Russia, and
usually reserved for bank clients

most flexible . 0 O G O least flexibie
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Instructor’s notes:

Background:
Factoring is a common form of short term finance in western
markets.

Tokobank and Unikombank have offered factoring services in the
past.

Large and more experienced Russian commercial banks began
offering factoring services to their clients in 1992, however, high
inflation, the increase of fraudulent payment documents, and the
insolvency crises has limited the development of this source of
finance in Russia.

Therefore, this source of financing is extremely limited at the
present time because it requires stability of the environment and
general “good faith” from all parties involved to work properly.

You should check with your bank to see if they provide factoring
services or if they know of a bank that does.

Page 15

15



Short-Term Leases Can Save Cash Investment on Equipment the
Enterprise Needs for a Limited Period of Time

restrictions | amaount one
on use of of collateral time/
funds financing | requirement]accessbility | rolling Ccost

Leasing O O O O rolling low

Advantages of short term leases:

o Alternative to small capital expenditure
* Matches cash outflows to cash inflows resuiting from use of the asset

» Useful if lessee does not intend to use the asset over its full economic life, e.g.
leasing transportation for a short period, leasing computers and office
equipment

o lLessee pays for ‘convenience’ as lessor is usually responsible for maintenance

most flexible . 0 O G O least fiexible
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Instructor’s notes:

The financial tradeoffs of the lease vs. buy decision are covered
in the cash management seminar.

Leasing will be described in more detail when we discuss
sources of long term finance.
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With Knowledge on the Different Types of Financing Available, How do
You Select the Right One for Your Project?

Step 1: Consider the most important issues: Use: raw materials acquisition
What will the funds be used for? Amount: US$ 40,000
How much is required? Collateral: finished goods
What coitateral is available? Time frame: fairly urgent

How quickly are the funds needed?

Step 2: List potential sources of finance for Trade credit, bank finance,
your project. mutual offset, commerciai
paper
Step 3: Rank them in order from least 1. Mutual offset
expensive to most expensive. 2. Trade credit

3. Commercial paper
4. Bank finance

Step 4: Begin by pursuing the least 1. Mutual offset
expensive source of finance and 2. Trade credit
work down the list. You may have to 3. Commercial paper
obtain financing from several 4. Bank finance
SOUrces.
ofcfle/Page 17

Instructor’s notes:

The options listed will not always be in this order in terms of cost
(mutual offset will not always be cheaper than trade finance, for
example); this depends on the company’s bargaining position
with the different sources of finance. This ranking is shown for
example purposes only.

Emphasize:

Financing from several sources may be required for a single
project, either because of the size of its requirements, or because
of the nature of its components, or because of complexity.

Page 17
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Choosing the Appropriate Source: Start by Considering the Most
Important Issues

Ask yourself the following questions . . .

How will the How much What coliateral How quickly is
funds be financing is is available? the financing
used? needed? needed?

L

U

U

U

What sources What sources What sources What sources
of financing typically of financing are most
provide funds finance do/do not easily
for this projects of this require approachable?
purpose? size? collateral?

ofcf3e/Page 18

Instructor’s notes:

[Each of these “criteria” for selecting appropriate sources of
short term finance will be explained separately, in the next four

slides.]
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Choosing the Appropriate Source (cont.)

... and use the chart to help you find the right answers

Leasing

least flexible

G

most flexible . 0

ofcie/Page 19

restrictions | amount one
on use of of collateral time/
funds financing |requirementjaccessbility | rolling cost
. @ . ‘ rolling | medium
Trade credit
O Q rolling high
Tolling (_5 O
i hi
poncinace | @ | @] B @ | o] o
O O O . rolling | medium
Mutual offset
. . O O O rolling | medium
Commercial paper _
rollin high
® | OO o | no
O|®| O [m=]=
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The Use of the Funds is a Major Determinant in Selecting a Financing
Option

How will the
funds be
used?

e You can obviously only use leasing as a source of short term finance if you
plan to acquire equipment

e Trade credit and tolling can only finance acquisitions of raw materials
¢ Mutual offset can only be used with suppliers of materials, energy, etc.

+ Bank finance, commercial paper, and factoring are more flexible, but usually
more expensive - flexibility has a cost

ofcfle/Page 20

Instructor’s notes:

Any external short term financing option frees up cash that can
be used elsewhere, introducing flexibility. For example, if you
need funds to pay salaries and are currently paying cash for raw
materials, you may consider mutual offset to finance raw
materials purchases and use the excess cash to pay salaries.

Page 20
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The Amount of Financing is Also a Key Consideration

How much
financing is
needed?

e Specific asset financing is limited to the value of the assets to be purchased

¢ In addition, financing through the use of commercial paper will be limited in
most cases by the ability of trade partners to finance your operations

s The amount of funds you can raise through factoring will be limited to the
discounted value of your accounts receivable

¢ Bank financing will most likely be the source of the largest amount of funds

ofcfle/Page 21

Instructor’s notes:

Page 21

21

=



Different Short-Term Financing Methods Require Different Types of
Collateral

What
collateral is
available?

e Factoring, leasing and tolling finance will always be guaranteed by underlying
assets

* You will most likely need to provide some additional collateral to obtain bank
financing

» Trade credit, mutual offset and commercial paper financing may be
unsecured

ofcfae/Page 22

Instructor’s notes:
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If You Need Immediate Financing, Your Options are Limited

How quickly
is the
financing
needed?

» How quickly you can get the financing depends on the ease with which you
can approach the financing source and the documentation you must prepare

» Tolling will involve looking for a partner and structuring a transaction; this will
take some time

e Trade credit and mutual offset will probably be your quickest means of
financing

ofcfle/Page 23

Instructor’s notes:
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Once You Have Identified Appropriate Sources, Rank Them in Terms of
Cost
Step 1: Consider the most important issues: Use: raw materials acquisition
What will the funds be used for? Amount: US$ 40,000
How much is required? Coliateral: finished goods
What collateral is available? Time frame: fairly urgent
How quickly are the funds needed?
Step 2: List potential sources of finance for Trade credit, bank finance,
your project. mutual offset, commercial
paper
Step 3: Rank them in order from least 1. Mutual offset
expensive to most expensive. 2. Trade credit
3. Commercial paper
4. Bank finance
Step 4: Begin by pursuing the least
expensive source of finance and 2. Trade credit
work down the list. You may have to 3. Commercial paper
obtain financing from several 4. Bank finance
sources.
ofcf3e/Page 24

Instructor’s notes:

The options listed will not always be in this order in term of cost
(mutual offset will not always be cheaper than trade finance, for
example); this depends on the company’s bargaining position
with the different sources of finance. This ranking is shown for
example purposes only.

Emphasize:

Financing from several sources may be required for a single
project, either because of the size of its requirements, or because
of the nature of its components, or because of complexity.
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Exercise 3.2: Choosing Source(s) of Short-Term Financing

Assumptions:

You have an order that provides you with an unusually high margin

You will get payment within 30 days and now need to pay RUR 100 million for
railroad transport

You have RUR 75 million on your bank account for payroll, which is due in two
weeks. Some other payments are expected to come in within the next month

Structure the best financing from the following available sources (disregard
inflation):

Overdraft of existing loan (interest - 10%, overdraft - 15% per month)
Railroad commercial paper available from your bank at 25% discount

Loan from local bank (12% per month)

Offset of your accounts receivable (worth RUR 250 million) for raw materials
(your partner offers you to pay off his debt with raw materials used by your
company)

Sale of your accounts receivable/factoring (worth RUR 200 million) at 40%
discount

ofcf3e/Page 25

Instructor’s notes:

Explain again, quickly, each item before the audience starts working.
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Exercise 3.2: Choosing Source(s) of Short-Term Financing (continued)

e This order is top priority, thus payment for railroad transportation must be
made

e The RUR 75 million on your bank account is enough to pay for
transportation by means of railroad commercial paper available from your
bank at 25% discount

s The payroll due in two weeks may be financed through other sources:

— Any cash settlement of previous orders (accounts receivable)

— Bank loans (RUR 75 million if no payments received or balance
required if payments received are less than RUR 75 million) for a short
period until the payment is received

— Overdraft
— New loan

o Offset of accounts receivable does not involve cash, thus can be considered
only to the extent of freeing up cash (if any) planned for purchase of raw
materials

s Sale of accounts receivable is a very expensive option because of the huge
discount incurred

ofcfie/Page 26

Instructor’s notes:
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What Happens Next?

CORPORATE FINANCE
Financing Needs Assessment
Financing Availability Assessment
|

Working Capital Capital Investment
Financing Financing
Short-Term Long-Term
Financing Financing
R

Shan-TermDeth WurkingCapitaIII Retained || Debt || Equity JI Asset Sales |I Retained I

Management Profits Financing Financing Divestitura Profits

Now we move from a discussion of short-term financing options to long-
term financing options

ofcie/Page 27

Instructor’s notes:

Explain:

In this section, we have looked at sources of short term financing
for working capital (the left side of the chart)

In the following section we will discuss sources of long term
financing (right side of the chart).
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Seminar Agenda

Session 1: Finance Overview

Session 2: Project Selection

Session 3: Sources of Short-Term Finance

Session 4: Sources of Long-Term Finance

Session 5: Preparation, Approach, Negotiations

Session 6: Specifics of a Business Plan, Investment Memorandum and Issue
Prospectus

Session 7: Company Valuation

Session 8: Summary

ofcfde/Page 1

Instructor’s notes:

In this section we will look at the long term sources of finance.
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Long-Term Finance is Necessary for the Growth and Development of
Your Enterprise

You will need long term financing to:
— Develop/acquire new technologies
— Purchase modern equipment
- Develop new products or enhance existing products
— Build distribution networks
— Improve management reporting systems

These types of projects are necessary for you to stay ahead of the
competition.

Start planning now how you will fund your future development!

Management will need to secure the support of major shareholders before
beginning to negotiate long-term financing. Shareholders will need to be
convinced of the importance of funding development projects.

In this section of the seminar, we will cover:
e Sources of long term financing available for Russian enterprises
¢ Decision criteria for choosing among these potential sources

* How to go about deciding which financing option to pursue
oicfde/Page 2

Instructor’s notes:

[This slide re-emphasizes the need for long term financing, and

then explains what will be covered in this section]

Page 2

103



There are Many Options for Long-Term Financing

 Currently-used sources of long-term financing
— Russian banks

Foreign banks

Portfolio investors - private funds

Portfolio investors - “Aid” funds

Strategic investors

e Other, less frequently-used, but emerging sources of long-term financing
— Public issues of shares/rights (Russian and foreign, including
ADR/GDRs)
— Bonds
— Convertible bonds
— Leasing

ofct4e/Page 3

Instructor’s notes:
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Sources of Long-Term Finance Vary in Terms of Flexibility, Lending
Criteria, Availability and Cost
. nvestar's
lamount company f project corporate  {info. industry access- uture
of financing] size risk contro required |sEcxfic ibility h&ncinq cost
_ Q . O . medium | medium , yes medium
Russian banks
e [@[CTOT@ T [ [T~ T
Foreign banks
. high low
Private funds Q C_' Q O medium (' maybe
. (. . Q C. medium low Q maybe low
Aid funds
Public issues Q G QQ high medium Q no medium
: high high
Bond issues e O O Q high 9 O " '
medium no ;
Convertible bonds Q ™1™ (. high O medium
) (5 . O . low fow . yes low
Leasing
most flexible . O O G O least flexible
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Instructor’s notes:

This slide shows how flexible different sources of financing are for different situations.
The darker the circles, the more flexible. We will continue to discuss this throughout
the rest of this section, and conclude the section with steps to go through in choosing
the best source. [A contact list for Russian banks, foreign banks, private funds, and
aid funds is included in the handouts.]

Amount of financing indicates the degree to which sources of finance can provide
varying amounts of funds. For example, foreign banks and strategic investors are
flexible in making investments that range from small projects up to very large ones.

Company size indicates the degree to which sources of finance target a particular type
of company to grant financing to. For example, only the largest and most well known
firms will be able to access financing from bond issues.

Project risk indicates degree to which sources of finance can accept relatively risky
projects. Aid funds are most flexible in accepting somewhat risky projects, while leases
must be definite and have minimal risk.

Investor’s corporate control indicates to what extent investors demand a large share of
control in the venture in which they are investing. For example, strategic investors are
least flexible in demands a large share of control.

Some sources of financing demand a high degree of information before financing will
be granted. Sources of financing also vary in the degree to which they target particular
industry sectors.

Accessibility refers to the ease of the application process to obtain financing, and
ability of enterprise to approach a given source of finance. For example, most
enterprises can gain access, with a minimum of difficulty in applying, to financing from
Russian banks and leasing partners.

Sources of finance also vary in the degree to which they will grant future financing to a
company which has ailready received financing. The cost of different financing options
varies as well as indicated on the chart.

Page 4
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Russian Banks are a Common Source of Financing But May Not Match
Your Needs

TVESIONS
[amount of ompany lproject {corporate [info. industry | access- Ifuture

financin i ibili i i
cing |size control bility tinancing_Jcost

R+ S—
Q medium § medium . yes medium
Russian banks
e : 3 —

Russian banks have better knowledge of the local situation than any other
source of long term financing; they:

e Speak the Janguage and know the culture, understand the historical and
current situation of Russian enterprises

« Understand Russian financial reporting and accounting systems
o Can offer advice on lowering financing costs, based on their experience

On the other hand, Russian banks are extremely risk-averse and will most likely
demand substantial collateral. The Russian banking industry is currently in
turmoil and many banks are in an unstable situation

ofcf4e/Page 5

Instructor’s notes:

Russian banks are easiest to approach and are flexible in the size
enterprise they will lend to.

Unfortunately few make loans for a period of more than 18
months.

Page 5
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Foreign Banks: the Russian Enterprise Should Fit into the Bank’s

Lending Strategy

l?mount offjcompany

inancing Jsize

project

Foreign banks

L _AIG,

Ol

cost
SRRl

medium

s Most foreign banks are particulér about the enferprises they will lend to,

preferring commodities, utilities/telecoms, and exports

s Some Russian enterprises have obtained finance from foreign banks through
subsidiaries registered abroad, but this is difficult to organize and foreign
currency regulations are stringent

e The increased presence of foreign banks in Russia has made it more possibie
to get financing from this source. Those with Russian-licensed subsidiary
banks are your best option

« Debt financing from foreign banks may be for a longer time period and at
lower cost than from Russian banks. They also have access to large amounts
of capital. As most foreign banks with operations in Russia are stable, they
often provide a more reliable source of future financing

ofclées/Page 6

Instructor’s notes:

Note:

A few foreign banks currently operating in Russia are:

ING/Barings, ABN-AMRO, Credit Lyonnais, Chase Manhattan, and

Citibank.

Foreign banks will expect a professionally organized presentation

and are very particular about following the Western way of
carrying out business. Therefore, in planning to approach a
Western bank you may want to work with a financial consultant
experienced in obtaining finance from the type of institution.

Page 6
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Portfolio Investors Provide a Significant Source of Financing for Russian
Enterprises

. Investor's | "
amount offcompany Jproject orporate  Jinfo. industry | access- [Jfuture
inancing |size risk ontrol required fspecific ibility financing Jcost

O Q G medium high O maybe low
Private funds
hrareemmme——

Portfolio investors include investment funds (both private funds and “aid”
funds), venture capital funds, pension funds, and insurance funds

They are looking for a combination of dividends and capital gains (appreciation
in share price)

e investors must provide steady returns to their shareholders
¢ good management is probably the most important investment criteria
They do not need to have, and usually do not seek, a majority shareholding

+ But portfolio investors typically want to have some say in running the business
such as:

-~ voting at shareholder meetings
— Board of Directors representation

ofc4e/Page 7

Instructor’s notes:

Although portfolio investors do not wish to take an active part in
running the day-to-day business, they may wish to have some
voice in major decisions. Because their concerns mostly involve
improving their own returns they will be interested in increasing
shareholder value (something which should be important to every
company director in any case.)

They may be extremely interested in investing alongside a
Western strategic investor; and some portfolio investors,
especially Western funds, require this

Beware:

There are some “takeover” funds which may be looking to make a
quick profit by taking over the management of your company and
profiting as soon as possible without regard for the future of the
company.

Important Note:

Some provisions of the Joint Stock Company Law of January 1,
1996 will likely make raising funds by private placements of
shares (to either portfolio or strategic investors) more difficult.
These will be discussed later in the seminar.

Page7
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There are a Number of Foreign Funds Specializing in the Russia Market

« Many foreign funds
operating in Russia will be
investing money
earmarked only for Russia
or the CIS. This_ is
favorable because then
you will only have to
compete with other
Russian companies for
capital

» Stringent SEC regulations
prevent US-based funds from
investing in most Russian
companies

* Less stringent but similar
rules (both external
regulation and internal
requirements of the fund)
also make it difficult for
European funds to invest in
Russia

+ Because these funds have
money which is to be
invested only here, the
fund will probably have an
office in Russia and be
familiar with the
environment and culture

ofcfde/Page 8

Instructor’s notes:

This slide explains why some of the large US mutual funds are not
yet in this market.

If laws in Russia become more favorable, there could be
significant inflows of mutual fund and pension fund money.

Some of the funds already present, must invest in Russia
because of the provisions of the charter under which they
registered the fund. This is good because if Russian companies
have to compete with companies in other countries for the same
funds, Russian companies may not be very successful, this is due
to Russian tax policies and other factors which reduce the
competitiveness of Russian firms.

Remember, an investor is most likely to invest money where the
return from that investment will be highest at the lowest risk.
Does your company or project offer this?

Page 8
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To Deal Successfully with Portfolio Investors, Enterprises Need to
Understand their Investment Strategy

Capital scarcity has led many Russian funds to seek immediate trading profit:
6 month time horizon
« Will invest only in highly liquid securities (usually large enterprises)

The objective of North American/European portfolio investors is to achieve
medium- to long- term capital gains:

s 5 years or greater time horizon

+ Will invest in securities of varying liquidity

Size and industry focus of the enterprise are critical factors:
s Portfolio investors seeking trading profits invest in shares of large enterprises

» Large foreign investment funds tend to invest in large enterprises, but the
majority of foreign investment funds in Russia are of medium size and are
interested in shares of medium size enterprises

o Portfolio investors are increasingly targeting industry sectors

ofct4e/Page 5

Instructor’s notes:

Even when medium term investor will purchase illiquid shares,
they will be looking for an exit strategy - either the chance that
the shares will become liquid in 3-5 years, or that there will be
interest from a new investor (usually a strategic investor) in
buying existing shares.

Again, typical industry sectors of interest are:

oil and gas

utilities

metals and metallurgy - service businesses
food products and processing

leisure facilities

telecommunications

Discussion:

Ask the audience to name some portfolio investors of which they
are aware or have heard of. Can they give a profile of enterprises

they typically invest in?
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Multilateral and Bilateral “Aid” Funds Represent A Special Case of
Portfolio Investment

Inve " A "
l;amoum of fjcompany Roroject Cnor?;gt: infa. industry  faccess- tuture
i .

nancing [lsize required Ispecific  Jibility inancing lcost

lAid funds

O , Q O medium low Q maybe low

“Aid” funds are investments backed by foreign governments:

Usually consider small investments between $50,000 - $3 m

Invest in small enterprises: some are dedicated to invest only in small and
medium enterprises. They are also a good source for financing a subsidiary
business (especially if its a new line of business)

Welcome unsolicited requests for financing: their doors are open, at least for
inquiry

Are more willing to invest in times of political and economic uncertainty. With
the current political environment, there may currently be a much better
chance of raising financing from aid-funded sources

However, because they are backed by foreign governments, many political
factors enter into their decision-making process which are difficult to predict

and impossible to control

ofcf4e/Page 10

Instructor’s notes:

Many aid funds have been established by foreign governments to

heip small and medium sized businesses. This is necessary
because the preparation for financing for a smaller project

typically requires just as much preparation as acquiring financing
for a large project, therefore most private funds will concentrate

on larger projects.

Examples of aid funds are the EBRD regional funds and TUSRIF.

These funds receive many requests and must satisfy strict

guidelines for investing, so it is best to be well prepared before

making contact.
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Aid Funds Tend to Invest Across Diverse Industry Sectors

The US-Russia Investment Fund (TUSRIF) investment breakdown by industry:

Financial Services
1%

Manufacturing  Manufacturing - Paper and  Manufacturing - Apparel
Electronic Equipment Allied Products and Textiles
4% ~. 2% 1%

/

Manufacturing -
Construction Elements
1%

Business Services i ~.
5% T T

Agriculture - -
7%

Commercial Fishing___——

9%
Manufacmmmher

and Wood Products
11%

~. Food Production and
Services
3%

Manufacturing - Industrial
Machinery and Equipment
22%
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Instructor’s notes:

Explain:

Aid funds often have political mandates to invest in diverse types
of business activities. Some have a mandate to invest in projects
that for various reasons might not otherwise be funded by
commercial sources of finance.

TUSRIF is a well known Aid fund that has been active in Russia for
several years.

Note that more than half of the investments are in the industrial
manufacturing, food production and services sectors.

If your company is not in one of these sectors it does not mean
you have a smaller chance of receiving finance. What this chart
shows is the sectors in which attractive projects have been found
in the past.

Page 11
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Strategic Investors are Currently the Main Source of Equity Financing in
Russia

Trvestor's

lamount of jcompany fproject corporate Jinfo. industry | access- Juture
inancing Jsize risk control required Ispecific ibili inancing fcost
yes low

O O high medium
Etrategic investors ' _4

Strategic investors may be:

 Companies in the same or related industry looking to expand current lines of
business

e Companies in an unrelated industry trying to make better use of their assets

« Financial-industrial groups {FiGs) which are trying to deveiop strategic
relationships - however, joining a FIG doesn’t guarantee financing

« Able to provide a range of valuable contributions in addition to financing

« Likely to place a higher value on an enterprise’s shares than would a portfolio
investor

+ Seeking a long term relationship, and significant authority over operating
decisions (often majority interest, at a minimum a seat on the board of
directors).

+ May require unpopular measures relating to restructuring and strategic
change

ofclde/Page 12

Instructor’s notes:

Explain:

Strategic investors typically have knowledge, contacts, and other
synergies to offer that can improve your business and their own
simultaneously. Consequently, they may be willing to pay more
than portfolio investors would for shares of your enterprise. For
similar reasons, they might be more willing to invest in a risky
project.

Strategic investors want control. They will prefer to take a
majority interest in a Russian enterprise (many won’t consider
less than a 51% shareholding, and some prefer to have over 75%
in order to have full control ), and may want veto power over
some major decisions. At a minimum they will want a seat on the
Board of Directors.

Page 12
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Why Might Strategic Investors be Interested in Your Company?

Strategic investors often want to establish distribution channels in
Russian/CIS/Eastern European markets and look for:

s Well-established market share or specific market share rights
s Low-cost production

e Sources of highly qualified and relatively inexpensive labor

¢ Technology

s Synergy with operations in other countries

» Potential economies of scale

¢ Opportunity to sell products in Russia (if supplier)

¢ Ready sources of raw materials (if customer)

Medium-sized enterprises offer the best opportunity for strategic investors to
achieve their business objectives, especially if the amount of investment allows
the investor to significantly influence operating decisions

ofcf4e/Page 13

Instructor’s notes:

Many large enterprises have set up subsidiary joint ventures with
foreign trade partners because the partner had interest in only a part of
the company’s activities. {e.g. Uralmash formed a joint venture
subsidiary, UNOC, together with National Oiiwell and Caterpillar, for the
production of oil rigs.)

Some strategic investors may be interested only in very large
enterprises, because these offer leverage, visibility and reduced risk
exposure thanks to the interest the local authorities will have in the
enterprise’s welfare.

Remember, your company has something to offer to a strategic
investor, and what you offer is what interests them. So in developing a

project proposal to present to a strategic investor, emphasize
everything your company can offer in very specific terms. For example:

sdetailed description of production equipment
*43 current customers which purchase XXX from us
srights to 400 hectares of forested land

It must also be noted that there are some unscrupulous potential
strategic” investors who are not interested in the long term future of
the enterprise, but rather in short term control over product flow. For
example, some metal traders who have taken equity stakes in their
trading partners in order to ensure supply (sometimes to the detriment
of the company’s profitability).

Page 13
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Examples of Strategic Investment Projects in Russia

Investment Strategy

Access to technology
* Source of supply

General Electric and Rybinsk Motors
plan to set up a joint venture to
produce aircraft and industrial
engines

in several cigarette manufacturers in Distribution in the CIS
the CIS

« Sources of local supply
» Low cost production
» Distribution in Russia

ABB has set up 16 joint ventures with
Russian enterprises

+ Distribution in the CIS
¢ Low cost production

Caterpillar, National OQilwell, and
Uralmash have set up a joint venture
to produce oil rigs

RJR has made majority investments E> s Low cost production

ofcf4e/Page 14

Instructor’s notes:
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Additional Benefits Offerred by a Strategic Investor

New technology, unique equipment

Market and industry knowledge

Distribution access in foreign markets

Expansion of product range

Market recognition of investor’s brand name, reputation

Potential economies of scale in purchasing, production and distribution

Joint production synergy

Supplies (if investor is a supplier) or a ready market (if investor is a customer)
Training and access to experienced professionals

Typically offers higher value on equity share than a portfolio investor
- knows business better, so can better assess share value
— can add value to business besides just capital
- synergy between the 2 businesses may increase the value to the
strategic investor

Follow-on financing

ofcfde/Page 15

Instructor’s notes:
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Establishing a Subsidiary Joint Venture with a Strategic Partner Offers
Several Benefits

Benefits to Outside Investors:

Clearly defined
Separate legal entity

No liabilities for social assets, etc.

Tax breaks

Allows the investor to start small
and get to know the enterprise
before investing in the enterprise
itself

Opportunity to control and to
install new management

ofcfde/Page 16

Benefits to the Russian enterprise:

Can offer examples of western
management practices that can
be transferred to the main
enterprise

Can give the western partner what
it wants (management control,
majority ownership) without
ceding control of the main plant

Can allow the enterprise to prove
itself as a responsible partner for
future investment (lowering future
cost of capital by reducing
perceived risks)

Instructor’s notes:

Page 16
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Without Local Marketing Expertise, Strategic Investors Will Typically
Supply Design and Development Know How, and Quality Control

Involvement of both partners in the value chain

Distribution /

.
Product Suppty of v | Production/ assembly "
Rr::;:n Design Develop- raw Marketing
nt materials H , v
me : I Quality controt I ' I Logistics I

Production/
assembly

Market
Research

Investment / '®) @) o o O o

Joint Venture

Industrial '®) O o o o O o

Cooperation

mens | O] O] O |@0|@O|@ [O | @

cantracting

Supply Logistics l

Quality IDislributionl

L
Development [ control { marketing

I Design

O Fulfilled by Fulfilled by Eastern . Fulfilled by Eastern Fulfilled by Eastern partner
Western partner partner under Western partner with Western without Western assistance
control assistance

Source : Imerviews
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Instructor’s notes:

Note that the Western strategic investor will typically demand a larger
degree of control over operations when they make a large investment,
such as in a joint venture where the investor has taken a large share of
equity.

In industrial cooperation, where the investment is less substantial,
usually in-kind contribution, the Western partner is less directly involved
in the everyday operations.

Finally, subcontracting tends to be more of an arms-length transaction,
with the Western investor primarily interested in receiving goods
produced using the Russian partner’s existing capabilities, although
there may be a contribution in materials or even in equipment on some

occasions.

Page 17
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There are Several Other Options for Long-Term Financing Which are
Possible, but not Frequently Used in Russia Today

The options for long term financing can be divided into:

* Currently used sources of long-term financing
— Russian banks

Foreign banks

Portfolio investors - private funds

Portfolio investors - “aid” funds

Strategic investors

1

¢ Other less frequent but up-and-coming sources of long-term financing
Public issues of shares/rights (Russian and foreign, including
ADR/GDRs)

Bonds

Convertible bonds

Leasing

ofcfde/Page 18

Instructor’s notes:

Discussion:
Before continuing ask: Which of the types of financing we've
covered so far are the most attractive? Why?

Now we are entering a section on less frequently used financing
instruments.

Emphasize:

These sources will not be appropriate for every company but are
expected to become more common in the near term. The
prepared general director and financial director should know
about them.

Page 18
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The Decision to Undertake a Public Issue Depends on Market Conditions

. Investor's §
amount offjcompany fproject  keorporate
i i i risk - ibili inancing fcost

QA ]~
Public issues
e —— 3 3

A Russian enterprise can consider a public share/rights issue either in the
Russian market or in a foreign market.

« Combining funds from a variety of sources may allow the enterprise to raise more
money

e [t results in a diversified shareholder base with no major holding by one investor

access- ffuture

» Increases liquidity of share trading, allows market valuation on shares
 Excellent publicity for the enterprise if successful
« Expensive: preparation, issuing costs, advertising costs, etc.

e Uncertain beforehand how much money will be raised unless all the issue is pre-placed
with one or a few buyers

s With a rights issue, the purchaser receives the right to purchase new shares, rather
than the actual shares themselves. New legistation has just created this option, but no
rights issues have yet taken place in Russia.

ofcf4e/Page 19

Instructor’s notes:

Emphasize:

Unless your company is already well-known the expense of this
type of financing may not yet be reasonable.

Question: Who would purchase the shares of a company
they’ve never heard of to provide financing for a product
they’ve never seen?

Answer: Only a gambler? But most gamblers have found
casinos much more convenient than new stock issues.

If your company is well-known and respected, or your product is
well-known then this type of financing is more appropriate

The Russian market is not currently favorable for new share
issues, largely because of economic and political uncertainty.
This has improved slightly since the presidential elections, but
greater improvement is expected only in the medium term.

The Joint Stock Company Law of January 1, 1996 established
preemptive rights for existing shareholders. This means that
existing shareholders have the right to purchase any new shares
in proportion to their current holdings. The differences between
share issues and rights issues will be discussed in more detail
later.

Page 19
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Public Issues in the Russian Market: Who Buys the Shares?

« A public issue in Russia includes sale of shares/rights to foreign investors
investing in Russia

¢ Russian individuals currently buy a very small percentage of publicly offered
shares

¢ Most shares are sold to Russian and foreign portfolio investors, although a
significant portion may be presold - either to portfolio investors or to strategic
investors

~_ Example of Purchaser’s Composition for a Public Share Ofrfgl_"in_gﬂ_

Red October Share Distribution

Individuals

12% Foreign legal

entities
36%

Russian legal

entities \

52%

ofcfde/Page 20

Instructor’s notes:

Emphasize:

Stock is a share of the ownership of a company, and public
companies must be responsive to their shareholders or owners.

Note the differences in management: For a one owner company,
or for a small group of owners, or for hundreds or thousands of
owners.

A one owner company: Basically a dictatorship
A small group: A committee that makes decisions

Hundreds of owners: Most don’t understand the business,
most are interested only in acquiring return on their
investment in the company. The owners pass responsibility
to a Board of Directors.

Page 20
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Russian Enterprises Have yet to Raise Money Through a Public Issue in
Overseas Markets

Public issues in a foreign market provide access to international capital,
valuation of shares, and excellent publicity for the enterprise if successful.
Unfortunately, they are even more expensive than a public issue in the Russian
market and are an option only for large, well-known Russian enterprises.

Direct share issues: A combination of securities law and market forces prevent
Russian enterprises from raising money through direct share issues in most
foreign markets

ADR/GDRs (American Depository Receipts / Global Depository Receipts):

¢ Mosenergo and LukQil have arranged ADR issues; others have arranged GDR
issues - but these issues are based on resale of shares already on the
market and have not raised financing

» Seversky Pipe Works has received permission to issue ADRs; ten other
Russian companies have filed necessary documents

Why arrange ADR/GDR issues if no funds are raised?

s Long term strategy - Russian companies are arranging ADR issues now to
get their names known in foreign markets and to create a market for their
shares

¢ This is good preparation for a future ADR issue

ofclée/Page 21

Instructor’s notes:

Emphasize

Only large issues are worth the expense and trouble of an ADR
issue - minimum $20 m; most ADR issues are over $100 m

Only the largest and most well-known companies can issue
ADR’s. There is tremendous cost in underwriting and filing fees
which means this type of financing will be economical only if the
issue is very large (i.e. $100 million).

ADRs and GDRs stand for American Depository Receipts and
Global Depository Receipts, respectively. These are rights to
shares which are traded in markets where the shares themselves
would be unable to trade, because they would not meet stringent
securities commission requirements. Issues of depository
receipts are quite complicated, and any enterprise undertaking
this process must have the assistance of professional and legal
advisors.

Page 21
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Bond Issues are Also Currently an Option Only for Large Russian
Enterprises

Investor's I .
access- [future

|?mour_1t of ompany Ioroject  Leorporate " .
ibility financing fcost
Ol O =~ [~

Bonds are investment instruments which differ from equity in that they:

Bond issues

¢ Usually have fixed interest payments made in regular intervals
e Usually have a fixed lifetime

* Require a set principle payment on redemption

s Hold a priority claim on assets in case of default

Bond issues are extremely rare in Russia and very expensive - high interest
payments are required to cover investors’ risks

ofcfde/Page 22

Instructor’s notes:

Explain:

Typically Corporate Bonds are issued by:

* Public Utilities (Electric Companies)

¢ Transportation Services (Airlines, Railroads, Road Authorities)
¢ Large Industrial Companies (GAZ, LukQil)

* Banks and Finance Companies

Exercise:

Describe the difference between bonds and shares.

Answer: The difference is that bonds are loans which must be
repaid, whereas shares represent ownership in the enterprise.

Page 22
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How Enterprise Bonds Work

e Bonds are frequently issued in North America in denominations of $1,000,
referred to as the "face value” or "par value” of the bond

s Bonds may be secured, representing a pledge on some sort of collateral, or
unsecured, where the riskiness of the bond is solely dependent on the
financial strength of the issuer

» Most bonds pay a specified interest rate ("coupon rate”), stated as a
percentage of the face value; some are zero-interest, and some have floating

interest rates

« The stated interest rate of the bond may or may not equal the prevailing
market interest rate on securities of similar risk. In the case that the stated
interest rate is greater than the market interest rate, the bond will sell at a
premium over its $1,000 face value, if less than the market interest rate at a
discount to its face value. The overail return on the bond based on its
purchase price is known as its “effective interest rate” or "yield”

* Enterprises which would like to issue bonds will attempt to do so in an
economic climate with relatively low interest rates

ofcf4e/Page 23

Instructor’s notes:
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Who Buys Bonds and What Risks do They Experience?

BUYERS
Portfolio buyers who need reguiar

income and portfolio diversification
Pension funds and institutional
investors

Banks and finance companies
Insyrance compani

Other corporations with excess cash
- may be short- or long-term :
Private investors

Foreign governments, especially

government issued bonds

Strategic investors looking for

unique investment tools

Governments, as a means to

RISKS

e |nterest Rate Risks - The value of the

bond may change significantly with
changes in interest rates

Purchasing Power Risk (Inflation) - If
inflation increases, coupon payments
may not adequately compensate the
investor (if not variable rate bonds)
Market Risk - In Russia, there is no
easily accessible primary market for
bonds

Liquidity Risk - there is no secondary
market for bonds

Credit (Business) Risk - The risk of
default is high for many companies due
to economic uncertainties

subsidize certain industries or
companies

¢ Issue Specific Risks - Lack of well

defined legal framework to protect
investors

ofcf4e/Page 24

Instructor’s notes:

Interest Rate Risk

1. It affects the prices of fixed income securities since bond prices move
inversely with interest rates.

2 .It affects the income generated by fixed income securities via its impact
on the reinvestment rate and, hence, the interest on the coupon interest.
Each factor acts in opposite though not necessarily equal directions.

Purchasing power risk: The coupon and principle repayment schedules of
fixed income securities usually offer no indication to inflation

Market Risk: This is related to interest rate risk since the after market for
bonds tends to be driven by changes in the interest rates (falling-active,
rising-stagnant)

issu ific:

1. Call Risk -a company bought a bond at higher than face value (due to
interest rate fluctuations) and the issuer calls it causing a loss to the
purchaser.

2. Lack of legal infrastructure to protect investors severely limits this type
of financing.

Liguidity Risk: The risk faced by investors that they will be unable to sell the
financial instrument (in this case, the bond) and receive cash.

Page 24
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Bond Issues Might be Possible in the Future, But are Difficult to Arrange

Working with an experienced consulting firm or investment bank is essential

« Complex laws and requirements that most companies don't have time to master

« Difficulties in preparing materials necessary for presentation to regulators and investors
May be most appropriate as a means to complete negotiations with strategic
investor

« Some features of bonds (such as conversion) may satisfy the requirements of both
sides to get negotiators back to the bargaining table to complete an otherwise lost
project

* Investor may be given the opportunity to convert bonds into a controlling interest under
certain circumstances

Easier if the bond issue can be secured with inflation resistant assets
¢ Oil and gold reserves will help
s Readily marketable machinery or equipment are common

Offering floating rate bonds can protect the issuer and the hoider

« The rate of interest paid out on floating rate bonds may be changed during the term of
the bonds

e Given the high inflation and interest rates prevailing in Russia, bond issuers may want
protection from excessive interest payments in the event that economic stability comes

* In the West, bond interest rates are sometimes tied to certain economic indexes to
project against economic uncertainty

ofcfde/Page 25

Instructor’s notes:

Note that like an issuance of new stock, a bond issuance is very
complex and companies should seek experienced advisors /
underwriters before undertaking to obtain this type of financing.

Only a few Russian enterprises have issued bonds, but this may
become a more widespread option for raising financing in the
near future.
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Convertible Bonds Lie Between a Bond and a Share

amount offcompany foroject  feorporate §info. industry | access-
inancing fsize risk icontrol required {specific ibili
S e CONITO

AIAIJE
iConvertible bonds

e Convertibie bonds provide for conversion into some other security, usually
common shares of the issuer (50 or more is common), at the option of the
bondholder

L Trvestors

cost

medium

medium

* The bondholder is thus able to convert the ciaim into an ownership interest if
company operations prove successful and conversion becomes attractive; in
the meantime, the special rights of a creditor are maintained

» Bonds may aiso be redeemable in terms of commodities, such as oil or
precious metals

ofcl4e/Page 26

Instructor’s notes:

Convertible bonds are very popular for young “start-up”
companies and high-tech companies in the US. When convertible
bonds start appearing in Russia, conversely, large companies will
most likely have the most luck until these instruments become
more widespread.

They are a cheap source of financing which can provide the
investor with a profitable equity share in the company if it does
well.

Page 26

e



Advantages of Convertible Bonds

* A type of equity issue which only dilutes earnings per share and voting/
control rights if and when converted
— if stock value doesn’t increase a holder may choose redemption
without conversion

» Holders enjoy current income plus the opportunity to participate in equity
gains

+ The conversion feature makes the bond more valuable, enabling the issuer to
pay a lower interest rate (or sell at greater premium or less discounted) than
would be the case of a straight bond

¢ Coupon payments are typically tax deductible, unlike dividends

» Several Russian enterprises are currently considering this option

ofcfde/Page 27

Instructor’s notes:

This type of option in Russia may be what is necessary to allow
bond financing to prosper and gain widespread acceptance.
Nevertheless, the management of each company will have to be
prepared to accept a dilution of control of their company.

Page 27
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Leasing Is a Viable Alternative to Purchasing

. Investar's ||
project lcorporate _a‘?‘?ess'

risk -0 i ifi ibili i i cost
O ’ , 'uw

s A lease is a contract specifying the terms under which the owner of a
property, the lessor, transfers the right to use the property to a lessee

Leasing

» Business enterprises may lease land, buildings, and almost any type of
equipment

» Some leases are simple rental agreements (“operating leases”), while others
closely resemble a debt-financed purchase of property (“capital ieases”)

« Due to certain tax provisions, leasing can be an economically beneficial option
for both lessee and lessor, and is used by some lessees despite the fact that
they have the funds to purchase the asset leased

ofct4e/Page 28

Instructor’s notes:

Emphasize:

Under the lease agreement the lessor retains the right of
ownership over the leased assets. This serves as a guarantee
against default of payment. Additionally, payment default can be
insured separately and costs are passed on the lessee.

As for tax advantages, the lessor’s profit tax gets credited over
the term of the lease and becomes payable when each lease
payment falls due. Conversely, upon a genuine sale of an asset
the seller must pay profit tax in full.

Page 28
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Advantages of Leasing

Advantages to lessee: Advantages to lessor:

e Avoids risks of ownership - .
including casualty loss, changing
economic conditions, physical
deterioration, and obsolescence -
this makes lease financing
popular for high technology
assets such as computers and
medical equipment

» Lessee can match cash outflows
to inflows resulting in reduced
financing needs; lease payments
can be tailored to the lessee’s
cash flow - iess now, more later, .
or vice versa

« |ease payments are typically tax
deductible for profit's tax and
property tax

« Many western equipment
suppliers are anxious to enter the
Russian market and may offer
especially attractive terms

ofcfde/Page 29

Increased sales - a manufacturer
or dealer may significantly
increase its sales volume by
offering potential customers (who
are unable to purchase) the
option of leasing its products

Tax benefits - lease agreements
can specify who assumes
benefits/liabilities

Ongoing business relationship
with lessee

Residual value retained - the
lessor may lease the asset to
another lessee or sell the property
and realize and immediate gain

Instructor’s notes:

The drawback of leasing transactions is the fact that legislation in

this area is scarce. At present the bill of leasing law is being
considered by the Ministry of Finance of Russia.

Page 29
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Contractual Provisions of Leases

The most important provisions are as follows:

Cancellation provisions - provisions for and penalties incurred when the lease
is canceled by the lessee. “Non-cancelable” refers to those lease contracts
whose cancellation provisions and penalties are so costly that in ail likelihood,
cancellation will not occur

Lease term - the time period from the beginning to the end of the lease. The
end of the lease term is the end of the fixed non-cancelable period of the
lease plus any periods covered by attractive renewal options which wouid
strongly indicate that the lease wiil be renewed

Purchase option - a right for the lessee to purchase the leased property at
some future date. A definite purchase price may be specified, or some
relation to fair market value of the property at the time of the option may be
specified

Residual value - some lease agreements require the lessee, or a designated
third party, to guarantee a minimum residual value. If the market value at the
end of the lease term falls below the guaranteed residual value, the lessee or
third party must pay the difference

ofctée/Page 30

Instructor’s notes:

Discussion:

Ask the audience if they understand leasing and why it may be
the preferable way to finance equipment purchases. Ask if any
have considered leasing equipment.

Page 30

29

J30



In Choosing the Appropriate Source of Long-Term Financing, Start by
Considering the Critical Issues

Ask yourself the following questions . . .

How much
financing is
needed?

U

How large is
the legal entity
receiving the
funds?

How much
control are
you willing to
give up?

How risky is
your project?

2

L

U

What sources
typically
finance
projects of this
size?

What sources
typically
finance
companies of
this size?

Which sources
will be
interested in
exerting
control over
operations?

What sources
are the least
risk averse?

ofcf4e/Page 31

Instructor’s notes:

[Each of these “criteria for selecting appropriate sources of
short term finance will be explained separately, in the next four
slides.]
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Choosing the Appropriate Source of Long-Term Financing

and use the chart to help find the answers

. investor's | 5
project  Ioorporate mfo._ mdus_try access- [future
risk required [specific ibil inancing jcost
_ o . O ‘ medium ] medium . yes medium
Russian banks
e —r— — — —— —
. high high O yes mediumy
Foreign banks - —
: high O low
Private funds g medium S maybe
O medium low 0 maybe low
Aid funds
fr——— —
O high medium e yes low
T@ Q 9 high medium G no medium
-
IO ]™O] "] ™
DI~ 1O [
O ‘ O i Jow low ‘ yes low
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Instructor’s notes:
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How Much Money You Need Limits the Sources of Financing you May
Consider

How much
financing is
needed?

» For only large amounts, look to foreign banks, strategic investors, public
issues, bonds, and convertible bonds

» For both large and small amounts, lock to Russian banks, private
investment funds (depends on the fund}), “aid” funds, and leasing

ofcfde/Page 33

Instructor’s notes:

It may sound surprising, but currently in Russia, it may be easier
to get funds for a large project than for a small one. The amount
of time and effort to understand Russian financial information and
to assess risks associated with project is the same no matter
what the project size: therefore many sources wish to concentrate
on larger ones which justify the “entry cost”.
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Different Sources Have Wide Target Ranges of Financing They Offer

Approximate ranges of financing offered:

» Russian banks: $20,000 - $30 m

s Foreign banks: $500,000 -$100 m
e Private investment funds: $500,000 -$100 m
¢ “Aid” funds: $25,000 -$100 m
e Strategic investors: $10m - $200 m

e Public share issues: $10m - $300 m

e Public bond issues: $50 m - $300 m

s Public convertible bond issues: $30 m - $300 m

s Private placements of bonds: $5 m - $100 m

¢ Leasing: $10,000 - $20 m

ofcfde/Page 34

Instructor’s notes:

Explain:

These are very approximate ranges based on the experience of
the consultants. An individual company’s experience may be
different.

Note:

When looking at the range shown for Russian banks, it is
necessary to consider regional banks and large Moscow banks
separately. Find out what the maximum lending rate is for banks
in your region.

Aid funds have different political agendas, and the range
indicated is not the range for all funds. The higher end of this
range, in particular, only applies to the big international lending
organizations, such as the EBRD and the IFC.

The range shown for strategic investors is the range Russian
enterprises should generally keep in mind when considering
contacting a potential strategic investor for financing. There are
many cases, however, of strategic investors approaching Russian
enterprises and offering to make smaller investments in order to
establish a trading relationship with the Russian enterprise.

Page 34
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The Size of the Company Determines the Source of Financing

How large is
the legal
entity
receiving the
funds?

Four issues to consider:
1) Larger companies tend to have larger projects

2) Some sources of financing require that the company be well-known (public
issues, bond issues, convertible bond issues)

3) Shares of larger enterprises tend to be more liquid; this is a concern for
some sources of financing (portfolio investors - private funds)

4) Some aid funds, conversely, have a mandate to invest in small to medium
sized enterprises

ofcfde/Page 35

Instructor’s notes:

If your enterprise is medium to large size and you wish to be able
to pursue financing from some of the aid funds concentrating on
smaller size companies, you may consider establishing a smaller
subsidiary to receive the investment; this will be especially
attractive if the project involves a new line of business.
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Different Types of Collateral are Required by Different Sources of Short-
Term Financing

How much
control are
you willing to
give up?

e Strategic investors will wish to exert control over operating and other
decisions

« Private funds and aid funds may wish to have board of directors
representation

+ Foreign banks may have strict loan covenants
e Russian banks are less interested in control

« Public issues of equity, bonds, etc. will diversify shareholder base
discouraging any one shareholder having a large interest

Most Russian enterprises have limited options for
financing without giving up some control

ofcfde/Page 36

Instructor’s notes:

Emphasize:

The most likely current source of long term financing for most
Russian enterprises is equity investment in the enterprise, either
from portfolio investors (private funds or aid funds) or from
strategic investors. This investment, by definition, will dilute
control of the enterprise.

If management is dead set against giving up any control, options
of financing will be severely limited. It is worth considering the
question then of what management (or the leading shareholder)
wishes to retain control of, if the business will be unable to meet
or beat its competition without investing in strategic projects
funded with additional external financing.

Is it worth retaining control of a dying business?

Page 36
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The Riskiness of the Project Narrows the Range of Potential Sources of
Financing

How risky is
your project?

« Aid funds, with political motivations for investing in diverse projects in Russia,
are more likely to consider risky investments

e Strategic investors, with business skills and contacts to offer which can
reduce the risks of particular projects, may also consider financing projects
other sources won't consider or for which they will require an extraordinary
high rate of return to finance

* Russian banks are extremely risk averse, but understand Russian political
and country risk

» Foreign banks are likely to be the most risk averse source of long term
financing

ofclde/Page 37

Instructor’s notes:

Re-emphasize:

The higher the riskiness of the project, the more expensive
financing will be.

Any way of reducing the risk of a project will increase its
attractiveness to potential lenders/investors, and lower the cost
of financing, whether it be the interest rate from a bank or the
percentage ownership required from an equity investor for a given
investment amount.

Page 37
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As with Short-Term financing, Identify Appropriate Sources of Finance
Ranking them in Terms of Cost

Step 1: Consider the most important issues: Project: new equipment
How much financing is required? purchase
How large is the company? Amount: US$ 400,000
How much control are you willing Co. size: medium
to give up? Control: low
How risky is your project? Risk: low
Step 2: |List potential sources of finance for Bank finance, private funds,
your project. aid funds, IeaSIng
Step 3: Rank them in order from least 1. Leasing
’ expensive to most expensive. 2. Aid funds
3. Private funds
4, Bank finance
Step 4: | Begin by pursuing the least 1. Leasing
expensive source of finance and 2. Aid funds
work down the list. You may have 3. Private funds
to obtain financing from several 4. Bank finance
sources.

ofcfde/Page 38

Instructor’s notes:

Emphasize:

Financing from several sources may be required for a single
project, either because of the size of its requirements, or because
of the nature of its components, or because of complexity.
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Exercise 4.1: Choosing Appropriate Sources of Financing

Your medium sized company produces consumer goods for the Russian market
and is moderately profitable. You wish to invest $15 m to modernize your
existing machinery, which will have two main benefits:

1) cost reduction

2) improvement of product quality

Modernization will take 18 months

You might consider giving an investor a seat on the Board of Directors

| What sources of financing should you consider? I

ofctderPage 39

Instructor’s notes:

Give the participants a few minutes to reflect on the
information, then proceed to the following slide, where the key
issues are considered.
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Exercise 4.1: Choosing Appropriate Sources of Financing {continued)

Ask yourself:
How much How large is How much How risky is
financing is the legal entity control are your project?
needed? receiving the you willing to
@ funds? give up?
$15m medium-sized willing to give low (existing
up 25-30% product for
shareholding existing
market)

ofcfde/Page 40

Instructor’s notes:

Re-emphasize:

These are the key questions to consider when thinking about

alternatives for long term financing.

Discussion:

Ask the participants what would be the appropriate sources of

financing to consider. Ask other participants if they agree. Try to

get a discussion going.
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Exercise 4.1: Choosing Appropriate Sources of Financing (continued)

N

ofctae/Page 41

P ial sour f finance;
Russian banks - won-t generally give loans for 18 months
Foreign banks - you are not in an industry they target, you do not export

Private funds - possible, but only from those who are interested in your
industry

“Aid” funds

Strategic investor - your local distribution system would probably be of
interest to them, but they might want more than a 30% shareholding

Public issues - possible, but difficult - your company is probably not well
enough known to do a successful public issue in the current market

Bond issues - your company would need to be even better known to do a
bond issue in this market

Leasing - you are not acquiring equipment

Instructor’s notes:

Go through the options that some participants named which are

not checked and explain why they are not appropriate.
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What Happens Next?

CORPORATE FINANCE
Financing Needs Assessment
Financing Availability Assessment

i
Working Capital Capital investment
Financing Financing

Short-Term Long-Term
Financing Financing

Short-Term Debt Working Capital Retained Debt Equity Asset Sales Retained
Management Profits Financing Financing Divestiture Profits

In the following section we will discuss how to prepare
for, approach, and negotiate with the most likely sources
of long term finance

ofcide/Page 42

Instructor’s notes:

Explain:
In this section, we have looked at sources of long term financing.

In the following section we will discuss how to prepare for,
approach, and negotiate with the most likely sources of long term
finance.
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Seminar Agenda

Session 1: Finance Overview

Session 2: Project Selection

Session 3: Sources of Short-Term Finance

Session 4: Sources of Long-Term Finance

Session 5: Preparation, Approach, Negotiations

Session 6: Specifics of a Business Plan, Investment Memorandum and
Issue Prospectus

Session 7: Company Valuation

Session 8: Summary

ofcf5e/Page 1

Instructor’s notes:

This section will discuss the alternative approaches in getting
finance for the company and will give practical advice on how to
approach investors and lenders. it names the steps necessary
for the communication with bankers and investors, explains how

to structure the communications with them and emphasizes
negotiating points to keep in mind.

Page 1

143



This Section will Focus on What is the Right Approach to Potential
Lenders and Investors

1. General preparation and approach to 2. Specific preparation for, approach to
sources of external financing and negotiations with different sources
Banks

For short and long term financing

P fio inv I

For long term financing

T ic_invi I¢

For long term financing

Public share/rights i

For long term financing

ofcf5e/Page 2

Instructor’s notes:

Explain:
The most likely sources for external financing are listed here.

Some of these options may be undertaken simultaneously (bank
financing and strategic investor search, for example), but some
are mutually exclusive (a public share issue and a strategic
investor search, for example).

Note:

We do not discuss Russian government sources of finance, which
might be quite beneficial in some cases. Because negotiations
with these sources are primarily political, they are not covered in
this seminar.

We will begin by discussing general preparation which is
necessary regardless of the source of external financing pursued,
then we will discuss specifics of preparation, approach, and
negotiations with each different source of funds.

Page 2
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Your Project is But One of Many

Everywhere in the country and in the world, funding sources are scarce,
so sources of funds will choose the most profitable projects after
considering all risk factors

You must be better and smarter than your competitors to receive funds

If you fail at any single stage of the negotiations with investors/ lenders,
the whole process may have to be repeated, so each stage is equally
important

vV v v ¥

If you've done everything right and don’t get financing, your project may
not have been the right idea in the first place

Even assuming that your project is intrinsically good, you must maximize
your chances to obtain financing for it

ofci5e/Page 3

Instructor’s notes:

Stress that financial resources are extremely scarce currently in
Russia, so apart from the common truth that higher risk (that is
the case with many current Russian projects) has to be
compensated by higher returns, there is competition for
desperately scarce funds.

Page 3
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Critically Examine Your Project and Enterprise the Way a Potential
Lender/Investor Will

A potential lender/investor:
» Wants to hear about realistic projects that make strategic sense

s Wants to hear the "right” things:
- "We’'ve been working with an international audit firm”
~ "We are installing new financial control software”
— "We have an independent registrar”

e Wants to talk with managers who have a realistic idea of the cost of financing
in Russia

— All long term finance in Russia is expensive

— The most likely source is equity finance from either portfolio or
strategic investors, which probably means giving up significant
ownership of the enterprise and possibly control

— At the least it means giving up the autonomy the company may
presently enjoy

If you are not prepared to face the realities of obtaining finance, don’t waste
your time trying to get it

ofcfSe/Page 4

Instructor’s notes:

Some "wrong” things to say:

- "We want to enter a new market with a new product” (without a
very good reason and without a well thought out strategy)

- "We want to maintain the extent and quality of social assets”
- "We want to maintain a certain level of employment”

Cost of equity finance:

Most investors in the Russian market are looking for undervalued
businesses/assets with turnaround potential, offering significant
rates of return (35% or more) to justify the risks involved. They
want some control over their investment in order to reduce their
risk.

Page 4
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What Risks Will Demand A Higher Rate of Return?

Specific risks apply to investment in enterprises in Russia, including but not
limited to:

¢ Political and economic risks
e Currency and repatriation risks
« Undeveloped system of civil and corporate law
e Lack of insurance
« Standards of reporting and disclosure
— Accounts do not present a "true and fair view” of an enterprise
—~ Poor audit standards
— Onerous and uncertain taxation
+ Securities market risk
— lHliquidity
— Volatility of share prices
— Lack of clearing and settlement systems
— Uncertain share registration
+ Management and corporate governance

s Environmental risks
ofctSe/Page 5

Instructor’s notes:

Examples:
Insurance - After a fire destroyed practically the entire engine

plant at KamAZ, potential American investor KKR insisted that the
enterprise take out insurance on all major production facilities.

Share registration - British investor Transworld Metals showed up
to attend the annual shareholder meeting of Krasnoyarsk
Aluminum, to find its name had been wiped off the shareholder
register, and it no longer had claim to its shares.

Taxation - An international oil company invested in Russia with
agreements in place for certain tax treatment; these agreements
have been declared void, and certain taxes have been applied
retroactively.

Discussion:
Ask the audience for other examples they know of.
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How Can Management Reduce the Risks?

Undeveloped system of civil and
corporate law

Specify in all contracts the method
and terms of arbitration, preferably
outside the court system

Lack of insurance I

Standards of reporting and disclosure
- Accounts do not present a "true and
fair view” of an enterprise
- Poor audit standards

Securities market risk
- liguidity
- Uncertain share registration

Take out insurance on buildings and
production facilities

Install new financial and management
accounting systems

Contract an internationally respected
audit firm

Make every effort to have shares
listed on one or more
exchanges/trading systems

Contract an independent registrar

Management and corporate governance I

ofctf5e/Page &

VAR VA R VR

Distribute financial and other
information yearly, preferably
quarterly, to shareholders, comply
with all regulations of the Federal
Commission on Securities and Stock
Markets, ensure rights of minority
shareholders

Instructor’s notes:

While enterprise managers can do little about political and
economic risks in Russia, there are some risks they can take

measures to reduce to make investment in their enterprises more

attractive.
Discussion:

Do the participants have additional ideas?

Page 6
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How to Match Your Enterprise with the “Right” Lendor/investor

Investor/Lender’s Pasition | I Borrower/Investee’s Reaction

The representative must have the authority
to take decisions

They don’t have time to waste in
negotiations

Information must be readily available and
delegated to one department

Investment means risk, so they need
information to minimize the risk

You have to negotiate the interest rates for
loans, ownership percentage for investment

They want to get the maximum return
from their investment

You must try to fit the image; change your
position, not the investor's standards

They already have an ‘ideal
borrower/investee’ image

You must learn the investors/lenders
criteria and find out their decision factors

They spend a lot of time and effort in
analyzing companies’ performance

Don’t attempt to cheat; reputation is more
valuable than any single project

They often have previous experience of
long-term relationships with companies

Try to be the ideal candidate to meet investor/lender requirements

ofcfSe/Page 7

Instructor’s notes:

Stress that the search for a good investment project is a task that
is performed both by the companies seeking investment and the
investor searching to profitably invest in companies. Therefore,
try to concentrate on fitting the image of an ‘ideal’ investee better
than your competitors.

Page 7
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Your Representative Can Make or Break the Deal

Keys to — - '

Authority to make Confident and Get all the necessary

decisions quickly persuasive documents prepared
, beforehand

Financial background I Quick-thinking |

with solid Write down an

understanding of the Good outline of the

company’s business communication proposed/assumed

skills agenda

The General Director l Energetic I Analyze resuits of

needs to be. present past meetings to

at key meetings prepare for the next

8 -

| Each meeting is an opportunity, but each may be the last one |

ofcf5e/Page 8

Instructor’s notes:

Stress:

It is quite difficult to find a person of this type within the company,
the choice is genuinely limited to the few top managers of the
company. The top manager chosen must have delegation of
power from the general director, and call upon the general
director to personally attend critical meetings if he judges it
necessary. The top manager in charge of negotiations must
continuously inform the executive committee of the progress
made and problems encountered.

Page 8
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Potential Investors/Lenders Might be Negatively Influenced if Your
Representative Does Not Have Company Details Readily Availbale

and foreign sales

Sales data for the last year or two
Broken down by month or quarter and by product line
Including division between cash and barter sales, domestic

Product description
« Types and models of products, capacity utilization
* Production volumes of each, accompanying sales
data for each, accompanying cost data

Accounting data

back debts

» Accounts receivable and payable by age and by area
» Current debts, payback schedules, terms, history of paid

ofcf5e/Page 9

Other data
* Charter capital amount and principal share
holders
» Current and foreign currency account information

Instructor’s notes:

The format of the information required by the investor or lender
may differ from the information existing at the company,
therefore, be ready to prepare special reports.

Share capital amounts and shareholders must be presented as

sincerely as possible, as this is information regularly expected by

most investors, especially western investors.

Page 9
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Remember Not to Respond with Vigue Answers to Specific Questions
About the Project or Your Enterprise

Make sure you know the answers to the following questions:
Suppliers: Funds: Customers (related to the
Who are they? What amount is project):

How reliable are they? expected from each Who are they?
Are contracts signed investor in the Do they have money to
with them? project? pay for the products?
Are there contracts signed
with them?
Management: Project: | Competitors: |
Who manages the Cash flows Are there existing
project? Supporting data competitors?
Debt repayment Are there potential
schedule competitors?
What market position will
the project bring to the
company?
ofcfSe/Page 10

Instructor’s notes:

Make sure that all the answers to these questions are specific

and detailed. An answer like “ We need 5-10 billion Rubles for 4-

8 months” can lose the opportunity for financing.

Page 10
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Are You Prepared For the Negotiating Process?

How will you handle the process?

Who will be on the negotiating team?

Who will organize and/or prepare additional information requested by the
investor?

At what point in the negotiation process will you allow full or partial access to
the plant, current production data, technology, information on affiliated
companies?

Is there information you will not divulge until after a transaction has been
completed?

Are you prepared to allow information to be copied and removed from the
plant, or would papers only be available for inspection on site?

Resolve these issues before getting to negotiations with the investor

ofcfSe/Page 11

Instructor’s notes:

If there are outside consultants on the negotiating team, make
sure that they have enough time to study your business and to

know the intentions of the current shareholders and management

in detail, so that they can appropriately support them.

Page 11
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Each Meeting is Critical

Make the initial call to set up a meeting, either through your professional
financial advisor or another source who knows the potential investor (bank,
legal advisor, other)

Bring complete documentation with you to the meeting
Take each meeting seriously

+ You will have to convince different levels of management of the fund - the
first person you talk with may be junior staff

« If impressed, he/she will make a recommendation for further investigation; a
team will visit the plant

e The investor may wish to perform its own review of the enterprise

+ If everything goes well, the proposed deal will be submitted to the investor's
executive committee, which will make the decision whether or not to invest

ofcfSe/Page 12

Instructor’s notes:

The negotiation team should be very dynamic to match the
dynamism of a typical investor.

Page 12
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Have Your “Story” Well Prepared In Advance With All Senior Managers
Fully Briefed

* Prepare an introduction to your
company

* Prepare a quick debriefing of your
plan or project

A prospective investor will
want to visit the company

» Be able to present your story clearly
and consistently by all members of
senior management

* Be consistent when talking with
different potential investors

A prospective investor will
want to meet each member
of the senior management

» Be ready to justify past performance
even if it was not very good

« Be able to explain how you have
learned from past mistakes

* Be prepared to discuss shareholding
structure and related parties

Prepare answers to all
expected difficult questions

Appearing to hide information or failure to provide information will discourage
investors

Instructor’s notes:

Emphasize:

Consistency is very important. An lender/investor will be turned
off if he hears even a slightly different story from different
members of senior management; he wants to lend to/invest in a
company with a management team united in its objectives and
strategy for achieving those objectives.

Explain:

Be especially careful in managing your first negotiations properly:
if you make a deal with one investor, and you let it be known,
then others may come to you spontaneously afterwards. In any
case, use the process to build up your experience and
disseminate this knowledge among your top managers.
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Now that Preliminary Preparation is Complete, Let's Consider More
Specific Preparation

1. General preparation and approach to 2. Specific preparation for, approach to
sources of external financing and negotiations with different sources
Banks

For short and long term financing

Portfolio investors
For long term financing

rategic_invi r

For long term financing

Public sharefrights issues

For long term financing

ofctSe/Page 14

Instructor’s notes:

Explain:
The most likely sources for external financing are listed here.

Some of these options may be undertaken simultaneously (bank
financing and strategic investor search, for example), but some
are mutually exclusive (a public share issue and a strategic
investor search, for example).

Note:

We do not discuss Russian government sources of finance, which
might be quite beneficial in some cases. Because negotiations
with these sources are primarily political, they are not covered in
this seminar.

We will begin by discussing general preparation which is
necessary regardless of the source of external financing pursued,
then we will discuss specifics of preparation, approach, and
negotiations with each different source of funds.

Page 14
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Bank Financing: What is Required and How Long Will It Take?

Tasks and Minimum Timetable

Task Week
T

Project selection/evaiuation
{including cash flow forecastingy~.. |- gri |

Business plan preparation o e fa e

Preparation of general company
information

Bank selection
Initial approach to banks
Find appropriate guarantor / identify

appropriate collateral

Negotiations/agrement
Actual toan

ofcf5e/Page 15

Instructor’s notes:

This conveys two main ideas:

First, the process of finding an investor is a long process
requiring several months of hard work. This work is managed by
different people and some stages, such as valuation of collateral,
is usually performed by outside consultants.

Second, there is a certain sequence of steps to be performed, so
tight project control is mandatory in order to avoid slippages,
mistakes, and waste of management time.

Page 15
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Know What You Want and What You Can Offer to Obtain the Best Deal

| The following questions are usually asked by bankers about the loan: l

rHow much money is needed?

WAgree the amount beforehand l

I For how long the money is needed? m’ Prepare a debt repayment schedule l

What interest rate is
desirable/sustainable for the
project?

Know your desired minimum rate and
$ sustainable maximum rate

repaid?

From what sources the loan will be @ Project revenues, overall company

cash flow

I Can the loan be guaranteed?

m Customers, banks, government

entities

What collateral exists?

3' Assess your available assets I

I Know the possible answers before you have the meeting with the bankers |

ofcfSe/Page 16

instructor’s notes:

It is advisable to make a list of answers to the typical bank
questions in advance with the best and second best options
written down. Some of these issues are technical and require
substantial calculations, so do not rely on the negotiator to have
‘clever’ answers offhand at the talks with the bank.

Collateral is particularly important (covered on following slide).

Page 16
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You Can Obtain Money for Even A Risky Project if You Have Collateral

Fixed assets Marketable securities
(property plant and equipment) (GKOs, shares of Russian blue chip companies)

’ l Tradable
G tees commodities
rorm bank (including raw
gl:z;gr::?sks. well-known matoriale)

*Value
Liquidity
*Priority

regional administration} Assess collateral
with respect to:

Other

{cash flows through settlement
account, insurance
deposits/policies)

Remember: Good collateral makes a risky project more
attractive, but does not improve the project itself!

ofctSe/Page 17

Instructor’s notes:

Fixed assets, tradable commodities and finished goods may
require an independent valuation to be used as collateral.

You must also convincingly show how the asset(s) can be
converted into cash (prove their liquidity) in order to get the bank
to accept it as collateral.

When a loan is secured against the cash flows through a
settlement account, the sustainable volume is extremely variable
and is to be negotiated in each case.

Emphasize:

Although good collateral can make a risky project more attractive,
banks are still looking to finance good projects. Collateral secures
the loan repayment, but does not improve the project!

Page 17
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There are Plenty of Banks in Russia, But Not All Will Be Right for Your
Company or Project

Type of Bank Advantages Disadvantages
Better knowledge of the |May not be financing such
Local banks company projects

Easy to approach

Fewer communication
costs

May not be interested

Currently used banks Better knowledge of the

company
Specialized Lower costs due to May not exist

sector expertise;
banks . . .

More interest in getting

into the project

A lot of information may be

Large banks londlers for Farger required

projects There may be higher fees

ofcfSe/Page 18

Instructor’s notes:

It will be easiest to begin by approaching your current bank; if the
project fits their parameters, you are likely to get the money most
quickly from this source. It is wise, however, to compare the
interest rates they propose with other competing sources of
financing.

The types of collateral you have to offer also has an impact on
which bank to approach - regional government guarantees or
local property will probably be more appropriate to local banks.

Page 18
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After Selecting the Right Bank, Make the Right Approach

Call the bank’s general number and ask who is in charge of evaluating new
financing projects

Call the designated person and provide a brief overview of your project(have a
written outline with you when you call)

¢ Be direct, state the goal, find out if the bank is interested in your particular
project

Be sure to communicate your firm’s best side

+ E.g. - working with international consulting firm, new product certification, 8
western customers, the Prime Minister just visited, monopolist, etc.

Be prepared to question the bank

¢ \Why isn't the bank interested, which banks might be, what could be changed
to get the bank interested?

Let the credit officer believe that financing is the only obstacle to the project
Follow-up on requests for additional information as soon as possible
« Banks may get hundreds of requests a day, delaying may prevent success

+ Your response shows your company's true abilities (be timely and accurate)
ofci5e/Page 19

Instructor’s notes:

When calling the bank it is important to know from the first
conversation who should be handling your inquiry; it may not be
your first contact.

Try to make a good impression on all bank officers you deal with;
do not be afraid or irritated if your are asked to repeat your story
several times and have to answer the same questions. Be
consistent in answering the same questions to different people.

Page 19
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To Obtain the Best Deal, Be Prepared to Negotiate From a Strong
Position

Get as much information as possible about the bank
(‘Kommersant,’ ‘Dengi,’ ‘Expert,’ 'Finansovie lzvestia,’ ‘Rinok
Tsennikh Bumag,’ & ‘Interfax AiF' are good sources)

If another less desirable bank has made a less attractive offer,
use it as a bargaining tool in negotiations with the preferred
bank

Before
Negotiation

Communicate only the necessary information: be careful in
divulging confidential information

Be conservative when discussing possible forms of collateral;
start with the collateral you are most willing to offer, such as
finished goods, and only discuss other forms of collateral if
necessary, for example GKOs

Prepare several options for the most important issues, but do
not spend excessive time negotiating minor details

During
Negotiation

After the initial meetings call the bank regularly to inquire about
the progress of the deal (but no more than once a week)

ofcfSe/Page 20

Instructor’s notes:

Remember that it is the loan that is negotiated and many issues
that do not relate directly to the loan are not important - however,
the bank may want information on some seemingly unrelated
areas - be prepared to ask why the information is required and to
provide it when necessary.

Page 20
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The Next Category: Portfolio Investors

1. General preparation and approach to 2. Specific preparation for, approach to
sources of external financing and negotiations with different sources
Banks

For short and long term financing

Portfolio investors
For long term financing

I ic invi I

For long term financing

Public sharefrights issues

For iong term financing

ofcfSe/Page 21

Instructor’s notes:

Explain:
The most likely sources for external financing are listed here.

Some of these options may be undertaken simultaneously (bank
financing and strategic investor search, for example), but some
are mutually exclusive (a public share issue and a strategic
investor search, for example).

Note:

We do not discuss Russian government sources of finance, which
might be quite beneficial in some cases. Because negotiations
with these sources are primarily political, they are not covered in
this seminar.

We will begin by discussing general preparation which is
necessary regardless of the source of external financing pursued,
then we will discuss specifics of preparation, approach, and
negotiations with each different source of funds.

Page 21
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The Search for a Portfolio Investor is Usually a Complex and Time-
Consuming Effort

Tasks and Minimum_Timetable

Task

Month

Project selection/evaluation (including cash

flow forecasiing)

[Business plan preparation

Appoint financial advisor

Financial due diligence {tinancial advisor}

Legal dug diligence (legal advisor)

investment memorandum preparation

Company valuation

investor selection

Iniual approach to potential mvestor(s)

Meetings/glant visits

Due diligence {if performed by investor)

General meetng of shareholders

Negohations/agreement
h;repare Russian statutory

{Payment of new issue tax

MinFin approval of prospectus
Aculal mvestment

ofcfSe/Page 22

Instructor’s notes:

This slide shows that there are a large number of steps in finding
and securing investment from portfolio investors, and that the
process can take a significant amount of time.

Stress:

There are more than 100 portfolio investors in Russia now and a
comparable amount of Russian portfolio investors. According to
some estimates, this source of investment is the leading in equity

finance now in Russia.

Usually the investors are funds (institutional investors) or rich
individuals seeking profitable investment opportunities.

Page 22
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A Significant Investment in Document Preparation Will Be Needed

I Several documents have to be prepared for portfolio investors l

—

I Business Plan I | Cash Flow Forecasts I l Investment Memoranda |

* Russian statutory accounts do not provide a true picture of the financial or
strategic position of an enterprise; potential investors require substantial
additional documentation, in formats they can understand

* A business plan is required;
— “Aid” funds usually have lists of specific information they wish to see,
sometimes in specific required formats

e For most investors you must have:
— Detailed cash flow forecasts with underlying assumptions and
calculations
— An investment memorandum which includes the results of financial and
legal due diligence, and has been prepared by an experienced
professional financial advisor

afcf5e/Page 23

instructor’s notes:

Explain the meaning of these terms to the participants:

(1) Business plan is a document in which the company puts
down the plan for the development of the company as a whole or
of a particular project the company is undertaking. It usually
states the main premises of all the sales, cost of sales and other
important marketing information that were used in compiling the
business plan.

(2) Cash flow forecasts were discussed in detail this morning.
Some portfolio investors require them

(3) Investment Memorandum - the document that states the key
factors for the investors. It usually includes results of a “due
diligence” exercise - an independent review of the company’s
current situation by a well respected financial consulting firm.
Most companies seek the assistance of reputable financial
advisors (investment banks or consulting firms) for the
preparation of investment memoranda.

Information required for several specific funds is included in the
handouts.

Due diligence is described in more detail on the following slide.

Specifics of business plans and investment memoranda will be

discussed later in the seminar,
Page 23
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What are Due Diligence and Valuation?

Financial and legal due diligence

¢ Financial due diligence is a review of the financial situation of your enterprise

— Performed by an independent well-respected audit/consulting firm.

~ |t is not an audit - it does not measure compliance with Russian
financial reporting regulations

— The objective is to determine the financial risks of investing in or being
associated with the enterprise from an investor’s point of view. This
includes the identification of future potential financial liabilities of the
company

¢ Legal due diligence is a review of the firm's privatization, current structure,
and contracts with suppliers and customers, to identify any possible future
legal claims against the company

Company valuation

+ An estimation of a reasonable range of market values for the company’s
share capital, used by management to determine a percentage ownership to
offer for a given amount of investment

» May be done by company or its financial advisors

ofcf5e/Page 24

Instructor’s notes:

The financial term “Valuation” has two meanings: asset valuation
and company valuation, also called business valuation

Asset valuation can be used in itself to put a value on assets
being offered to a bank as collateral, or those the company is
seeking to insure.

Company valuation is used to put a value on the share capital of
the enterprise for negotiating with a potential equity investor in a
private placement of shares or to price the shares in a public
issue. One method of company valuation is based on valuation of
all the assets of the enterprise. Company valuation will be
discussed in detail later in the seminar.
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It is Worth Spending Some Time Deciding Which Investor Approach

| The search for an investor is a difficult process requiring specific knowledge1

I Russian portfolio investors Foreign portfolio investors l

« Difficult to approach those
located abroad

« Have strict investment rules

* Always have many other projects
to consider

*» Sometimes have limits on the
amount and area of investment

* They are ‘young' companies

» Limited information about them

* Almost all located in Moscow

» Sometimes have limited
resources

+ Sometimes have very specific
area of interest

It is sensible to hire a professional advisor to approach and negotiate with the
investors on your behalf

With your advisor, rank the possible investors in order of most likely investment

ofcfSe/Page 25

Instructor’s notes:

Stress: It is difficult to negotiate with portfolio investors if the
company has limited experience in dealing with them and there
are no professional negotiators or investment specialists on their
side. It pays to have an experienced consultant on the
company’s side.
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Be Prepared to Negotiate the Best Possible Deal

The following negotiating points need to be addressed

¢ Minimum investment the company will accept

* Maximum percentages of increased capital to offer for different levels of

investment, what board representation, degree of control over major
transactions

e lLegal form_ in which investment will be made

* Required timing of investment; if capital expenditure program runs several
years, how will funds be invested in the meantime and how will investment of

the deferred portion of funds be ensured

e Rights to future share issues

¢ Commitments to restructuring (including divestment of non-core businesses
and social assets, staff reduction), to switch registrar/banking/broker
relationships to independent companies, to re-neqotiate “related party”
arrangements, to improve corporate governance

e Improvement of financial and management reporting systems _to provide

regular and timely information to the investor

ofcf5e/Page 26

Instructor’s notes:

Explain the following issues:

The first two items on the list - minimum investment and
maximum percentages of holding by the new investor stipulate
the borders within the future investment will be made. The
minimum investment is the amount that is indispensable to make
the investment work, whereas the maximum percentage of
increased capital to offer is the limit that will be acceptable to
existing shareholders. As well one can hardly expect a large
investment to be made in exchange of insignificant control as any
investor that is making considerable investment wants to reduce
its risk by assuming more control over the investee.

A commitment to improve in financial and management reporting
systems is attractive to potential investors, because it means they
will be better able to keep track of and manage their investment,
thereby reducing risk. The investment will seem more attractive is
you are able to present detailed plans for improvement of these
systems.
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Recent Changes in Legislation Will Have a Significant Impact

The Joint Stock Company Law of January 1, 1996, offers more protection to
existing shareholders, but makes private placements and public issues of new
shares more difficult, by:

¢ Requiring that holders of common shares be granted preemptive rights (the
right to buy shares of any new issue in proportion to current holdings).
Private placements to particular institutions or investors are clearly in
breach of preemptive rights of existing shareholders, unless the company
is currently wholly owned by the investor to whom the new shares are
being placed.

¢ Requiring that companies buy back the shares (upon request) at fair market
value of any shareholder not voting for reorganization, liquidation, or changes
to the company’s charter

e Requiring that those intending to purchase more than 30 percent of a
company'’s shares, where the company has over 1000 ordinary shareholders,
to disclose this intention 30 days in advance and to offer to buy the
remaining shares from existing shareholders

It remains to be seen how these new provisions will be

applied in practice in Russia!
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Instructor’s notes:

Preemptive rights and how to undertake rights issues will be
discussed in detail when we talk about public issues of
shares/rights.

(To Translator: | have bolded new sections of this slide --
number 27 in sequence)
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Once You Have Reached Agreement, What Else Must You Do to Get
the Funds?

In order to issue new shares to the investor, the enterprise will need to . . .

Get shareholder approval at a

general or extracrdinary meeting of

» shareholders (notice for the
meeting must be sent

out 30 days in advance)

Prepare a Russian statutory prospectus and
submit it to the Federal Commission for
» Securities and Capital Markets or Ministry of
Finance for approval

»I Pay new issue tax |

get approval from the Federal
» Commission/MinFin and possibly
from the Anti-Monopoly Committee

. . . before the transaction can take place
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Instructor’s notes:

If the management of the company does not have the controlling
or majority holding of the shares of the company, it will have to
prove the financial benefits of the proposed investment to its
shareholders to get their approval. They may use a lot of the
information from the business plan, company business valuation,
due diligence reports and investment memorandums to
communicate the necessary information to the shareholders.

Recent legislation designates the Federal Commission for
Securities and Capital Markets as the body to approve new issue
prospecti. However, in some geographical areas, the
Commission has temporarily delegated this authority to the
Ministry of Finance
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Now On to the Most Common Form of Long Term Financing

1. General preparation and approach to 2. Specific preparation for, approach to
sources of external financing and negotiations with different sources
Banks

For short and long term financing

Portfolio investors

For long term financing

T ic_invi I£

For long term financing

Public sharefrights issues

For long term financing
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Instructor’s notes:

Explain:
The most likely sources for external financing are listed here.

Some of these options may be undertaken simultaneously (bank
financing and strategic investor search, for example), but some
are mutually exclusive (a public share issue and a strategic
investor search, for example).

Note:

We do not discuss Russian government sources of finance, which
might be quite beneficial in some cases. Because negotiations
with these sources are primarily political, they are not covered in
this seminar.

We will begin by discussing general preparation which is
necessary regardless of the source of external financing pursued,
then we will discuss specifics of preparation, approach, and
negotiations with each different source of funds.

Page 29
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Searching for a Strategic Investor Can Be Even More Time-Consuming
than Searching for Portfolio Investors

Tasks and Minimum Timetable

I Task Month

1 2 3 4 S B| 7 8 9| 10

Project selection/evatuation (including cash
flow forecasting)

[Appaeint financial advisor
Financial due diligence {financial agvisor}
Legal due dili {iegal advisor)
lnvestment memorandum preparation
Company valuation
Investor selection
Initial approach lo first potential investor
Meetings/plant visits
Negotiations/agreement
{repeat 3 sleps above for each new
tential investor)
General meeting of shareholders
Prepare Russian statutory pr
Payment of new issue tax
MinFin approval of prospectus
Acutal invesiment
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Instructor’s notes:

This is more difficult than the previous options, but there are
some companies and industries which attract specifically this type
of investment (larger companies, companies requiring specific
equipment).

Again, this slide primarily shows the complexity of the process of
attracting a strategic investor. The minimum amount of time
required is longer than that required for a portfolio investor,
because more time must be spent in deciding who to approach
and it may be necessary to prepare more detailed information on

the company.

The search for a strategic investor may take substantially more
time than shown here, because unlike negotiations with new
potential strategic investor should begin only after the company
has failed to reach agreement in previous negotiations.
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Finding the Right Strategic Investor Will Require Professional
Assistance

Unlike portfolio investors resident in Russia, strategic investors may come from
anywhere in the world and may have little or no knowledge of:

¢ The history of Russian enterprises (operations, reporting, organization,
privatization, etc)

e The true nature of palitical and economic risk
¢ Russian accounting standards and financial reporting requirements

A financial advisor can:

+ Help you develaop criteria for your ideal
investor

« Help you qualify and rank potential
investors

« Prepare financial information in a format
the investor will understand

* Place the risks of investing in Russia in
proper perspective for investors

* Negotiate terms on behalf of the enterprise

Thus, a professional
financial advisor is
even more important
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Instructor’s notes:

What is said about the fears of portfolio investor is true for the
strategic investor as well, but there are specific risks as well.
They will require substantially more information about the
production performance and the financial regulations in the
country as a whole and in the industry as well. Strategic investors
are usually production firms and have less financial resources
than professional investors therefore they will be more stringent
in requiring information and its valuation.

Regarding “true nature of political and economic risk in Russia” -
the foreign press has often been sensationalist, highlighting
accidents, scandals and other items of secondary importance
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Many Issues Need to be Considered when Qualifying and Ranking
Potential Strategic Investors

+ Which investors are likely to provide an investment of the required size?

o What do you want from a strategic investor besides money? Who can
provide it?

* What synergy, cost savings, customer base or raw materials can you offer to
a strategic investor?

+ Which investor has a strategic vision similar to yours?

¢ What kind of management and company culture can your workforce
accommodate?

Answers to these questions will help you to define the profile of your ideal
strategic investor

ofctSe/Page 32

Instructor’s notes:

Though these questions seem obvious and self-explanatory, it is
important to analyze these issues formally with the involvement of
the top management and controlling shareholders in order to
prepare a strategy that the company can sustain without major
disruption once the strategic investor starts participating in the
decisions.
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Disclosure to a Potential Strategic Investor is a Particularly Delicate
Process

When considering investment in your enterprise, a strategic investor will want
access to specific and complete information about:

s Your production
¢ The technology you use
e Your customers and suppliers

If he comes from a related business sector, he will understand your own and
will want access to confidential information

Unlike the portfolio investor search, you ideally want to speak with only one
potential strategic investor at a time

¢ Approach each new potential investor only after previous have failed
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Instructor’s notes:

The nature itself of a strategic investment requires the release of
confidential information as the company will almost certainly have
to co-ordinate its efforts with the investor in the future and this
coordination will relate not only to financial issues, but to
operational ones as well.

Potential strategic investors will be companies in your industry or
in a related industry; they are often your competitors - so you
want to release confidential information to as few of them as
possible. This is why it is particularly important to select the best
potential strategic investor to talk with first, and to try to close a
deal with that investor.
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Make Sure You Agree Now on Issues of Later Importance

l The company and the investor should have common objectives ]

Products, line of business
Contribution to operations
Equity ownership and capital structure
Obligations and responsibilities
Future sales area and sales volumes
Future trading relationship
Dividend policies
Management issues
Financial reporting
Accounting and audit standards
Settlement of disputes

I Discussing these issues in advance will contribute to the project’s success
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Instructor’s notes:

Products. lines of business:

Major goals/strategy of both partners and products, industries,
markets, customers served
Contribution to the operations:

Agreement should specify how non-cash contributions, including
machinery, technology, distribution system, customer list, etc., will be
valued.

Agreement should be reached on raising loan funds, loan guarantees by
partners, working capital financing, future increase of equity capital,
etc.

Obligations and responsibilities:

Responsibilities of investor may include providing new machinery and
technology, training production work force, production guality control,
etc.; the Russian company is usually responsible for relationships with
local authorities and with labor unions, etc.

Future trading relationships:

Would enterprise accept exclusion from certain geographic regions or
product areas?

Would enterprise grant or expect to receive preferential trading terms?

What would attitude be to open access to technological
research/transfer of patented technology or use of license
arrangements? Page 34

Management issues are discussed on the next slide. 34
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Management Issues Can Be the Most Difficult to Handle

Management issues are vital for the company's successJ

+  What will the composition and authority of the Board of Directors be?
« How will members of the Board of Directors be appointed?

s How far will the authority of executive officers extend?

+« How will executive officers be appointed?

e How will the organizational structure of the company change?

s What will the new reporting structure look like?

+ How will key strategic and operational decisions be made?

+ What internal audit/control procedures will be used?

ofcfSe/Page 35

Instructor’s notes:
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After Reaching Agreement on Issues and Details, the Deal Must be
Closed

Same ‘logistical’ issues as with portfolio investor

Same constraints imposed by the Joint Stock Company Law

May take more time to receive investment than it would from a portfolio investor -
+ More detailed study of the company’s operations and financial performance

* Usually a larger percentage of shares are sold to strategic investor than to
portfolio investor

 Non-cash contributions must be arranged

¢ Detailed strategy must be developed

Arrange special task forces of the company’s management and the investor to
monitor implementation
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Instructor’s notes:

The special working team should include the person who was
negotiating the deal with the investor.

It has to be wider than a team working with portfolio investor or
bank as it will have to include operations managers, may be
marketing personnel and other specialists.
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Finally, Let’s Discuss the Least Common Form of Long-Term Financing
in Russia Today

1. General preparation and approach to 2. Specific preparation for, approach to
sources of external financing and negotiations with different sources
Banks

For short and long term financing

Porifolio investors
For long term financing

tr. ic_invi I

For long term financing

Pubiic share/rights i

For long term financing
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Instructor’s notes:

Explain:
The most likely sources for external financing are listed here.

Some of these options may be undertaken simultaneously (bank
financing and strategic investor search, for example), but some
are mutually exclusive (a public share issue and a strategic
investor search, for example).

Note:

We do not discuss Russian government sources of finance, which
might be quite beneficial in some cases. Because negotiations
with these sources are primarily political, they are not covered in
this seminar.

We will begin by discussing general preparation which is
necessary regardless of the source of external financing pursued,

then we will discuss specifics of preparation, approach, and
negotiations with each different source of funds.
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Public Issues Are the Most Complex and Time Consuming Source of
Long-Term Investment

Tasks and Minimum Timetable

[ Task onth

I_Pvme:l selection/evaluation {including cash
flow forecasting)

[Appoint financial advisor

Financial due dil)gence {linanciat advisor)

tegal due diigence (legal advisor)

Company valuation

Eellmg memorandum (western-type issue

prospectus] preparation
General meeting of shareholders
l_s_eling memorandum verfication
Russian stalutory prospectus preparation
[Appointment of lead manager of Issue
lEmernnse public refaliocns

Payment of new 1ssue tax

Inihai MinFin approval ot prospectus
Establishment of selling syndicate
Development of receving bank procedures
Pre-selling of issue. arranging underwriting

Pricing of the issue

Fina) MinFin approval of prospectus (with pricing)
Issue public relatans
Praspectus and seling memorandum printing
"Road shows”
Distributton af materials
Ofter peroid
Distribution of register extracts
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Instructor’s notes:

Very few privatized Russian enterprises have undertaken this
difficult exercise. But as the economy stabilizes and the capital
markets develop, it will be an important source of finance.

In all countries, public share issues must follow more stringent
legal requirements than private placements, because an offer is
being made to the public at large, and not only to professional
investors.

Russian legislation for public share issues has become more
stringent because of ‘pyramid’ and other scandals (MMM) in the
capital markets.

Professionals and experienced financial and legal advisors are
obligatory to obtain this type of financing.
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Public Issues Take A Long Time to Prepare, But A Short Time to
Implement

You will have to prepare a western-style share prospectus and selling
memorandum for all potential foreign buyers

 The same information must be prepared for Russian portfolio investors

Usually it takes a longer time to prepare a thorough prospectus than it does an
investment memorandum

A public issue requires the following tasks not needed for private placements:

» Setting up a selling structure, which may require the assistance of investment
consultants

* Public relations, which also may require professional assistance

» Presentations to groups of potential investors (“road shows”)

¢ Organization of a system of “receiving banks” to actually accept money for
the shares

« Printing and distribution of prospectus, selling memorandum, application
forms

ofcfSe/Page 39

Instructor’s notes:

Selling structure: appointment of lead manager of the issue,
establishment of a syndicate of brokers/dealers to sell the issue

Public relations: general enterprise PR before MinFin approval of
Russian statutory prospectus, advertising of the issue itself
afterwards

The effort that is necessary to make for the public issue of shares
is of a different type that the company’s management is
accustomed to, so outside consultants are the only solution to
most of the firms.
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Pre-Sell the Issue to Ensure Success

A public issue must be successful. Otherwise, the company’s overall
reputation in the financial community may be tarnished

As soon as documentation is prepared, begin talks with potential portfolio
investors, as you would for a private placement

In addition to receiving commitments to buy a portion of the public issue, these
talks will reveal

« If the issue is too large
¢ If the issue is too small

« [f the initial pricing of the shares is too high or too low

Successful pre-selling negotiations are very important in public issues

ofcf5e/Paga 40

Instructor’s notes:

Any failed attempt to raise capital will have a negative impact on
the company’s chance of raising funds in the future.

Discussions with the potential investors before the offer period
can demonstrate whether or not the issue is likely to succeed.

At this stage, publicity of the company itself is extremely
important. The best publicity at this stage is not advertising per
se, but interviews with management, articles, etc. in well
respected media.

The company should consider increasing the size of the issue
only if it has additional projects for financing that have met the
company’s strategic and financial criteria.

Once it is determined that the issue is likely to succeed, and the
prospectus has been approved by the Ministry of Finance,

advertising of the issue itself serves to close deals with undecided

portfolio investors, to build general awareness of the success of

the company and to build momentum before and during the offer

period.
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How Are New Shares Usually Priced?

Start with a comprehensive company
valuation to determine the theoretical
value of your company’s equity

Submit Russian statutory

|::> prospectus to Federal

Commission for Securities
and Capital Markets/MinFin
without a price, if possible

|::> Once pricing has been determined,

resubmit prospectus to Federal
Commission/MinFin with price for
quick approval

|"_—> Adjust price up or down as talks proceed
with potential portfolio investors (while

attempting to pre-sell a portion of the issue}
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Instructor’s notes:

This scheme represents the desired course of action, as the
submission of prospectus without the price may serve as an
important tool for the valuation of the shares, especially for the
companies that have not been selling their shares before. The
local department of the Federal Commission for Securities and
Capital Markets/Ministry of Finance does not have to approve the
Draft, it has to approve only the final document that will have the
formal approval of the Federal Commission/MinFin.

The success of this scheme depends entirely on the companies
relationship with the local government bodies.
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Key Success Factors in Placing Your Issue

+ With the right preparation, the offer period need not be long
— A arule of thumb, durations ranging from 3 weeks to 2-3 months are
reasonable
~ The longer the offer lasts, the larger administrative expenses become

+ Always set a firm closing date, so the issue appears more attractive

« Issue register extracts immediately after the close of the issue - it is good
publicity

¢ Remember, if you treat your investors well during the issue and afterwards
(with good corporate governance and extensive reporting to investors),
raising funds through another share issue will be considerably easier in the
future
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Instructor’s notes:

During the offer period have control over the process and arrange
for additional clerical resources for the first and the last days of
the offer period as it is usually the time when most of the bids are
made.

You may use the facilities and the personnel of the agencies (now
primarily commercial brokers) that were selling shares for
vouchers during the privatization years, it may be cheaper and
more efficient than any other options.
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What are Preemptive Rights and What Do They Mean for a Company
Wishing to Raise Financing?

What are preemptive rights?

¢ The Joint Stock Company Law of January 1, 1996 established preemptive
rights of shareholders of Russian joint stock companies. This means that the
current shareholders of a company have prior rights to subscribe for any new
issues of shares for cash before they can be offered to anyone else. This
ensures that the level of influence or control that a shareholder has is not
diluted by any issue without his prior knowledge and agreement.

What do they mean?

¢ The existence of preemptive rights means that companies cannot issue
equity shares, convertible bonds, or warrants (options for purchasing shares)
for cash other than to the current equity shareholders of the company,
except with their prior approval in a general meeting of shareholders.
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Instructor’s notes:

These are general principles relating to rights issues in countries
with preemptive rights. Rights issues have not been done in
Russia, and it remains to be seen how Russian companies will
practically apply these principles.
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Instead of Issuing Shares Directly to New Shareholders, a Company
Issues Share Rights to Existing Shareholders

Marketing a rights issue is very similar to marketing a public share issue.

¢ In a rights issue, existing shareholders are sent warrants showing that they
own one “right” for each share they hold. Any number of rights required to
purchase a new share may be specified (i.e., "5 rights entitle a shareholder
to buy one additional share at a subscription price of RUR 130").

e A shareholder who does not wish to subscribe to the new shares may sell the
rights to another investor, giving them the opportunity to subscribe for the
new shares instead.

« |f shares are already openly traded, the subscription price will need to be set
slightly less than the value of existing shares so that the new shares will be
purchased (the rights will be exercised).

The subscription price times the number of new shares will be
maximum amount of funds raised by the issuing company.
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Instructor’s notes:

The value of a right to a shareholder is the difference between the
rights subscription price and the value of the new shares after the
transaction takes place divided by the number of rights required
to purchase a new share.

Rather than assuming that an individual shareholder either
subscribes for the whole rights issue or sells his or her rights in
their entirety, it is possible for a shareholder to subscribe for part
of the rights and to sell the rest. A "break even point” can be
calculated whereby the cash received from selling part of the
rights exactly covers the shareholder’s cash outflow on exercising
the remaining rights (i.e. purchasing the shares to which the
holder has rights).

It is arguable that expenses in a preemptive common stock rights
issue are greater then the expense involved in a direct offering of
common shares to the public due to additional printing and
mailing costs, expenses associated with the handling of rights
and processing of subscriptions, and the longer time required for
consummation of the financing, as well as the greater uncertainty
of the underwriting.
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How Can a Company Be Assured of Raising the Funds It Needs?

—

ofcf5e/Page 45

To guard against the danger that the share price may end up
below the subscription price (and the new shares are not
subscribed to), the issuing company may try to arrange for the
issue to be underwritten (usually by a bank). Instead of actually
buying the issue as in a cash share issue the underwriters are paid
a “standby fee.” In return, they promise to buy all unsubscribed
shares at the subscription price (often at a specified amount) in
the case that not all rights are exercised.

Even if it makes logical sense to exercise rights, there may be
some rights which are not exercised, due to either ignorance of
shareholders (or the fact they are on vacation, etc.). The
underwriters may cover this shortfall, or the company may give
shareholders ovesubscription privileges, allowing them to buy
unsubscribed shares at the subscription price. Of course, these
shareholders would then profit at the expense of those who had
not exercised or sold their rights for whatever reason.

Instructor’s notes:

The fact that underwriters do not purchase the shares outright as
in a cash share issue makes underwriting more uncertain,
especially in Russia, where the health of many financial
institutions is in question, and where the concept of underwriting
is not well understood in general.
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Seminar Agenda

Session 1: Finance Overview

Session 2: Project Selection

Session 3: Sources of Short-Term Finance

Session 4: Sources of Long-Term Finance

Session 5: Preparation, Approach, Negotiations

Session 6: Specifics of a Business Plan, Investment Memorandum and
Issue Prospectus

Session 7: Company Valuation

Session 8: Summary
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Instructor’s notes:

In this session, we will discuss what is needed to prepare a

business plan, investment memorandum or prospectus. We will
give some specific examples of requirements of several major

investors.

Ask attendees if they have prepared a business plan or an

investment memorandum. If someone has, ask him/her what

information went into the document and how long it took to

prepare.
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Purpose of A Typical Business Plan

A business plan describes a line of business or a particular project and all of its
operational characteristics over a period of time, including supporting
assumptions

What is the purpose of a business plan:

¢ |Internal use
— Operating plan to guide project implementation and resource
allocation, and to monitor success
—~ To embody a common strategy and mobilize company personnel on
the project

s External use
— For small to medium size enterprises - to attract venture capital
— For larger enterprises - to attract trade partners or financing for a
particular project, or to be incorporated into an investment
memorandum or issue prospectus in order to attract financing for the
entire enterprise
Who reads it:
s Senior and middle management of the enterprise
o Potential trade partners
s Potential providers of debt or equity financing

ofcfGe/Page 2

Instructor’s notes:

Give some examples of business plans you have seen, or ask
the audience to provide examples.

Here is an example from a brewery in a former soviet republic:

It was a description of the brewing business in Lithuania and of
the market prospects for the company. The business plan
offered several suggestions to improve marketing, increase
efficiency, and to reduce costs. It also included an analysis of
alternatives for the company with regard to an unfinished
brewery.

This business plan was INTERNAL, but was structured so that the
company could use the first sections, which were largely
descriptive, as the basis for external use documents (publicized
business plan, investment memorandum, issue prospectus).

Emphasize:

Some information such as strategic plans or details of new
products should be tightly held within the company.

A business plan is essential when seeking external long-term
finance
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An Investment Memorandum and Issue Prospectus - How Do They Differ
From a Business Plan?

An investment memorandum is typically sent to portfolio investors or other
professional investors providing long-term debt and equity. It differs from a
business plan in that it:

+ Includes a description of the entire enterprise, including all businesses and
subsidiaries, not just of the specific project

e s generally for external use only

¢ Is used to attract financing for the entire enterprise through a private
placement of debt or equity

¢ s typically distributed to a very limited number of potential lenders or
investors

An issue prospectus differs from an investment memorandum in that it:

¢ |[s typically distributed to professional investors and to anyone else who wants
it in the general public

* |s used to attract financing through public issues_of equity or debt

Now let’s look at each one in a little more detail!
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Instructor’s notes:

Emphasize:

While a prospectus for a public issue of shares must be very
thorough, some details and company secrets should not be
released to the public. This is a balancing act. Potential
investors expect thorough information on the company, but the
company cannot afford for its secrets to get into the hands of its
competitors.

An investment memorandum for a private placement of shares,
however, may be distributed selectively to a limited number of
qualified potential investors under a confidentiality agreement.
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Contents of A Business Plan, Investment Memorandum, and Issue
Prospectus

Investment Issue
CONTENTS Business plan_imemorandum _|prospectus

Market assessment and plan
Production plan
Organizational plan
Financial plan
Overall business development plan

Investment risks

History of the enterprise

Detailed information on subsidiaries

Breakdown of share capital and shareholders
Exflanalion of related fanies
Extensive financial information
Structure of the transaction

Accounts restated to IAS/GAAP

Current share trading

\....O‘. ....’Qr .rrr

CO(BOI’B[S governance

Details of the issue
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Instructor’s notes:

Explain:

This slide gives an overview of the different information each type
of document should provide. In the case of an issue prospectus,
some of this information is required by law.

[The contents of each is described in more detail in following
slides]
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A Business Plan Describes and Persuades, But Must Be Backed By Facts

A business plan begins with an executive summary, followed by details for the
more involved reader, including a:

» Market review/assessment
- How the project will satisfy market requirements

e Strategy for exploiting the current market situation
— How to implement the strategy and why it is better than the competitor’s
strategy

e Production pian
— How to produce, how much to produce, where to source raw materials,
prices, quantities to purchase, production costs

e Qrganization plan
— Key personnel, skills assessment, required labor and costs

¢ Financial plan
— Combines market, sales, production, and other data to provide cash
requirements and projected cash returns

» Qverall business development pian

— Critical elements, milestones, exit strategies for investors, inherent risks
ofcf6e/Page 5

Instructor’s notes:

Explain:

There are many ways to organize this information, but it all must
be in the business plan. For the Lithuanian brewery example
earlier, the consultants organized the information in the same way
as the financial statements: short term assets, long term assets
and intangibles (strengths and weaknesses of the firm); then
each line element of the income statement was analyzed in detail.

Page 5
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The Business Plan Must Be Complete, Thorough, and Well-Supported

Many financial documents and analyses support the various sections of the
business plan.

Business Plan

Balance C;s: ]quw Profit & Loss
Sheet alysis Statemnent

l 1 | | l 1

Cap Ex Program . . h Project Market &
& Resources Inv L;\:;aelm Project Cas Salvage Assumptions Sales Competition
Commitment Flows Value List Forecast Analysis

7—

* Net Present Value

0

» Internal Rate of Return
*» Sensitivity Analysis
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Instructor’s notes:

This information, in most Russian companies, is buried in pools of
paper that individual managers protect. We all know the
scenario. The commercial director wants some information - he
calls accounting and is told the information does not exist, even
though he saw the report just two weeks before. So he calls the
economic director, who calls someone else in the accounting
department, who gets the information to the commercial director.

This example is provided to encourage managers to break down
these information barriers within their companies so that the
companies work more efficiently and managers can make
better decisions.

Page 6
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An Investment Memorandum Must Contain More Information Than a
Business Plan

In addition to the contents of a business plan, an investment memorandum
includes:

e Purpose, status and use of the investment memorandum

e Investment risks (capital markets, share valuation, political, economic,
reporting and disclosure, accounting and audit, taxation, etc.)

e Structure of the transaction
s History of the enterprise
o Detailed information on subsidiaries

¢ Detailed breakdown of share capital and shareholders and debt structure and
creditors, including percentage owned by management and/or directors,
stock options, affiliated companies

» Accounts confirmed by Russian statutory audit, international standard
financial due diligence suggested

* Explanatory notes to financial information

ofcfSe/Page 7

Instructor’s notes:

Additional comment

Some of these items may appear in a business plan, but they are
always included in an investment memorandum. Of course, a
business plan may contain important technical information that
does not get included in an investment memorandum, such as
technical specifications for a new product.

Page 7
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An Issue Prospectus Must Satisfy Legal Requirements

According to Russian legislation, an issue prospectus is a statutory document
for open joint stock companies wishing to increase their number of shares.
This may accomplished be through:

e Privatization

s Share dividends (including share distributions to account for asset
revaluation)

s New share issues (private placements or public issues)

Legal requirements are set out in MinFin instruction #2 of March 2, 1992, and
include:

e Basic information about the issuer
e [Information about the issuer's financial status

¢ Information about the issue of securities

ofciBe/Page 8

Instructor’s notes:

Additional information

General information includes: name, legal status and location of
the company; information about the senior management of the
company and their previous experience; legal entities and
individuals owning more than 5% of share capital.

Financial information includes: statutory balance sheet, Profit &
Loss statement pro forma, authorized capital, past capital
expenditure, business activity, and property

Security issue information includes: type and form of securities,
underwriters, interest and dividend payments, and location where
dividends can be received
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An Issue Prospectus Must Also Satisfy Capital Market Requirements

An issue prospectus is used by any potential investor, whether a sophisticated
portfolio investor or an individual. By law it must contain all necessary
information that will affect an investment decision, such as:

Responsibility for preparation of financial information

Audited financial information (preferably by an international audit firm)
USD restatement and IAS reformatted accounts suggested

Current share trading

Corporate governance

Application procedures for purchase of shares, bonds

Detail of governing laws applicable to public share issues

And all information must be accurate and verifiable

Enterprise directors are
So keep in mind that: personally responsible

‘ for all contents of an
issue prospectus

ofctGe/Page 9

Instructor’s notes:

Additional information

Accuracy of the information is extremely important. Enterprise
directors may face criminal charges for any omissions or
incorrect information which lead to an investor making an
incorrect investment decision based on the issue prospectus.

Emphasize:

Foreign investors generally require audited financial statements
according to international accounting standards (IAS). These

should be in hard currency and consolidated. Costs vary to have

these prepared, but a moderately large size firm may spend
$200,000 easily on preparing these.
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After Learning About the Various Types of Information Documents, It
Should be Clearer Why Financial Advisors Play A Major Role in Acquiring
Finance

Business plans is informational though not exhaustively descriptive; typically,
they are not legally binding

« The financial advisor can guide you through the process of writing a business
plan or help you write it

Investment memoranda are sent only to a limited number of investment
professionals, but are very detailed and require experienced professionals to be
completed properly

¢ The financial advisor should be responsible for development of an investment
memorandum

Issue prospectuses may be sent to any individual wanting to invest his savings.
Therefore, these documents must be professionally researched, developed, and
written

» The financial advisor must be heavily involved in the development of and be
responsible for finalizing the issue prospectus. Ultimate responsibility will go
to the Director of the issuing enterprise who will be fully responsibie for
accuracy and completeness in the details of past, present and future
operations

ofcfSe/Page 10

Instructor’s notes:

Additional Information

In addition to these reasons, a financial advisor can assist you in
selecting the best type of financing for your company, and when
you are ready to contact investors, can help you choose the
sources most appropriate for your needs through better
developed channels and personal contacts.

Financial advisors should be carefully selected. There should be
a balance between cost and service provided. Companies should
beware of individuals who promise to find financing for a fee.
Always look into the firm’s background. Get a list of references
and follow up with them.

Questions to ask references:
Were they happy with the service?
Would they use that advisor again?

How long did the process take, and how much was required of
senior management?

Did the financial advisor assist in negotiations?
What other services did the advisor provide?
Were these included in the fee?

Page 10
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Example 6.1 - Consider What the EBRD Requires In An Information
Document Presenting a Financing Opportunity

be prepared to submit:

» A Business Plan which includes
— A brief historical and current description of the company
— What the company’s pians are during the term of the proposed loan
— Products
— Management
- Marketing
— Production facilities
— An Investment Plan which
— Focuses on the investment program, including its total cost
— Describes what the company will do with the proceeds of the
loan
— Details what machinery will be purchased and where it will be
installed

all financial requirements, and how each will be met

ofcfée/Page 11

Companies seeking private sector development financing from the EBRD should

- Includes a detailed financing plan which spells out the timing of

Instructor’s notes:

A handout EBRD business plan template is included in the
handout materials, together with an IFC investment proposal
template, for which information is more preliminary in nature.

Page 11
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Summary on Investment Information Documents

» A business plan, investment memorandum and issue prospectus can be
used to communicate information about a company to a particular target
audience

* A business plan is typically an internal document, or provided selectively to
banks or business partners

* An investment memorandum is used for private placements and bank loans

e Anissue prospectus is a widely distributed document covered by several
laws on investing

¢ All of these documents take time to prepare and contain a lot of information

» Some investors, such as IFC or EBRD, have specific formats for business
plans they will consider

o A financial advisor, consulitant, accountant, lawyer or all four types of
assistance will help make your document successful

ofcfée/Page 12

Instructor’s notes:
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Seminar Agenda

Session 1: Finance Overview

Session 2: Project Selection

Session 3: Sources of Short-Term Finance

Session 4: Sources of Long-Term Finance

Session 5: Preparation, Approach, Negotiations

Session 6: Specifics of a Business Plan, Investment Memorandum and

Issue Prospectus

I—Session 7: Company Valuation

Session 8: Summary

ofcf7e/Page 1

Instructor’s notes:

Valuation is used for different purposes, most of which relate to
obtaining finance. We will discuss what valuation is, who it is for,
how it is used, and who should perform valuation.

Discussion:

Ask several of the participants what valuation is and what it is
used for.
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What Is Valuation? Why Is It Used?

There are two types of valuation:

1) Asset valuation estimates the true market value of an enterprise’s tangible
assets. Itis used:

» For determining a price at which to sell assets
» For determining the value of assets to be used as collateral for a loan

« For updating book value of assets in accounts {for tax reduction or other
reasons)

¢ For determining value of assets for insurance purposes

* In joint venture negotiations to determine the value of assets to be
contributed to the JV by either party

» As a part of business valuation

2) Business valuation estimates the true market value of the business operations
of a going concern. Itis used:

e For negotiating with potential strategic or portfolio investors about the price
of different percentage shareholdings in the enterprise

* For pricing shares in a public issue

ofcf7e/Page 2

Instructor’s notes:

Explain:

We will discuss the different uses of the two types of valuation in
more detail later.

Asset valuation and business valuation are different, but not
unrelated. The interaction between business value, earnings, and
asset value is shown on the following slide

Greater earnings generate higher business value but greater
earnings do not necessarily generate higher asset value.

Page 2
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Asset Valuation and Business Valuation Are Different But Related

400 =

@

=3

S
i

ASSET VALUE
S
o

100

VALUE OF FIXED ASSETS IN CONTINUED USE

ORDERLY LIOUIDATION VALUE OF FIXED ASSETS

FORCED LIQUIDATION VALUE OF FIXED ASSETS

SCRAP VALUE OF FiXED ASSETS

Point A.;_The business is
losing money and will be
forced to liquidate.

Point B: _The business is
breaking even, but could
start losing money. An
orderly liquidation is
appropriate.

Paint C:_The business has
normal earnings. The
business has both tangible
and intangible assets with
minimal economic
obsolescence.

Point D: The business is
highly profitable. Tangible
and intangible assets reflect
value in use. The value of
superior earnings would be
reflected in goodwill.
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Instructor’s notes:

Explain:

Two main points:

1. In a normal economic environment, this chart reflects the
relationship between business and asset values.

2. In Russia at the present time, asset value often exceeds

business value. In a stable economy, if this were true, someone

would buy the business and sell off the assets to make a profit.
3. Asset values will tend to give higher values than business

valuations based on cash flows at times of low capacity utilization.
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Three Common Types of "Value”: Fair Market Value

Three common types of value are:
¢ Fair Market Valuel

e Ligquidation Value
« Book Value
Fair Market Value (FMV):

e It is intended to be a reasonable estimate of the price at which property would
change hands between two willing parties.

¢ The actual price paid in a transaction may differ from fair market value due to
such factors as:
— The motivation of the parties
— The negotiation skills of the parties
— The financial structure of the transaction

« This definition assumes the consideration is paid in cash. Consideration paid
in the form of instaliment payments, seller financing, or contribution of
intangible assets by the buyer, could affect the price paid

ofcfle/Page 4

Instructor’s notes:

Emphasize:
These values may or may not be the same.

Note:

The relationship between fair market value (FMV) and book value
is different under Russian accounting and GAAP (General
Accepted Accounting Principles) accounting:

Russian: FMV # Book value
(typically, book values are way overvalued or way undervalued)

GAAP: FMV > Book value
(assets are typically carried at original cost)
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Three Common Types of "Value”: Liquidation and Book Value
Three common types of value are:

+ Fair Market Value

s Lliquidation Value

e Book Value

Liquidation Value:

+« Assumes the company’s operations are expected to be discontinued and that
its assets will be sold on a “piecemeal” basis

o Two levels of liquidation value:
— Orderly liquidation: assumes assets are sold over a reasonable time
period (6 months to a year) to obtain the highest price
— Forced liquidation: assumes assets are sold as quickly as possible,
perhaps on an auction basis

+« Considers the costs incurred to sell the assets, such as selling fees
e Typically represents the minimum value for a business
Book Value is the value of assets in financial accounts of the enterprise

ofcf7e/Page §

Instructor’s notes:

Explain:

The book value on the balance sheet is not the same as fair
market value (FMV) of the asset, though it may be an appropriate
starting point for asset valuation. Note that in some cases
(recently bought raw materials) the book value is the same or
very close to the FMV.

Liquidation means selling immediately at low prices to the
highest bidder.

Page 5
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"Value” is Relative

Ultimately, either an asset or the total business will be worth what someone is
willing to pay for it, at a given time
This value will be different:

e For different purchasers; and

o For different circumstances of the sale

ofcf7e/Page &

Instructor’s notes:
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Purpose and Audience of Asset Valuation

The following are main reasons to value assets of your company:
» Sale of assets

s Use as collateral foratloan .7 ‘

I P L Only the first Tour Féasons aré

* Contribution to a joint venture (W) w7 related to obtaining finance |
- ~

e Updating book value of assets ~ “Tse.. {TTTTTTTTTTITTI

e Insuring assets
e Part of business valuation

* Banks/other lenders

» Business partners

f t
The purpose of asse (JV partner or investor)

valuation determines the
audience:

* Tax authorities

» Insurance companies

+ Company management

ofcfe/Page 7

Instructor’s notes:

[This is an introductory slide about the purposes of asset
valuation]

Note:

Among the 6 main reasons for asset valuation only 4 are related
to obtaining finance, and they will be covered in the current
presentation.

The audience for the valuation is shown to illustrate how many
parties are involved and why accurate and fair asset valuation is
important.

Specifics of valuation in almost all cases require attention to its
legal aspects and to property rights in particular. The property
rights strictly speaking do not affect the process of valuation itself
(unless rights are unclear), but do affect the intended uses of
valued assets.

Re-emphasize:
Value is not a single number.

Book value in the accounts of the enterprise is not the same as
the fair market value

Page 7
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When Seeking to Obtain Finance, the Main Purpose of Asset
Valuation is to Support Negotiations

ldentification

Asset Valuation

of source of

. . Negotiations
financing

ldentification E> of asset

Bargaining power is a key to success
in the negotiations. Correct and
professionally done asset valuation
adds credibility and increases your
bargaining power.

ofcf7e/Page 8

Instructor’s notes:

While the components and logic of finance obtaining asset
valuation process is self explanatory, the company’s bargaining
power needs some additional comments.

First, it is necessary to understand whether the negotiating
parties are on equal footage or one of the parties has
comparatively higher bargaining power. The following comments
help to determine this:

slooking for a loan from a bank (especially in tight debt financing
markets) puts a company into dependent position decreasing its
bargaining power. In opposite the bank’s bargaining power may

be strengthen by the company’s position. The bank’s willingness
to provide acceptable/good terms of financing may also depend
on intended use of required financing.

enegotiating a joint venture puts parties on equal footage

sthe company’s bargaining power while selling assets also seems

to be equal to the purchaser’s one except for some unusual

situations (e.g. either seller or buyer are monopolists, i.e. there is

no competitive market)

Page 8
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In Asset Valuation Three Approaches Can Be Used

Cost Approach 1. Estimate the cost to replace the asset with
a new asset

2. Estimate the amount of accrued
depreciation (physical deterioration,
functional and external obsolescence)

3. Deduct the cost of total accrued
depreciation from the cost of new asset

Cost of purchasing a
similar asset

Direct Sales Comparison Approach
1. Obtain information on sales of similar/
same assets

2. Develop a comparative analysis to
determine a single value indication or a
range of values

A free market price for an
asset of equal utility and

quality

Income Approach . Estimate gross potential income

. Estimate related expenses
. Calculate net income
. Discount net income to present worth

Present value of future
income and benefits

B WO N =

ofcfTe/Page 8

Instructor’s notes:

Explaining each of the three valuation approaches, first, make
sure that the audience understand the underlying rationale behind
all the approaches:

ecost approach: cost of replacement of the asset with an asset of
equal utility and quality

«direct sales comparison_approach: price in a free market of an
asset of equal utility and quality

eIncome approach: present value of expected income derived
from use of the asset

Then briefly explain the methodology of each approach.

Note that not all approaches are equally applicable due to
insufficient information available, though the best way to value an
asset is to use all three approaches and compare the results.

Use of any of the approaches requires high qualifications and it is
recommended to contract professionals to deliver appraisal
services.

Page 9
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Exercise 7.1: Asset Valuation

A. Data for which of the three
approaches to asset valuation is the
easiest to get?

B. Why are the property rights for the
asset to be valued important?

C. When negotiating to obtain financing
a company has the lowest bargaining
power with which counterparty?

D. Which of the three approaches to

asset valuation involves discounting
technique?

ofcf7e/Page 10

Cost Approach
Income Approach
Direct Sales Comparison Approach

Affect choice of appropriate
approach

Restrict intended use of the asset
Bank loan
Sale of the asset

Forming Joint Venture

Cost Approach
Income Approach

Direct Sales Comparison Approach

Instructor’s notes:

Page 10
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Exercise 7.1: Asset Valuation - Solution

A. Data for which of the three | Cost Approach |
approaches to asset valuation is the
easiest to get?

Income Approach
Direct Sales Comparison Approach

B. Why are the property rights for the Affects choice of appropriate
asset to be valued important? approach

IRestricts intended use of the asset l

C. When negotiating to obtain {Bank Loan |
financing a company has the lowest
bargaining power with which

counterparty? Forming Joint Venture

Sale of the asset

D. Which of the three approaches to Cost Approach
asset valuation involves discounting
technique?

Income Approach

Direct Sales Comparison Approach

ofcfre/Page 11

Instructor’s notes:
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Business Valuation Determines the Market Value of Business
Operations of a Going Concern

The value of a business is equal to the present worth of the future benefits of
ownership:

e A rational buyer normally will invest in a company only if the present value of
his future benefits of ownership are equal or greater to the purchase price

¢ Conversely, a rational seller normally will not sell if the present value of his
expected benefits is more than the selling price

Value is not a single number:

e A company’s value depends on each potential investor’s assessment of the
benefits and risks relating to a company. Generally, the valuation
consultant’s task is to determine the most likely or reasonable value estimate

Valuation is based on a specific point in time - the valuation date

The result of the business valuation will be the value of owner’s equity

ofcf7e/Page 12

Instructor’s notes:

Explain:

Buyer and seller may experience differing future benefits from
ownership in the enterprise, depending on the circumstances and
opportunity

For the purposes of negotiating with portfolio investors or pricing
shares for a public issue, the equity value of the enterprise should
be determined.

For negotiations with strategic investors, either equity or total
invested capital, depending on the terms of the proposed
transaction.

Value of equity is equal to value of total invested capital minus
value of debt.

As the most likely transactions with strategic investors in Russia
will involve acquisition of equity, we will concentrate in this
seminar on the valuation of an enterprise’s equity capital.

Discussion:
Ask several members of the audience:

1) if they know how much their company is worth (if they have
some general idea or range)

2) if so, how do they measure the value of their company (what
i 2
benchmarks/techniques do tl}@gfgg%ez).
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The Market Value of Equity is What Business Valuation Attempts to
Determine; This Should Not Be Confused With Other Definitions of

Equity Value

Charter (nominal) capital - The

charter capital of a privatized
Russian enterprise is the original
value of its share capital from
privatization, plus any
adjustments made based on asset
revaluation. It has little to do with
market value of shares

Share trading price - In developed

capital markets, the current trading
price per share multiplied by the
number of shares should give the
market value of equity. In Russia,
however, the shares of few
companies are actively, and openly
traded, making this a poor
indication of true value

Share capital - Share capital is the
charter capital plus any equity
generated by past retained
earnings, sale of shares over
nominal value, etc. It is not equal
to the current market value of
equity

Market value of equity - The current

market value of all shares is the
price at which the shares would
change hands if sold in an open

market between a willing buyer and
seller, and reflects the market’s view
on the future earnings potential. The
process of valuation attempts to
determine this figure

ofcf7e/Page 13

Instructor’s notes:

[This is a common area of confusion among many Russian
enterprise managers. Some time may need to be spent
explaining these differences]

Explain:

The market value of equity is what business valuation attempts to
determine. This is the value at which the company should sell its
shares to investors.

Other measures of equity value shown are misleading, especially
in Russia, because

- they reflect historical value and past earnings - not the
market’s view of potential future earnings

- even the historical values they reflect are somewhat arbitrary

- the trading of most enterprises’ shares is closely controlled
and the price at which they trade is not a true market price

Page 13
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Shares of An Enterprise Will Have Different Values for Different
Investors and Types of Transactions

100% Control
Value Value Value

(b)
[ Y

Deduct: Minority Interest | |
Discount | I

Add: Control Premium

Freely Traded
Minority Interest
Value {a)

Deduct: Marketability
Discount

Closely Held
Minority Interest
Value (c)

% ownership

{a} Typical starting point for most market based valuations - the value of 1 common share as if publicly traded
(b) Represents the value of the entire business if sold to one purchaser
{c) Represents value of an unlisted, non-controlling interest in a privately owned firm

ofcf7e/Page 14

Instructor’s notes:

Explain:
Control premium:

Any minority or majority holding which influences decision
making in the enterprise would put a premium on the value of the
shares. If the control premium is 30-40% for a full acquisition, a
28% holding, for example, giving an investor ability to block major
decisions, might justify a 10-20% premium.

Marketability discount:

Investors who do not exercise control over the company’s
management rely on liquid stock markets so they can realize a
capital gain or sell an investment they no longer wish to hold. The
shares of most Russian privatized enterprises are not freely
traded; therefore a marketability discount (10-15%) would need
to be applied. The more closely held the shares and the more
controlled the trading of the shares, the larger the discount
should be.

The more enterprise managers do to make its shares more easily
tradable, the lower the discount.

Improvement in the trading infrastructure of the Russian market
will bring increases in the traded values of shares of Russian
enterprises. Page 14




Lack of Trading Infrastructure in Russian Capital Markets Negatively
Affects Share Price, But Company Management Can Take Measures to
Reduce the Impact

The lack of market infrastructure is a general problem for all Russian enterprises
trying to sell shares. In addition, minority investors are concerned about potential
violations of minority shareholder rights in Russia

Although capital market infrastructure development is beyond the control of
enterprise management, enterprise directors can make a significant contribution
to investors’ confidence by undertaking to:

¢ Make every effort to have the enterprises’ shares admitted for trading on the
systems operated by the Professional Association of Securities Market
Participants, and on one or more stock exchanges

s Comply with all applicable regulations which are issued by the Federal
Commission on Securities and Stock Markets

¢ Treat all shareholders equally; take into account the interests of minority
shareholders, ensure that all shareholders entitled to dividends receive any
dividends declared, and conduct general and extraordinary meetings of
shareholders in a fair, open and orderly manner so as to enable shareholders
to exercise their rights

s Contract an independent entity to keep the shareholder register, and ensure
that the maintenance of the shareholder register complies with applicable
legislation

ofcf7e/Page 15

Instructor’s notes:

lllustration:

From Central European Economic Review, April 1996, referring to
a March research report by investment bank Morgan Stanley:

“So what should prospective bargain hunters buy? The report
recommends LukQil, which it praises as ‘one of the standard

bearers for corporate governance in Russia’.

Page 15
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There are Three Main Approaches to Business Valuation

Any Business Valuation Must The 3 Main Business
Consider: Valuation Approaches:
1. Economic conditions « Discounted cash flow
2. Industry conditions method
3. Company specifics + Asset-based
* The nature and history of the (replacement cost)
business method
* The economic outlook for the » Market comparison based
industry methods
* The financial condition of the — Capital markets
business — Trade transactions
» Historical and future earnings,
cash flow, and net asset value
(including goodwill and other
intangibles)
* Likely shareholding structure,
past sales of shares

ofcf7e/Page 16

Instructor’s notes:

Explain:

Each valuation method has advantages and disadvantages, as will
be discussed in a few minutes.

Ideally, an enterprise should be valued using each of the three
approaches, which can be compared to give a range of values for
the equity of the enterprise.
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Asset Based Method: Equity Value = Market Value of Assets - Market
Value of Liabilities

The asset based business valuation method has the following steps:

¢ Each category of the enterprise’s assets (tangible and intangible) and
liabilities are valued separately

s Assets are valued on the principle of “in place”, that is in terms of their
contribution to the business as a going concern, rather than their value if
disposed of piecemeal

» In valuing liabilities, care should be taken to search for any liabilities not
appearing on the balance sheet - "contingent liabilities”

This valuation technique focuses on the value of those assets used effectively in
the ongoing business operations. If your company has substantial assets which
are not used effectively, then it usually provides a lower value. In this case a
fixed asset valuation would provide a higher value

ofcf7e/Page 17

Instructor’s notes:

Explain:

For the purpose of the rest of our discussion, we will assume that
the enterprise to be valued is a going concern, and we will
therefore used depreciated replacement cost.

It should be kept in mind, however, that in Russia this is very
likely to give an inflated value of the enterprise, especially if many
assets are not contributing to the ongoing business.

Many Russian plants are larger than necessary for efficient
operation in a market economy - care must be taken to discount
values accordingly from replacement value of these assets.

Page 17
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There Are Two Types of Market Comparison Based Business Valuations

The two types of comparative companies valuation are:

1) Capital markets valuation reflects value of shares by comparison with prices
of shares traded in a stock market

e Takes share price of similar publicly traded companies and calculate ratios
of the share price to earnings, cash flow, or assets, and applies these
multiples to the earnings, cash fiow, and assets of the company to be
valued, to arrive at a notional market value

e Adjusts ratios for differences between these companies and the business
being valued, discounting for any working capital deficit, country risk
{political risk, expropriation risk, etc.), illiquidity of shares, or liability risks

2) Trade transactions valuation js based on the price paid for similar companies
when sold to another company or investor

e Takes the price paid per share for a similar publicly traded company
acquired in a trade transaction and calculate ratios of the share price to
earnings, cash flow, or assets, and applies these multiples to the earnings,
cash flow, and assets of the company to be valued, to arrive at a notional
market value

e Again, discounts for any working capital deficit and for country risk, etc.

ofcf7e/Page 18

Instructor’s notes:

Explain:

Capital market valuation

- gives a value based on similar publicly traded companies in
efficient stock markets. Ratios compare stock market values of
shares to certain accounting measures.

- represents the value of one common share as if publicly traded

Trade transactions valuation

- represents the value of a majority acquisition, and therefore
includes a control premium over the value of one share publicly
traded.

- adjustments would need to be made for the purpose of a public

share issue - deducting a control premium (30-40%}), and
subtracting the costs of the sale (for example, fees paid to

intermediaries - typically around 3% for a larger company; more

for a smaller company).
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Market Comparison Based Business Valuations Are Not Very Useful
Methods in the Russian Context

s Difficuit to find truly comparable companies. Few Russian enterprises
compete in the same markets as their western counterparts, and financial
structures and accounting systems are likely to be very different

» Most mulitiples are based on recent and current earnings/cash, etc. Use of
these multiples would give a very low value to most Russian enterprises in the
present recession; the value of most Russian enterprises lies in their future

recovery potential

s Need to adjust ratios for differences between Russian accounts and IAS
accounts for comparison

ofcf7e/Page 19

Instructor’s notes:
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Discounted Cash Flow (DCF) Business Valuation Is the Most
Appropriate for Many Russian Enterprises

* The concept of discounted cash flow (DCF) is to estimate the benefits
available to the investor after paying ail expenses related to operating the
business. It is a better method than accounting profits, since accounting
profits can be manipulated through different accounting practices and,
particularly in Russia, distorted by tax rules

» Positive cash flow is the source of money for payment of dividends,
regardless of whether or not a company pays out 100% of its free cash flow in
the form of dividends each year; cash retained in the business will contribute
to capital growth and dividends in the future

e Future cash flows are discounted back to their present value equivalent using
a discount rate that matches the investor’s required rate of return. The
investor’s required rate of return is based on his analysis of the risk of
investing in the business and in the risk of actually receiving the expected
future cash flows

. . .is the only method which explicitly takes
into account all important factors - the
DCF business valuation stream of benefits the owner/investor
expects to receive in the future, the timing
of receipt of those benefits, and the risk
borne by the owner/investor

ofci7e/Page 20

Instructor’s notes:

Re-emphasize:

The other two business valuation methods have the following
serious drawbacks:

- Market comparison business valuation is not applicable
because of lack of information

- Asset based (replacement cost) business valuation does not
always reflect the full potential of a well operated business.
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DCF Business Valuation Is A Two-Step Process

Forecasting

* To carry out an earnings based valuation, the following items must be
analyzed and forecast several years into the future:
— Revenues (influenced by competition, production capacity , inflation,
etc..)
— Expenses (fixed and variable costs, inflation, cost of borrowing, etc..)
- Investment (working capital requirements, capital expenditure, etc..)
- Residual value (value of business after the forecast period)

e This should produce forecasts of cash flow for a number of years, ideally in
nominal terms because inflation affects components of the forecast in
different ways

Discounting

» The value of the company is calculated by discounting the forecast post-tax
cash flows back to a present value. This rate will be equal to investors’
required rate of return

ofcf7e/Page 21

Instructor’s notes:

Explain:

The procedure for cash flow forecasting is similar to that
described earlier for projecting project cash flows. The difference
is that, when projecting project cash flows, only incremental
inflows and outflows for that project should be taken into account.
When valuing business operations of the entire company, cash
flows for the entire enterprise must be forecasted.

Based on conversations with investment funds, investors expect
rates of return in the Russian market of 30-50%.

Page 21



Who Performs Valuations and Why?

Not enterprise managers
» The motivation is to price too high

Not banks
» The motivation is to price too low

Therefore, valuation is almost always performed by independent appraisers who:
e Better know the market

» Theoretically have no motivation to over or under price assets/business
operations

* Apply standard methodologies
e Are experienced in this area
* Lend credibility to the valuation (their reputation is on the line)

* Some lenders/investors insist on a valuation performed by an internationaily
respected firm, in order to ensure independence

ofcfle/Page 22

Instructor’s notes:

Explain:
Valuation is a complicated exercise which must take into account

- control premiums/discounts based on the type of transaction

- required rates of return of various types of investors in the
current market

- discount factors related to specific types of risk (political,
economic, business, liquidity, etc,)

- comparison of the results of the three methods and
assessment of their relative appropriateness for the company’s
position and the proposed transaction

Although business valuation is usually performed by professional
specialists, company management need to have an
understanding of valuation to know what is appropriate in any
given circumstance. Understanding how the valuation was
carried out will help in negotiations.

Page 22
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How Do You Use the Results of Valuation in Negotiations with Potential
Investors?

Portfolio investors

» The range of values determined through business valuation provides a starting
point in negotiating what percentage ownership of the enterprise should be
offered for a given amount of investment. From the valuation procedure
company management will have justification for its position

+ Most likely, the potential investor will have come up with a range of figures for
this purpose themselves

Strategic investors

» The same situation holds with strategic investors, but in addition, company
management might wish to consider the results of asset valuation separately.
The value of assets is likely to be higher than the business valuation for
Russian enterprises. To get a better price for the deal, management can refer
to its asset value numbers and negotiate down towards the business valuation
figure

e In this case, the asset valuation can be considered a maximum value of the
enterprise and the business valuation a minimum value of the enterprise

ofcf7e/Page 23

Instructor’s notes:
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How do you use the results of valuation to set share price in a public
issue?

The business valuation range of values provide a starting point for pricing the

shares Q

Once documentation has been prepared for the issue, the enterprise should
begin talks with portfolio investors in an effort to pre-sell a portion of the issue.
Out of these discussions enterprise management should be able to determine if
the initial price is too high or too low. Again, this is a process of negotiation

If a substantial portion of the issue is presold at a certain price, it is likely that
that other investors (especially smaller ones) will be influenced by the already
demonstrated interest of in the issue, and will be likely to “jump on the band
wagon” and buy at the same price during the offer period

As share prices in the Russian market are highly volatile, the price may need to
be adjusted several times up to the offer period.

Issue S;are Price

ofcfTe/Page 24

Instructor’s notes:
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Exercise 7.2: Sources and Uses of Company Valuation Information

The following are Yes - No questions. Circle the appropriate answer:

A. Can you determine the market Yes No
value of a privatized Russian
enterprise from the balance sheet?

B. Do you need a business valuation Yes No
to obtain debt financing?
C. Is the share value equal for Yes No

different investors?

ofcf7e/Page 25

Instructor’s notes:

Exercise:

Tell the audience to turn to this page in their slide pack and test
themselves by circling the correct answer for each question.

Emphasize

Business valuation is not a simple linear process. Not all available
information can be used for it, though the information used will
affect the result.

Answers are given on the next slide.

Page 25
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Exercise 7.2: Sources and Uses of Company Valuation Information -
Solution

A. Can you determine the market Yes No
value of a privatized Russian
enterprise from the balance sheet?

B. Do you need a business valuation Yes No
to get debt financing?
C. Is the share value equal for Yes No

different investors?

ofcf7e/Page 28

Instructor’s notes:

Explain:
If some participants marked "Yes” for question B -

The correct answer is "No”. An asset valuation may be used to
value assets for collateral to get a loan, but a business valuation
is not needed.
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Exercise 7.3: Highlights of Company Valuation

What should be taken into consideration under the following methods (circle
appropriate answer):

A. Earnings based methods Profit declared in P&L statement

Stream and timing of future benefits

B. Asset based methods Assets book value
Assets contribution to ongoing
business

C. Market based methods
Price of shares of similar enterprises
traded in a stock market

Face value of shares upon
privatization

ofcfie/Page 27

Instructor’s notes:

Exercise:

Tell the audience to turn to this page in their slide pack and test
themselves by circling the correct answer for each question.

Emphasize

Business valuation is not a simpie linear process. Different
methods emphasize different aspects of the business and thus
require different information.

Answers are given on the next slide.

Page 27
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Exercise 7.3: Highlights of Company Valuation - Solution

Under the following methods take into consideration:

A. Earnings based methods Profit decfared in P&L statement

Stream and timing of future benefits

B. Asset based methods Assets book value

Assets contribution to ongoing
business

C. Market based methods

Price of shares of similar enterprises
traded in a stock market

Face value of shares upon
privatization

ofcfle/Page 28

Instructor’'s notes:
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Seminar Agenda

Session 1: Finance Overview
Session 2: Project Selection
Session 3: Sources of Short-Term Finance
Session 4: Sources of Long-Term Finance
Session 5: Preparation, Approach, Negotiations
Session 6: Specifics of a Business Plan, Investment Memorandum and
Issue Prospectus
Session 7: Company Valuation
Session 8: Summary —I

ofcf8e/Page 1

Instructor’s notes:

Projects should be selected on their merits as to how much value
they add to the firm. This section will provide several tools for
evaluating projects and explain why net present value is the best
of these tools.

Ask participants if they understood the homework. Ask them if it
was difficult or easy? Do they see ways to apply this to their
companies?

Page 1
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What Have We Covered?

What is corporate finance?
What is the time value of money?
When do you need short term vs. iong term financing?

How do you select projects for financing?
—~ Strategic assessment
— Financial evaluation
— Cash flow forecasting
~ Evaluation using NPV, IRR, Cash Payback

What are the sources of capital for a Russian firm?
— Short-term finance
— Long-term finance

How do you approach investors?

How do you prepare a business plan, investment memorandum and issue

prospectus?

How do you value your company?

ofct8e/Page 2

Instructor’s notes:
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Review: What is Corporate Finance?

» Corporate finance deals with a company’s liabilities and equity

* Corporate finance covers short and long-term finance, internal and external

e Capital is the lifeblood of business

* Financial managers try to minimize the cost of obtaining needed finance

s After internal resources are exhausted, firms can obtain financing from
external sources...

... provided:
— The project makes strategic sense
— The project makes financial sense

ofcf8e/Page 3

Instructor’s notes:

Emphasize:

The type of financing required depends upon its intended use.

Internal financing is always less expensive than external financing
Search for internal sources first.

Capital is necessary to support current operations, to expand or
modernize existing operations, to undertake new projects.
Capital investment should therefore be a continuous operation of
the enterprise under normal business conditions.

Financing has a cost, usually a significant cost. The financial
director is responsible for minimizing this cost, but the whole
executive committee must support him in that task.

External sources of financing are accessible ONLY if the project in
question makes strategic AND financial sense.

Page 3
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Effective Project Selection Requires a System for Project Evaluation

The best system includes a strategic evaluation, a “reality check” and a
financial evaluation:

Project (s)
identified

Strategic Assessment
Reality Check

Financial Evaluation

Forecast
TOTAL

i Cash Flows
L—

. Appropriate Method |
e

f 3 1
Cash |
Payback |
f

{ Net Present |

Internal Rate f
i vawe !
(i

of Return
T

I

1

i

'

¢

t

I 7
3 i Evaluate Using
1

1

H

t

1

1

DECISION

ofcfBe/Page 4

Instructor’s notes:

We will first discuss strategic valuation, then we will go through
cash flow forecasting, and finally, we will discuss net present
value, internal rate of return and cash payback - 3 methods for
financial evaluation.
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Sources of Short-Term Finance

Options for external short-term finance for Russian enterprises include:

» Trade credit

¢ Tolling

e Bank finance for working capital

o Mutual settlement/offset

o Commercial paper/ notes

e Sale or discounting of accounts receivable (factoring)

e Short term operating leases

ofci8e/Page 5

Instructor’s notes:

Emphasize:

There are a number of sources of short-term finance. A lot of
companies are unaware of the resources that they can free up to
make available for short-term financing. Improved working capital
management can have significant effects on freeing resources.

Additional Information

Improved working capital management concerns inventory
control, procurement, receivables and payables control, sales and
invoicing processes.

Trade credits are credits extended by suppliers in the normal
course of business. These are recorded as accounts payable,
not as debt.

Tolling is the process of receiving raw materials (at no cost) from
a supplier, processing the materials, and then returning the
processed goods to the supplier. The processor may be paid in
cash or a portion of the processed goods. This process is also
called give-and-take.

In the mutual offset chain, receiving goods from a supplier before
shipping goods to another party equates to short-term borrowing.

Commercial paper of an enterprise is often used as promissory
notes in the mutual offset chain.

Factoring and leasing are IessF%r&é/%Ient in Russia.
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Sources of Long-Term Finance

The options for long term financing can be divided into:

e Currently used sources of long-term financing
— Russian banks

Foreign banks

— Portfolio investors - private funds

— Portfolio investors - “aid” funds

Strategic investors

e Other less frequent but up-and-coming sources of long-term financing
— Public issues of shares/rights (Russian and foreign, including
ADR/GDRs)
— Bonds
— Convertible bonds
— Leasing

ofcfee/Pages

Instructor’s notes:

Additional Information

Foreign banks are becoming more prevalent in Russia. They may
provide loans for less than Russian banks, but their requirements
may be more stringent.

Portfolio investors include investment funds, venture capital
funds, pension funds, and insurance funds. They are generally
seeking a mix of capital gains and income. They may specialize
by industry. Generally they are not interested in controlling
interest, although they may seek to place a representative on the
board.

"Aid” funds provide a range of financing, and may be easier to
approach than private funds.

Strategic investors are generally interested in long-term equity
investments. They also seek a significant share of control within
the project (or company).

Less frequent alternatives (although growing in popularity) are
public share issues, bonds, and lease financing.

Page 6
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Approaching Investors

Prepare before talking to a bank or an equity investor
+ Select a good project
» Consider the investor's/ banker’s information needs

* Appoint an advisor

* Prepare internal due diligence

Continue to work after you Select the right source of finance

have reached an agreement ) .
* Invest in a capital search

* Meet Russian statutory

requirements + Select the lowest-cost source

of capital

» Take care of taxes and

ministry approvals * Negotiate favorable terms

ofciBe/Page 7

Instructor’s notes:

Emphasize:

Capital investment should be a continuous process, therefore you
should always be involved in evaluating projects and finding
investors.

Investors/banks require detailed information to make their
decisions. Refer to Sections 5 & 6 for the details on this
information. Enterprises should prepare business plans,
investment memoranda, and issue prospectus depending on the
type of financing they are seeking.

Financial advisors can be very helpful in the preparing for and
approaching investors.

One of the major responsibilities of a financial manager is to keep
the cost of capital for the enterprise to a minimum. Selection of
the right financing is critical to the enterprise’s success.

Once financing has been secured, maintain relations with the
investor, and seek to meet all the terms of the agreement. If you
are successful, and you let it be known, then it will be easier to
find further investors for your next projects (if they make strategic
and financial sense).

Page 7
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Preparing a Business Plan, Investment Memorandum, and Issue
Prospectus

e Business pian, investment memorandum and prospectus are ail ways of
communicating information about a company to a particular target
audience

+ Business plan is typically an internal document, given to banks or
business partners

+ Investment memorandum is used for private placements and bank loans

e Prospectus is a widely distributed document covered by several laws on
investing

 All of these documents take time to prepare and contain a lot of
information

e Some investors, such as IFC or EBRD have a specific formats for
business plans

s A financial advisor, consultant, accountant, and lawyer can provide
assistance to make your document successful

ofciBe/Page 8

Instructor’s notes:

Refer to Section 6 of the seminar for the details on preparing
business plans, investment memoranda, and issue prospectus.
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Valuing Your Company

» There are two types of valuation: asset valuation and business valuation
— Asset valuation for the purposes of obtaining finance is used in
negotiations with potential purchasers of assets and lenders
— There are three approaches to asset valuation: cost approach,
direct sales comparison approach, and income approach
— Business valuation is used for negotiations with potential portfolio or
strategic investors and for pricing shares in a public issue
— There are three approaches to business valuation: discounted
cash flow (DCF), asset based business valuation, and market
comparison based business valuation
— Equity value = value of the firm - current value of liabilities
— Equity value is different from charter capital, share capital or
share trading price

* Valuation is almost always performed by independent appraisers who are
experienced, better know the market, apply standard methodologies, and
lend credibility to the valuation

ofcf8e/Page ¢

Instructor’s notes:

Refer to section 7 of the seminar, “Company Valuation. for
discussion of the issues affecting equity value.

Emphasize

Value is relative: ultimately either assets or the business itself (or
its equity) is only going to be worth what someone is prepared to
pay for it, at a given time. This value will differ between
purchasers and on the circumstances of the sale.
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Summary of Main Points

An Enterprise:

» s competing both in its industry for profits, as well as across industry sectors
for capital to fund future development projects

e must be realistic about what it takes and how much it costs to obtain
financing at the present time in Russia

+ should plan a financial strategy to meet its short term and long term needs

+ needs to manage internal sources of capital and be certain of the value
(strategic and financial) of projects for which it seeks external financing

+ should be aware of different sources of financing and determine which would
be appropriate for its needs

» must spend the necessary time and effort in preparation for approaching
these sources

s should make an effort to continue a good relationship with lenders/investors
after the deal if it wants to have more options for future financing

ofcf8e/Page 10

Instructor’s notes:

[This concludes the lecture part of the seminar. Next we will
move on to solutions of the homework problems. Solution for
Problem 1 begins on the next slide.]

Page 10
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Homework Assignment

Essentials of Corporate Finance and Obtaining Finance

ofcf9e/Page 1

Instructor’s notes:

Page 1
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Homework Problem 1: AO Bicycle Company

Probiem:

Assume it is August, and AC Bicycle Company must buy additional raw materials
for added production in order to have bicycles in stores before the Christmas
buying season. The company needs to acquire RUR 1 billion in additional raw
materials, but has less than RUR 200 million in cash and bank deposits

The company’s balance sheet is shown on the following slide

Requir

Develop a plan for ensuring that AOBC can purchase the additional raw materiails
to produce bicycles to meet the Christmas demand

ofcfoe/Page 2

Instructor’s notes:
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Homework Problem 1: AO Bicycle Company - Balance Sheet

AO Bicycie Company
Balance Sheet as of 01/08/96
{rubles 000s)

Assets Liabilities and Equity
Long term assets 1,791,000 Equity 1,225,700
Intangibles -
Fixed assets 1,791,000 Liabilities 3,913,300
Short-term assets 3,348,000 Long-term debt 3,500,000
Inventories 2,423,000
Raw materials 1,000,000 Short-term liabilities 413,300
Work in process 467,000 Wages and taxes payable 260,000
Finished goods 856,000 Payables to suppliers 70,000
Receivables 800,000 Debt due 83,300
Cash 125,000
Total assets 5,139,000 Total Liabilities 5,139,000
and Equity
ofcfoe/Page 3
Instructor’s notes:
Page 3
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Homework Problem 1: AO Bicycle Company - Solution
First set up an algorithm for solution:

* Financing is required for raw materials, i.e. working capital

* Added production project is for a period of less than a year, thus sources of
short-term financing are to be used

+ Total amount required is RUR 875 million (1 billion less 125 million)

+ Analysis of the balance sheet shows:
— Receivables are more than eleven times higher than payables
— Stock of finished goods is high
— Work in process is high

Then develop a plan to get financing for extra raw materials to meet the demand

+ Match receivables and payables by more aggressively collecting receivables
and stretching payables
— An achievable maximum could be as big as RUR 730 million

+ Decrease level of finished goods by offering discount for cash purchases
» Sell receivables or offer discounts for early payments

e S4hort term bank loan is the ultimate option but is the most expensive source
ofc age

Instructor’s notes:

Explain:

This homework assignment sets out a common problem for many
companies, especially when demand is seasonal, but there is a
lag between ordering / paying for raw materials and receiving
cash for goods sold.

Page 4




Homework Problem 1. AO Bicycle Company - Solution (continued)
AO Bicycle Company
Balance Sheet
as of 01/08/96
(rubles 000’s)
. Assets Liabilities and Equity
We may find Long term assets 1,797,000 | Equity 1,225,700
significant sources Intangibles -
of cash on the Fixed assets 1,797,000 | Liabilities 3,913,300
balance sheet to Short- t 3,348,000 L i debt 3,500,000
id debt. orf-term assefs ,348, ong-term de ,500,
avo Tivenfories 2,473,000
(shaded areas are Raw materials 1,000,000 Short-term Tiabilities 413,300
sources of cash) WGTK In process 467,000 Wages and taxes 260,000
payable
Finished goods 956,000 Payable to suppliers 70,000
Receivables 800,000 Debt due 83,300
Cash 125,000
Total Liabilities
Total assets 5,139,000 and Equity 5,139,000
ofcf@e/Page §

Instructor’s notes:

Explain:
Potential sources of cash include:

1. Extend payables - the company has little short-term liabilities.
It may be able to acquire the goods on credit or extend other
payables to free up cash for paying for the raw materials.

2. Sell finished product - AOBC has 950 million rubles of finished
product on its balance sheet. These may be sold or may reduce
the production requirement for the Christmas season.

3. Sell receivables - AOBC has 800 million rubles of receivables
on its balance sheet. These may be factored. Alternatively, it can
tighten credit requirements or provide discounts for buyers who
pay earlier.

4. Take on short-term debt - AOBC can get a bank loan for 4-5
months until it receives payment for products sold over the

Christmas season. This should be the last choice as the
company has several other options to free up the cash needed.

Page 5



Homework Problem 2: AOBC

Problem:

You are the Financial Director for AOBC, and you have determined that acquiring
new painting equipment will save the company significant cash over the next five
years. You estimate that the cost savings are worth 5 billion rubles in present
value terms. The new equipment will cost you 1.5 billion rubles and will replace
equipment with a salvage value of 300 million rubles. Unfortunately, you have only
98 million rubles in cash and bank deposits

Your current balance sheet is shown on the following slide

R ir
Develop a plan to finance the purchase of the new painting equipment

ofcfSe/Page 19

Instructor’s notes:
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Homework Problem 2: AOBC - Painting Equipment

AO Bicycle Company
Balance Sheet as of 01/08/96
(Rubles 000s)

Assets Liabilities and Equity
Long term asset 1,791,000 Equity 4,427,700
Intangibles - .
Fixed assets 1,791,000 Liabilities 913,300
Short-term assets 3,550,000 Long-term debt 500,000
Inventories 2,252,000
Raw materials 435,000 Short-term liabilities 413,300
Work in process 467,000 Wages and taxes payable 260,000
Finished goods 1,350,000 Payables to suppliers 70,000
Receivables 1,200,000 Debt due 83,300
Cash 98,000
Total assets 5,341,000 Total Liabilities 5,341,000
and Equity
ofcf9e/Page 20
Instructor’s notes:
Page 20
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Homework Problem 2: AOBC - Solution

First set up an algorithm for solution:
s Financing is required for equipment, i.e. capital investment

s The project is for a period more than one year, thus sources of long
term financing are to be used

» Before recurring to external sources, assess what capital can be
generated internally

s Assess availability of long term financing from all sources (debt and
equity)
» Analysis of the balance sheet shows
— Inventory of raw materials is already RUR 1 b
— Receivables are unreasonably high and exceed payables more
than 17 times
~ Stock of finished goods is high
~ Inventories are extremely high
— Work in process is high (mind the production cycle and the
process used)

ofcf9e/Page 21

Instructor’s notes:

Note:

This problem deals with long-term finance, but brings in other
aspects of finding financing for a project which has been deemed
to have value. There are several ways of structuring a financing
package, but it is important first to look at internal sources of
cash.

Explain:

There are several sources of cash right on the company’s balance
sheet:

- 300 million rubles from selling the old equipment (less taxes, of
course)

- 1.2 billion rubles of receivables which should be realized more
efficiently

- 1.35 billion rubles of finished goods in inventory. This amount
may be seasonal, but let’'s assume it is not. What does that say
about the company’s marketing and planning? That should be a
sign to management that they have some other fundamental
problems to deal with in addition to controlling costs. Remember:
being a low cost producer of goods nobody buys is not profitable.
Some of this inventory is bound to be obsolete. Instead of
waiting for someone to offer a good price for this inventory (an
increasingly unlikely possibility), it is better to sell now at a heavy
discount in order to raise funcﬁ%&érzt{]e project.




Homework Problem 2: AOBC - Solution (continued)

Develop a plan to get financing for new painting equipment

Sale of old equipment to be replaced - RUR 300 m

Sell any obsolete finished goods at a heavy discount
- may be able to raise RUR 200 m

Decrease non-obsolete finished goods by offering a discount for cash
purchases

Sell receivables or offer discounts for early payments

Match receivables and payable by more aggressively collecting
receivables and stretching payables
— an achievable maximum might be about RUR 1 b

The balance of capital required may be obtained through bank loans
or sale of new shares.
— For this size project, the best source of long term funds will
probably be "aid” funds

ofcf9e/Page 22

Instructor’s notes:

Note:

If internal sources do not raise enough to acquire the equipment,
debt should be considered before equity. Reasons to consider

debt first:

1. No loss of control - debt does not constitute ownership in a
company, so the company does not have to give up strategic

control of the boards of directors.

2. Lower cost - debt generally has a lower cost than equity. This
is because it is of a lower risk than equity, which is subordinated

to debt.
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Obtaining Finance: Homework problem 2

Capital Investment Calculation

AQO Bicycle Company
Capital Investment Initial | Year 1] Year 2] Year 3| Year 4] Year 5] Total [-)epreciable basis
Land
Buildings
Equipment 2,000 2,000
Installation costs 100
Working capital 1,863
Other
Total Investment 3,963 0 0 0 0 0| 3,963
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Cash Flow Forecast
AQ Bicycle Company

Obtaining Finance: Homework probiem 2

Year 0 Year 1 Year 2 Year 3 Year 4 Year 5

Sales volume (in units) 20000 23000 25000 25000 25000
Inflation for the period 35% 20% 15% 12% " 10% 10%
Sales price 0.40 0.54 0.65 0.75 0.83 0.92
Sales revenue 10800 14904 18630 20866 22952
Royailty payments -432 -596 -745 -835 -918
Raw materials -2160 -2981 -3726 -4173 -4590
Electricity -864 -1192 -1490 -1669 -1836
Gas and water -216 -298 -373 -417 -459
Spare parts -2700 -3726 -4658 -5216 -5738
Depreciation-Building

Depreciation-Equipment -400 -400 -400 -400 -400
Wages -1080 -1490 -1863 -2087 -2295
Overhead expenses

Earnings before taxes 2,948 4,220 5,375 6,068 6,715
Taxes -1032 -1477 -1881 -2124 -2350
Earnings after taxes 1916 2743 3494 3944 4365
Add back depreciation 400 400 400 400 400
Project cash flows 2316 3143 3894 4344 4765
Working capital needs -1863 -298 -308 -321 -359 -396
Capital investment -2100
Salvage value
Net Cash Flows -3963 2018 2835 3573 3985 4369
Page 4
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Obtaining Finance: Homework problem 2

Net Present Value Calculation

Discount Rate:

AQ Bi

cycle Company

[ 80%)

TYear Net Cash Flow Discount Factor | Discounted Cash Flow
A B C
1 2018 0.556 1121
2 2835 0.309 875
3 3573 0.171 613
4 3985 0.095 380
5 4369 0.053 231
Add up: Present Value 3220
Subtract: Initial Investment 3963
Net Present Value -743
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Obtaining Finance: Homework problem 2

Discount Factor Table

SOV BRWN O

0.909 0.870 0.833 0.800 0.769 0.741 0.714
0.826 0.756 0.694 0.640 0.592 0.549 0.510
0.751 0.658 0.579 0.512 0.455 0.406 0.364
0.683 0.572 0.482 0.410 0.350 0.301 0.260
0.621 0.497 0.402 0.328 0.269 0.223 0.186
0.564 0.432 0.335 0.262 0.207 0.165 0.133
0.513 0.376 0.279 0.210 0.159 0.122 0.095
0.467 0.327 0.233 0.168 0.123 0.091 0.068
0.424 0.284 0.194 0.134 0.094 0.067 0.048
0.386 0.247 0.162 0.107 0.073 0.050 0.035

SOCO~NOOAAWN

0.476 0.444 0.416 0.391 0.367 0.346 0.327
0.328 0.296 0.269 0.244 ~ 0.223 0.204 0.187
0.226 0.198 0.173 0.153 0.135 0.120 0.107
0.156 0.132 0.112 0.095 0.082 0.070 0.061
0.108 0.088 0.072 0.060 0.050 0.041 0.035
0.074 0.059 0.047 0.037 0.030 0.024 0.020
0.051 0.039 0.030 0.023 0.018 0.014 0.011
0.035 0.026 0.019 0.015 0.011 0.008 0.006
0.024 0.017 0.012 0.009 0.007 0.005 0.004

1.000 1.000 1.000 1.000 1.000
0.556 0.541 0.526 0.513 0.500
0.309 0.292 0.277 0.263 0.250
0.171 0.158 0.146 0.135 0.125
0.095 0.085 0.077 0.069 0.063
0.053 0.046 0.040 0.035 0.031
0.029 0.025 0.021 0.018 0.016
0.016 0.013 0.011 0.009 0.008
0.009 0.007 0.006 0.005 0.004
0.005 0.004 0.003 0.002 0.002
0.003 0.002 0.002 0.001 0.001

SO ~NOMAWN2O
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Homework Problem 3: AOBC and Bombino Bicycles

Problem:

AO Bicycle Company is a Russian manufacturer of bicycles for adults and children
of different ages. AO Bicycle Company has experienced serious problems with its
“Raketa” model, their bicycle for children 5-8 years old. Sales of this model have

declined 70% over the last two years

Results of the marketing study conducted by the company’s sales & marketing
department clearly demonstrated that AO Bicycle Company is facing increasing
competition and losing its market share in the 5-8 age segment to imported
bicycles. Customers prefer imported bicycles because of their better design and
quality. AO Bicycle Company realized that it needed a new model and a complete
line of modern equipment to win back market share

The Board of Directors of AO Bicycle Company now has to make a decision on the
project on the following slide

Required:

Calculate the net present value of this project and make recommendations to the
Board of Directors

ofcf9e/Page &

Instructor’s notes:
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Homework Problem 3: AOBC and Bombino Bicycles - Proposal

Facts

AO Bicycle Company started negotiations with a potential strategic investor, Bombino
Bicycles, an Italian manufacturer of bicycles for children. Bombino Bicycies is considering
investing in AO Bicycle Company by offering to pay for half the cost of new equipment that
AO would need to produce a new model “Starbike”, which was developed by Bombino.
Furthermore, Bombino Bicycles offered AO Bicycle Company its design and manufacturing
technology of “Starbike” for a 5-year period for a royalty equal to 4% of annual sales.

If AO Bicycle Company enters into a partnership with Bombino, it will then discontinue its
“Raketa” model and start production of a new bicycle based on Italian design and
technology. In this case, the 100 million rubles spent last year on modernization of metal
processing equipment for “Raketa” will be lost.

The AQ bicycle company will need to pay $400,000 for its half of the new equipment and
would have to incur installation costs {a one-time expense) of 100 million rubles. AO Bicycle
Company can locate this new workshop in a building owned by the company. The building is
in good condition and is worth 100 million rubles. The company has no alternative use for
this building.

The company wili use both existing and additional workers to operate the machinery in a
new workshop. Maintenance and repair of this new equipment will be carried out by the
company'’s existing machinery repair workshop. Total payroll of employees in the machinery
repair workshop is 5 million rubles per month.

ofcf9e/Page 7
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Homework Problem 3: AOBC and Bombino Bicycles - Forecasted Sales
and Costs

AQ Bicycle Company plans to manufacture 20,000 bicycles in the first year of its

operations, 23,000 in the second year and 25,000 bicycles per year in years 3 to 5.

The estimated sales price is 400,000 rubles per bicycle, which will have to be
adjusted in accordance with inflation

Forecasted incremental costs (as % of sales):

Raw materials 20%
Spare parts 25%
Electricity 8%
Gas and water 2%
Additional worker salaries 10%
Total 65%

ofcfge/Page 8
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Homework Problem 3: AOBC and Bombino Bicycles - Assumptions

Please take the following assumptions into account when calculating the NPV of
the project:

s After assessing all project risks you have determined that the appropriate
discount rate for all periods is 80%

» Depreciation should be calculated on a straight-line basis over a 5-year
period. This equipment will be carried on company books at the historical
cost, no reevaluations are expected. Assume that the equipment will have no
residual value after 5 years

e The terms of trade will be set so that, taking into account increases in sales
and inflation, a realistic forecast of working capital needs is:

year 0 RUR 1,863m
year 1 RUR 298m
year 2 RUR 308m
year 3 RUR 321m
year 4 RUR 359m
year 5 RUR 396m

ofct9e/Page 9
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Homework Problem 3: AOBC and Bombino Bicycles - Additional
Assumptions

Additional assumptions:

- Inflation forecast:

year 1 35%
year 2 20%
year 3 15%
year 4 12%
year 5 10%

- Assume that inflation will equally affect the costs of inputs and sales prices

- Current exchange rate: $1 = 5,000 rubles

- Tax rate is 35% and it is not expected to change over a 5 year period

ofcf9e/Page 10
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Homework Problem 3: AOBC and Bombino Bicycles - Solution

The project NPV calculation requires determining net cash flow

Identify relevant cash flows and state clearly all assumptions to be used in
the cash flow model

The following are not incremental costs, and are therefore irrelevant:

s Metal processing equipment modernization is a sunk cost and is not
included into the model. (RUR 100 m sunk cost)

» Use of the existing production building is not a cash outlay and is not
included into the model. (Building worth RUR 100 m is irrelevant)

* The payroll for the existing workforce is not relevant for the cash flow,
but the payroll for additional workers needed will be relevant

ofcfe/Page 11

Instructor’s notes:

Explain:

More important than calculating the NPV is getting the cash flow
projections right and discerning between incremental cash flows
and those that are irrelevant. Clearly, not all of the information in
the case is relevant.

[This slide shows which cash flows are irrelevant.]
[The following slide breaks down relevant cash flows.]
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Homework Problem 3: AOBC and Bombino Bicycles - Solution
(continued)

Relevant cash flows are divided into two groups: outflow and inflows. They
are annual/periodic and initial/one time.

¢ Initial cash outflows are:
— Purchase of new equipment: RUR 2 b ($400,000 x (exchange

rate of $1 = RUR 5,000))
—~ Straight-line depreciation for 5 years with no residual
value
— Installation costs: RUR 100 m
» Annual cash inflows are proceeds from sales:
— 20,000 units (1st year), 23,000 units (2nd year) and 25,000
(years 3-5)
— Initial price RUR 400,000 (to be adjusted for inflation)
¢ Annual cash outflows:
— Production costs structure as given
— Royalty payments of 4% of annual sales for the period
— Profit tax at 35% rate
- Investment in additional working capital
» Additional factors
— Discount rate: 80%
Inflation forecast by years: 35%; 20%; 15%; 12% and 10%

ofcfae/Page 12

Instructor’s notes:

Note:

Installation costs: one-time initial cash outflow; if they are
capitalized, then the tax shield from depreciation will be RUR 420

min instead of RUR 400 min.
Depreciation is not cash, but it affects taxes and should be
included in the projections
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Homework Problem 3: AOBC and Bombino Bicycles - Solution
{continued): Cash Flows Relevant to the Project

Bambino faoBC ]

Bicycles | = @ m— @ fFem-—==--
Y r Production 1
| Building _ |
Initial Cash Outflow Annual Cash inflow
Equipment «Starbike” Sales

Purchase & ;
Installation << ] Project <————]

Annual h Qutflow
Working I Royaities I Production Taxes
Capital Costs l_'l
Investment
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Homework Problem 3: AOBC and Bombino Bicycles - Solution
(continued)

Annual cash inflows from sales
Year 1 Year 2 Year 3 Year4 Year5
Units sold 20 000 23 000 25000 25000 25000

Unit price 540 648 745 835 919
(RU ‘000)

Gross sales 10 800 14 904 18 630 20866 22952
(RU mins)

Unit price is calculated by inflating initial price of RUR 400,000
Annual cash outflows for production
e Total incremental costs are 65% of sales (20% + 25% + 8% + 2% +10%)

e Cash outflows for production by years are (Year Sales * 65%):
- 7,020 m; 9,688 m; 12,110 m; 13,563 m; 14,919 m

ofc@e/Page 14
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Homework Problem 3: AOBC and Bombino Bicycles - Solution

(continued)

Annual cash outflows for investment in additional working capital, royalties

and taxes (in RUR m)

Profit tax base net of depreciation

s installation costs are not capitalized

* annual depreciation is RUR 400 m { {$400,000 * 5,000) / 5}

Year 1 Year 2 Year 3] Year 4 Year 5

CGross sales 10,800 14,904 18,§30| 20,866 22,952
Rovalties 432 596 745 835 918
Pre-tax earnings 2,948 4,220 5,375 6,0681 6,715
[Taxes 1,032 1,477 1,881 2,124 2,350
Profit 1,916 2,743 3,494, 3,944 4,365

Add back depreciation 400 400 400 400 400
Subtract WC need {298)] (308)} (321) (359) (396)

NET CASH FLOWS 2,018 2,835 3,573 3,985 4,369

ofcf@e/Page 15
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Homework Problem 3: AOBC and Bombino Bicycles - Solution
(continued)

Cash Flow Forecast
{in 000s of Rubles)

Year U Year 1 lm-! —Year Year 3 Year ¥ Year 5
Units Sold 200 23,000 25.000 13000 13007}
%ﬂanon 35% 20%| 3% 1% 0% ol
Sales Price 400 340 648 743 835 S18
[Total Sales 10,800,000 14,904,000 18,630,000 20,865,600 22952160
Incremental Operating Expenses 7,020,000 0.687.600 12,109,500 13,562,640 74978 504
Incremental Depreciation 360,000 400,000 400.000 §00,000 JO0 000!
Royally Paymenis 432,000 5961501 745,200 ¥IT619 9T8.036:
T Z.938.000 3,220,740 5375300 6.068.336 & 7T5.T70
Taxes T,03T.300 T.477083 T.381.355 PRYARIE 2,350,309
et Income 1,516,200 2743156 3,493.945 3945318 4367 860]
[Add Back Depreciation 300,000 F00,000 A0V000 400,000 400,000
I'Sub(ract WU Requirement T.863.000 298000 J0B. 000 JZT.000 359.000 336,000
urchase of Equipment 2,000,000
mstallation Charge TOU.000
Net Cash Flow TTY63000 2,078,200 78I5.156 3572945 T84S T 3588560
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Homework Problem 3: AOBC and Bombino Bicycles - Solution
(continued)

Net Present Value Calculation

(Discount Rate: 80%)

Discount By Calculating [Present Value of Net Cash
Year |[NetCash Flow [Present Value Flows (Discounted Cash Flows)
1 2,018 2,018/ 1.8 1,121
2 2.835 2,835/ (1.8) 875
3 3,573 3,573/ (1.8)° 613
4 3.985 3,985/ (1.8) 380
5 4,369 4,369/ (1.8)° 231
Add: Present Values 3.220
Subtract: Iaiial [nvestment 3,963
Net Present value ~733
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Homework Problem 3: AOBC and Bombino Bicycles - Solution
{continued)

Discounting the Net Cash Flow at 80% yields an NPV of - RUR 743 m

- - “Starbike”
NPV is negative I Project

Additional data to be prepared for the Board of Directors

¢ Compare discount rate with rates offered by lenders, Central bank,
average rate of GKO

o |dentify whether all risks are appropriately accounted for in your
discount rate

o Do a sensitivity analysis, i.e. calculate NPV with higher and lower
discount rates (e.g. 70% and 90%)

ofcfae/Page 18
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Homework Problem 4: Your Enterprise

Required:
For your own enterprise:

1. ldentify a project in which you are interested that will require long-term
financing

Develop high-leveil cash flow estimates for the life of the project
Assume a discount rate of 40%

Apply the net present value formula using your cash flow estimates and the
discount rate from step 3

5. Choose the most likely source of financing for your project based on the
material presented today. Be prepared to explain why you chose your source
of financing

6. On your return you will be asked to make a 5-minute presentation to a potential
investor. Your financial advisor or another contact of yours has made an
appointment. You will bring your business plan, investment memorandum, or
issue prospectus to the meeting. What will you tell him in order to get him
interested enough to read your business plan?

ofcfGe/Page 23

Instructor’s notes:

Page 23



Homework Problem 4: Your Enterprise - Discussion

Introduction:

1) Why did you select this project?
2) Did you consider other projects? If so, why were they rejected?
3) Does the project make strategic sense for your enterprise? Why?

4) What is the perceived value of the project? Will it lower costs, increase
sales, improve competitiveness, provide entry into new markets?

5) Who will it benefit? Stockholders, customers, management?

6) Wouid you invest in this project?

ofcfle/Page 24

Instructor’s notes:

Begin by surveying the participants on the projects that they
have selected. It is a good idea to write them down on a flip-
chart or overhead slide as you will be discussing these projects
throughout the day.

Page 24

509



Homework Problem 4: Your Enterprise - Discussion (continued)

The following must be accounted for:

1) All cash inflows and outflows associated with the project
2) Increased working capital requirements

3) Disregard sunk costs (costs already incurred)

4) Opportunity cost, by looking at other alternatives

5) Overhead on an incremental basis (include additional costs, but not the
reallocation of current costs)

ofcfde/Page 25

Instructor’s notes:

After all of the selected projects have been recorded, start
examining the more interesting ones in greater detail. Have a
couple of the participants explain how they estimated cash flows
for the project. Set up a matrix on a flip chart or overhead to
record the cash flow figures.

Discuss the importance of estimating cash flows. It is the basis
for determining whether to pursue a project, so it is crucial to be
honest with yourself. Mention that they have only had a short
period of time to estimate cash flows and that for large projects
some companies may take months to do so. Use a matrix similar
to the one in the class example to display an example cash flows.
What is shown may be at a higher level (consolidating some items
into one line).

Page 25
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Homework Problem 4: Your Enterprise - Discussion (continued)

NPV Formula:
NPV=(CF1/(1+k) + CF2/(1+k)2 + CF3/(1+k)3 + CF4/(1+k)* + CF5/(1+k)?) - A
CFn = projected net cash flow for period n of the project

A = initial investment

k = discount rate

ofcf9e/Page 26

Instructor’s notes:

The next step is to discuss the NPV calculations.

Review the meaning of the discount rate. Use the tool for
calculating the discount rate as background in your discussion.
Stress that discount rates for ruble and dollar cash flow
projections will be different because of different risks involved.

Ask the participants how many of them were able to get to the
stage of calculating NPV. What prevented those who did not get
that far from doing so? (time, did not understand discount rate
calculation, had difficulty determining cash flows). If the problem
is a lack of understanding, spend a little more time on the
subjects in question before going on.

Review the NPV formula, explaining the meaning of the variables.

Select a couple of participants to demonstrate how they
calculated their NPV. They should begin by writing down their
projected cash flows for each year of the project and establishing
their discount rate. Do the cash flows and discount rate look
realistic? If not, ask what they are based on.

Have one of the participants demonstrate his NPV calculations.
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Homework Problem 4: Your Enterprise - Discussion (continued)

What type of financing have you chosen to pursue?

How appropriate is this source for your project?

ofcioe/Page 27

Instructor’s notes:

Return to the list of projects made at the beginning of the
discussion. For each project ask the respective participant what
kind of financing he has chosen to pursue. This discussion
should highlight the distinctions between equity and debt
financing. You should also inquire as to whether the participant
has considered sources of internal financing. Write down the
types of financing chosen on the flip chart or slide next to the
appropriate project. It is also important to ask how much the
participant hopes to raise through this financing.

Discuss the appropriateness in each case. Seek other
alternatives from the participants.

Propose the following scenario to the class: They have selected
a project based on the NPV method. Each has prepared the
necessary supporting documentation (ask for responses on what
that information should include). A potential investor has
expressed some interest in the project and has invited the
enterprise for a presentation. Each participant should now get up
and give a 5-minute presentation to the class explaining the
benefits of his project and why the investor would be wise to help
finance it.

After each presentation, poll the class on their response. Are
they interested? What else do they want to know? What makes
them hesitant to join in the project? After all have presented, poli
the class for the project that they li _? the best and would invest in
if they were an investment coﬁﬂﬂﬁé. What do they like?
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Homework Problem 4: Your Enterprise - Discussion (continued)

In Summary:
1) Companies should be looking toward continuous development
2) Financing is required for such development

3) Financing can come from inside the company or from outside sources and can
be for a short or long term

4) Financing has a cost

5) NPV is the best method for determining whether a project should be selected.
Explain that NPV seeks to find the present value of the expected cash flows of
an investment, discounted at the cost of capital. A positive NPV indicates that
the project will provide a return greater than the cost of capital, and therefore
should be seriously considered as credible

6) External long-term finance can come from debt financing or equity financing

7) Investors require substantial information (a business plan, an investment
memorandum, an issue prospectus) in a structured format so that they can
evaluate the benefits of the project

ofcf9e/Page 28
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“Aid” Fund An investment fund created with the participation of one or more
foreign governments with a political mandate to stimulate investment in the
region, usually in investments that might not otherwise receive financing.

American Depository Receipt (ADR) A security issued in the US to represent
shares of a foreign stock, enabling that stock to be traded in the US.

Asset Valuation An estimation of the true market value of an enterprise’s
tangible assets.

Asset Valuation: Cost Approach Asset valuation based on the cost of
purchasing a similar asset.

Asset Valuation: Direct Sale Comparison Approach Asset valuation based on
free market prices for assets of equal utility and quality

Asset Valuation: Income Approach Asset valuation based on the present value
of future income and benefits of assets.

Bond A long term debt of a firm. In common usage, the term bond often refers
to both secured and unsecured debt.

Book Value Value of assets in financial accounts of the enterprise

Business Valuation An estimation of the true market value of the business
operations of a going concern.

Capital Markets Valuation Business valuation which refiects value of shares by
comparison with prices of shares traded in a stock market

Cash Payback Calculation of the number of years required to recover the initial
investment in a project. Cash payback is a method of evaluating capital
expenditure proposals.

Charter Capital The original value of its share capital from privatization, plus any
adjustments made based on asset revaluation.

Commercial Paper Short term, unsecured promissory notes issued by
companies.



Company Valuation An estimation of a reasonable range of market values for
the company’s share capital, used by management to negotiate percentage
ownership to offer for a given amount of investment; May be done by company
or its financial advisors

Convertible Bond A bond that may be converted into another form of securitiy,
typically common stock, at the option of the holder at a specified price for a
specified period of time.

Corporate Finance The activities of deciding in which long term assets a
company should invest, raising cash for capital expenditure, and managing short
term operating cash flows.

Cost of Capital The weighted average of the required return on a company’s
stock and debt in capital markets. It is a cost from the firm’s perspective.

Discounted Cash Flow (DCF) An estimation of the benefits available to the
investor after paying all expenses related to operating the business. Future cash
flows are discounted back to their present value equivalent using a discount rate
that matches the investor’s required rate of return.

Factoring Sale of a company’s accounts receivable to a financial institution
known as a factor.

Fair Market Value (FMA) A reasonable estimate of the price at which property
would change hands between two willing parties.

Federal Commission for Securities and Stock Markets The governing body of
the Russian capital markets.

Financial Due Diligence A review of the financial situation of an enterprise to
determine the financial risks of investing in or being associated with the
enterprise from the point of view of an investor, including the identification of
future potential financial liabilities of the company.

Generally Accepted Accounting Principles (GAAP) A common set of
accounting concepts, standards, and procedures by which financial statements
are prepared in the US.

Global Depository Receipt (GDR) A security issued in more than one country to
represent shares of a foreign stock, enabling that stock to be traded in those
countries.



Goodwill The ability of a business to earn above normal earnings with the
identifiable assets employed in the business, based on the company’s name,
business reputation, and contacts. An intangible asset recorded only in a
merger, reorganization, or change of partners in a partnership.

Internal Rate of Return (IRR) A disoucnt rate at which the net present value of
an investment is zero. The IRR is a method of evaluating capital expenditure
proposals.

International Accounting Standards (IAS) A common set of accounting
concepts, standards, and procedures by which financial statements are prepared
in countries in Europe and in other countries.

Lease A contractual arrangement to grant the use of specific fixed assets for a
specified time in exchange for payment, usually in the form of rent. An operating
lease is generally a short-term cancelable arrangement, whereas a capital lease
is a long-term noncancelable agreement.

Legal Due Diligence A review of a firm’s privatization, current structure,
contracts with suppliers and customers, etc. from a legal standpoint, to identify
any possible future legal claims against the company.

Liquidation Value Value of an enterprise assuming the company’s operations
are expected to be discontinued and that its assets will be sold on a “piecemeal”
basis.

Market Value of Equity The current market value of all shares is the price at
which the shares would change hands if sold in an open market between a
willing buyer and seller, and reflects the market’s view on the future earnings
potential. The process of valuation attempts to determine this figure.

Mutual Settlement/Offset Cash obligations between companies which are
settled by delivery of goods between two or more parties

Net Present Value (NPV) The present value of future cash returns, discounted
at the appropriate market interest rate, minus the present value of the cost of the
investment. NPV is a method of evaluating capital expenditure proposals.

Nominal Capital Charter capital.

Overdraft Facility Ability for the company to withdraw more funds than its has
on deposit at the bank
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Portfolio Investor An investor seeking predominately a financial return from an
investment. Includes investment funds, pension funds, insurance companies,
etc.

Pre-emptory Rights Rights of existing shareholders to purchase the shares in a
new issue in proportion to current holdings.

Private Placement The sale of a security directly to a limited number of
investors.

Professional Association of Securities Markets Participants (PAUFOR) A self
regulatory organization uniting securities markets participants setting standards
and influencing regulatory reform in the capital markets in Russia. Also runs an
interregional electronic securities trading system similar to the NASDAQ system
in the US.

Prospectus The legal document that must be given to every investor who
contemplates purchasing registered securities in an offering. It describes the
details of the company and the particular offering. The Russian statutory
requirements for a prospectus do not currently provide information sufficient for
a potential investor to make an investment decision; therefore some Russian
companies have also created a “selling memorandum”, which is similar to a
western prospectus, to provide this information.

Receiving Banks Banks accepting applications and payments from investors in
new issues of securities.

Rights Issue An issue of rights to purchase new shares. Applicable in countries
where preemptive rights exist (as in Russia as per the Joint Stock Company Law
of January 1, 1996).

Securities and Exchange Commission (SEC) The governing body of the US
capital markets.

Selling Memorandum A document similar to a western prospectus which
includes information (not included in a Russian statutory prospectus) needed to
sell shares in a public issue.

Share Capital Charter capital plus any equity generated by past retained
earnings, sale of shares over nominal value, etc.

Share Trading Price In developed capital markets, the current trading price per
share multiplied by the number of shares should give the market value of equity.
In Russia, however, the shares of few companies are actively, and openly traded,
making this a poor indication of true value.
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Strategic Investor An investor seeking benefits other than purely financial return
from an investment, and offering benefits other than purely finaincing. Usually a
company in a similar, related, or the same industry.

Terminal Value Present value of cash flows in perpetuity after a project has
reached a stabilized level of operations (stable growth and sustainable profit
margins). Part of the net present value of a project.

Tolling A means by which a processor is provided with raw materials at no cost,
processes them and returns the finished product to the owner. The processor is
compensated by the owner for this work.

Trade Credit Credit received from suppliers in the normal course of business

Trade Transactions Valuation Business valuation which is based on the price
paid for similar companies when sold to another company or investor

Underwriter An investment firm which buys an issue of securities from the
issuer and resells it to investors.

Venture Capital Investment funds earmarked for high risk investments, requiring
corresponding high returns. Usually funds for start-up businesses.
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Tool for Calculating Net Present Value (NPV) of an Investment Project

e Calculate capital investment required to implement the project
» Forecast net project cash flows

* Assess risks associated with the project

+ Estimate the appropriate discount rate

e Calcuiate NPV, using discounted cash flows

Reject projects with negative NPVs. Accept projects with positive NPVs.
If projects are mutually exclusive, select the project with the highest NPV.

ofcf/Page 5
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Calculate Initial Capital Investment Required for Project Start-up and
Investment Requirements for Each Year of the Project

Enter cash inflows as positive and cash outflows as negative.

Capital investment

Initial

Year 1

Year 2

Year 3

Year 4

Year 5

Total

Depreciable
Basis

Land

Buildings
Equipment
Instaliation costs

Other

Total Investment

ofcffPage 6
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include Only Relevant Cash Flows into the NPV Calculation

* Only incremental cash flows should be included: enterprise CF with project
less CF without project

e Account for all cash inflows and outflows directly associated with the project
¢ Only quantifiable and traceable to the project costs shouid be included

e Sunk costs (costs already incurred) should not be included

¢ Fixed costs not directly associated with the project should not be included

e After tax cash flows are relevant (deduct tax payments)

+ Depreciation is not a cash outflow, but the reduction of taxes based on
depreciation expense needs to be accounted for

* Investments into working capital over the life of the project should be
properly accounted for

ofcf/Page 7
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Take Inflation into Account When Forecasting Project Cash Flows

Inflation will have impact on costs of inputs as well as your sales prices
» forecast impact of inflation on costs of raw materials, energy, labor, etc.
s price increases for different inputs may vary
« make a realistic forecast of your ability to raise prices of your products while
staying competitive
s if you incur most of your costs in rubles, but most of sales are export sales
for dollars (or other currency), you will be exposed to foreign exchange risks
Take inflation into account and forecast nominal cash flows for each year of
project life.
You have to treat inflation consistently: if your discount rate is a nominal rate,
then cash flows should be estimated in nominal terms as well.

ofcffPage 8
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Instructions to Cash Flow Forecasting Worksheet

A. Forecast project startup costs and the time at which the costs will be incurred
B. Forecast sales
— consider at least three possibilities (best, worst, expected)
C. Forecast production costs (those not included in startup costs)
— all labor, energy, materials, or other costs applicable to production
D. Forecast operating overhead costs and sales costs

— administration costs, all non-profit taxes, selling costs, transportation
costs, and any other cost not related to production

E. Estimate depreciation on the new assets

F. Calculate profit tax considering any likely tax breaks (including interest expense
deductions)

G. Estimate the additional investment required to build up working capital
H. Consider what new investments can be funded from project cash flows

ofcf/Page 9
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Forecast Net Project Cash Flows

Enter cash inflows as positive and cash outflows as negative.

Year O Year 1 Year 2 Year 3 Year 4 Year S

Sales volume {in units)
Inflation for the period
Sales price

Sales revenue
Royaity paymaents
Raw materials

E lectricity

Gas and water

Spare parts
Depreciation-Building
Depreciation-E quipm ent
W ages

Overhead expenses

E arnings befare taxes
Taxes

Earnings after taxes
Add back depreciation
Project cash fiows
Working capital needs
Capital investment
Salvage value

Net Cash Flows

ofct/Page 10
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Alternate Tool for Forecasting Project Cash Flows {(Example)

Totat Sales Sales Raw
Year Land Qty Sales Price Resenue | Materials
[ g T 3.500 LIRALE B g
T = T T 13786 V3.786 | 757
Z - 150 5 16267 23307 - 4,
K B 175 ¥ T87UB 3273 [ 6.548
T B — 200 T 20578 4T.157 [ 8.237
5 - 275 ¥ 22 50.005 - 70,007
(] B — 250 ¥ 23780 59.45T - 118
7 N 250 325545 361 |- 1272
B - 750 327255 | - 13673
Project
Gas and Taxes at | Eamings Cash
Electricity] Water 35% After Tax Flows
= 5 - 3,500
5B ———ET T 0EE B 3 3,355 X597
TR |- 76 |- 25| 4.7 7977 [~ 8199
- 2. - 1637 - 5689 10377 A
[ 32932675 |- 257 B X T2569 | 1289
[ 3500 3500 7.507 25 = 5,157 T5.05T | T5.276
5985 | 5 g 25 - 129 16,867 g
- 53T~ 5089 [ 25| ERLEL 15485 18718
[ BE07 |- 8466 I [~ 251 - ; 19,738 19,373
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Instructions for NPV Calcuiation Worksheet

Write net cash flows for each year of project life in column A.

Calculate the discount factor for each year and write in column B.
—Discount factor for year n = 1/(1+discount rate)"

You may take the discount factor from the Discount Factor table.

Multiply net cash flows (column A) by discount factor {column B) and write

results in column C.

Sum the discounted cash flows in column C. This is the present value of

cash flows from the project.

Subtract the initial investment. You have calculated the Net Present Value

of the project.

ofci/Page 12
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Calculate Net Present Value of the Project

lp -~ initial investment,

NPV = (CF,/{1+k) + CF,/(1+k)? + CFy/(1+k)3 +
CF, -- net cash flow in year n,

..... + CF,/{1+k)") - g
k -- discount rate, 1/(1+k)" -- discount factor

Year

Net cash flow
A

Discount factor
B

Discounted cash flow
c

Year 1
Year 2
Year 3
Year 4
Year 5

Year n

CF,

1/(1+K)"

CF,/(1+k)n

| Add up: Brasent Value
Subtract: Initial Investment

Net Present Value

ofct/Page 13

Page 13

26



Discount Factor table

Discount Factor = 1/(1+k)"

Period
(n)

COVWNROHWN 2O

-

Period
(n)

OO @NDPNAWN O

=
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10%
1.000
0.909
0.826
0.751
0.683
0.621
0.564
0.613
0.467
0.424
0.386

55%
1.000
0.645
0.416
0.269
0.173
0.112
0.072
0.047
0.030
0.019
0.012

15%
1.000
0.870
0.756
0.658
0.572
0.497
0.432
0.376
0.327
0.284
0.247

60%
1.000
0.625
0.391
0.244
0.163
0.095
0.080
0.037
0.023
0.015
0.009

20%
1.000
0.833
0.694
0.579
0.482
0.402
0.335
0.279
0.233
0.194
0.162

65%
1.000
0.606
0.367
0.223
0.135
0.082
0.050
0.030
0.018
0.011
0.007

Discount Rate (k)
25% 30% 35% 40%
1.000 1.000 1.000 1.000
0.800 0.769 0.741 0714
0.640 0.592 0.549 0.510
0.512 0.455 0.406 0.364
0.410 0.350 0.301 0.260
0.328 0.269 0.223 0.186
0.262 0.207 0.165 0.133
0.210 0.159 0.122 0.095
0.168 0.123 0.091 0.068
0.134 0.094 0.087 0.048
0.107 0.073 0.050 0.035

Discount Rate {k)
70% 75% 80% 85%
1.000 1.000 1.000 1,000
0.588 0.571 0.556 0.541
0.346 0.327 0.309 0.292
0.204 0.187 0.171 0.158
0.120 0.107 0.095 0.085
0.070 0.061 0.053 0.046
0.041 0.035 0.029 0.025
0.024 0.020 0.016 0013
0.014 0.011 0.009 0.007
0.008 0.006 0.005 0.004
0.005 0.004 0.003 0.002

45%
1.000
0.690
0.476
0.328
0.226
0.156
0.108
0.074
0.051
0.035
0.024

90%
1.000
0.526
0.277
0.146
0.077
0.040
0.021
0.011
0.006
0.003
0.002

50%
1.000
0.687
0.444
0.296
0.198
0.132
0.088
0.059
0.039
0.026
0.017

95%
1.000
0.513
0.263
0.135
0.069
0.035
0.018
0.009
0.005
0.002
0.001

100%
1.000
0.500
0.250
0.125
0.063
0.031
0.016
0.008
0.004
0.002
0.001
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Calculating a Discount Factor and Cost of Capital (WACC)
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Considerations in Selecting a Discount Factor

in order to select the best projects, it is essential to apply an appropriate discount
factor to your calculated cash flows. But what is the right discount factor?

* The appropriate discount factor depends on the financing or capital used for the

project

- If internally financed the rate is dependent on the cost of the company’s
debt and equity, which is the cost of the company’s capital:

portion of short-term debt that will be extended into the long-term
long-term debt
preferred stock
common equity

— If externally financed the rate depends aiso on the new debt and new
equity costs.
The cost of debt or equity is the payments the company makes for that type of

financing.

e For debt this is the interest payments and transaction costs
e For equity this is the dividend payments and selling costs of new share issues in
addition to the growth in price of the currently outstanding shares that
shareholders expect in order to keep the shares.
-~ If the enterprise is not currently making dividend payments, this does not
mean there is no cost of its equity

ofcfiPage 16
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Caiculating Discount Factors is Very Subjective

Some inputs to the formulas for calculating discount factors are market based; some are
judgmental. The latter depend on your view of your project and the Russian economy as a
whole.

Calculating discount factors is therefore an uncertain exercise; but if business were
always a certain endeavor, we would all be billionaires

So why is it useful to calculate a discount factor and discount cash flows?
» For better understanding of the project and its benefits:

- forces the project manager to quantify all relevant factors relating to
undertaking the project

+« For comparison purposes:
— selecting among projects - if your methodology is consistent, you will make the
right decision in selecting among projects for financing
- evaluating projects over time - again, if your methodology is consistent, you wiil
be able to judge over time how your view of the project or the economy has
changed, and therefore how value of the project has changed
= For presenting to potential lenders/investors:
— lenders/investors may disagree with the discount factor you came up with, but
you will have a negotiating position to start with, and they will be impressed that
you have considered all relevant factors in selecting your project

ofctiPage 17
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A Discount Rate Might Be Based on the Company’s Cost of Capital

» What specifically constitutes a discount rate for a potential project?

» The appropriate discount rate for any project is the rate of return which should be
expected if you invested in a different project with similar risk.

+ In theory, the discount rate should take into account the structure of the financing used
for the project, weighted appropriately. The cost of capital for a project cannot be only the
cost of debt financing, however, because the enterprise will not be able to continue to
finance all development with debt; the cost of debt will rise with increased leverage of the
company, and will eventually become unavailable; the company wiil eventually be forced
to resort to equity financing.

¢ The discount factor should not be higher for later projects, which will have to be financed
by equity financing, than for earlier projects, financed by debt, if they have the same risk.

+ Therefore the cost of capital should always be equal to a weighted average of existing
debt and equity in the company and the new financing (be it debt or equity):

Weighted Average Cost of Capital (WACC) =(cost of debt)*(% of debt) + (cost of equity)*(%
of equity) .
 Example: A project requiring RU 2 b is financed with RU 1.5 b of debt at 120% yearly
interest and RU 0.5 b of equity which currently provides investors a return of 140% yearly:

Weighted Average Cost of Capital (WACC)=(1.2)*(1.5/2) + (1.4)*(0.5/2) = 1.25 or 125%

ofcf/Page 18

Answer: There is no one right answer. If both projects are financed
identically, the appropriate rate is probably the rate calculated using the
proposed discount rate equation and not the WACC. Why? Because of
the difficulties in calculating return on equity in Russia.

This example highlights the subjectivity in calculating discount factors -

because if there were no ambiguities, both calculations would provide the

same result.
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An Alternative is to "Build” a Discount Rate Based on a "Risk Free” Rate
and a Risk Premium

In practice, especially in Russia, WACC is difficult to calculate, especially because of the
difficulty in finding the cost of equity, therefore a reformation is proposed:

Proposed discount rate = Risk-free rate + Risk premium

The risk-free rate (or reduced-risk rate) in Russia represents the rate of return an investor
can expect from putting money into the most reliable financial instruments available for
the same time horizon (in Russia).

A hypothetical example (estimating these rates is explained below): The risk free
rate is 130% and the risk premium on a project is 8%.

Proposed discount rate = 130 + 8 = 138%

Question: If the projects in both examples above have the same risks, which is the
appropriate discount rate?

Answer: Theoretically, they should give the same answer. In practice, there will usually be
a difference. It is up to management to reconcile these figures, based on the assumptions
used in calculating each.

The rest of this document discusses how to approach the problem of choosing a risk free

rate and a risk premium for a project.

ofcf/Page 19

Page 19




What is a Risk-Free Rate and How Do You Choose One?

In a stable economic environment government securities are regarded as the most risk
reduced (or risk-free) investments as these instruments are backed by the national
government,

. Examples of real risk-free rates:
— Rates on treasury bills
~ Rates on government bonds
Which rate best reflect the real risk-free rate in Russia?

* Since capital markets are still developing in Russia, it's recommended to take into
account several financial instruments to determine an appropriate real risk free rate, for
exampie: e:

~ Average rates of GKO and OGSZ
- Rates offered by lenders
- Returns from holding hard currency (currently artificially low due to ruble corridor)
~  Central bank discount rate
¢ The risk-free rate you choose takes account of expected future inflation and the
minimum returns available by selecting the safest financial instruments available.
« The main problems with using any of the securities listed above as the basis for a risk
free rate are
-~ they are not themselves freely traded in the market

- the terms of these securities do not correspond to the time horizon of most investment
projects.
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Interest Rates on Securities Have Two Components

Let’s consider the following financial markets information:

6 month GKOs are at 190% annual interest rate

Central bank lending rate is at 140%

Bank interest rate (annual) on hard currency depaosits - 16%
Average lending rate of the top 25 Russian banks - 180%
Ruble inflation is currently at 2.8% per month

These rates have two components:
1) The real risk free rate (without inflation)

2) Inflation component
Let’s consider two of the instruments listed above

GKO rate for 6 months; 85%
Ruble inflation rate for 6 months: 18%
Real risk free rate: 67%
Bank rate (annual) on hard currency deposits: 16%
Yearly dollar inflation: %
Real risk free rate: 13%
ofcf/Page 21
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Calculating a Real Risk Free Rate

Real risk free rate from 6 month GKOs: 67%
Real risk free rate from rate on hard currency deposits: 13%
Why are they so different?

e The GKO market is heavily regulated and excludes major piayers (foreign
investors) from participating in any substantial numbers. Therefore, this is
not a true market rate.

s The ruble corridor keeps the rate on hard currency deposits in Russia
artificially low. This is also not a true market rate.

So what is the true real risk free rate?

Based on averages of rates determined by the method above and other
analysis, the current real risk free rate in Russia is believed to be between 20%
and 25%.

Inflation would need to be added back to the real risk free rate to get the
nominal risk free rate to discount nominal cash flows,

ofcf/Page 22
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Adjusting the Risk Free Rate for the Time Horizon of the Project

Let’s imagine you have a project from which cash flows are projected for ten years. How
will you choose a nominal risk free rate?

Real risk free rate + inflation component = 23% + 80% = 103%

But how long do you expect inflation to continue at this rate? For the entire time horizon
of the project (10 years)? If not, adjustments need to be made to arrive at appropriate
risk free rates over time., These adjustments are subjective and depend on your view of
the timing of economic recovery in Russia. If you expect a partial recovery of the Russian
economy, you might forecast yearly inflation to drop to 55% after two years, then to 35%
after two more years, then to 15% for the remainder of your time horizon.

Therefore your risk free rate would be equal to:

1986-1997: 23% + 80% = 103%
1998-1999: 23% + 55% = 78%
2000-2001: 23% + 35% = 58%
2002-2005: 23% + 15% = 38%

If you are able to obtain subsidized financing, at rates significantly less than
commercially available rates, then this rate can serve as the risk-free rate for further
calculations, but should first be adjusted upward to take into account market
requirements to arrive at a risk-free rate, if the subsidized rate won-t be available
throughout the life of the project.
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What is a Risk Premium and How do You Choose One?

The final step is to choose a risk premium for the project. The risk premium is the extra
return required on the project which investors demand to pay for undergoing risks not
already considered in the risk-free rate and not reflected in the project's cash flows, such

as:
« Additional project risks ( estimated between 0% and +20%):
— Risks not reflected in the business plan or cash flows but specific to the project
« Business risks (estimated between -10% and +10%)

- Financial leverage of the company, i.e. debt/equity ratio (as leverage increases,
risk associated with the company increases - the interest it must pay before
distributable profits becomes greater)

— new legislation specifically affecting the company’s operations
- new competitors entering the market
+ Foreign exchange risks (estimated between -10% and +10%)
- for projects with settlement in hard currency only
A negative value means risk is being removed due an expected positive effect.
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Choosing on a Risk Premium

Your project is to build a baby-food factory using only locally grown, and ecologically
clean products. Your main business is processing of rare earth metals. Also, the new local
governor s wife is pregnant with twins.
s Additional project risks (here choose +12%):
— You are aware of some internal management conflicts which may affect the
project
e Business risks (here choose +10%)
— New environmental legislation might negatively affect your production
process
+ Foreign exchange risks ( here no effect)
- all your cash inflows and outflows will be in rubles
In this project the resulitant risk premium would be 22%.
Question: If your rate is less than zero this means your project is less risky than currently
available financial instruments considered the most risk-free. Is that a good assumption?

Answer: No, its not a good assumption. By making this assumption you are assuming the
government is more likely to default on its debt than the risk of your project- s defaulting.
You may argue the government is on the brink of default already while your project is
rock solid, but to the investor who assesses the project, and who invests, the cash flows
from your project will not be available, due to instabilities introduced by government
default. Therefore, the minimum risk premium should always be higher 0% or higher.
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Your View on the Economy also Influences the Risk Premium

Based on conversations with foreign portfolio investors, current risk premiums in Russia
tend to be between 20% and 30%. In developed markets, risk premiums tend to be 6%
to 8%.

The risk premium can also vary over time as business and project risks in Russia decline
with a stabilization of the economy. This again, depends on your view. Let’s assume you
believe in rapid stabilization of the factors affecting the risks of your business and your
project. You might decide on the following risk premiums:

1996-1997: 22%
1998-1999: 18%
2000-2001: 15%
2002-2005: 12%
ofct/Page 26
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Calculating Discount Factors

Choosing a risk free rate
« Select a real risk free rate: 23%
¢ Ad inflation component:

Choosing a risk premium
+ Calculate risk premium:

1996-1997: 23% + 80 = 103% — Project risks , + 12%
1998-1999: 23% + 55% = — Business risks
78% + 10%
2000-2001: 23% + 35% . )
9 — Foreign exchange risks
=58% + 0%
2002-2005: 23% + 15%
=38% — Total risk premium: + 22%
e Adjust over time:
1996-1997: 22%
1998-1999: 18%
2000-2001: 15%
Calculating the discount factors: 2002-2005: 129%
1996-1997: 103% + 22% = 125%
1998-1999: 78% + 18% = 96%
2000-2001: 58% +15% =73%
2002-2005: 38% + 12% = 50%
ofcf/Page 27
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A Question Commonly Asked About the Discount Rate

I've got a subsidized loan at 40% to finance my whole project, and at this rate the NPV of
my project is positive, but at the rate | calculated using this tool, my NPV is negative. Why
shouldn’t | just use the rate of my subsidized loan.

The rate calculated using this tool attempts to find a rate which will enable you to
select projects allowing follow-on investments in the future. if your project provides a
return only slightly higher than 40% over the life of the project, while the market is
providing a return of 120%, then when it is time to refinance you will have to find
another subsidized loan because your past return has under-performed the market.
Choosing your projects based on the discount factor calculated using this tool shows
the minimum levels of return the market will require enabling senior management to
stimulate project initiators to find ways to reduce costs or increase revenues until the
project’s cash flows meets the demands of the market. In this way, your company will
be stimulated to become efficient, technologically advanced and responsive to the
market and will, therefore, flourish in the market and not be dependent on subsidized
loans.

If you can’t find a project that provides a positive NPV using the discount rate
calculated using the tool, you either have selected a project the market will not support
or are not carrying-out the project in the most efficient manner, so you will have to find
a subsidized rate to support your project now, and in the future.

If the subsidized rate is for the entire period of the project, the subsidized rate should
still not be used as the discount rate, but should be incorporated into the WACC, as
explained earlier.

ofcf/Page 28

Page 28

303



ofct/Page 29

Sources of Financing: Contact Information

Page 29

S0



ofcf/Page 30

Aid-Funded Sources of Finance

Criteria & Procedures
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International Organizations Offer Several Types of Support

Type of Assistance imvestment | oPIC MIGA TDA

DirectLoans

Equity Investments

Loan Guarantees

Political Risk Insurance

Grants

ofciiPage 31

This is an overview slide that introduces the basic services available from
different international lending agencies

It is meant as an introductory slide that sets up the flow of the rest of the
section
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Multilateral Institutions such as the EBRD and the IFC Provide Project
Financing Through Loans, Loan Guarantees and Direct Investment

The European Bank for Reconstruction & Development (EBRD) is a multiiateral
financial institution lending and investing exclusively in the countries of Central
and Eastern Europe. The EBRD and IFC have many similarities in their services
and strategies:
« The bank provides loans, equity investments and debt guarantees to:
— help develop the private sector
— increase foreign direct investment
— create and strengthen financial institutions
— build a modern infrastructure
— promote smalil and medium-sized enterprises
— improve the environment
o The EBRD was established in 1991, with capitalization of over $12 million
¢ The U.S.A., Japan, and the countries of the EU are the largest shareholders
s At least 60% of its lending must go toward private sector development
projects
¢ To date, the EBRD has spent over $2.8 billion in the NIS
e Target sectors: telecommunications, energy, transportation, infrastructure,
and banking

ofcfiPage 32

» The EBRD and IFC are discussed jointly, because of the
similarities in their services and strategies

» This slide provides background on EBRD only. The IFC
background follows
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International Finance Corporation

Background

e The IFC is a member of the Worid Bank Group, established in 1856 to
encourage private sector development in developing countries

e The IFC’s authorized capital is $2.45 billion
e The IFC has a mandate to:

Provide loans and equity to viable private sector projects
Mobilize capital from other sources
Provide advisory services

The IFC provides a full array of financial products and services either alone or in
combinations:

ofchPage 33

Long-term loans

Equity investments

Quasi-equity instruments (subordinated loans, convertible debentures
preferred stock, income participating notes)

Guarantees and standby financing

Risk management (intermediation of currency and interest rate swaps,
provision of hedging facilities)

» This is simply a background slide on the IFC
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The EBRD and IFC Take a Similar Approach Toward Project Financing

Their primary targets for financing are:
+ Private companies, or state-owned enterprises undergoing privatization
» New companies, including joint ventures with strategic investors
* Projects which have a "multiplier effect” such as demonstrating additional benefits to
the local economy, mobilizing co-financing or relieving infrastructure bottlenecks
Both seek to provide the form of financing that best matches a project, but certain
guidelines apply
e Project Size
— The EBRD will fund up to 35% of the total cost of a greenfield project, or 35% of
the long-term capitalization of an established company
— Typical EBRD projects are based on no more than 2/3 debt financing and at
least 1/3 equity financing
— The IFC will usually provide loans for up to 25% of total cost for greenfield
projects or 40% of total project case in case of expansions
— The IFC will only make equity investments of 10-15% of total project cost
— The EBRD generally spends no less than $7 miilion for any single project, while
the IFC prefers at least $10 million. The range for IFC projects is $1 million to
$100 million
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The EBRD and IFC Take a Similar Approach Toward Project Financing (2)

Both seek to provide the form of financing that best matches a project, but certain
guidelines apply (cont.)

» Significant equity contributions from other investors are required. In greenfield projects
or new joint ventures, industrial sponsors with special technical skills are expected to
have a maijority interest or adequate operating control

¢ Equity from sponsors may be in the form of cash, equipment, or machinery
« Neither the EBRD or the IFC will finance the purchase of existing or new shares
Lending rates and terms are based on commercial norms

« Both institutions operate on a commercial basis, and price their loans at market rates
reflecting country and commercial risks

+« Currencies
— Both will loan in major hard currencies, as best suits the project
-~ The EBRD will also loan in local currency

¢ Security

— Loans are usually secured with project assets, such as: a mortgage on fixed or
movable assets; the assignment of the company's hard currency and domestic
currency earnings; a pledge of the sponsor’s shares in the company

ofcl/Page 3§
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The EBRD and IFC Take a Similar Approach Toward Project Financing (3)

Lending rates and terms are based on commercial norms (cont.}
+ Interest Rates
— Rates may be fixed or variable

— Rates are set at a margin over a market benchmark - usually LIBOR + a spread
that reflects current country and project risk
- Each institute offers hedging instruments to manage commoaodity, foreign
exchange, and interest rate risks
» Repayment
- Loan maturities range from 5-10 years for the EBRD and 7-10 years for the IFC,
depending on the project’s operational requirements

— Repayment of principal will normally be in equal, semi-annual installments
— Loans must be paid back in the currency in which they are originally lent

» Fees
— Front-end fees will be charged at signing to cover administrative expenses
- Commitment fees on un-disbursed (but approved) loans are also charged
— Syndication fees will be charged in cases of financing through third-party banks
and funds
— An annual supervision fee may be charged
ofcfiPage 36

The IFC's instruments to assist with risk management are:
* Instruments
» Swaps, options, forward contracts
* Services

« commodity price hedging, currency risk hedging and interest

rate risk hedging
* Guarantees
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The EBRD and IFC Take a Similar Approach Toward Project Financing (4)

Lending rates and terms are based on commercial norms (cont.)

* Expenses
Sponsors will be responsible for reimbursement of both institutions’

out-of-pocket expenses, as well as fees for technical consultants and
outside legal counsel

* Insurance
Funded companies must obtain adequate insurance against normailly

insurable risks, but not against political risk or non-convertibility of

currency

s Recourse
Recourse to a sponsor is not required, but both institutions may seek

specific performance and completion guarantees from the sponsors

Finally, both institutions avoid government-guaranteed projects

ofctiPage 37
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Both the EBRD and the IFC Have High Standards for Selection

Hard currency generation

* |FC projects must generate hard currency, or have reliable access to conversion
mechanisms

+» For an EBRD loan to be made in hard currency, the project must demonstrate the ability
to generate hard currency or the ability to absorb increases in local currency financing
costs should there be any devaluation during the loan period

Enterprise/project management

+ Neither institution takes an active management role in their projects. Therefore, quality
of project management is a key evaluation factor

 The IFC looks for projects which include a strong Western partner with the management,
market and/or technical expertise to assume managerial control over the project

Commercial viability

s Strong, committed sponsors: technically and financially

+ Financially, commercially and environmentally sound and feasible
Strategic Goals

« Muitiplier effect (i.e. additional benefits beyond simply firm-level assistance)

s Fit with country development strategy
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» The purpose of this slide is to highlight the main areas of focus that

the EBRD and IFC use when evaluating a project. It should be

stressed that the cash flow and other financial requirements must

be CREDIBLE, and that this is where problems often arise

» “Multiplier effect’ refers to the idea of projects which have
additional benefits beyond simply firm-level assistance. For
example, if restructuring a large distribution and wholesaling
enterprise results not only in a healthier company, but also
increased access to consumer goods for the population, that is a
multiplier effect
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Equity Investments

Equity investments are undertaken by the EBRD and the IFC in a variety of forms

Subscriptions to ordinary or preferred shares

Subordinated loans

Debentures and income notes

Redeemable preference shares

Underwriting of share issues by agreeing to subscribe to shares in the future

When the EBRD or IFC takes an equity stake it expects an appropriate return on its
investment. It will have a clear exit strategy and will only take a minority position

The terms and conditions of investment in a particular project will depend on the risks
and anticipated returns of the project
They do not seek or take a controlling interest in or direct responsibility for managing
enterprises

— IFC investment terms will usually provide for a put option for the sponsor
The EBRD will not take long-term stakes

The IFC can make long-term investments of 8-15 years, but the exit strategy must be
defined up front

— Pubilic listing is the preferred exit mechanism
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The EBRD Requires a Detailed, Thought-out Business Plan

Companies seeking private sector development financing from the EBRD should be
prepared to submit:

* A Business Plan which includes

— A brief historical and current description of the company

- What the company plans to become during the term of the proposed loan
-~ Products
- Management
- Marketing
- Production facilities

—~ An Investment Plan which
— Focuses on the investment program, including its total cost
— Describes what the company will do with the proceeds of the loan
— Details what machinery will be purchased and where it will be installed

- Includes a detailed financing plan which spells out the timing of all
financial requirements, and how each will be met
A detailed template for an EBRD business plan has been provided separately
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* A handout EBRD business plan template is included in the module,
and should be handed out to participants at the beginning of the
section on ILA Financing
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The EBRD’s Project Cycle (1)

Project Formulation

Key Events
+ Formulation of
concept
<« Identification of
partners
« Market research
« Business planning

2

Initial Approach

Y

Key Events
+ Contact Russian EBRD
office
+ Submission of
business plan
« EBRD assigns
Operation Leader (OR)
to project
« OL advises client on
procedure, potential
structuring options
REQUIRED INFORMATION
= Shareholders, local &
foreign
» Business and project
rationale
+ Initial proposal for
EBRD involvement

* Revisions to Initial Approach

Concept Clearance

Does the
proposal fit the
EBRD's guide-
lines and
strategies?

The EBRD does an initial review of all projects for
basic credibility and fit with EBRD country strategy

ofctPage 41

5

4

Mandate Letter

« Basis of a working
agreement

« Signed by both
parties

+ Sets outworking
procedures of the
Bank

« Legal requirements
of entry into working
relationship

» ltis not necessary to go through the details of these process slides.
They are meant to give an understanding of how complicated and

arduous the EBRD’s project cycle is

» The main point here is that the EBRD does an initial review of all

projects for basic credibility and fit with EBRD country strategy
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The EBRD’s Project Cycle (2)

5 Initial Revi Resolution of Key
n eview Issues by Sponsors

Key Events
= Operations Committee, - .
comprised of senior Bank Final Review
management, discusses the
project Key Events
« Strategic and operationat - Draft Final Review Package
issues that require special Have key is returned to the Operations
assistance are identified strategic and — Committee, whichfocuses |
—% REQUIRED INFORMATION operational issues on: >
A Feasibility Study* that been resolved? « Successful resoiution of
incorporates. any outstanding
» Detailed description of the business and credit
enterprise issues
+ Financial statements audited + Readiness for
to intemnational standards implementation
« Financial projections « Consistency with the
« Information on relevant laws - policy and portfolio goals
« Environmental studies and ] € 2 of the EBRD
compiiance information g g ‘S 5
+ Legalforms and issues slet. E =
18|18 |5 52
Environmental Appraisal S1sls518I1S5
« Environmental assessments & audits
« Incorporation of environmental Approval by Relevant
conditionality into legal docs. EBRD Departments
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* There are two things worth pointing out here:

* There is arigorous environmental component to the review
process

* The multitude of required approvals, each of which can lead
to changes in the project, and delays in the process
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The EBRD’s Project Cycle (3)

Board Approval

Executive Committee
Review

Key Events
« Project is seen and reviewed
by the EBRD President and
vice-presidents

Key Events
« EBRD Board has final
responsibility for project
approval

Timing
+ The Board meets twice
monthly
« Regquires at least three weeks
to review prior to
consideration

Disbursement &
Implementation

Total Time Required for Process: 5 months - 2 years
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« Stress that 5 months is rare for wrapping up a project. 1.5to 2

years is much closer to the norm.
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The IFC Requires a Detailed Investment Proposal

Companies approaching the IFC should prepare an investment proposal
containing the following preliminary information:

» Brief description of the project

e Sponsorship, management and technical assistance:

e Marketing and sales:

¢ Technical feasibility, manpower, raw material resources, and environment:
+ Investment requirements, project financing, and returns:

e Government support and regulations:

* Timetable envisaged for project preparation and completion

A detailed template for an IFC investment proposal has been provided
separately
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* An IFC Investment proposal template is included with this module
and should be handed out to participants at the beginning of the
ILA Financing section
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The IFC Project Cycle is Slightly Less Complicated than the EBRD’s

Initial
Approach

Rejeue"
e
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Appraisal
Accepted Approvalby | Rejected
»| committeaof f———E3
IFC senior
management
Y op
Approval of
agreed terms b
" Terms agreed gn : 1 ¥ Approval by Rejected
- ~eg or Temms IFC/World
of terms Specialized acceptet | Bank Board of >
Functional Directors
Terms rejecied Department
Approved
Y
Mest Execution
disbqrgemem ofiegal
Conditions met
DISBURSEMENT - ! |
Documents prepared
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The Overseas Private Investment Corporation (OPIC) is a United States
Government Agency Supporting Private Sector Development in Russia

OPIC assists American investors through 4 main investment promotion activities:
* Financing projects through loans and loan guaranties
e Supporting private investment funds
¢ Insuring investments against a variety of palitical risks
+ Outreach activities designed to inform the American business community of investment
opportunities overseas
OPIC is a self-sustaining agency. However, all of OPIC- s financing and insurance obligations
are backed by the full faith and credit of the United States of America
As a U.S. Government entity, there are a number of guidelines to which OPIC adheres:
« Projects must demonstrate a potential for positive effects on the U.S. economy
* Projects must be responsive to the development needs of the host country, and they must
foster private initiative and competition
* Projects may not include “trade-related” performance requirements
* Projects may not have a major adverse impact on the environment of the haost country
» OPIC will not support projects that contribute to violations of internationally recognized
worker rights
+ Financing is not available for projects that can secure adequate financing from commercial
sources
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The Overseas Private Investment Corporation (OPIC) is a United States
Government Agency Supporting Private Sector Development in Russia
(continued)

“Positive effects on the U.S. economy” are measured by weighing balance of
payments and employment effects of the project. Also:

* flevel of U.S. procurement
* net financial flows
+ net project exports to the U.S.

* no “Runaway Plants” that is, the substitution of existing U.S. facilities
with a foreign plan to produce for the same U.S. or export markets

Trade related performance requirements refer to requirements covering local
content and maximum import and minimum export levels, where the effect is
to reduce U.S. trade benefits that would otherwise accrue
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Investment is the Key Element of any OPIC Project

OPIC Financing and Insurance is only available for projects that involve equity investment
by a U.S. company. This investment can take a number of forms:

» Types of project

Greenfield investments
Privatization
Expansion and modernization of existing plants

Acquisitions of existing operations if the investor contributes additional capital for
modernization and/or expansion

e Types of investment

Conventional equity investments and loans
Construction and service contracts
Production sharing agreements

Leases

Various contractual arrangements such as consigned inventory, licensing,
franchising, and technical assistance

There is no requirement that the foreign enterprise be wholly-owned or controlled by U.S.
investors, but only the portion of the investment made by the U.S. investor is insurable by

OPIC
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OPIC Project Finance

Eligibility Requirements
¢ The U.S. investor is expected to assume a meaningful share of risk, generally through
the purchase of at least 25% of the equity of the project

« Majority ownership of the foreign enterprise must be private, or government-owned
enterprises may agree contractually to allow management to remain in private hands

- Enterprises wholly-owned by a foreign government are not eligible
OPIC Participation

¢ OPIC can participate in up to 50% of the total costs of a new venture, and somewhat
more in the case of expansion of a successful existing business

Financing Techniques

+ Direct Loans are available for projects sponsored by U.S. small businesses or
cooperatives

- Generally between $2 million to $10 million

e Loan Guaranties are typically used for larger projects, and range in size from $10
million to $200 million

— Guaranties are issued to U.S. financial institutions more than 50% beneficially
owned by U.S. citizens, corporations, or partnerships
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OPIC Project Finance (2)

OPIC Lending Terms

Interest rates on direct OPIC loans vary with OPIC’s assessment of the financial and
political risks invoived
- They will also reflect interest rates in long-term capitatl markets in the U.S.
Interest rates on OPIC-guarantied loans are comparable to those of other U.S.
government -guarantied issues of similar maturity
For loan guaranties, OPIC charges the borrower a guaranty fee which typically
averages 2.5% to 5% per annum on the outstanding principal amount
~ Insome cases, OPIC will adjust its guaranty fee to include an income-sharing
provision
The repayment schedule of direct or guaranteed loans will reflect the purpose of the
loan and the projected cash flows to be generated by the project
—~ This typically results in a final maturity of 5 to 15 years, following a suitable
grace period when only interest is payable
Up-front, commitment, and cancellation fees are charged
Reimbursement is required for related expenses, included fees for outside counsel and
experts or consultants
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OPIC Application Procedures

The sponsor of a potential project interested in obtaining OPIC financing should:
¢ Submit OP!C Form 115 -- “Preliminary Application for Financing”
e Submit a business plan for the proposed project, which includes:

ofctiPage 51

A general description of the project

Identity, background, and audited financial statements of the project's
proposed principal owners and management

Planned sources of supply, anticipated output and markets, competition, and
the basis for projecting market share

A summary of project costs and anticipated sources of procurement of capital
goods and services

A proposed financing plan, including the amount of the proposed OPIC
participation, and financial projections

Pro forma financial statements of the proposed project and accompanying
assumptions

A brief statement of the contribution the business is expected to make to local
economic and social development
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OPIC Application Procedures (2)

» The data prepared and submitted by sponsors to substantiate sources of raw
material, technical feasibility, and market demand are carefully analyzed
together with the financial forecasts

» Following OPIC's preliminary review and approval, the sponsors may be
asked to provide additional economic, financial and technical information as a
formal application for financing

— OPIC officers will provide guidance, as the type of information required
will vary with the nature of the proposed business

¢ Final approval is reguired by the OPIC board

* Length of process varies, but a key determinant is the thoroughness and
timeliness with which all required information is developed and submitted

« OPIC normally requires a completion agreement in which sponsors guarantee
payment of debt service to OPIC as well as coverage of cost overruns

The fundamental selection criteria are:
» Economic, technical, marketing and financial soundness

¢ Adequate cash flow to pay all operational costs, to service all debt, and to
provide owners with an adequate return on their investments
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OPIC also Provides Political Risk Insurance

Political risk insurance can be a key factor in winning foreign commitment to a
major investment project

OPIC insures U.S. investors, contractors, exporters and financial institutions
against the following three political risks:

e Currency inconvertibility
e Expropriation
e Political violence
OPIC also has specialized insurance programs for:
e Financial institutions
e leasing arrangements
* Qil & gas projects
» Natural resource projects
» Contractors and exporters
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The Multilateral Investment Guarantee Agency also Provides Political
Risk Insurance to Foreign Investors

The Muitilateral Investment Guarantee Agency (MIGA) is . . .

o A member of the World Bank Group created in 1988 to enhance the flow of
private investment into developing countries

« It is designed to encourage investment by filling gaps in investment insurance
against non-commercial risks in developing countries to make investment
opportunities in those countries more competitive with alternatives in
industrial countries

» Affiliated with, but financially independent of the World Bank

e Has a capital stock of SDR 1 billion

MIGA provides two core services:

e Political Risk Insurance to foreign private investors against the risks of
currency transfer, expropriation and war and civil disturbance in deveioping
countries

« Technical Assistance and advisory services to developing member countries
on means to promote private investment in their economies
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OPIC and MIGA Political Risk Insurance is Available Against Three Types
of Risk

Currency Transfer
» Protects against losses arising from the investor's inability to convert local
currency returns into foreign exchange for transfer outside the host country,
specificaily:
— Excessive delays in acquiring foreign exchange caused by host
government failure to act
— Adverse changes in exchange control laws of regulations
— Deterioration in conditions governing the conversion and transfer of
local currency
— Currency devaluation is not covered
Expropriation
s Protects against acts by the host government which may reduce or eliminate
ownership of, control over, or rights to the insured investment
War & Civil Disturbance
» Protects against damage to or destruction of assets caused by war or civil
disturbance in the host country
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The U.S. Trade & Development Agency Provides Grants to Cover
Feasibility Studies

The U.S. Trade & Development Agency (TDA) is an independent U.S.

Government Agency which:

Provides funding, in the form of grants, for feasibility studies of major
projects

These studies determine the technical, economic, and financial feasibility of
the projects, and provide detailed data for making decisions on how to

proceed with project implementation

Under TDA projects, a U.S. contractor is selected by the Russian Grantee to
carry out the feasibility study

« No funds are transferred directly to the Russian Grantee
The contractor's invoices are submitted to the Grantee, who approves them
and forwards them to TDA
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Potential Projects May Come to TDA’s Attention in One of Several Ways

Private Russian Enterprise

U.5. Embassy or Consulate

TDA

7/ N\

Russian Government Entity Private American Enterprise

international Lending Agency
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TDA Project Cycle

Request
submitted

A technical specialist conducts

a quick review of the project in
the United States
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No formal application form is required. A description of the proposed project and
the required study should accompany an official letter of request to TDA

Sufficient
information?

Desk Study

Definitional
Mission
(DM}

Technical specialists visit Russia to gather
additional information on the project, develop a
scope of work and budget for a feasibility study

Grant Agreement
Signed

(With Russian entity)

Tender for
contractor

mplement-
Contractor tation of
Chosen by |[—fe Study
Grantee
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TDA Selection Criteria

TDA uses several key criteria to select projects in Russia

All projects must represent a development priority for Russia
Financing for the project should be identified
TDA must play a facilitating role
There must be significant potential for U.S. exports during project
implementation
— In Russia, TDA will only consider projects with potential U.S. exports of
at least $10-15 million

TDA has developed a list of high priority sectors for its activities in Russia

Oil & gas

Power plants

Distribution networks
Transportation infrastructure
Defense conversion
Electronics
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Summary - How to Use this Information

Getting finance from international lending institutions can be a difficult process
s It is not worth undertaking unless you can be fairly sure that your investment
project is an appropriate candidate
» In any case, you need to think carefully about which ILA, if any, is right for
you

You have been provided with a decision support tool that should help you
answer these questions

¢ The tool is a set of simple questions

e Your answers will help you identify the correct source of financing to

approach
The tool does not provide a final answer. It only helps you think about how your
resources should be prioritized.

Any questions regarding any of the ILAs discussed here are best answered by
the ILAs themselves. A full list of contacts will be provided to you.
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Business Plan for the
European Bank for Reconstruction and Development

Submitted by “Company Name”
Month XX, 19XX

PART ONE - OPERATIONAL AND STRUCTURAL OVERVIEW
I. DESCRIPTION OF THE COMPANY

History

e When was the business founded? Who were the founders?

Corporate Structure and Organization

What is the corporate structure: partnership, joint stock company?

If there are shareholders, indicate how many and whom.

How are shareholders represented in a Board of Directors?

Who are the senior management and the most important line management?
What is the management structure?

Will additional line management be needed as a result of the investment
program?

Current and Historical Financing Arrangements

¢ What, if any, have been all external sources of equity or of debt?
e How much of any equity or debt provided by third parties currently exists?
e |s there a JV with a foreign partner? If so, provide the JV contract.

Human Resources

How many employees does the company employ?

Are there any planned redundancies?

What are the company’s principal labor unions?

What is the unions’ involvement in the management of the company?

ET



Il. THE PRODUCT

Product Line

e What are the company’s products? These should be spelled out in detail,
with technical specifications for each.
e On which products will the investment program focus?

Sourcing Strategy

What are the major inputs required for production?

Who are the principal supplier? What proportion of inputs do they supply?
What are the terms of payment to suppliers?

Are these major suppliers private companies? State-owned companies? Will
they be privatized in the short-term? Will there be any other such corporate
event that may disrupt supply?

Are there long-term contracts with these supplier? At fixed price?

What alternative suppliers exist? What would be the cost of switching
sources of supply?

Production Strategy

How, in layman’s terms, does the production process work?
Provide a description of the principal production facilities and their respective

functions.

e What level of stocks of unfinished goods are normally kept -- as a percentage
of sales? What levels of wastage of such stocks occur?

e What, if any, patents or licensing agreements exist with reference to particular

products

ill. COMPETITIVE POSITION

Target markets

e What are the company’s principal markets, including the specific sub-markets
for important individual product lines? Which companies are the major
customers?

e What were export sales? Where are the principal export markets? Which
product lines are the most important contributors to export sales?

e Does the company have any large single customers?

Competition

J
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Who are the company’s chief competitors?

Which, if any, new competitors will arise as a result of the proposed
investment program?

From which competitors does the company propose to take market share,
and how?

How do they company’s products compare to those of their competitors? Are
they less expensive, better (if so, in what way better), have they more fiexible
production schedules?

IV. MARKETING AND SALES

Marketing Strategy

How are products marketed? Through one or more wholesale distributors, or
by the company’s own salesforce?

Is distribution done differently for different product lines?

How does this compare with the industry norm?

How many people work on marketing, and how are they organized?

How will salespeople be compensated? By what combination of salary and
commission? Why has this structure been chosen?

Pricing and Promotion Strategy

V.

How are products priced? How will new products be priced?
What other inducements are offered to customers, e.g. service contracts,

warranties?
What, if any, promotional plan will be used to introduce new product into the

market?

PRODUCTION FACILITIES

Existing Production Strategy

What are the company’s current production facilities?
Specify which production facilities are used for which products, for example:

Plant 1 Die casting

Plant 2 Die casting

Plant 3 Gear manufacturing

Plant 4 Gear manufacturing

Plant 5 Low density cables

Plant 6 Warehosing/distribution center

Show the approximate workforce employed at each.



VI.

Show the date of construction of each facility, noting redevelopment dates
where significant

Provide a short general explanation of the production processes employed:
What are the basic raw materials?

From where are these sourced?

Is unfinished product moved from one facility to another?

Are any other companies involved in intermediate stages of production?
What is the time schedule from raw material to finished products?

At what percentage of available capacity are plants currently operating?
What other assets does the company have? What is the value of these
assets?

What additional capital expenditure requirements, not associated with the
proposed investment program, will occur over the term of the funding?

IMPACT OF THE PROPOSED INVESTMENT PROJECT

Impact on Current Operations

In the context of the production process described above, what is the
investment project?

Will new production facilities be build? What role will they serve in the
production process?

Which existing facilities will be altered? Describe proposed alterations to
each facility in turn.

How will any of the characteristics of the process as described above be
changed?

Changes to the amount of vertical integration?

Changes in production capacity?

Changes in time schedule for stages of the process?

Changes in the start-to-finish time schedule?

Alleviation of any production bottlenecks?

How many new staff will be required to work new facilities?

How many existing staff will be re-employed?

What training will be necessary, and how long is it expected to take?

PART TWO - FINANCIAL OVERVIEW

FINANCIAL HISTORY

Provide annual profit and loss statements for the last 2 years.
Provide an estimate of the annual profit and loss statement for the current

year.
Provide balance sheets for the last 3 year-ends.



This information can be provided in local format, but should additionally be
provided in Western format if available.

INVESTMENT PLAN

Investment Program

Provide a detailed breakdown of the proposed investment program and the
time schedule for its implementation.
How do all costs divide between local currency and foreign currency?

Equipment Plan

Provide an itemization of all equipment to be purchased and all other costs,
such as construction costs, etc.

Who are the equipment manufacturers in the case of each item of machinery
to be purchased?

On what basis have these manufacturers been chosen? What was the relative
importance of cost, reliability, post-sale service in deciding upon the
equipment supplier?

Has equipment been sourced from this supplier in the past?

What is the supplier’s local presence in terms of service, provision of any
necessary training or consultancy, spare parts and repair?

At what stage are the conclusion of equipment suppliers’ contracts? What
are the proposed (actual) terms of payment?

What are the relevant customs charges on each item of imported equipment?
What capital allowances chargeable against tax are being given? What is the
tax depreciation schedule of the equipment?

FINANCING PLAN

Show in tabular format the timing of expenditures related to the investment
program and the corresponding timing requirement for financing.

What are all the sourced of financing for the project? Show equity funding, all
sources of domestic funding, and all sourced of foreign currency funding.
Indicate clearly the amount and required timing of funding from the Agency
Line
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IV. FINANCIAL PROJECTIONS

o Show full cash flow projections fro the proposed funding term. These should
be prepared on a quarterly basis for at least the first year of forecasts, and on
an annual basis thereafter.

Pay particular attention to revenue forecasts.

For companies with existing revenues, revenues generated by on-going
production facilities should be identified separately from those generated as a
result of the investment program.

o Revenue forecasts should, in any event, be constructed “from the bottom up:”
units of production should be forecast for all major product lines, and prices
separately forecast and applied to unit forecasts.

o Cost forecasts should be similarly detailed: Costs of Goods Sold should be
identified for all major product lines, and major fixed costs separately
identified.

Working capital requirements should be separately forecast.
All cash flow forecasts should also include a proposed schedule of interest
payment and debt repayment.

e All assumptions contained in the cash flow forecasts should be explicitly
stated on a separate sheet: annual increase in unit sales, annual increase in
unit price, increase in number of employees, increase in wage cost per
employee, inflation rate, etc.

Source: Business Plan Outline & Agent Bank and Investment Fund Contact
Information, EBRD, Office of the U.S. Executive Director



Investment Proposal to the International Finance
Corporation

Submitted by “Company Name”
Month XX, 19XX

I. INTRODUCTION

A brief description of the project

Il. SPONSORSHIP, MANAGEMENT AND TECHNICAL ASSISTANCE
A. Project Sponsors

e Sponsor #1

History and business

Financial information

e Sponsor #2

History and business

Financial information

e Sponsor #3

History and business

Financial information

B Management Structure

Proposed management arrangements

Names of proposed managers (CVs in appendix)
C. Technical Assistance

Description of technical arrangements and other external assistance
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I1l. MARKET AND SALES
A. Market Positioning
Basic market orientation -- local, national, regional, or export

B. Sales Strategy

Projected production volumes, unit prices, sales objectives, and market share of
proposed venture

C. Distribution Strategy

Potential users of products and distribution channels to be used
D. 'Competitive outlook

Present sources of supply for products.

Future competition and possibility that market may be satisfied by substitute
products

E. Legal factors

Tariff protection or import restrictions affecting products

IV. TECHNICAL FEASIBILITY AND ENVIRONMENTAL FACTORS

A. Production Strategy
Brief description of manufacturing process

Comments on special technical complexities and need for know-how and special
skills

Possible suppliers of equipment

Availability of manpower and of infrastructure facilities (transport,
communications, power, water, etc.)

Proposed plant size in comparison with other known plants

Breakdown of projected operating costs by major categories of expenditures



B. Sourcing Strategy

Source, cost and quality of raw material supply and relations with support
industries

Import restrictions on required raw materials

Proposed plant location in relation to suppliers, markets, infrastructure and
manpower

C. Environmental Issues

Potential environmental issues and how these issues are addressed

V. INVESTMENT REQUIREMENTS, PROJECT FINANCING AND RETURNS

A. Project Costs

Estimate of total project cost, broken down into land, construction, installed
equipment, and working capital, indicating foreign exchange component

B. Financing Strategy

Proposed financial structure of venture, indicating expected sources and terms
of equity and debt financing

Type of IFC financing--loan, equity, or both, and amount
C. Financial Projections

Projected financial statement, information on profitability, and return on
investment

Critical factors determining profitability

VI. GOVERNMENT SUPPORT AND REGULATIONS

A. Government Support

Project in context of government economic development and investment
program

Specific government incentives and support available to the project

Expected contribution of the project to economic development
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B. Legal Issues

Outline of government regulations and conditions of capital entry and repatriation

Vil. TIMETABLE

Timetable envisaged for project preparation and completion
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Additional readings and reference materials

e "QOcHoBbI aHanM3a GUHaAHCOBOW, XO3RNCTBEHHON N UHBECTULIMOHHOMN
nearensHocTu npeanpuatmna”. CneunanesHbilt Beinyck. A.E.AGpamos.
AKIN “OkoHoMuUKa 1 Xn3HbL", 1994
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