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Corporate Governance
A Training Workshop for Russian Joint-Stock Company Managers

Workshop Schedule

Day One

9:30 - 10:00 Registration

10:00 - 11 :30 Zoya Kaitova
Introduction to Corporate Governance
Corporate Governance Model of Russian JSCs
- Legal Basis and Common Practice

11:30 - 11:45 Coffee Break

11 :45 - 13: 15 Zoya Kaitova
Test on Disclosure Requirements
Issue-based Guidelines on Corporate Governance Structure of Russian

JSCs
- Disclosure Requirements

13:15 - 14:15 Lunch

14:15 - 15:45 Pavel Volichenko
Case Study - Uralsvyazinform

15:45 - 16:00 Coffee Break

16:00 - 17:30 Pavel Volichenko
Case Study - "How To Handle Corporate Governance Situations"

End of Day One

Evening Assignment: Participants will be asked to read the articles "Governance Model of
Russian Joint Stock Companies" and "Three Models of Corporate Governance from
Developed Capital Markets" (Appendix 5) to prepare for Day Two. Participants will also
be invited to prepare written questions on legal and regulatory aspects ofgovernance to be
discussed during the morning session ofDay Two.
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Day Two

10:00 - II :30 Zoya Kaitova
Test on Compliance
Issue-based Guidelines on Corporate Governance Structure of Russian

JSCs
- Compliance

II :30 - II :45 Coffee Break

11:45 - 13: 15 Zoya Kaitova
Case Study - Bratsky Aluminum
Discussion of Written Questions Submitted by Participants
Presentation of Sample Corporate Governance Documents
(Springboard for Wrap-up of Legal Discussions)

13:15 - 14:15 Lunch

14: 15 - 15:45 Ilya Frank
Russian JSC Profiles
-TsUM
-K1ebnyDom

15:45 - 16:00 Coffee Break

16:00- 17:30 Ilya Frank
Relationship between Good Governance and Market Valuation
- Evidence from Developed Capital Markets (Germany, UK, US,

Sweden)
- Case Study - Failed Merger of Volvo and Renault
- Evidence from Transition Economies (Slovakia)
- Evidence from Russia

End of Day Two

Evening Assignment: Participants will be asked to read materials for the Red October case
study.
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Day Three

10:00 - 11 :30 Ilya Frank
Russian JSC Company Profiles
- LUKoil
- Mosenergo

11:30 - 11 :45 Coffee Break

11:45 - 13:15 Ilya Frank
Russian JSC Company Profile
- VimpelCom

13:15 - 14:15 Lunch

14:15 - 15:45 Pavel Volichenko
Case Study - Red October

15:45 - 16:00 Coffee Break

16:00 - 16:30 Pavel Volichenko
Case Study - Red October (continued, if necessary)
Case Study - JSC Heavy Industry (time permitting)

16:30 - 16:45 Distribute and Collect Workshop Evaluation Forms
Distribute Certificates

17:30 - 18:00 Press Conference

End of Workshop
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Foreword
In today's business world, managers of joint stock companies face numerous

problems in their daily activities striving to manage efficient and profitable organizations.
Corporate governance, the system for interaction among all of the interests represented in a
joint stock company (JSC), identifies practical problems for managers and points towards
concrete solutions.

In the past, many managers viewed legal, organizational, public relations and
financial duties separately. As a result, they often failed to develop an overall governance
concept. This manual provides an interdisciplinary handbook for managers, explaining the
importance of corporate governance and its practical utility in one particular area, namely
raising capital. Thus the title, "Corporate Governance - A Prerequisite for Raising Capital."

Our methodology combines an analysis of market characteristics, presentation of
company~specificdata and situation-specific case studies. Throughout, the manual presents
both negative examples "What managers should not do!" and positive examples "What
managers should do!"

The manual begins with an outline of the governance structure of Russian JSCs.
Then it provides "Issue-based Guidelines for Russian JSC Managers," focusing on
compliance and disclosure requirements. To support and complement this regulatory
framework, it cites a wealth of evidence from the Russian market, other transition
economies and developed capital markets demonstrating the relationship between
governance and market valuation of a JSC's shares. It underscores this point with profiles
of successful Russian JSCs, outlining chronologically their capital-raising activities. Finally,
it presents case studies that require participants to analyze and resolve corporate governance
situations.

We will demonstrate that establishing effective corporate governance mechanisms,
complying with regulatory requirements, creating and maintaining sound disclosure and
keeping abreast of good corporate practices is not only relatively easy, but also rewarding.
Good governance enables cooperative relationships among managers, the board of directors
and shareholders, and results in a more stable valuation of a JSC's shares over the long term.

Obviously, the focus of analysis is recent experience of Russian joint stock
companies. However, in certain instances it proves useful to compare Russian experience
with experience from other transition economies and/or developed capital markets.

This manual and accompanying training program are financed by the United States
Agency for International Development (USAID) and developed in cooperation with the
Federal Commission for the Securities Market and the Chamber of Commerce and Industry
of the Russian Federation.

We would like to acknowledge the assistance and contributions of the following
individuals and organizations, without whom this manual would not have been possible:
Dmitri V. Vasiliev, Federal Commissioner for the Securities Market; Sergei S. Bednov, Vice
President, Chamber of Commerce and Industry of the Russian Federation; regional offices
of the Chamber of Commerce and Industry in Nizhny Novgorod, Kazan, Irkhutsk and
Vladivostock; Sergei Shishkin, Deputy Director, and Yevgeny Kulkov, Legal Advisor,
International Institute for a Law-Based Economy Foundation; Ares Associates; Arthur
Andersen; Bank of New York; Booz, Allen & Hamilton; British Know How Fund; Burson
Marsteller; Carana; CentreInvest Group; CS First Boston; Dialog Bank; European Bank for
Reconstruction and Development; Harvard Institute for International Development; ING
Barings; KPMG; OLMA Investment Company; Patterson, Belknap, Webb & Tyler; Price
Waterhouse LLP; Russia Portfolio; Salomon Brothers; Skate Press; and The Recovery
Group.

Moscow, January 1997
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Introduction to Corporate Governance

What is Corporate Governance?

A joint stock company (lSC) embodies numerous parties, each
representing its own interests. The parties include employees, management,
members of the board of directors, shareholders and other stakeholders (such as
bondholders). Corporate governance is the mechanism or system through which
the various interests in a joint stock company represent themselves and interact with
each other.1

Laws regulating lSCs and the securities industry establish the legal
framework for such interaction; they provide the general framework for the
governance structure of all JSCs in a given jurisdiction. This framework is
further refined by: (1) each JSC's charter; and (2) additional external regulations.
Regulations specific to each JSC are defined in the charter; it establishes the basic
governing rules for each individual lSC and may define certain issues that are left
to the discretion of each lSC. External regulations include rules or requirements
established by self-regulatory organizations such as stock exchanges, chambers of
commerce and industry, or associations of listed companies. Both types of
refinements are significant because they further define duties, responsibilities and
relationships which are not prescribed by law.

The above-mentioned aspects of corporate governance reflect the de jure
structure. This is complemented, and often complicated, by the de facto
situation, reflecting common practices in a given jurisdiction. Significant de facto
elements of the corporate governance system include the share ownership
structure; the influence and authority of key players in a given jurisdiction; and
the common practices of these key players Guxtaposed with their legal rights and
responsibilities).

The broadest definition of corporate governance would therefore include:

- the rights and responsibilities of, and interaction among parties in a JSC;
- the legal and regulatory framework in which JSCs operate; and
- the de facto behavior of key players in a given jurisdiction.

By definition, corporate governance is a dynamic phenomenon, because it
concerns relationships among parties. As these relationships evolve over time,
the system itself constantly changes and adapts to new conditions.

I In English, the term "corporate governance" refers to the "governance" or administration of
"corporations." By defmition, it concerns a specific type of business entity, namely corporations.
More specifically, it mostly concerns publicly-owned corporations whose shares are traded on a stock
exchange, over-the-counter or informally. It does not refer to the administration of other types of
companies. In Russian, we use the term "governance of JSCs."

cfed\manual\intro.doc 7/9/97
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Why is Corporate Governance Important?

- that each party fulfills its legal responsibilities; and
- that each party is able to exercise fully its rights.

In transition economies, a knowledge of the de jure and de facto elements
of corporate governance is essential. First, it enables each player to fulfill his role
in the system. Second, because the system as a whole is in a developmental stage,

When a JSC borrows money, the relationship between the debtor (JSC)
and creditor (bank or bondholder) is outlined in a legal agreement between the
parties.

cfed\manual\intro.doc 7/9/972

As in any organization, the performance of a JSC on an ongoing basis
depends upon the skills and efficiency of its members. Internally, the JSC must
have an effective organizational structure with functioning controls that enable
operation of the business (by employees), business planning and administration
(by management) and management oversight (by the board of directors).
Externally, the JSC must be able to maintain and enhance its competitive
position and the quality of its goods or services, remain cost effective, and
interact with regulatory organizations, financial institutions and shareholders.
Capital markets evaluate a JSC on the basis of its current performance and its
ability to sustain its business activities over the long term. In this regard, issues
such as management succession and the ongoing ability of the JSC to attract
effective members of the board of directors are crucial.

Corporate governance allows for the efficient operation of a JSC, by
derming responsibilities and assigning tasks. When conflicts arise between parties
representing diverse interests, good governance can help manage such conflicts
and prevent disaster. In such cases, each party should recognize the rights and
responsibilities of all parties involved and understand the framework for
interaction. An understanding of corporate governance provides precisely this
framework.

Consider, for example, the flow of information related to the annual
general meeting of shareholders (AGM). Directors, management and
shareholders should be familiar with the legal requirements concerning the
announcement, preparation and conduct of the AGM, in order to assure:

When a JSC raises capital by selling shares, it enters into a more flexible
relationship with its shareholders. The terms of the relationship are as follows:
By buying shares in a JSC, an investor supplies necessary capital to the JSC and
becomes an owner, or shareholder, in the JSC. In return for this capital, the JSC
grants rights to the shareholder: information rights, voting rights and financial
rights. (See diagram: Capital Providers in a Market Economy.)

Corporate governance provides a framework for defining the rights and
responsibilities of the various parties within a JSC and understanding their
interaction. A sound understanding of corporate governance enables each party
to plan and implement a strategy for achieving its goals and representing its
interests. It also permits each party to evaluate the behavior of other parties.
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How does Corporate Governance Affect Market Valuation?

Before proceeding to a discussion of these examples, an outline of the
corporate governance structure of Russian JSCs is presented.

In both developed capital markets and economies in transition a
relationship exists between good governance and market valuation.

this knowledge may enable players to identify deficiencies and advocate for
appropriate improvements to the system.
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This manual and accompanying seminar present many concrete examples
from developed capital markets, transition economies and Russia that
demonstrate how: poor governance, in terms of compliance and disclosure, leads to
financial difficulty; and effective governance can contribute to better performance
and market valuation of shares.

As globalization of capital markets continue, a sound understanding of
corporate governance is essential for the successful investor, manager, board
member and employee. Why? Because capital knows no borders. Investment is
most likely to flow to markets where JSCs comply with legal requirements
concerning governance, shareholders are recognized as an integral player in
governance, and investors receive timely and useful information from JSCs.

In economies in transition, the legal phase of privatization has been
achieved. Formerly state-owned enterprises have been converted into JSCs.
However, many players in these newly-formed JSCs are uninformed about their
rights and responsibilities, and unaware of their roles as managers, members of
the board of directors and/or shareholders. Simultaneously, many JSCs are not
yet able to produce, process and provide sophisticated information to investors.
This informational deficit creates an additional level of investor risk, because
investors are often unable to make informed investment decisions.

The process is as follows: Full, timely and consistent disclosure of
information by JSCs leads to market transparency. Market transparency enables
potential investors and current shareholders to evaluate JSCs and adjust their
valuations of JSCs' shares quickly and continuously. Such continuous fine-tuning
promotes fuller market valuation and more stable share prices.

Furthermore, shareholders react to JSC compliance and disclosure in two
ways: first, by deciding to buy and sell shares; and second, by voting at general
meetings of shareholders.

In developed capital markets, investors make two general assumptions
before investing in shares. They assume: first, that the JSC's governance
structure will comply with legal requirements; and second, that the JSC will
provide detailed information about its activities, financial status, governance and
share capital structure. Investors analyze this information in order to make
informed investment decisions.
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'" Fixed return on loan or
bond reflects defined return.

-Government
'" Relationship is flexible, risk is greater.
Shareholders provide capital to JSC, in

return JSC offers the role ofgovernance
ofJSC.

CAPITAL PROVIDERS IN A MARKET ECONOMY
...-----------......

SHAREHOLDERS
Shares (Equity)

-Individuals
-Portfolio Investors

Investment Funds
-Commercial Firms
-Banks

tT
~

/",IICOMPANY (JSC) ...... ---~

~
LENDERS:

LENDERS:
Debt

-Banks
Loans

-Capital Market
Bonds

--­08>

Relationship outlined in a
contract between debtor (JSC)
and creditor (bank or bondholder).

Shareholders have:
1. information rights

- right to financial information
and information about AGMs

2. voting rights
3. financial rights

-right to trade shares
- right to dividends based on
financial conditions ofJSC.
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2 See Appendix 6: "Three Models ofCorporate Governance from Developed Capital Markets."

Share Ownership Pattern

Key Players in the Russian model

\\
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Shareholders include both inside shareholders and outside shareholders.
Insiders are employees and managers who were given shares or purchased shares
under the mass privatization program. Outsiders include: the State Property
Committee, banks, newly-created investment funds, commercial firms (strategic
investors), individual investors, and foreign investors (corporate, institutional and
individual).

The following outline of the Russian model introduces issues that will be
addressed in further detail in this manual and accompanying seminar.

The key players in internal governance of Russian JSCs are managers,
members of the board of directors and shareholders. (See diagrams: Russian
Corporate Governance Model- Theory and Practice.)

Governance Structure of Russian Joint Stock Companies (JSCs)

Each corporate governance model identifies the following constituent
elements: key players in JSCs (micro level) and in the securities market of a given
country; the share ownership pattern; the composition of the board of directors
(management board and supervisory board, in the German model); the
regulatory framework; disclosure requirements for publicly-listed JSCs;
corporate actions requiring shareholder approval; and interaction among key
players.

Players in the Russian securities market include managers, shareholders
(inside shareholders and outside shareholders), share registrars, auditors,
inspection commissions, a Federal Commission for the Securities Market and
self-regulatory organizations.

A study of Russia's largest JSCs conducted in the last quarter of 1995
concluded that 65% of companies surveyed were majority owned by rank-and-file
employees. However, these employees have not taken an active role in
governance. Management ownership tends to be concentrated among top
executives.

The governance system of JSCs in a given market develops in response to
country-specific conditions. Over the past fifty years, specialists in the fields of
corporate law and management have analyzed three major "models" used in the
world's most developed capital markets: the Anglo-US model, the Japanese
model, and the German modeJ.2 Since the early 1990s, a new model has been
forming in transition economies in Central and Eastern Europe, Russia and the
former Soviet Union.
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Composition of Russian Boards of Directors

Regulatory Framework in Russia

Russian and foreign attorneys contend that the passage of these two laws
improves the regulatory environment in Russia. It remains to be seen how

In an open JSC with more than one thousand shareholders, FLJSCs
mandates a board of at least seven members; in an open JSC with more than ten
thousand shareholders, a board of at least nine members.

\~
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The Federal Commission for the Securities Market is responsible for
regulation of the securities industry in Russia. It was created by Presidential
Decree No. 163-rp on March 9, 1993. Prior to the passage of a new securities
law, the Commission's activities were outline in this and subsequent presidential
decrees. A new Law of the Russian Federation No. 39 "On the Securities
Market" was adopted by the State Duma on March 20, 1996 and became
effective April 25, 1996.

As noted above, a new Federal Law on Joint Stock Companies (FLJSCs)
became effective January 1, 1996. All JSCs must comply with the law by June
30, 1996.

The Federal Law on Joint Stock Companies (FLJSCs), effective January
1, 1996, mandates that the board of directors of a Russian JSC be elected annually
and that managers may not constitute a majority.

In an open JSC with more than one thousand shareholders, FLJSCs also
mandates election of the board of directors via cumulative voting. The charter of
a JSC with less than one thousand shareholders may provide for cumulative
voting.

Surveys conducted by the FCSM indicate that compliance is improving,
but nevertheless many JSCs have yet to institute cumulative voting and elect
outsiders to their board of directors. All JSCs must comply with the law by July
1, 1997.

The pattern of outside ownership is uneven; in general, Russian
commercial firms, individuals and voucher investment funds are the largest
groups of outside shareholders.

Over the past two years, the Russian financial press has drawn attention
to the emergence of several Financial-Industrial Groups (FIGs) in Russia. Each
group includes a major bank and a number of large industrial JSCs. The member
JSCs of each FIG are connected by a multiplicity of relationships: they buy and
sell each others products and services, maintain bank accounts with the same
bank or banks, and own each others shares. In many cases, the phenomenon of
"interlocking share ownership" is reflected by "interlocking directors": managers
from one JSC may be elected to the board of directors of another JSC in the
group.
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Corporate Actions Requiring Shareholder Approval in the Russian model

Interaction among Key Players in the Russian model

Disclosure Requirements of Russian JSCs

These issues are discussed in greater detail in the Issue-based Guidelines on
the Corporate Governance Structure of Russian JSCs.

\~
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Non-routine corporate actions which also require shareholder approval
include: setting compensation of the board of directors; restructurings; and
amendment of the articles of incorporation (such as changes in authorized
capital, capital increases).

The framework for interaction among the three key players in internal
governance of Russian JSCs may be diagrammed as a triangle. The so-called
corporate governance triangle is the same one that exists in the Anglo-US

Shareholders in Russian JSCs enjoy preemptive rights, unless a decision of
the annual general meeting of shareholders votes to waive them.

See Appendix 2 for a list of relevant legislation regarding corporate
governance and the securities market.

Shareholders in Russian JSCs enjoy the following powers at the annual
general meeting: election of the board of directors; approval of allocation of net
income (including dividend(s)); election of the inspection commission; and
approval of the auditor.

From the investor/shareholder perspective, disclosure is one of the most
important corporate governance issues in Russia. Disclosure is discussed in detail
in the Issue-based Guidelines on the Corporate Governance Structure of Russian
JSCs.

A shareholder or group of shareholders owning at least 10 percent ofa
JSC's share capital may convene an extraordinary general meeting of
shareholders (EGM).

A Russian JSC with more than 1,000 shareholders must publish an
announcement or send written notice of its annual general meeting of
shareholders no later than 30 days before the date of the meeting. The following
information must be included in the notice: date, time and place of the meeting;
record date for determining shareholders' voting rights; the agenda for the
meeting; and the method by which shareholders may obtain information
(materials) on the meeting. These materials include: the annual report; report of
the Inspection Commission or auditor; information on nominees to the board of
directors and inspection commission; and draft amendments to the charter (if any
are to be presented at the meeting).

quickly Russian JSCs will comply with the requirements of both of these laws
and how the Federal Commission will grow into its regulatory role.

I
I
I
I
I
I
I
I
I
I
I
,I
I
I
I
I
I
I
I
I
I



corporate governance model. (See diagrams: Russian Corporate Governance
Model- Theory and Practice.)

In other words, all shareholders should consider their corporate
governance options. As this manual and seminar will demonstrate, research in
many markets points to a direct relationship between good governance and
finanCial performance. (See diagram: "Exit" vs. "Voice.")

At present, investors geared towards financial return in Russian JSCs
focus on large JSCs with American Depositary Receipt (ADR) programs. The
shares of these Russian blue-chips are more liquid and they present less risk and
greater potential for long-term share appreciation. (See diagram: "Control" vs.
"Return.")

In mid-1994, shareholders' associations took early initiative by publishing
a Declaration of Shareholders' Rights. By the end of that year, over 500 Russian
JSCs agreed to voluntary compliance with the declaration that called for, among
other things, equal treatment for all shareholders. With the passage of the new
Federal Law on Joint Stock Companies, a new phase of corporate governance
has begun.
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A "corporate governance culture" is still in its infancy in Russia. A cadre
of well-informed and motivated professional participants has emerged in
Moscow and many larger cities. Nonetheless, many players (investors,
managers, directors, and others) are uncertain about their rights and
responsibilities. In this environment, both official regulation by the Federal
Commission for the Securities Market and market self-regulation are necessary
to protect both issuers and investors.

In Russia today, as in many emerging markets, some investors' strategy is
to buy a sufficient number of shares in order to obtain "control" of a JSC. The
rationale of a manager, that is, an "inside shareholder," might be to acquire
control in order to protect his position as manager. Conversely, it might be to
acquire control of a majority of the shares in order to undertake necessary
restructuring while simultaneously selling sufficient shares in order to raise
necessary capital. The important point here is the trade-off between control and
capital inflow.

In Russia today, as in any market, an investor's or shareholder's strategy
or behavior depends upon market conditions. In the current Russian
environment, many inside and outside shareholders are not very interested in
corporate governance, for a variety of reasons. However, given that some of
them may not have an opportunity to sell their shares, they should at least
consider the potential benefits of becoming involved in governance.

In developed capital markets there are also situations where investors
(specialized investment funds that target specific companies or industries)
purchase shares in order to gain control of certain JSCs. In many cases,
however, strategic investors or portfolio investors buy shares in order to realize a
long-term financial return on their investment, in the form of dividends or the
market appreciation of the shares.
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The diagram at the end of this section compares and contrasts the Russian
model with each of the three models from developed capital markets.

Comparison of Russian Governance Model with Developed Capital
Markets
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RUSSIAN CORPORATE GOVERNANCE MODEL - LARGE JOINT STOCK COMPANIES

THEORY

MANAGERS SHAREHOLDERS

INSIDERS

BOARD OF DIRECTORS

OUTSIDERS

Members elected annually (Article 66, 1 JSC Law)

CEO may not simultaneously be Chairman ofthe Board (Article 66, 2 JSC Law)
Managers may not constitute a majority of board of directors (Article 66, 2 JSC Law)

Cumulative voting (Article 66, 4 JSC Law)
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RUSSIAN CORPORATE GOVERNANCE MODEL - LARGE JOINT STOCK COMPANIES
PRACTICE

SHAREHOLDERS

:::>

?
•

MANAGERS

INSIDERS

BOARD OF DIRECTORS

?
•

?
•

OUTSIDERS
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"EXIT" vs. "VOICE"

Monitor management
Analyze JSC's governance and financial performance

Study market regulation
Communicate with other investors

"LOOK"

"EXIT" "VOICE"

~

Liquid market
and / or
directors
Little interest in corporate governance
directors

VoteatAGMs
Propose nominees to board of

Gain representation on board of

cfed\manual\exit.doc 11.06.97



---------------------
"CONTROL" vs. "RETURN"

"CONTROL" ---------------"RETURN"

-::s:.

• Illiquid market
• "Exit" not possible
• Investors interested in gaining

control package of JSC shares,
in order to restructure or perhaps
sell to strategic investors

• Liquid market
• Pricing mechanism functions
• "Voice" can have a positive effect

on governance and financial
performance of JSC

• Investors do not need to gain
control, they can instead focus
on return in form of dividend or
long-term appreciation of shares
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---------------------
Comparison of Russian Governance Model with Developed Capital Markets

~

Similarities between the Russian model
and Anglo-US model

• Corporate governance "triangle"
• Minority shareholder protection (i.e.,

cumulative voting)
• Diversification of monitoring roles (i.e.,

audit commission and inspection
commission)

• Directors' personal contacts playa role
in choosing director nominees

• Domestic investment funds are major
outside shareholders in both countries

Differences between the Russian model
and Anglo-US model

• Role of State Property Committee in
Russia vs. no state ownership of US
JSCs

• Emergence of financial-industrial
groups (bank-led keiretsu-type
networks) in Russia

• Russian banks are universal banks; US
banks are not

• By law, Russian CEO may not
simultaneously serve as chairman of
board of directors; no such legal
requirement in US or UK

Similarities between the Russian model
and German model

• Managers' emphasis is on long-term
control of the JSC rather than short­
term return

• Banks play dual roles of lender and
shareholder (so-called universal banks)

• Share ownership pattern is somewhat
similar - Russian companies are among
the largest outside shareholders in
Russian JSCs; German companies are
the largest shareholders in German JSCs

Differences between the Russian model
and German model

• Russian JSCs use corporate governance
"triangle" vs. German two-tiered board

• Russian JSCs may change size of board
of directors; size of German supervisory
board is set by law

• Although foreign ownership of Russian
shares is minimal, foreigners play a
governance role in some Russian JSCs
looking for specific management or
board expertise; Foreigners own 19% of
German stock, but have not had much
impact in German governance

• Domestic investment funds are major
shareholders in Russia, but not in
Germany

Similarities between the Russian model
and Japanese model

• Corporate governance "triangle"
• Managers' emphasis is on long-term

control of the JSC rather than short­
term return

• Banks play dual roles of lender and
shareholder (so-called universal banks)

• Financial-industrial groups (bank-led
keiretsu networks) exist in both markets

Differences between the Russian model
and Japanese model

• Company executives may not constitute
a majority of the board of directors of a
Russian JSC; most Japanese boards
contain only insiders

• Although foreign ownership of Russian
JSCs is minimal, foreigners play a
governance role in some Russian JSCs
seeking specific management or
governance expertise; Japanese JSCs
have created informal barriers limiting
foreign shareholders' governance
activity

• Domestic investment funds are major
shareholders in Russia, but not in Japan
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Issue-based Guidelines on Corporate Governance Structure of
Russian Joint Stock Companies (JSCs): Disclosure Requirements

The following topics will be discussed at the seminar: issue-based guidelines on corporate
governance ofRussian JSCs (corporate governance structure, rights and responsibilities of
members of the Board of Directors, rights of shareholders, role and responsibilities of
Inspection Commission and auditors ofa JSC) and disclosure requirements.

Each topic will be covered as follows:

1. Legal Requirements
2. Common Practice (references to specific legislation, specific examples, participants will

be asked to share their relevant experiences)
3. Legislation and common practice in other countries

We will discuss in detail the topics covered in the manual and consider other corporate
governance issues not discussed in the manual.

While discussing disclosure, the following issues will be covered:

1. Concept ofDisclosure.
2. Disclosure ofInformation to Shareholders
3. Disclosure of Information to Various Entities and Individuals, including Potential

Investors
4. Disclosure Procedures during Share Issues
5. Trade Secrets. Information that does not constitute a Trade Secret, according to Law.
6. Disclosing Information to State Agencies
7. Liabilityfor Failure to Disclose Information
8. Laws on Disclosure and Common Practice of Disclosing Information in Foreign

Countries.

The participants will also be asked to complete two diagrams related to "Disclosure
Requirements ofRussian JSCs. "
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Announcement convening the Annual General Meeting of Shareholders (AGM)

Agenda of the Annual General Meeting of Shareholders (AGM)

Shareholders have the right to obtain access to the following information before the AGM:

cfed\manual\disclose.doc 7/9/972

Issue-based Guidelines on Corporate Governance Structure of
Russian Joint Stock Companies JSCs1

: Disclosure Requirements

I This section was prepared using the literature specified in the bibliography and materials provided by
International Institute for Law-Based Economy Foundation (ILBE).
2 The Federal Law on Joint Stock Companies ("the JSC Law") of November 24, 1995. All references in this
section are to the JSC Law, unless noted otherwise.

• The JSC's annual report; report of the inspection commission and auditor on the JSC's
financial performance; information on nominees to the board of directors and inspection
commission; and draft amendments and modifications to the charter.

The notice about an AGM should contain the following information:

• The JSC's name and location;
• Date, time and location ofthe meeting;
• The agenda for the meeting;
• Procedures for shareholders to obtain access to the information that will be discussed at the

AGM, in order to prepare for it; and
• The date on which the list of shareholders eligible to participate in the meeting was

compiled.

Shareholders must be notified about an upcoming AGM no later than 30 days before the date
of the meeting, by a written notice or an announcement published in the press. The JSC's
charter determines the method for notifying shareholders.

A shareholder or shareholders owning no less than two percent of the JSC's voting stock has
the right to present no more than two proposals for inclusion on the agenda of the AGM. A
proposal must be submitted in writing, stating the reason for its submission. A shareholder
presenting a proposal must also state hislher name and the class and number of shares
belonging to him/her. Shareholder proposals must be submitted within 30 days after the end
of the fiscal year, unless otherwise provided by the JSC's Charter.

This list is not final, and may be amended by the Federal Commission on the Securities
Market (FCSM).

Disclosure Requirements

If a JSC's charter does not specify the form of notification, it should be sent by registered
mail, according to Article 52, Paragraph 1 of the Federal Law on Joint Stock Companies {"the JSC
Law,,).2 This clause serves to protect shareholders' rights. Ballots for voting are also sent to
shareholders by registered mail.
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Agenda of the Annual General Meeting (AGM): Election of the Inspection Commission

Extraordinary General Meeting of Shareholders (EGM)

Agenda of the Annual General Meeting of Shareholders: Allocation of Profit

All issues requiring the approval of the AGM should be included in the agenda of the AGM.
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A shareholder or shareholders owning in the aggregate no less than 2% of the company's
stock have the right to propose candidates for the Inspection Commission. The number of the
proposed candidates may not exceed the established membership of such bodies.

The report should be published in a national publication. in order to make it available to all
shareholders who could not attend the AGM.

The voting results should be announced to the shareholders:

• At the meeting;
• By publishing a report on the voting results;
• By sending the report to shareholders.

The vote tabulation commission draws up a protocol of the results of the voting for the board
of directors. After the protocol is signed. the members of the commission are liable for the
authenticity of the information. The protocol of voting results should be attached to the
minutes of the general meeting of shareholders.

Agenda of the Annual General Meeting of Shareholders: Election of the Members of
the Board of Directors

The board of directors' decision regarding the amount of dividends and payment date shall be
regarded as a liability of the company to pay dividends.

Depending upon the charter, either a resolution of the AGM or the board of directors (outside
of the AGM) declares the amount of the dividend(s) and establishes a payment date.
Dividends are paid on shares acquired no later than 30 days before the official declaration of
the payment date.

A previously-announced agenda is mandatory for every general meeting. At the meeting, the
agenda may not be changed and participants may not discuss any issues outside the agenda.
This protects the rights of the shareholders who are not present at the meeting, especially if
the issues discussed directly concern them.

The procedures for convening an extraordinary general meeting of shareholders (EGM) are
similar to those for convening an AGM. There are. however. certain special rules for
convening an EGM. For example. if the request to convene the meeting is initiated by the
inspection commission. the auditor or a shareholder. the number of proposals on the agenda is
not limited. The board of directors does not have the right to change the agenda ofan EGM.
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Agenda of the Annual General Meeting (AGM): Issue of Bonds

Agenda of the Annual General Meeting (AGM): New Share Issue

Agenda of the Annual General Meeting (AGM): Increase of the Charter Capital

The AGM has the right to delegate to the board of directors the authority to increase the
JSC's charter capital, if the JSC's charter permits this (Article 28).
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According to Regulation 19 of the FCSM, "Standards for Share Issues and Issues Prospectus
During the Founding of the Joint Stock Companies and Additional Issues and Bonds," in
certain cases the state registration of the issue and the registration of the prospectus should be
done simultaneously. In these cases, it is necessary to take the necessary steps to prepare the
prospectus.

The JSC Law establishes the right of a JSC to issue bonds. The Law also establishes the
characteristics of a bond. The decision to issue bonds should also specify the form, maturity
and other terms for redeeming the bonds. The nominal value of the bonds issued by a JSC
shall not exceed the amount of the security provided to the JSC by third. A JSC may issue
unsecured bonds only at the end of the third year of the JSC's operations, provided that the
JSC's balance sheets for the previous two years have been approved (Article 33).

The AGM has the competence to approve new share issues, although it may delegate this
authority to the Board of Directors (Article 28). The resolution of the AGM and other
necessary documents related to the new share issue must be registered in accordance with the
Securities Law. The JSC must then inform shareholders about the resolutions approved by
theAGM.

The board of directors should register the increase of charter capital (including the amended
charter) with the state registration agency (Presidential Decree from July 31, 1995 # 31 "On
Additional Measures Aimed At Securing Shareholders' Rights.")

The terms "to issue shares" and "share issue" are very often used interchangeably. But there
is an important difference between them. The term "to issue shares" means the process
undertaken by an issuer (JSC) to place shares. The term "share issue" means a block of
shares of one issuer (a JSC), all with the same terms and equal rights. All shares of one issue
have the same state registration number.

In accordance with the Federal Law on the Securities Market ("the Securities Law"), charter
capital may be increased by increasing the nominal value of the shares and/or by issuing
additional shares.
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The authority to issue bonds and other securities is the exclusive jurisdiction of the board of
directors, unless otherwise provided by the company's charter (Article 65, Paragraph 7).

These requirements are stipulated for in Regulation 8 of the FCSM, dated May 7, 1996. This
regulation also requires that said information be published in the "Prilozhenie k Vestniku
Federalnoy Commissii" ("Supplement to the Bulletin of the Federal Commission"). A JSC
may also publish this information in other newspapers or publications

In the case of a public offering of bonds or other securities, a JSC should publish the
following information:
• The JSC's decision to place the bonds. This information should be disclosed within five

days after such decision was made;
• The name of the corporate organ (board of directors or other organ) which made the

decision and the date.

After a JSC approves the results of the placement of bonds or other securities, it should
provide the following information, within one month of the placement:

• Name of the issuer;
• Body that approved the results and date of approval;
• Type and form ofplaced securities;
• Number of placed securities.
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The prospectus for a bond issue contains general information on the bonds:

• Series and form of the bonds;
• Total amount of issued bonds (nominal value);
• Number of bonds to be placed;
• Nominal value of each bond;
• Rights associated with the bond (including the priority of payment to owners of bonds in

the event of liquidation of the issuer); the prospectus for convertible bonds should specify:
type, category, or series of securities and conversion ratio, as well as all rights of the
securities into which these bonds are convertible and the procedure and conditions for such
converSIOn;

• Term ofredemption of the bonds; and

• Conditions and procedures for redemptionofthe bonds.

Following the state registration of bonds or other securities, the following information should
be published within five days:
• Name of the issuer;
• Type and form ofplaced securities;
• Number of placed securities;
• Term and conditions for placement;
• Date of state registration and registration number;
• Location where the prospectus is available for interested parties to review.
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Salaries and Compensation of Members of the Executive Body (Management)

Agenda of the Annual General Meeting (AGM): Reorganization ofa JSC

Salary and Compensation of Members of the Board of Directors

Agenda of the Annual General Meeting (AGM): Changes and Amendments to the
Charter
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The reorganization of a company involves the transfer of rights and responsibilities of the
company to its successor.

A decision on a company's reorganization needs to be made by % of votes of shareholders
attending the AGM or by the court as envisaged by the Law. Appropriate changes should then
be made to the company's Charter and State Register.

The Federal Law on Joint Stock Companies does not require JSCs to disclose the
compensation or remuneration paid to management. However, Regulation 19 of the FCSM
requires that every JSC include in its prospectus information on all compensation paid to
members of the board of directors, the individual or collective executive (general director or
management) and other managers.

Each member of management shall sign a labor contract with the JSC that outlines hislher
rights and responsibilities within the JSC. Such acts shall be signed on behalfof the company
by the chairman of the board of directors or his nominee. The AGM (or the board of
directors, depending upon the charter of the respective JSC) shall have the right to terminate
the contract with each member ofmanagement at any time.

If stated in the JSC's charter, the board of directors determines the salary and compensation
to be paid to members of the executive body (Article 65, Paragraph 10).

The Federal Law on Joint Stock Companies does not require JSCs to disclose salaries and
compensation of the members of the board of directors.

According to Regulation 19 of the FCSM, a JSC should include in its prospectus, among
other required information, the amount of compensation paid to members of the board of
directors. This information must be disclosed when the prospectus is registered. The
prospectus must outline all types of compensation paid by the issuer to members of the board
during the three months before the decision to issue securities was made (including salaries,
bonuses and commissions).

According to the decision ofthe AGM, members of the board of directors (supervisory board)
may either be paid compensation for the execution of their duties or may perform their
functions free of charge (Article 64, Paragraph 2). The JSC's charter may include details
about compensation ofthe board of directors.

Changes and amendments to the charter are the exclusive jurisdiction of the general meeting
of shareholders, with the exception of those related to the increase of the charter capital,
which falls within the jurisdiction of the board of directors (Articles 12,27,28,48).
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Major Shareholders

Report of the Board of Directors

Annual Report

The AGM's resolution on the report of the board of directors should be published so that
shareholders who did not attend the meeting can review it.

cfed\manual\discIose.doc 7/9/977

The board of directors must report to the AGM on a regular basis. Resolutions of the AGM
must be obeyed by the board of directors. The AGM has the right to request from any
member of the board of directors any reports or documentation related to the JSC's activity.

However, in accordance with Regulation 19 of the FCSM, a JSC's prospectus should contain
information on all shareholders who own not less than five percent ofthe JSC's voting shares.

In theory, any shareholder owning no less than five percent of voting shares is considered a
major shareholder, but there is no requirement to publish this in the annual report or agenda
fortheAGM.

Management bodies (collective management or general director) are responsible for any
penalties incurred when the annual report is not submitted to the appropriate organizations in
time.

The board of directors (supervisory board) should approve the annual report no later than 30
days before the AGM. The annual report should be presented to shareholders at the AGM.

The inspection commission should confirm the reliability of data contained in the annual
report. A JSC should submit the annual report to the founders of the JSC (according to the
charter), to the tax authorities and to other organizations as required by law.

A JSC's prospectus should also contain information on major shareholdings of each
shareholder owning more than five percent of the JSC's shares, as follows: each shareholder
owning more than five percent of a given JSC's shares must report its significant holdings
(over 25%) in other JSCs to the given JSC. This information should include the full company
name, location, postal address (or full name) and the share of charter capital (or share of the
total number of voting shares of each shareholder) at the time of the share issue of the given
JSC.

In accordance with the JSC Law, a JSC shall be considered reorganized from the moment of
state registration of newly-founded legal entity or entities; in the case of a reorganization in
the form of a takeover, from the moment of registering the liquidation of the acquired
company in the State Register.

See the section on Forms of Reorganization in Chapter 5, "Issue-based Guidelines on
Corporate Governance Structure ofRussian JSCs: Compliance".
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Affiliates

Financial Data

Prior to the AGM, the board of directors should review and provide its initial approval of the
financial statements. The inspection commission should confirm authenticity of the
information.

A JSC should maintain a register of its affiliates and be prepared to submit required reports
on said affiliates. Affiliates should notify the JSC in writing ofthe number and type of shares
they own within 10 days of share acquisition date. (Article 93).
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Annual financial statements shall be submitted to the AGM for approval (Article 103,
Paragraph 1, Part 4 of the Civil Code; Article 88, Paragraph 3 and Article 48, Paragraph 1,
Part 11 of the JSC Law).

The Civil Code, JSC Law, other legislation and the JSC's charter outline procedures for
disclosing financial data. According to the first two laws, a JSC should present annual
financial statements to its corporate organs and shareholders, and, in certain cases, publish the
reports.

The following institutions can be affiliates ofa JSC:
• A company on which the JSC is dependent (Article 106 of the Civil Code);
• The parent company, in relation to which the JSC is a subsidiary (Article 105 of the Civil

Code)
• A shareholder controlling more than 20% ofthe JSC's voting shares.

According to the JSC Law and other legislation (such as Presidential Decree # 1186 of
October 7, 1992 "On Measures for Reorganization of the Securities Market in the Process of
Privatization of State and Municipal Enterprises, and "Guidelines on Investment Funds") the
following conclusions man be made:

1) an affiliated entity can be either an individual or a legal entity;
2) a legal entity may be affiliated with another legal entity or an individual (i.e., may be

dependent on somebody else);
3) an individual may be affiliated only with a legal entity (the individual has more "relative

power" over the legal entity);
4) the main characteristic ofan affiliate is its dependence on a legal entity or an individual.

Each JSC should include in its prospectus information on legal entities in which it owns no
less than five percent of the charter capital. This list shall contain company's full name,
location and postal address and share of charter capital of the legal entity, including the
names of subsidiaries and affiliates.

The term "affiliated entities" is taken from the English (meaning "to associate" or "combine")
and is a comparatively new term for Russians. The meaning of this term is to unite with an
entity.
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Accounting Standards

Every closed-type or open-type JSC making a public offering of its securities should publish
its annual financial statements.

Prior to publication, an independent auditor, (i.e. an auditor who is unrelated to the company
by property interests) should approve this data (Article 97, Paragraph 1 and Article 103,
Paragraph 5 of the Civil Code; Article 88, Paragraph 3 and Article 92 of the JSC Law).

Shareholders do not have the right to demand the following documents:
• Backup accounting documentation;
• Minutes ofmeetings of management.
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Each JSC is responsible for preparing accounting documentation which should describe the
current status of the JSC's assets, including the assets (property) of divisions, branches or
representative offices which are not independent legal entities. If a JSC has subsidiaries or
dependent companies, it has to prepare not only its own balance sheet but also an accounting

The Ministry of Finance adopted Resolution # 11104, on January 8, 1991, which provides
instructions for JSCs on accounting and record keeping of securities. Accounting data should
reflect the property and financial condition of a company as well as results of its economic
activity during said accountable period. Standard accounting forms and instructions for
completing them are prepared and approved by the Ministry of Finance.

Legislation of the Russian Federation established general accounting rules that are mandatory
for all JSCs, with the exception of insurance companies and banks, which have their own
rules. The "Regulation on Accounting in the Russian Federation" is still effective. The
latest draft of this regulation was approved by the Ministry of Finance of the Russian
Federation, Resolution #170 on December 26, 1994. This new draft was adopted when the
first part of the Civil Code came into force. (There is also a new law "On Accounting" # 129­
Russian Federation dated November 21, 1996).

Shareholders should receive:

• Annual financial statements;
• Report of the inspection commission;

• Report of the auditor;
• Reports of state and/or municipal financial agencIes proving the authenticity of the

financial data.

In order to comply with these disclosure requirements, each JSC should establish a system for
disclosure and distribution of these documents, in other words, to identify a corporate organ
or appoint an individual who will be responsible for such disclosure. It is also necessary to
develop a system for providing shareholders, outside investors, and/or state organizations
with answers to their requests and a system which will allow a member of the JSC's corporate
organs or a shareholder to provide information on hislher interests in a particular transaction.
It would also be beneficial to appoint a "public relations specialist" responsible for dealing
with the mass media.

•
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Listing Requirements

report which will include key financial characteristics of the subsidiaries and dependent
companies.

In order list securities, the JSC should apply to the trading supervisor. It should prepare all
documents specified by the trading supervisor and required to begin trading of the securities.

Only an issuer of securities (JSC) has the right to apply for a securities' listing and place them
on the Level One Quotation List. In contrast, both the issuer and a broker/dealer may place
securities on the Level Two Quotation List.
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In accordance with the rules of securities' listing and delisting, the trading supervisor should
take the following steps in order to place securities on the Level One Quotation List:
• Trading supervisors as well as issuers and dealer's firms should take certain

responsibilities to disclose information on: the issuer's types of activity; the issuer's
securities; and other facts and events important for making decisions on transactions;

• Dealers and their clients should be treated equally in terms of obtaining access to
information which should be disclosed in accordance with the rules of listing and delisting;

• Securities of issuers who fail to comply with listing requirements should be removed from
the list;

• Measures should be implemented in order to avoid price manipulation.

In accordance with Regulation # 23 (dated December 19, 1996), the "Temporary Ordnance on
Requirements to Trading Supervision at the Securities Market," trading supervisors (of a
given Stock Exchange) should prepare the following documents and have them approved by
the Federal Commission on the Securities Market (FCSM):
• Instructions for a trading supervisor;
• Regulations for securities' listing and "delisting";
• Disclosure requirements;
• A disciplinary code developed for handling violations of trading rules, the Securities Law

or other acts of the FCSM;
• Regulations on the disciplinary committee of the trading supervisor.

The resolution on accounting "Accounting Standards" 1/94 (approved by the Ministry of
Finance on July 28, 1994, Resolution #100) establishes a set of accounting rules and
conventions. Generally accepted accounting standards/principles should include official
standards employed by the respective JSC and of the "uncodified" practices and procedures
of the accounting profession.

Annual accounting reports should be submitted to the founders of the JSC as well as to the
tax authority. Legislation on taxation or other issues may contain clauses that describe how
to submit accounting information to other parties.

JSCs (with the exception of banks and insurance companies) should comply with the "List of
Accounts of Enterprises and Instruction for its Use", approved by the Ministry of Finance on
November 1, 1991, Resolution # 56. A new draft of this Resolution {# 173} was adopted on
December 28, 1994 and another draft {# 81} was adopted on July 28, 1995.
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Depositary Receipts

There are also similar requirements for placing securities on the Level Two Quotation List.

3 This information is taken from "Global Offerings of Depositary Receipts. A Transaction Guide,"
published by The Bank of New York.

In order to place securities on the Level One Quotation List, an issuer must accept the
disclosure regime established by the trading supervisor.
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American Depositary Receipts (ADRs) and Global Depositary Receipts (GDRs) are
identical from a legal, operational, technical and administrative standpoint. "Global" is
usually used when the receipts are traded outside the United States.

ADR prices are quoted in US dollars and dividends are paid in US dollars, although the
price of the ADR and the dividend rate are based on the actual trading price and
dividend rate of the JSC in its home market.

The following requirements must be met for a Level One Quotation:
• The JSC's securities should be issued and registered in accordance with Russian

legislation;

• The report on the results of the issue should be registered in the appropriate manner;

• The JSC's securities should be freely transferable;
• The number of shareholders of the JSC should not be less than 1,000;

• other terms.

A Depository Receipt is a negotiable certificate that usually represents a joint stock
company's publicly-traded shares or bonds. Depositary Receipts are created when a
broker purchases a JSCs shares in the JSCs home market (Le., Russia) and delivers
them to the depositary bank's custody bank in that market. The custody bank then
instructs the depositary bank in the United States or another country to issue
Depositary Receipts.3

An issuer (JSC) must meet these requirements for a Level One Quotation:
• The amount of the JSC's equity should not be less than 10 million ECUs (European

Currency Units);
• The JSC was established not less than three years ago;
• The JSC complies with disclosure requirements on securities, in accordance with the

Securities Law, and disclosure of information about the JSC in general, in accordance with
the Federal Law on Joint Stock Companies.

Most non-US JSCs entering the US market use ADRs instead of common shares. The
use of ADRs enables the broker trading the shares and the investor to overcome
operational, legal and administrative difficulties encountered when investing in non-US
shares.

JSCs have a choice of several types of Depositary Receipts: unsponsored and different
levels of sponsored Depositary Receipts. Unsponsored Depositary Receipts are issued
by one or more depositaries in a home market, but without a formal agreement. Today,
few, if any, JSCs permit such situations because of the lack of control.
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These are the disclosure requirements for the various categories of Depository Receipts:

Unlike Rule 144A ADRs, these ADRs are freely traded. Since they are traded, the
issuer must satisfy SEC requirements regarding share registration and custody.

Sponsored Level I Depositary Receipts
As prescribed by Rule 12g3-2(b).
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At the end of a three-year period, however, Rule 144A depositary receipts may be
converted into Level I depositary receipts and publicly-traded in the US without SEC
registration.

The same disclosure requirements apply as for the Rule I44A, but these ADRs represent
only already-issued shares of an issuer. Therefore, Level I ADRs may not raise new
capital for a company.

At the end of a 40-day restricted period, however, Regulation S Depositary Receipts
may be publicly-traded in the US without SEC approval and combined with a Level I
Depositary Receipt program.

Joint Stock Companies can raise new capital by issuing new shares for this type of
Depositary Receipt program, but the Depositary Receipts are not freely-traded in the
US. Instead, they are sold to qualified US institutional investors through a private
offering.

Regulation S
No disclosure requirements since the shares are for sale outside the United States.

Rule 144A Depositary Receipts- Prescribed by Rule 12g3-2(b) (1934 United States
Exchange Act)

An JSC (referred to as an "issuer" of shares) qualifying for the Rule 12g3-2(b) exemption
need not materially change its current reporting process. To qualify for this exemption
the issuer must furnish the U. S. Securities and Exchange Commission (SEC), on a
continuing basis, information which would be material to investors which the issuer:
(a) makes public in its own country;
(b) files with a stock exchange on which its securities are traded and is made public by

the exchange; or
(c) distributes to securities holders.

Joint Stock Companies can raise new capital by issuing new shares for this type of
Depositary Receipt program, but the Depositary Receipts are not freely-traded in the
US.

In contrast, sponsored Depositary Receipts offer control, the flexibility to list on a
national stock exchange in the US and the ability to raise capital.
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To date, no Russian JSC has issued Level II ADRs.

The issuer must meet the requirements of the national exchange (New York Stock
Exchange or American Stock Exchange) or NASDAQ, whichever it chooses.

A Level II ADR may not be used to raise new capital. It seems to be a less interesting
option for Russian JSCs, because the disclosure requirements are high, but there is no
opportunity to raise new capital.

Sponsored Level III Depositary Receipts
An issuer sponsoring Level III Depository Receipts is subject to full SEC disclosure,
plus adherence to US Generally Accepted Accounting Principles (GAAP). The issuer
registers the Depository Receipts under the Exchange Act by filing a registration
statement on SEC form 20-F, whose principal requirements are summarized below:
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• Detailed description of the business, including general developments over the past
five years, principal products, markets and distribution methods, breakdown of
revenue over the past three years by category of activity and by geographical
markets, etc.

• Description of facilities, plant and resource reserves and production, if applicable;
• Selected financial data for each of the last five years;
• Audited financial statements for three years (US GAAP or reconciled to US GAAP);
• Management discussion of financial condition, changes in financial condition and

results of operations over the past three years;
• Material information (for example, legal proceedings, control of the registrant by

parent or others, shareholders owning 10% or more of the issuer's stock, interest of
management or controlling shareholders and certain associated persons in material
transactions with the registrant, etc.);

• Copies of contracts material to the business (sensitive portions kept confidential);
• Description of securities to be registered.

Sponsored Level II Depositary Receipts
An issuer sponsoring Level II Depository Receipts is subject to full SEC disclosure, plus
adherence to US Generally Accepted Accounting Principles (GAAP). The issuer
registers the Depository Receipts under the Exchange Act by filing a registration
statement on SEC form 20-F, whose principal requirements are summarized below:
• Detailed description of the business, including general developments over the past

five years, principal products, markets and distribution methods, breakdown of
revenue over the past three years by category of activity and by geographical
markets, etc.

• Description of facilities, plant and resource reserves and production, if applicable;
• Selected financial data for each of the last five years;
• Audited financial statements for three years (US GAAP or reconciled to US GAAP);
• Management discussion of financial condition, changes in financial condition and

results of operations over the past three years;
• Material information (for example, legal proceedings, control of the registrant by

parent or others, shareholders owning 10% or more of the issuer's stock, interest of
management or controlling shareholders and certain associated persons in material
transactions with the registrant, etc.);

• Copies of contracts material to the business (sensitive portions kept confidential);
• Description of securities to be registered.
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A Level III ADR can be used to raise new capital. This is the difference between Level
II and Level III.

Level II ADRs
To date, no Russian JSC has issued Level II ADRs.

In addition to Mosenergo, the following Russian JSCs have issued 144A or Reg S ADRs
as of February 1997:

The issuer must meet the requirements of the national exchange (New York Stock
Exchange or American Stock Exchange) or NASDAQ, whichever it chooses.
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Issue Date
March 1996
May 1996
October 1996.

14

Type of ADR
144A
144A and Reg S
144A and Reg S

Company
Lukoil
Tatneft
Gazprom

Level In ADRs
In October 1996, VimpelCom issued a Level III ADR. (See article in Appendix 8
entitled, "VimpelCom is Russia's NYSE Debut." The Moscow Times. November 16,
1996.)

In January 1997, Inkombank became the first Russian bank to issue Level I ADRs.
Menatep Bank and Bank Vozrozhdeniye have also received SEC approval and
permission from the Russian Central Bank, but have not yet issued ADRs.

Level I ADRs
Share custody was perhaps the most difficult issued that delayed the SEC's approval of
the first Russian ADR (Lukoil in December 1995), because of problems with share
registers in Russia. This problem relates both to governance (the relationship between
management of a JSC and the share register) and disclosure (shareholder access to the
register).

GDRs
Many of the above-listed Russian ADRs also trade on European stock exchanges
(London, Luxembourg, Berlin) as Global Depositary Receipts. This makes the shares
accessible to a wide range of investors, thereby increasing liquidity.

As of February 1997, the following Russian JSCs have issued Levell ADRs: Lukoil
(December 1995), Seversky Tube Works (February 1996), Chernogorneft (March 1996),
GUM (June 1996), Tatneft (June 1996), Irkutsenergo (January 1997) and
Surgutneftegaz (January 1997).

Russian JSCs issuing ADRs and GDRs
In October 1995, Mosenergo was the first Russian JSC to sell its shares in international
capital markets through its $22 million 144A/Reg S offering to institutional investors.
The procedure was as follows: Mosenergo appointed Bank of New York (BoNY) as its
Depository, and BoNY established custody arrangements with a local Moscow-based
bank. Upon delivery of the Mosenergo shares to BoNY's local custody bank, BoNY
issued American Depository Receipts for these shares and sold them to institutional
investors. Each ADR comprised 30 Mosenergo shares.
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ADR CREATION SCHEME

6
._._---~

-~~
US Broker ~~-~- Depository Bank

I (Merill Lynch) (BNY)

2
~~

- - ~ - -- - - - --------- ------------_._--- ------ ----- ------

4

.,r
Russian Broker 3 Custody Bank
(Troika Dialog)

-~-~
(ONEXIM Bank)

Russia

I Invesror ~

USA

1. The US Investor places the order with its Broker to buy ADRs.
2. The US Broker places the order with a local Russian Broker to buy the original shares on the Russian market and
deposit them in the American Depository Bank account with the Russian Custody bank.
3. The Russian Broker executes the order.
4. The Russian Custody bank reregisters the shares into the American Depository Bank nominee's name and notifies the Bank about it.
5. The American Depository Bank issues ADRs and transfers ADRs to the US Broker's account with DTC
6. The US Broker writes the ADRS in the Investor's account in its internal books and records
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ADR CANCELLATION SCHEME

--~.-

USA

Russia

I Invesror 1-----1---.- US Broker
(Merill Lynch)

2
~~

-~------- - - - - - -

3

.,,
Russian Broker
(Troika Dialog)

4
~

Depository Bank
(BNY)

5

--------- - --~-- -~------ - -

~
,.

Custody Bank
(ONEXIM Bank)

1. The US Investor-owner of ADRs places the order with its Broker to cancel ADRs.
2. The US Broker gives the order to a local Russian Broker to sell the original shares deposited in the American Depository .
Bank account in the local Russian Custody Bank.
3. The Russian broker sells the shares and notifies the US Broker about this.
4. The US broker notifies the Depository Bank that the shares deposited in the Custody Bank have been sold and gives the order to
the Depository Bank to cancel ADRs. If the ADRs are issued in paper form, the Broker submits the certificates to the Depository Bank
for cancellation.
5. The Depository Bank cancels the ADRs and gives the order to the Custody Bank to release the shares and register them in the name
of the new owner.
6. The local Russian Broker through the Custody Bank registers the shares in the name of the new owner
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Annual Report End of fiscal year Publication in mass Annually
media; submitted to the
tax authorities,
shareholders,
Government Statistics
Agencies and FCSM

Balance Sheet End of fiscal year Publication in mass Annually,no
media; submitted to the later than June 1
tax authorities,
shareholders, local
statistics agencies

Profit and Loss Account End of fiscal year Publication in mass Annually, no
media; submitted to the later than June 1
tax authorities,
shareholders, local
statistics agencies

Prospectus, including: Securities issue Publication in mass Annually

• data on the issuer; media; in the event ofa

• information on financial public offering - in a

condition; and periodical with a

• information on the issue circulation of no less
than 50 thousand

List of affiliated persons, If there are affiliated Publication in mass Annually
specifying number and type of persons media
shares they own
Ratio of net asset value to End of fiscal year Publication in mass Annually
charter capital media
Number of shareholders End of fiscal year Publication in mass Annually

media
Information on specialized End of fiscal year Publication in mass Annually
registrar (for each type of media
securities), including:

• name;
• organizational and legal

form;

• location;
• postal address;
• telephone number; and
• # of license from the FCSM
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ANNUALLY:
List of Documents

DISCLOSURE OF INFORMATION
BY JOINT STOCK COMPANIES

Under Which
Circumstance (s)

Whom When



Form # I-T "Information on Every legal entity and Government Statistics Annually
number of employees and their its independent Agencies
salaries during the year" branches

Form #l-T "On conditions of Every enterprise and Government Statistics Annually,
labor, benefits, and industrial organization Agencies beginning with
compensation for work under the report for
unfavorable conditions" 1996
Form 12 -F "Information on Every legal entity Government Statistics Annually
spending monetary funds" Agencies
Form 5-3 "On expenditures on Every legal entity and Government Statistics Annually
production and product its independent Agencies
(services, goods) sales" branches
Form # 11 "State statistical Every legal entity and Government Statistics Annually
control over availability and its independent Agencies
flow of the fixed assets branches
(funds)"
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ANNUALLY:
List of Documents Under Which

Circumstance (s)

2

Whom When



Quarterly report End of quarter Tax authorities, Within 30 days
shareholders after the end of

quarter
Information on: End of quarter Tax authorities Before the 201ll

• bank accounts (current) as day of the

well as loan, depository and month

other accounts in banks and following the

other credit institutions reporting

located within the Russian period

Federation;

• accounts III foreign
currency in banks and other
credit institutions located
within the Russian
Federation and abroad

The joint stock company Open joint stock Publication in mass Every quarter
presents: companies which have media; submitted to

• its balance sheet; completed or are in the FCSM

• profit and loss account process of a public
offering

Report on securities When any securities have FCSM Every quarter
been issued

Form # I-T "Information on Every legal entity and its Government Statistics Every quarter
number of employees and their independent branches Agencies
salaries during the year"
Form 5-3 "On expenditures on Every enterprise and Government Statistics Every quarter
production and sales of the industrial organization Agencies
products (services, goods)"
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QUARTERLY:
List of Documents Under Which

Circumstance (s)

3

Whom When



Form # I-T "Information on Every legal entity and its Government Statistics Monthly
number ofemployees and their independent branches Agencies
salaries during the year"
Form I-F "Information on Every legal entity Government Statistics Monthly
terms ofpayment at the Agencies
enterprise"
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MONTHLY:
List of Documents Under which

circumstance (s)

4

Whom When



Report on major transaction Public offering Publication in mass No later than 5
media; reported to days after the
FCSM event

Report on the decision made, A joint stock company Publication in Within 5 days
specifying the date and the decides to place bonds "IlpUJlo:JICeHue K of decision
name of the body which made and/or other securities BecmHuKy (/)Kl{E
the decision "Appendix to the

Official Magazine of
the FCSM'

Information disclosed State registration of bonds Publication in Within 5 days
includes: and/or other securities "IlpUJlo:JICeHue K from the date

• name of the issuer; BecmHuKy (/)Kl{E" of registration

• type and form of the issued (Appendix to the

securities; Official Magazine of

• terms and time of
the FCSM)

placement;

• date and number of the state
registration; and

• place and procedures for
looking at the prospectus

Information disclosed Approval of the results of Publication in Within one
includes: placement of bonds and/or "IlpUJlo:JICeHue K month

• name of the issuer; other securities BecmHuKy (/)Kl{E"

• name of the body which (Appendix to the

approved results of Official Magazine of

placement and date of the FCSM)

approval;

• type and form of the placed
securities; and

• number of the placed
securities

Information disclosed Acquisition ofmore than Publication in mass Within one
includes: 20% of the voting shares media month

• data on the JSC which of another company (Note:
acquired more than 20% of This does not apply to
another company; purchases of shares in the

• data on the JSC voting process of formation ofa

shares of which have been new JSC)

purchased; and

• results ofpreliminary
agreement with the Anti-
Monopoly Committee for
such purchase
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AD HOC (FROM TIME TO
TIME):

List of Documents Under which
circumstance (s)

5

Whom When



Information disclosed A JSC increases its Publication in mass Within one
includes: ownership of voting shares media month

• data on the JSC itself; ofanother company above

• data on the other JSC the 20%, and every additional

voting shares of which have increment of 5 thereafter

been purchased; and

• results ofpreliminary
agreement with the Anti-
Monopoly Committee for
such purchase

Auditor's report Independent audit Shareholders and all Anytime
interested parties

Report of the Inspection Inspection Shareholders and all Anytime
Commission interested parties
Reports of Federal and Reports of Federal and Shareholders Anytime
municipal financial agencies municipal financial

agencies which confirm
authenticity of the
financial documentation of
the JSC

Documents include: When opening a bank The respective bank Every time

• application form on opening account
a bank account;

• document on state
registration;

• notarized copy of the
charter;

• a card with signature
samples and the seal;

• and other documents
Copy of the charter, balance When preparing an The respective bank Every time
sheet, profit and loss account application for a loan from
and other documents a bank
Various documents of a JSC Upon the request of The respective From time to

respective government government agency time
agencies (for example, tax
inspection)
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TIME):

List of Documents Under which
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Documents of a JSC: Shareholders would like to Shareholders From time to

• Charter (changes and review these documents time

amendments to it);

• documents certifying the
JSC's right to property on
its balance;

• guidelines on establishing a
subsidiary or representative
office;

• annual financial report and
other financial documents
submitted to respective
organizations;

• prospectus;
• minutes of AGM, meeting

of the Board of Directors
(Supervisory Board) and
Inspection Commission;

• reports of the Inspection
Commission, Auditor;

• list of affiliated persons,
specifying type and number
of their shares; and

• other documents in
accordance with Russian
legislation or the charter of
the JSC

Information on the AGM's Every open-type JSC with Publication in a No later than
decision to increase charter more than one thousand periodical with a 15 days from
capital and issue additional shareholders circulation ofnot the date of the
shares, due to a reevaluation of less than 10 thousand AGM
fixed assets
AJSC: A JSC issues Level I United States Upon SEC

• discloses information which ADRs Securities and request,
is important for the investor Exchange periodically
and which it publishes in its Commission (SEC)
country, registers at the
stock exchange where its
securities are sold (so-called
"public information") and
presents to owners of
securities; and

• fills in Form F-6
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TIME):

List of Documents Under which
circumstance (s)
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An issuer of Level II ADRs A JSC plans to issue Level SEC Upon SEC
must complete Form 20-F, II ADRs request,
including: periodically

• detailed description of the
company's activity;

• description ofproduction
capacity;

• financial data on one of the
five years of operation;

• financial reports certified by
an auditor for the last 3
years;

• information on the
company's management;
and

• other (for details, please
refer to chapter on ADRs in
"Disclosure" section);

• and complete Forms F-6
and 6-K

An issuer ofLevel II ADRs A JSC plans to issue Level SEC Upon SEC
must complete the following III ADRs request,
forms: periodically

• F-l;
• F-6;
• 20-F;
.6-K

cfedfmanuallcalen.doc 07/09/97

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

AD HOC (FROM TIME TO
TIME):

List of Documents Under which
circumstance (s)
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---------------------
Uralsvyazinform

Liquidity Development Program (LDP)I

CASE STUDY

Who?

What?

When?

Where?

Why?

How?

Managers who want to improve their share price and attract investors, in preparation for raising capital through new
share issues

Liquidity Development Program

Immediately and on an ongoing basis

Within the JSC, in Russia and major capital markets abroad

Help medium sized companies raise capital in Russia and on international capital markets

- Create proper information disclosure documentation on the company
- Make the shares of the company more easily available to investors
- Disseminate information about the company to investors

~
<~

J Liquidity in the equity markets is defined as the ability of a share to absorb a substantial amount of buying and selling without disturbing the price significantly.
Please refer to the Equity Market Notes, Appendix I. These notes were produced by CFED as an integral part of this manual and accompanying workshop.
Participants should refer to these notes when reviewing the accompanying profiles and case studies.
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URALSVYAZINFORM IN APRIL 1996

A VERY GOOD SECOND-TIER, BUT UNKNOWN COMPANY

A very good company-

Revenue : $80,000,000 (1995)
Profit : $16,000,000
Growth : 30% - 40% annually
Dynamic management
Active investment policy
Good financial condition

But not well known -

Not traded in Russia's OTC market
Appeared only rarely in the local sharemarket

=> SHARE TRADING HELD BACK BY LACK OF SUPPLY OF SHARES
=> SHARE PRICE STOOD AT LOW LEVEL: 15 ROUBLES

~
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----------------------
URALSVYAZINFORM IN DECEMBER 1996

A SUCCESS STORY OF THE RUSSIAN SHARE MARKET

Strong interest from investors in Russia and abroad

Share price increase from 15 Roubles to 180 Roubles

Market capitalisation from $30,000,000 to $250,000,000

Quoted by major brokerage houses in Russia and recommended as an outstanding investment opportunity

Traded in London

Planned ADR in 1997

Liquidity much improved, and getting better

Supply remains limited. Market observers believe the price of the company's shares is approaching the level at which present
shareholders will offer their shares for sale in greater numbers. Some observers believe the catalyst for this may be the planned
Level I ADR in early 1997.

=> AN INCREASE IN CAPITAL IS NOW POSSIBLE UNDER BETTER CONDITIONS: URALSVYAZINFORM PLANS TO
RAISE BETWEEN $10,000,000 AND $20,000,000.

~
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Price V. Industry Index (US$)
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Uralsvyazinform

Key Financial Characteristics

Income Highlights (R mlns) 1994 1995 9 months 1996
Total revenue 142,507 361,839 427,981
Net income 25,300 71,791 85,465
Net profit margin 17.75% 19.89% 19.97%

Balance Sheet Highlights (R mlns)
Current assets 55,302 108,441 149,298
Accounts receivable 36,599 73,278 92,200
Non-current assets 402,173 501,834 1,157,178
Total Assets 457,475 610,275 1,306,476

Current liabilities 47,690 146,429 181,745
Accounts payable 17,835 64,233 99,370
Non-current liabilities 4,551 33,294 49,257
Total liabilities 52,241 179,723 231,002
Shareholders' equity 405,234 430,552 1,073,467

Current assets/Current liabilities 1.16 .74 .82
Tot. liabilities/Shareholders' equity .13 .42 .22

PIE ratio not traded 2.34 11.82

Source: Skate Press
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Who?

Managers who want to improve their share price and attract investors,
in preparation for raising capital through new share issues

Criteria? The LDP -- which can help a company whose shares are virtually not traded to become well known to investors and,
ultimately, actively traded at higher price levels - works best with companies meeting specific requirements:

• Dynamic and qualified management, open to disclosure and external investors
• Good financial condition and prospects
• Sufficient size

Even if your company does not meet the sufficient size criterion for the LDP, you can still learn an important lesson from Uralsvyazinform.
The point is that investors will pay for disclosure.
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---------------------
Disclosure aud Attitude to Investors

A company wishing to improve its share performance must be ready to disclose a significant amount of information, including some that
is usually considered a "commercial secret" in Russia. Information that should be disclosed includes:

• Detailed description of activity;
• Investment plan;
• Business plan;
• Description of existing and planned technical equipment;
• Pricing policy
• Financial statements, including quarterly balance sheets, and where possible, accounts presented according to lAS.

More generally, the management should be open to external investors and aware of investor rights.

Fiuancial Condition and Prospects

Prospects are linked to the attractiveness of the company itself as well as its line of business:

• Profitability and a stable financial condition are the main indicators of success;
• A company is more attractive if it has a significant competitive advantage, or outstanding operational performance;
• A high growth rate is an advantage - provided it does not create instability in the financial structure of the company;
• Certain industries such as telecommunications and energy have always been attractive to investors.

Sufficient Size

Best for companies with annual sales of $100,000,000 or more; threshold as low as $30,000,000 if the company meets one or more of the
following requirements:

• Very high growth rate (40% a year or more);
• Exceptional profitability (net profit/revenue greater than 20%)
• Very attractive area of business (telecommunications or food processing, for example);
• Unique strategic position (quasi monopoly of specific equipment in a high growth industry, for example)
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What?
Liquidity Development Program (LDP)

LDP
LDP was proposed to the FCSM by Ares Associates, the LDP's implementer; and is financed by the European Union through TACIS.

The LDP in the first instance is an information disclosure program, designed to raise a share's price by creating market awareness and
confidence, leading to increased demand and higher pricing. A successful share with a favorable price history is a better vehicle for
raising fresh capital. Such a new issue will be met by investor enthusiasm and the company will have to sell a smaller percentage of
ownership to raise a given amount of fresh capital.

Liquidity
Liquidity in the equity markets is defined as the ability of a share to absorb a substantial amount of buying and selling without
disturbing the price significantly. It is the result of good investor demand and significant trading, which tends to reduce the spread
between bid and ask prices (stimulating still more trading).

Liquidity / Pricing
Liquidity is primarily the result of increased demand, which raises bid prices and causes more shares to be made available for sale. The
process is self-reinforcing, since investors are attracted to a share because it is liquid (reducing their risk of loss due to volatility).

Increased demand =>
Higher bid prices =>
More seller interest =>
Reduced spread between bid and ask prices =>
Increased likelihood of transactions =>
Increased trading =>
Increased liquidity =>
Increased demand.
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---------------------
How?

LDp2 - Step 1 : Documentation Creation

WHAT

Information Memorandum
In English and Russian describing:

• The company, and its

• Activities
• Equipment
• Investment and business plans

• Strategy
• Management

Newsletter
Quarterly newsletter in English and
Russian, sent to existing and prospective
investors containing:
• Latest company information
• Update of financial events
• Upcoming Events

Videotape
Describing the company

lAS Accounting

Source: Ares Associates

WHY

Basic document required by any
institutional investor

Necessary to keep institutional
investors informed and to avoid
misunderstandings

Not necessary, but useful and
impressive during conferences

Gives comfort to investors and is evidence
of openness. Due to cost, it should be done only
in anticipation of issue of shares or bonds.

BY WHOM

Independent financial advisor,
but signed and
checked by the company, and
prepared on the basis of
materials
provided by the company.

The company

Specialised production
company.

International audit firm

HOW LONG

1 to 2 months

Every three
months

1-2 weeks

6 months

HOW MUCH

$10,000­
$25,000

Production
and
distribution
costs

Approximately
$ 5,000

$100,000 ­
$200,000

2 This is a general discussion of the LDP, and not a company~specific discussion.

cfed/manual/urals.doc 07/08/97
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LDP - Step 2: Make the shares easily available for investors

WHAT WHY BY WHOM HOW LONG HOW
MUCH

Improve registration system
A Moscow based independent and By the company, through Several months Depends
computerised registration system organising a competition on the
of shares is required by institutional among the best Russian registry
investors registrars chosen

Select an international investment instrument
for the shares For many international investors, it Independent advisor One month $5,000 -
(ADRs, RDes) IS $10,000

difficult to buy Russian shares
directly.

Create international instruments
Depends on the instrument. Several months Depends on
Usually a depository and the
an instrument.
international lawyer are ADR
required. Levell may

cost $20,000 -
$50,000

Choose market maker in Moscow and London
Necessary in Moscow to be on RTS Under advice from an Several weeks of Percentage
or RTS2, and in London to make independent advisor or negotiations for
placements and represent the lawyer. placements
company's interests in London:

3% - 5%
Source: Ares Associates

cfed/manual/urals.doc 07/09/97
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LDP - Step 3: Disseminate information about the company among investors

WHAT

Conferences in Moscow and London
introducing
the company and its strategy

Mailing the Information
Memorandum to investors, journalists,
etc.

Press releases and contacts with media

Customised communications with
major investors: One to one meetings

Source: Ares Associates

WHY

Effective way to introduce a
company and its strategy to
investors

Useful to make sure all institutions
have relevant information about
the
company

-To inform investors on company
developments
-Keep media interest on company

It is important to cultivate a stable
base of large portfolio investors
who will support future issues of
shares or bonds

BY WHOM

Specialised public relations
company

The company

The company

The company, in
coordination with market
makers

HOW LONG

Two hours

Every year

Every month

HOW MUCH

$5,000 for one
conference

Cost of mailing

~
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LDP - Step 4 : Going further

After completion of steps 1,2, and 3, which should take approximately 6 months, the company, provided it is accepted by the market
should be traded in Moscow and London. The company should maintain the momentum established by:

Continuing to cultivate the market:

• Update the Information Memorandum annually
• Maintain regular communications with investors and the media
• More ge.nerally, continue the actions set out in Steps 1,2, and 3.

Using the existence of an active market for the shares to raise funds under favorable conditions: One or several new issues of shares
would allow the company to raise substantial amounts of money, due to better pricing of the shares and the interest of investors.

• Once the company has successfully placed shares, it will be realistic to consider an issue of bonds or convertible bonds.

Using this capacity to raise money to develop its business, perhaps by acquiring other companies, and lower financing costs.

cfed/manual/urals.doc 07/08/97
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SUMMARY

ATTRACTIVE COMPANY
GOOD DISCLOSURE MATERIAL
ACTIVE MARKETING

=> => =>

HIGHER PRICE
AND
LIQUIDITY

=> => =>
EASIER TO RAISE
MONEY;
MORE FAVORABLE
CONDITIONS

~
cfed/manuallurals.doc 07108/97
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Uralsvyazinform
Discussion Topics

Please work with your team to evaluate:

• How the LOP's implementation activities are related to achieving a higher share price - be as specific as possible;
• How achieving a higher share price will help the company raise capital at better terms;
• In a hypothetical new share issue, what percentage of ownership would have had to be sold to raise $10,000,000 in April 1996; same

question for December 1996;
• How changing the registrar and auditor are connected to improving the share price;
• How a Level I ADR program is connected (albeit indirectly) to the ultimate goal of raising fresh equity;
• The effectiveness of the LOP (for Uralsvyazinforrn and other, potential participants).

cfed/manuallurals,doc 07/08/97
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Uralsvyazinform1

CASESTUDYZ

Uralsvyazinform (hereinafter referred to as the "company") is a
telecommunications industry regional leader, considered financially stable, with
plans to expand and diversify its activities. The company intends to finance a
portion of its capital requirements by raising new equity through the sale of new
shares. In connection with its equity raising strategy, the company has taken
successful steps to improve its shares' liquidity and increase its share price, which,
in the opinion of industry analysts, has been held down due to a lack of supply of
stock available for sale in the market. There has been a lack of supply of shares
available for sale because demand for the shares has not been sufficiently robust
to lift the bid prices (indicated by potential buyers) to a high enough level to
motivate enough current owners -- who have confidence in the company and
believe it is worth more based on its fundamentals -- to sell. As a result, fewer
transactions have taken place, and the shares have not yet had the opportunity,
in spite of notable recent progress, to rise to their full potential.

Company Background

Uralsvyazinform is a dynamic telecom company servicing the Perm region
in the Western Urals, an area of 160,000 square kilometers with a population of
3.1 million. The company employs 7,830 workers and provides a wide range of
services. The company has a monopoly position in a heavily industrialized
environmen1.

The company provides telephone, radio and television services and
expects to use installed fiber-optic cables to develop cable TV in Perm. There is
great opportunity for expansion since telephone penetration in the region is low
and demand for other telecommunications services is also high. The company is
developing several new businesses, including mobile cellular telephony and
paging services, and is actively implementing a number of modernization
programs using fiber-optic lines.

The company was privatized in April 1994. Its initial charter capital of
R346,436,000 has since been increased to R912,096,700,800 in connection with
revaluation of fixed assets. Ownership structure is:

Svyazinvest 51 %
Employees 26%
Management 12 %
Crawford Holdings 3%
Other 8%

I This case has been prepared by CFED as of December 15, 1996 using information and exhibits
provided by Ares Associates and Skate Press. The information has not been independently
verified but is believed to be accurate.
2 Please refer to the Equity Market Notes, Appendix I. These Equity Market Notes were
produced by CFED as an integral part of this manual and accompanying workshop. Participants
should refer to these notes when reviewing the accompanying profiles and case studies.
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Demand for Shares

Capital Needs

Corporate Actions

• Company video produced for conferences and presentations.

cfed/manuallural.doc 7/91972

• Information Memorandum, a basic document required by institutional
investors, prepared and distributed at conferences and to all major
players in the Russian securities market;

Step 1 -- Documentation Creation

With a view to develop and maintain a liquid, actively traded market for
the company's shares, the LDP implementation methodology included the
following activities - conceived to generate interest and trust among, and
accessibility to, investors:

To support its growth strategy, the company's development plans assume
$53mn invested in 1996, $83mn in 1997, $60mn in 1998 and $40mn in 1999. Other
capital needs include $4mn to $6mn annually to repay loans and bonds.

As part of its strategy to meet a portion of capital raising requirements
through the sale of new equity, the company decided to take steps to prepare for
new share issues by creating a ready market for its shares and raising its share
price. Accordingly, the company in April 1996 became the pilot project for the
Liquidity Development Program ("LDP"), sponsored by TACIS and
implemented by Ares Associates. The company was selected as the pilot project
by the Russian Federal Commission for the Securities Market, based on criteria
including the company's dynamic management, good financial condition and
prospects, and openness to investors. The company is also involved with Skate
Press in its Information Disclosure program. The company's immediate
objectives in joining LDP and Skate's program were improving stock liquidity
and performance, preparation of large blocks of shares for sale and preparation
for an international facility (Level I ADR or Russian Depository Certificate).

The company's shares trade on the nationwide OTC market. Earlier in the
year, the shares were virtually untraded: the stock was not yet traded in Russia's
OTC market and the shares appeared only rarely in the local market. Stock
liquidity was hampered by lack of supply. Since the share price (as reflected by
the bid price) stood at low levels, owners held on to their shares.

The company has recently changed its registrar to Central Moscow
Depository. The AGM on May 26, 1996, appointed Coopers & Lybrand as the
company's auditor.

The company has placed four bond issues in the Perm region over the past
three years and is the recipient of many financial proposals from international
financial institutions.
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• Internet Web Site created;

• Communication strategy developed;

• Newsletter designed;

• Company presentations held in Moscow, London and Frankfurt;

cfed/manuallural.doc 7/91973

• Moscow brokers introduced - two-side (buy and sell) quotations now
open from a number of brokers in periods of normal market activity;

• Dissemination of basic information (news, press-releases, background
materials) through various channels.

• Series of meetings arranged with potential investors and the company's
General Director;

• The company's shares included in all indices calculated by Skate (MT­
Index, ASP General, ASP Telecommunications) - company awarded its
own ticker in the Bloomberg information system.

• Company profile published in Capital Markets Russia, Russia X­
Tension and Skate Blue Chips -- distributed via Reuters, Bloomberg
and Datastream electronic services and mailed to interested potential
investors;

• London placing agent proposed (Williams de Broe selected) to
introduce the company to international investors and develop a
systematic program for placing the company's shares with them;

• Mailing list of key investment firm executives and investors prepared
(for newsletter, Information Memorandum, etc.);

• Organization of competition to select a leading law firm dealing with
ADRs (Clifford Chance selected);

• Preparation for Russian Depository Certificate and Level I ADR
programs;

• Recommendation of change of registrar and organization of
competition to select a new, independent registrar (Moscow Central
Depository selected);

To get full, continuing benefit from the program, the company will have
to update the Informacion Memorandum each year and continue the actions set
out above. The result should include new issues of shares allowing the company
to raise substantial amounts of money, helped by better pricing and investors'

Step 3 - Communication with Investors

Step 2 - Improvement of the Accessibility ofSecurities

J
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Exhibit

Results of the Program

interest in the shares. This enhanced capacity to raise money will help the
company develop its business, perhaps make acquisitions and generally lower its
finance costs.

On the international side, Williams de Broe is preparing blocks of shares ­
- mostly treasury stock -- for closed auctions in London. The firm's plan is to sell
to a stable base of institutional investors, with the idea of creating a group of core
investors who will support new issues of securities. Williams de Broe and the
company are thinking in terms of a $20mn international issue of new shares later
in 1997 (I 44A/Reg S ADR).

I
~)
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The Skate Press Blue Chips summary of the company.

Liquidity, however, continues to be held back by limited supply. Still,
significant progress has been made and analysts are recommending the stock as
an outstanding investment opportunity. The company intends to follow
independent investment and fund raising policies, rejecting a number of
proposals from British and Korean companies to create joint-ventures. The
company's board approved a Level I ADR facility in August. The facility is
expected to cover 4% of the company's stock and is planned for January or
February, 1997. Market observers believe that the price of the company's shares
is approaching the level at which present shareholders will in greater numbers
offer their shares for sale -- some observers believe the catalyst for this increase
will be the planned Level I ADR in early 1997.

The company's shares are quoted by major Moscow brokerage houses and
share prices have gone up from R IS in April to R 180 as of December II, 1996.
Spreads between bid and asked prices (see accompanying Equity Market Notes -­
Share Demand and Supply) have narrowed dramatically, from as much as 50% at
the beginning of the LDP to approximately 7%-10% now. The company has
become the highest priced Russian telecom by the usual comparative measures
(price/earnings ratio, price per access line and price/cash flow). Market
capitalization has reached $250mn, up from $30mn at the start of the program.
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Company •••••••••••••Uralsvyasinform
Ticker ., UINF
Industrial Group ••••Telecommunications

t=t.r.i~~ ..,! ..I~.c:I.IJ.~~r,y I.~~~~ ..(y'~~) .

PIE Ratio (E) ..•..•...•....••.• 12.80
Price Change 31-Dec-96to 31-Mar-97 •+50.00%
Market Capitalization, U5$•... 451,487,867

~~.i!:~.~.~~.~~~.~~'..~~~.:.:.:.:.:. :.:.:.:.:.:.:.:.:.~:~~
General information

Corporate Action Update
.............'lj~kimi'haS'~' i:iR 54.6' bi~: 'or 'uS$'10.7 ~In': iii iii':;'!OCai ~8rlUit

ttvough bond issues (of which RR 33.2 bin was raised from telephone bonds and RR 21.7
bk1 was raised from interest bearing bonds). The company plans to issue further inlerest
bearing bonds for a tc1aI sum of RR 20.0 bin in the first half of 1997.

In early April, the general director of Svyazinwst. Nail Ismailov, reported that a
leasing company called RosIeasingsvyaz Ud would be established jointly by a pool of com­
panies, including Uralsvyazinform, Samarasvyazinform, St Petersburg MMT,
Nizhegorod~nfonn and Svyazinvest The pool owns 51% of the new company, with
49% owned by banks and insurance companies, Rosstrakh and Ingosstrakh among them.
The company is to lease lelecommunication equipment 1D regional operators.

In the second half of Februaty, Permcombank, the authOnzed administrator of a
DM 110.0 min tied credit 1D the company for equipment supplies, stopped clearing and..
cash servicing of accourns.

The company currently has 16 signed con1rac1s with foreign suppliers worth US$
86 min, of which only three were conducted ttvough government agencies. The rest were
directly negotia1ed.

Uralsvyazinform plans to bring digitalization levels up to 45% for the entire region,
and up to 60% for the city of Perm. 60,000 new access Dnes are to be ins1aJ1ed in the
region: 37,000 in Penn; 7,400 in Berezniki; 7,300 in SoDkamsk.

The company in1ends to launch a new GSM-900 celular network for 5,000 sub­
scribers in Penn, Berezniki, Soikamsk and Krasnokamsk. Also, an NMT·450 cellular net­
work will be expanded to service 10 small towns. A mobile 'Jllrsion of AMflS.8OOD wil also
be introduced. The company plans 1D ins1aJI equipment for an SDH regional prirnaJy net­
work in 1997-2000.

A Ie'JllI-l ADR issue backed by approxma1e1y 10% of UraJsvyazi1fonn's charter
capital is being delayed due to increased requirements from the US SEC but is expected
Ialer in Summer.

Full Company Name
Main Office
Registered Address
Telephone
Fax
Director General
Number of employees
Date of registration
Date of AGM
Web site

JSC 'Uralsvyazinform­
68, Lenina St., Perm
68, Lenina St., Perm

(7-3432) 34-1984
36151984

Rybakin V.1.
7,384

18-Sep-93
7-Jun-97

http://WWW.uralsviazinform.ru

- Uralsviazinfonm -Telecommunication Index

1994 1995
142,507 361,839
40,838 91,930
25,300 71,971

17.75 19.89
0.00 0.01

9,120,967,008 9,120,967,008
2,211 4,567

~~c::.c>.~.c:I.~ry M.~.r.~.~t.~.~.~.c:l.r.~~ .
Moderately traded on the OTC market and on RTS-2. An ADR issue pending.
Following the compilation date of this issue. Uralsviazinform was transferred to
RTS on April 14, 1997.
Common stock volume on RTS-2 for February-March, 1997 period amounted
to USS4,326,000 (2.09% of total volume on RTS-2).

Included in the following stock indices:

03/31/97

Date of Inclusion
16-Sep-96
31-Mar-97
16-Sep-96

11/11/9606124196

Weightlngs, %
0.67
1.07
6.95

01/31/96

SO.02

SO.04

SO.OO

09/01/95

SO.06

Index
ASP-General Index
MT-Index
Telecommunications Index

l-Jan-97
1,393,254

196,050
24,049

138,831
27,952

1,197,204
3,648

1,103,293
1,153,131

912.097 ­
97,313

240,123
203,736

45,885
116,9n
36,387
36,387

1996
650,351
200,309
181,075

27.84
0.02

9,120,967,008
5.100

1-Jan-96
610,275
108.441

15,909
73.278
18,278

501,834
1,991

394,117
430,552
380,040
42,381

179,723
146,429
28,231
64,233
33,294
33,294

l-Jan-95
457,475

55,302
6,200

36,599
6,106

402,173
1,113

386,909
405,234

347
12,978
52,241
47,690
11,690
17,835
4,551
1,917

INCOME HIGHLIGHTS (R min)
Total Revenues
Income Before Taxes
Net Income
Net Profit Margin
Earnings per share (R thnd)
Number of shares·
Average R/US$ Rate (R)

CAPITAL HIGHLIGHTS (R min)
ASSETS
Current Assets, of which
Cash
Accounts Receivable
Inventories

Non-Current Assets, of which
Intangible Assets
Fixed Assets

OWNER'S EQUITY, of which
Charter Capital
Reserve Fund

UABIUTIES
Current Uabilities, of which
Short-Term Debt
Accounts Payable

Non-Current Uabilities, of which
Long-Term Debt

0.89
1.16

n.t.
n.a.
n.t.
n.t.

RATIOS
Equity Ratio
Current Uquidity
VALUATIONS
PIE Ratio
Book Value per share (R thnd)
MC/BV
MC/employee (R min)

R/US$ Exchange rate
Financial Data standard

• - current number of shares outstanding

3,550
UFI

0.71 0.83
0.74 0.96

2.34 9.23
0.05 0.13
0.35 1,45

22.n· 226.44

4,640 5,554
lAS RAS

~.~.~.r.~ ..~~~C::.~ ~~~.~ ..'<'~~~~1~ % .
Period/lndex 31·Dec·96 31·Mar-96 31·Dec·95

31·Mar·97 31·Mar·97 31·Dec·96

UINF US$ 50.00 1,400.00 731.45
R 54.62 1,668.74 894.34

Index' USS 78.11 572.19 269.96
R 83.59 692.62 342.44

Market·· US$ 79.52 474.94 190.54
R 85.04 5n.94 247.46

• - Telecommunications Index ••• ASP-General Index

M~j~r §.f:I~.r.~I:'.~.lc:I.~r.~ .
Nlime Stake % Name Stake %
Perminform Ltd. 100.00 Svyazinvest 51.00
Permtelekom Ltd. 100.00 Employees 25.00
Ural-Inform 100.00 Management 12.00
Business-Consulting Perm 60.00 Treasury Fund 4.00
Infininvest 52.00 Crawford Holdings 4.00
United Telecom Ural 50.00 Non-State Pension Fund Parma 3.00
Pochtobank 35.00 .Ie "Ermak" 0.68

. Habbad College 27.20 VIF "Detstvo-l" 0.10
\ Parma 25.00

zapaduralfond 10.00 Free Float (% of common stock) ~ 49.00
..........•..........•....•••.•....................•......•••..•.••....••....•...................•..••.....••...............•......
ClKapjlal Press 1996. ISSN 13&3-5572. All righls .......d. R.produetion in any form __ without
writhn permission is prohibited.No ...sponsibility can be accepted by the publisher or the contnbutors for
the action taken as a "'$Uti of information provided in this pubMcaUon.
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Company •••••••••••••Uralsvyasinform
Ticker ....................... ••UINF
Industrial Group ••••Telecommunications

.....•.•..•.•.••.•.•.••.•.•..•...••.•..••...•..•..•..••...•••.. ,

New No. of shares
692,872

760,080,584
760,080,584

9,120,967,008
9,120,967,008

Par Value, R
500
500

1,200
100
100

Type of shares
common
common
common
common
common

Date
18-Sep-93
25-0ec-95
ll-Jul-96
11·Jul-96
1-Apr.97

.~~c:>.~~ ~~.~~.9.~~ .
Events
First issue
Bonus issue
Increase of par value
Split
Total

p~yi~~.~~ ~.i.fi.~f:)ry .

1993
1994
1995
1996

n.p.
1,500
208.3

1.1

none issued
none issued
none issued
none issued

17-Jul-95
27-Apr-96

n.a.

n.a.
16-Aug-95
27-May-96

n.a.

Production Overview

1994 1995 9M96
333.40 362.20 381.22

25.02 15.80 n.a.
27.80 30.72 n.a

20,293.00 20,784.00 49,678.00

80.53 85.86 n.a.
17.04 18.32 n.a.
31.79 35.55 n.a.
93.29 91.13 n.a.
30.12 33.41 n.a.
96.25 97.63 n.a.

0.00 42.26 n.a.
0.00 9.79 n.a.

50.79 54.31 n.a.

20.94 41.87 n.a.
5.73 6.63 n.a.

75.44 85.49 n.a.
1994 1995 1996

10,715.46 28,n1.00 22,335.00
14,163.70 31,061.00 25,378.00

%
%
%

%
%
%

access lines
access lines

Measure
thnd access lines

%
basic residential a.l. per 100 households

thnd calls

%
%

basic residential a.l. per 100 households
%

as % of total capacity
%

Production Volume
Product
Number of access lines
Penetration Rate
Per Household Penetration Rate
Outgoing IlD calls
City Telephone Network
Capacity Utilization
Penetration Rate
Per Household Penetration Rate
Access lines with fLO access
Automatic switches
Percentage of digital transmission facilities
Rural Telephone Network
Access lines with IlO access
Automatic switches
Percentage of digital transmission facilities
ILD Telephone Network
Capacity utilization rate of IlD switches
Percentage of digital transmission facilities
Percentage of ILO calls
Installation Volumes
Installation, total
Installation, residential

9P~.r.~.~~9~.~ ..$.~~.~.~.ry .
Uralsvyazinform provides telecommunications services to the Perm US$ 70.0 min. This includes cellular network projects with AMPS, NMT

Region. In 1995, several new exchanges were installed, including an S-12 and GSM standards, paging and other services which have begun to
automated long distance exchange in Perm and two TDX automated generate returns in summer, 1996.
exchanges in Perm and Kizel. In lH96 five new local automated exchanges On July 15, a contract between Dresdner Bank and
were installed with SDH digital systems. In 1996 it installed a total of 10,000 Permcombank was signed in Frankfurt to extend a tied credit of DM
new lines and it plans to put into operation an SDH transmission system in 17.0 min to Uralsvyazinform for the purchase of GSM-900 cellular net-
Perm by the year end. In April 1996 the company began operation of an ISDN work equipment from Alcatel SEL.
system in Perm linking Moscow, Perm and Nizhniy Novgorod to the intema- Management is amenable to outside investors and known for
tionallSDN network. its candour. It is involved in the Information Disclosure and Investor

The company is engaged in joint projects, which have a total value of Relations program implemented by Skate•
.•......•.............•..........••••...••......•...•..•......••.•.............................•.•....•......•......•.........•.•...

.~.~.gi.~~r~r~ .
Name Type of securities
Central Moscow Depository all shares

Tel.
(7-095) 207-6696

Address
22. Olkhovskaya St, Moscow, 107066, Russia

Auditors.................................................................................................................................................................................................................................................................
Name
Coopers & Lybrand

Tel.
(7-095) 232-5511, 232-5522

Address
5, Nikitsky Per., Moscow, 103009, Russia

Financ.ial Adviser.................................................................................................................................................................................................................................................................
Name
ARES Associates
Williams de Broe

Tel.
(7-095) 941-8148

(44-171) 588-7511, 588-1702

Address
n.a.

6, Broadgate, london, EC2M 2RP. UK

.~~.g.~I ~~y.~~~~ .
Name
Clifford Chance

Tel.
(7-095) 258-505~ 258-5051

Address
24{27, Sadovaya -Samotechnaya St., Moscow, 103051, Russia G
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"How To Handle Corporate Governance Situations"

CASE STUDY

Situation 1
JSC Nizhny Novgorod has announced its upcoming annual general meeting of shareholders. A minority shareholder of JSC Nizhny Novgorod
has submitted a shareholder proposal, namely a nominee for the board of directors.

Situation 2
A minority shareholder of JSC Nizhny Novgorod has called for an extraordinary meeting of shareholders to demand the resignation of the board
of directors.

Situation 3
, ,

The board of directors of JSC Nizhny Novgorod is considering a Sponsored Level I American Depositary Receipt program.

Situation 4
The General Director of JSC Nizhny Novgorod has been seriously injured in an automobile accident.

Situation 5
The market for the shares of JSC Nizhny Novgorod is very small, and there has not been much trading on the stock exchange. Furthermore, the
press has reported several times that the JSC is unable to pay its employees in cash. At the same time, a small but successful Russian
advertising/public relations company approaches JSC Nizhny Novgorod with a proposal for a public relations campaign.

cfed/manual/howto.doc. 06118/97
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Discussion Topics

After analyzing one of the above situations, each team should:

• Prepare an outline of the legal framework for the situation;

• State assumptions about references, if any, in the JSC's charter regarding this situation;

• Prepare a list of the rights/responsibilities of the following parties: shareholders, management and the board of directors;

• Prepare a timetable of the necessary actions to be taken in response to the situation;

• Prepare a list of the documents that management and the board of directors must complete in order to effectively resolve the situation.

cfed/manual/howto.doc. 06118/97
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Questions to Participants on Corporate Governance - Compliance

You should choose one answer to each question:

1. What is the name of the supreme management body of a JSC?

1. Management
2. Board of Directors
3. Inspection Commission
4. General Meeting of Shareholders

2. Which body has right to make a decision on amendments to the Charter of a
JSC?

1. General Director
2. Management
3. Board of Directors
4. General Meeting of Shareholders

3. If a shareholder or shareholders want to convene an extraordinary general
meeting of shareholders (EGM) what percentage of shares must they own?

1. Any
2. Not less than 5%
3. Not less than 10%

4. When should an annual general meeting of shareholders be held?

1. There is no specific time of the year for holding an annual general meeting: it can
be held any time.

2. Not later than one month after the end of the fiscal year.
3. Not earlier than two months and not later than six months after the end of the fiscal

year.

5. Which percentage of shareholders attending an AGM represents a quorum?

1. Over 50%
2. Over 30%
3. Over 75%

6. In which cases is keeping a shareholders' registry delegated to a specialized
registrar?

1. The JSC may decide this.
2. Number of shareholders who own ordinary stock is more than 500.
3. Number of shareholders who own ordinary stock is more than 1000.
4. Number of shareholders who own ordinary stock is more than 10 000.

cfedlmanuallcomtest.doc 06/18/97
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7. Who does not have the right to have access to the minutes of the meetings of
the Management?

1. Shareholders of the JSC
2. Members of Board of Directors
3. Members of Inspection Commission
4. Auditor ofthe company

8. The Annual General Meeting of Shareholders (AGM) did not take place
because there was no quorum. Is it possible to discuss, at the following meeting,
several issues that were not on the original agenda?

1. Yes, if shareholders vote for it.
2. No.

9. Is there a time frame for convening an extraordinary meeting of shareholders
(EGM) by the Board of Directors upon shareholders' request?

1. No.
2. Not later than 30 days from the date of submitting the request
3. Not later than 45 days from the date of submitting the request

10. Is it possible to put an item "Miscellaneous Business" on the agenda of the
Annual General Meeting of Shareholders (AGM)?

1. Yes.
2. Sometimes
3. No.

11. Does a shareholder have the right to make two proposals to the agenda as
well as propose nominees to the Board of Directors and Inspection
Commission?

1. Yes
2. No

12. May the General Director of a JSC simultaneously be the Chairman of the
Board of Directors of that JSC?

1. Yes.
2. No

cfedlmanual/comtest.doc 06/18/97
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INTERNAL GOVERNANCE OF RUSSIAN JOINT STOCK COMPANIES
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Corporate Governance Structure Depending on Various Factors

Annual General Meeting of Shareholders I'

elects elects

.. "'A.
, p,-----.;...-----------.......,

Board of Directors I I General Director
(Company's Individual Executive)

'appoints
!

Management Board

~ (Company's Collective Executive Body) I......

.)
\,j-l

A lot of activity. Outside investors with large stakes.

I.Ouside investors with large stakes have seats on the Board

2. Company's current activity is effectuated by the company's collective executive body

3. "Strong" General Director
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Corporate Governance Structure Depending on Various Factors

Annual General Meeting of Shareholders

elects

•Board of Directors

Administration officials hold controlling interest

They are the largest shareholders ("insiders")

.elects

••
General Director

(Company's Individual Executive)

~
~

1. "Strong" General Director
2. The company's Board of Directors consists of "insiders"
3. The Board of Directors develops strategic decisions

effectuates company's current activity
fulfills all functions of General Meeting of Shareholders, excluding its exceptional jurisdiction
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Corporate Governance Structure Depending on Various Factors

Annual General Meeting of
shareholders

elects

Board of Directors

a

p
p
o
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n

t
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Company's Individual Executive
(General Director)

Company's Collective Executive Body
(Management Board)

One of the founders owns controlling interest, when the JSC is established
While establishing subsidiaries or daughter companies
The founder wants to establish" control over the executive body

1. Chairman of the Board of Directors (largest shareholder) instead of "strong" General Director
2. General Director - employes as a manager, appointed by the Board of Directors
3. Collective Executive Body (if needed) is appointed by the Board of Directors
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Issue-based Guidelines on Corporate Governance Structure of
Russian Joint Stock Companies (JSC): Compliance

The following topics will be discussed at the seminar: issue-based guidelines on
corporate governance of Russian JSCs (corporate governance structure, rights and
responsibilities ofmembers ofthe Board ofDirectors, rights ofshareholders, role and
responsibilities of Inspection Commission and auditors of a JSC) and disclosure
requirements.

Each topic will be covered as follows:

1. Legal Requirements.
2. Common Practice (references to specific legislation, specific examples,

participants will be asked to share their relevant experiences).
3. Legislation and common practice in other countries.

We will discuss in detail the topics covered in the manual and consider other
corporate governance issues not discussed in the manual. For example, the following
issues will be reviewed:

1. Choice ofan optimum corporate governance structure.
2. What should be included in the charter.
3. Share register.
4. Types andforms ofgeneral meetings ofshareholders. Making decisions. Counting

votes. Tabulation Commission.
S. Shareholder appeal of a decision made by the Annual General Meeting of

Shareholders (AGM).
6. Refusal of the Board of Directors to convene an Extraordinary General Meeting

(EGM) ofshareholders.
7. Relations between parties in a JSC during reorganization, liquidation of the JSC

or bankruptcy. Consideration ofthe rights ofall parties (including creditors).
8. Liability ofcorporate organs and the JSC itself

Also, the participants will be asked to take a test on corporate governance.

cfed/manuallcompli.doc 07/09/97



Comvliance

Charter Requirements

Issue-based Guidelines on Corporate Governance Structure of
Russian JSCs1

: Compliance

I This section was prepared using the literature specified in the bibliography and materials provided by
International Institute for Law-Based Economy Foundation (ILBE).
2 The Federal Law on Joint Stock Companies ("the JSC Law") of November 24, 1995. All references
in this section are to the JSC Law, unless noted otherwise.

cfed/manual/compli.doc 07/091972

The charter, depending on the particular circumstances, may also include the
following:
• Procedures for exercising preemptive rights to purchase shares offered for sale by

shareholders of a closed JSC (Article 7, 3);
• Reference to the rights of shareholders - owners of ordinary stock to participate in

general meetings with the right to vote on all issues within its competence, the
right to receive dividends, and in the event of company's liquidation - to receive
part of its assets (Article 31, 2);

• The amount of dividend and/or value paid when the company is liquidated
(liquidation value) for preferred shares of each type; if the charter provides for
preferred shares of two or more types, priority for payment of dividends and the
liquidation value of each type of preferred shares (Article 32, 2 and 3);

• Procedures for establishing a reserve fund amounting to no less than 15% of the
charter capital and setting the amount of mandatory annual contributions to this
fund, amounting to no less than 5% of net profit (Article 35, 1);

The JSC Law specifies what must be included in the charter, as well as provisions
that, depending on the particular circumstances, might be included in the charter. The
charter must specify:
• Full and abbreviated name of the company;
• Location and type (open or closed);
• Number, nominal value, share classes (ordinary or preferred) and types of preferred

shares issued by the company;
• Rights of shareholders owning shares of each class;
• Amount of charter capital;
• Structure and competence of the company's corporate organs and procedures for

decision-making;
• Procedures for preparing and conducting AGMs, including list of resolutions

requiring a qualified majority or unanimously;
• Information on subsidiaries and representative offices of the company; and
• Other provisions stipulated by the JSC Law (Article 11).

According to the Federal Law on Joint Stock Companies ("the JSC Law"i, the
Charter is the "founding document" of a company. The requirements of the charter
are compulsory for the JSC's board members and shareholders.
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Capital Structure

Thus, a JSC has charter capital which is split into a number of shares. The total
nominal value of all issued shares equals the amount of the charter capital.

In legal terms, the size of charter capital establishes the JSC's minimum liability. The
charter capital serves as a means of raising the financing necessary to start business
activity.

According to the JSC Law, a JSC has the right to issue shares of two types: ordinary
and preferred. The preferred stock in the company's charter capital must not exceed
25% oftotal share capital (Article 25, 2).

cfed/manual/compli.doc 07/091973

At the time of incorporation, the combined financial contribution of all participants in
a given JSC is called the Charter Capital. The charter capital must be secured by the
assets of the JSC. When establishing a JSC, the founders consolidate their assets
according to the terms stipulated in the charter. Following this capital consolidation,
they pursue further business activities aimed at making a profit. In order to contribute
to the joint capital of a JSC, a person can invest money or other assets (buildings,
equipment, etc.), securities (shares of other JSCs, bonds, promissory notes), rights to
use natural resources (land, water) and other property rights as well as the right to
intellectual property. The value of property contributed by each founder is expressed
in monetary form, whose value is determined jointly by all participants in the JSc.
The monetary value of this consolidated property constitutes the charter capital (fund)
of a JSc. The charter capital is divided into a certain number of equal shares. The
monetary expression of said share is termed the nominal value.

• Procedures and time limits for reporting to shareholders the decisions adopted at
general meetings and voting results (Article 49, 7);

• Timetable for convening a general meeting (Article 52, 2);
• Procedures for electing members of the Board of Directors (Article 66, 1);
• Procedures for electing members of the Inspection Commission as well as its

competence (Article 85); and
• Responsibilities of management in handling the accounts, condition and

authenticity of the company's accounting, prompt submission of the annual report
and other financial information to the appropriate agencies, and disclosing
information to shareholders, creditors and mass media (Article 88, 2);

In addition to these mandatory provisions, the charter may also contain other
provisions, as long as they do not contradict the JSC Law and other laws and
regulations of the Russian Federation. (See Appendix 4 - Model Charter.)

An ordinary share (A type share) grants its holder the right to vote at the AGM, the
right to receive dividends (the amount is not fixed) from the net profit of the company,
and the right to receive part of the company's assets in the event of liquidation.
(Articles 23, 31, 75).
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Corporate Governance Structure of Russian JSCs

The JSC Law determines the competence of the general meeting of shareholders, that
is, its rights to consider and make decisions on various issues.

A JSC is one of the most complex types of a legal entity. It may have several organs
as well as bodies of internal and external control and a general meeting of
shareholders.

If a JSC has less than 50 shareholders owning ordinary (voting) shares, the JSC has no
board of directors and the general meeting takes over the responsibilities otherwise
assigned to the board of directors.

cfed/manual/complLdoc 07/09/974

Competence of the General meeting can be:
• exclusive and
• alternative.

General Meeting of Shareholders is the supreme management body of a JSC. By
participating in general meetings, shareholders exercise their right to participate in the
governance of the JSC. The general meeting of shareholders has the right to take
decisions only on issues within its competence, as provided for by the JSC Law and
each JSC's charter. The charter may not expand the powers of the general meeting
beyond those stipulated in the JSC Law, but it can limit them.

Bonds. The general rule is that a JSC has the right to issue bonds secured by: (a) a
certain share of its assets; or (b) assets provided by third parties specifically for this
purpose. A JSC may not issue unsecured bonds before the third year of operations,
and then only when the balance sheets for the two previous years have been approved.
(Article 33, 3).

In practice, preferred shares are usually issued in order to attract small investors, this
is why they have a low nominal value. Issuing of preferred stock makes it possible to
raise necessary financing without issuing bonds (Article 33), and this also gives the
owners of large packages of ordinary shares an advantage over the owners of preferred
shares in terms of making decisions affecting the company's activity. All shares must
be registered. (Article 25, 2).

The organs of a JSC are:
• General Meeting of Shareholders.
• Board of Directors.
• Management (single or collective).

A preferred share in most cases does not grant its holder the right to vote at AGM,
but guarantees the right to receive fixed dividends (not only from the net profit of the
company but also from special funds). The dividend is set in the form of a fixed sum
or a percentage of the nominal value of the share; this is stipulated in the company's
charter. This share also grants the right to receive part of the company's property in
case of liquidation (liquidation value). (Articles 23,32 and 75).
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Issues that fall within the alternative competence of the General Meeting of
Shareholders may be transferred to other corporate organs.

Issues that fall within the exclusive competence of the general meeting of
shareholders may not be transferred to other corporate organs (for example, to the
board of directors). Issues of the exclusive competence of the general meeting have
the following characteristics: they are complex, their decisions are valid for a long
time and these decisions may not be considered outside the meeting. Issues within the
competence of general meetings can be organizational or property and legal.

Property and legal issues are as follows:
• Increasing or decreasing the charter capital (Article 29, 2; Article 48, 1-7; Article

72,2);
• Consolidating or splitting shares (Article 48, 1-16, Article 74, 2); and
• Major transactions the subject of which is property whose value exceeds 50% of

the book value of the company's assets on the date of the decision (Article 48, 1­
18).

The following are organizational issues:
• Amending the JSC's charter, approving the revised charter (except when related to

increasing charter capital) (Article 12, I; Article 27, Article 48, 1-1);
• Voting on a proposal of the board ·of directors to reorganize the JSC (Article 48, 1­

2); to liquidate the JSC or to appoint a liquidation commission and approve the
mid-tenn and final liquidation balance sheets (Article 48, 1-3);

• Detennining the number of members of the board of directors, electing them and
tenninating their powers (Article 48, 1-4, Article 66, 1);

• Detennining the number of members of the inspection commission, electing them
and tenninating their powers (Article 48, 1-9); and

• Approving the auditor (Article 48, 10, Article 86-2).

cfed/manual/compILdoc 07/09/975

The following are alternative issues:
• Participating in holding companies, financial and industrial groups and other

associations of commercial companies; (Article 48, 1-20; Article 65, 16);
• Paying or not paying dividends, approving the amount of dividends and the fonn of

payment on shares of each type (Article 42, 3), as well as the date of payment
(Article 42, 4);

• Approving and amending changes to internal "Regulation on the Board of
Directors";

• Setting the compensation of the members of the board of directors (Article 66, 2);
• Approving and amendments changes to internal "Guidelines on the Inspection

Commission" (Article 85, 2);
• Setting the compensation of the members of the inspection commission, upon

recommendation of the board of directors; and
• Make decisions as necessary following review of the inspection commission's

report on the JSC's financial and economic activity (Article 85, 3).
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The general director is the head of management. Management's work is supervised
by the board of directors.

Members of management receive payments or compensation for their work in the
amount set by the board of directors, and a share from the net profit in the amount set
by the general meeting of shareholders. The general meeting of shareholders may
grant management an option to buy the company's shares.

Management is a collective executive body of a JSc. Management exercises control
over the everyday activities of a JSC within the competence specified by the
company's charter, resolutions of the general meetings of shareholders and internal
regulations of the JSC (resolutions and rules) approved by the board of directors.

Management has the right to undertake transactions, provided the amount of the
transaction is not more than 20% of the quarterly turnover of the company in the
previous quarter. It may also make decisions regarding certain transactions between
the JSC and a shareholder, provided the shareholder owns no more than 5% of the
charter capital and is not a member of the board of directors or management.

cfed/manuallcompli.doc 07/09/976

The main objective of management is to increase the JSC's profitability.
Management acts on behalf of the company in court and while dealing with state
organizations, legal entities and individuals. Management also has the right to choose
any type of activity within the competence stipulated in the charter and decisions of
the general meetings of shareholders.

Management consists of the general director, executive directors and managers ­
heads of the main departments (subdivisions) of the company. The competence of
each member of management is specified in a job description approved by the board
of directors upon the agreement of the general director. Shareholders and third parties
related to the company's activity may be members of management. Management
meets when necessary and upon the request of the general director. A quorum is
constituted when more than half the members of management are in attendance.

The board of directors signs contracts (or agreements) with management. These
contracts specify:

• Rights and responsibilities;
• Form, order and terms of compensation;
• Terms of the contract;
• Terms for terminating the contract;
• Other conditions.

Board of Directors (Supervisory Board) exercises general control over the JSC's
activity within the competence established by law. A board of directors is mandatory
in every JSC with at least 50 ordinary shareholders (owners of voting shares). The
main objective of the board of directors is to develop strategic policy aimed at
increasing the JSC's profit, maintain a stable economic and financial portfolio and
exercise control over management.
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Roles and Responsibilities of Directors

Voting is open. If no consensus is reached, the general director makes his own
decision and the disputed issue is referred to the board of directors. Minutes of
meetings are signed by all members in attendance. Non-voting members of the
inspection commission may attend a meeting of management.

The following issues are the exclusive competence of the board of directors:
1. Identifying the JSC's priority activities (Article 65, 1);
2. Convening an annual general meeting of shareholders [AGM] (Article 65,2):
• Setting date, location and time of the AGM (Article 47, 2; Article 54);
• Approving the agenda and deciding whether or not to include shareholders'

proposals (Article 53,4,5; Article 54, Article 65 3);
• Approving the list of nominees to the board of directors and other corporate organs

(article 53,4 and 5);
• Preliminary approval of the annual report and submission of it to the AGM (Article

47,1; article 88);
3. Convening an extraordinary general meeting of shareholders [EGM] (Article 55,1;

Article 65, 2):
• Approving the agenda of an EGM and deciding whether or not to include

shareholders' proposals (Article 55,4);
• Determining the form of the EGM as well as setting the date, time, and location

(Article 55, 1; Article 47, 2);
• Refusal to convene extraordinary meeting requested by the inspection commission,

auditor, or shareholders owning no less than 10% of the voting stock for reasons
provided for by the JSC Law (Article 55, 4);

4. Signing contracts with the executive officer (director, general director), and/or
collective members of management (Article 69,3);

5. Proposing members to the tabulation commission and submitting these proposals
to the AGM for approval (Article 56,1);

6. Setting the compensation of the general director and/or collective members of
management (Article 65, 10);

7. Providing a recommendation on compensation of the members of the inspection
commission (Article 65, 11);

8. Determining compensation of auditors (Article 65, 11);
9. Approving the results of additional share issues (Article 12, 1);
10. Making a decision to repurchase shares issued by the company in instances not

related to an intentional decrease of the charter capital (Article 65, 9; Article 72, 2;
Article 48, 1.19);

11. Establishing subsidiaries and representative offices, approving resolutions on their
establishment (Article 65, 15);

12. Making decisions on the JSC's participation in other organizations (Article 65,
16);

13. Deciding on which transactions to undertake (Article 65, 18; Article 83, 1 and 2);
14. Identifying the market value of property - subject of a major transaction (Article

79,2);
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JSC "Bratsky Aluminum Plant"

CASE STUDY

JSC "Bratsky Aluminum Plant" convenes its annual general meeting of shareholders.,,1
"Open-type JSC "Bratsky Aluminum Plant" (BAP)
Address: 665716, Bratsk-16, Irkutsk Region convenes its general annual meeting of shareholders (AGM) which will be held on June 29, 1996 at
13:00, at 28 Lenina Street, Bratsk Cultural Center "Mettalurg."

Agenda:
1. Establish a Commission to Count Votes.
2. Report of the Board of Directors on financial and economic activities of the JSC "BAP" in 1995.
3. Approve annual report, profit and loss account and proposed distribution of profit and loss.
4. Report ofthe Inspection Commission.
5. Report of the Auditor.
6. Approve Dividends.
7. Approve Revisions to the Charter.
8. Approve Regulation "on the Inspection Commission."
9. Approve Agenda of the AGM.
10. Terminate Powers of the Board of Directors before time.
11. Elect Board of Directors.
12. Elect General Director.
13. Elect Inspection Commission.
14. Restate Nominal Value of the JSC's shares to a Uniform Amount (of 200 rubles).
15. Any Other Business

The list of shareholders who have the right to participate in the AGM was prepared in accordance with the shareholders register as of May 15, 1996.
Shareholders will be admitted from 9 to 11 a.m. at the Cultural Center "Mettallurg," 28 Lenina Street, Bratsk upon submission of an invitation or
voting card. Information related to preparation and conduct of the general annual meeting will be available at the offices of BAP, Department of
Privatization, Room 58, tel: 44-15-08 beginning June 27, 1996.

Chairman of the Board of Directors, Gromov B.S."

I According to the newspaper "Economica I Zhizn" (Economy and Life) #21, May 1996

~
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---------------------
Questions to Participants2

(Working in teams participants will prepare answers to all questions except #9. For question 9 each team will answer a, b or c).

I. Agenda of the AGM: Does the wording of the agenda violate Russian legislation?

2. Procedures for submitting proposals by the Board of Directors, shareholders, etc.

3. How many days in advance is it necessary to announce AGM? What should be included in the announcement of the meeting?

4. Which materials on preparation and conduct of the meeting do shareholders have the right to receive?

5. According to the press, an employee of "Zelyony Mys" company (a shareholder ofBAP) was buying voting cards at $300-400 a piece.
In your opinion, which regulation of the JSC Law was violated, and what will be the liability?

6. A shareholder holding more than 20% of the shares and several minority shareholders (approximately 4500 people) do not have access
to the balance sheet and minutes of the meetings of the Board of Directors/Executive Body. Which documents does a shareholder have
the right to receive?

7. During an extraordinary meeting of shareholders, it was announced that a new Board of Directors will be elected. As a result, a new
Board was elected. What consequences (problems) in your opinion might this have?

8. A revised Charter was approved at the AGM. The registration body refuses to register it. What should be done?

9. Please prepare a detailed plan of actions that should be taken by JSC in each of the following situations:
a) new share issue and placement of the issued shares among the shareholders;
b) a closed joint stock company is planning to increase its charter capital up to 10 million dollars by increasing the nominal value of
the share;
c) an issue of bonds which will be placed through subscription.

~

-~

2 The aim of the questions to participants is to discuss practical aspects of corporate governance and disclosure and have nothing to do with the events that took
place in this JSC. The name of the JSC was not changed on purpose to prove the participants that the issues discussed at the seminar are not theoretical and similar
events might take place in real life.
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TsUM Trading Housel
New Share Issue

Who?

What?

When?

Where?

Why?

How?

Managers ofjoint stock companies who want to raise capital.

Raising capital through new share issues.

Approximately 6 months prior to the planned placement.

Within the capital markets in Russia and abroad.

Raise money for modernisation and expansion on favorable terms.

- Prepare the company for share issue and successful placement
- Prepare and register the issue and all the required documents
- Price the issue and place the shares

cP:.
v~

I Please refer to the Equity Market Notes, Appendix I. These notes were produced by CFED as an integral part of this manual and accompanying workshop.
Participants should refer to these notes when reviewing the accompanying profiles and case studies.
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TsUM

Background

• A restructuring and modernisation of TsUM is required in order to expand the trading area, increase the turnover and profit.

• The cost of the project is $24 million.

• The forecast revenues of the company are from $3.5 to $4 million in 1996 and from $6.1 to $6.9 million in 1997.

• TsUM raised $10.8 million by the third share issue.

cf?J
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Price V. Industry Index (US$)

II Trade House TsUM Retailing Index II

$0.45

$0.30

$0.15

$0.00

11/2/94 5/16/95 11/3/95 5/13/96 11/1/96
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** Representation based on Skate Press Source
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TsUM

Key Financial Characteristics

~
~

Income Highlights ($ tholls)
Total revenue
Net income
Net profit margin

Balance Sheet Highlights ($ tholls)
Current assets
Accounts receivable
Non-current assets
Total Assets

Current liabilities
Accounts payable
Non-current liabilities
Total liabilities
Shareholders' equity

Current assets/Current liabilities
Tot. liabilities/Shareholders' equity

Source: Offering Memorandum

1994
6,998
2,169
31.0%

4,955
267

10,693
15,649

3,103
2,678
1,264
4,368
11,281

1.60
0.39

1995
11,749
2,961
25.2%

7,517
982

7,252
14,769

5,753
5,123
1,143
6,896
7,872

1.31
0.88
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Who?

Managers Who Want to Raise Capital through Share Issues

Criteria:

• Dynamic and qualified managers open to new investors
• Good financial condition and prospects for the future
• Sufficient size

~
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-~~----~--------~-~-~

What?

Example of How to Place a New Share Issue

• TsUM's share issue is the first new issue by a Russian company, sold in the Russian market, which successfully placed all its shares.

• TsUM is not a large, oil and gas utility or telecommunications company (the usual market favorites).

• Financial characteristics are satisfactory but not "Blue Chip."

• Most of the shares were acquired by foreign investors. Out of 24 institutional investors, 14 were foreign. Approximately 500
individual investors also bought TsUM's shares.
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When?
Where?

• TsUM's financial advisor, OLMA company, started negotiations with potential investors in May of 1996

• The deal was completed in December of 1996

• The transaction was placed in the Russia based market, however TsUM is planning a Level I ADR program in order to attract a
broader range of investors.

Why?
Raise money for modernisation and expansion on favorable terms

• To sell shares at the highest price

• To balance different sources of funding in the company

cfed/manualltsums.doc 07/08/97
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How?

Step 1.
• Prepare the company for improved share market performance (well in advance of actual share issue).

Choose a financial advisor
Improve disclosure processes (for example):

• publications in press
• videotape on TV
• press-conferences on important events in the company

Auditing

The purpose ofStep 1 is to develop a higher share price at the time of the future issue, as wall as a ready market ofcore investors for the new
issue.

Step 2.
• Prepare and register the issue and all required documents
• Develop pricing strategy

Step 3.
• Take steps on actual placement of the issue in the market

Note:
The following "How" tables are general in application, and not specifically related to TsUM. The tables take into account the
Federal Commission for the Securities Market Regulation 19. (The registration of the TsUM issue preceded Regulation 19.)

-6
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HOW?2

Step 1: Preparing the company for improved share market performance (well in advance of actual share issue).

WHAT

Information Memorandum
In English and Russian describing:
• The company, and its
• Activities
• Equipment
• Investment and business plans

• Strategy
• Management

Newsletter
Quarterly newsletter in English and
Russian, sent to existing and prospective
investors containing:
• Latest company information
• Update of financial events
• Upcoming Events

Videotape
Describing the company

lAS Accounting

Registrar/Trading
Improve share registrar and be included
in a well known trading system (for
example, RTS)

WHY

Basic document required
by any institutional investor

Necessary to keep
institutional investors
informed and to avoid
misunderstandings

Not necessary, but useful and
impressive during conferences

Not essential, but gives comfort
to investors and is evidence of
company openness to them.

It is necessary to provide an easier
access to the company's shares for
investors. This will also have an
impact on the share price

BY WHOM

Independent financial
advisor, but signed and
checked by the company,
and prepared on the basis
of materials provided by the
company

The company

Specialised production
company

Preferably, a well-known
international audit firm

The company and
financial advisor

HOW LONG

1 to 2 months

Every three months

1-2 weeks

6 months

several months prior
to the beginning of
sales

HOW MUCH

$10,000 - $25,000

Production and
distribution costs

Approximately
$ 5,000

$100,000 - $200,000

depends on a contract
with a registrar

$:)

.~

2 The following "How" tables are general in application, and not specifically related to TsUM. The tables take into account the Federal Commission for the Securities
Market Regulation 19. (The registration of the TsUM issue preceded Regulation 19.)

cfed/manual/tsums.doc 07/08/97



--------------~---
How?

Step 2 : Preparation and Registration of Required Documents
Pricing

- _.-
WHAT

Registration:
• File application (Regulation 19, Annex I)

Prepare and register corporate decision on
issue (Reg. 19, Annex 2)
Register issue (obtain registration notification)

• Prepare (if necessary) and register issue
prospectus (format and disclosure
requirements as per Reg. 19, Annexes 3, 4 and
5)

• Disclose the information in the prospectus
• Registration of the Report on the Results of

the Securities Issue (Annex 6)
• Disclose the information in the Report

Amend charter, register the amended

Prepare printed materials:
• Issue prospectus
• Selling Memorandum (no longer essential

because of the new disclosure requirements for
the prospectus, as required in Regulation 19)

• Copy of Charter

Pricing:
Price the issue (using a combination of
techniques, including: comparison with similar
companies, adjusted book value and discounted
cash flow).

WHY

Compliance with Federal
Commission for the Securities
Market's Regulation 19

Meet investors' requirements
for proper compliance and
full disclosure

Charter should reflect changes in
the size of Charter Capital

Inform investors
(and comply with Regulation 19)

Determine the price that will
raise maximum capital, while
being a success in the market.

BY WHOM

Financial advisor!
lead manager
and the company

AGM!Board of
Directors as per the
propsal to increase
the charter capital
through a share issue

Financial advisor!
lead manager,
company and printer

Financial advisor!
lead manager
and the company.

HOW LONG

Three - six months

Three - six months

Selling memorandum
will be finalised just
before the issue, since it
will contain pricing
information.

Prior to the placement

HOW MUCH

Registration Fees:

Financial advisor's fees
vary and may be
included in the
placement fee.

Financial advisor's fees
vary and may be
included in the
placement fee.

Depends on contract
with the printing
company.

Part of advisor's role
as lead manager.

.>0
'-.J""""""
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How?

Step 3: Placement of Shares

WHAT

Sell shares

Coordinate and register payments

Control the issue account

Place Tombstone3 advertisement in
major newspapers and specialised
publications.

WHY

Purpose of placement

Control the selling/payment
process

Control and certify transfer of
property rights to the shares that
are being sold
Provides publicity and useful
information to issuers, market
participants and investors

BY WHOM

Lead manager and agents

Lead manager

Registrar

Financial advisor/lead
manager

HOW LONG

Depends on the
success of placement

During the period of
placement

During the period of
placement

Following the offering

HOW MUCH

Varies,
approximately
5% of funds
raised

Part of the lead
manager's
compensation
According to the
contract with
Registrar
According to
contract with
publications

3 You can find a a sample tombstone of TsUM at the end of this text. For a discussion of these terms, see Appendix 8, Press Coverage of Corporate Governance in Russia,
article by Victor Karetnikov, "New Share Issues - American Style," Dyelovoi Express. February 19, 1997. Moscow.
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TSUM

Discussion Topics

It is 1997, but the situation is absolutely as it was in the middle of May 1996.
Your team will play the role of the Board of Directors of TsUM. A meeting of the Board of Directors has been called to elect a new
Chairman, and then finalize a plan for financing the company's capital expenditure requirements - $24,000,000 over the period 1997­
1998, as reported by the Construction Company hired for reconstruction of the building. The board has already decided to raise half the
required amount through a new equity issue.

Please:

• Determine the necessary steps to realize the method of raising capital that you have selected, a new equity issue (corporate governance
steps for proper approval and implementation of your recommendations, as well as procedural steps for proper government
registration and disclosure).

• Be prepared to justify procedural steps taken or recommended by reference to current legislation or regulations.
• Prepare an agenda for the Annual General Meeting (AGM), if necessary.
• Determine points for cooperative work with your financial advisor (market-maker).

Please make reasonable assumptions about any company information or other material information not provided.

cfcd/manual/tsums.doc 07/08/97
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Russian JSC Profile2

Introduction:
Industry: retail trade
Charter capital: about 90 billion rubles
Number ofemployees: 2492

Description:
Area: 160 thousand square meters
Main type of business of the issuer: trade

The main building of TsUM is located in the center of Moscow - between the
Bolshoi and Maly theaters, in the busiest part of the historical center. It is situated on
the crossroads of the Petrovka street (now it has its old name again "Karetny Ryad"),
Kuznetsky Most street and Neglinka street, within several minutes' walk from the
metro stations "Okhotny Ryad," "Kuznetsky Most," "Lubyanka" and "Teatralnaya"
with total capacity of3 and a half million people a day.

In spite of the fact that TsUM is located in the middle of the commercial
center of Moscow, it does not have competitors among stores of the same class, since
GUM, for instance, is far from TsUM according to European standards and it also
requires restructuring and also, what is more important, is more expensive. Another
store "Detsky Mir" is not a competitor because of its specialization and because its
building is the oldest of all and needs restructuring badly. A commercial center
"Manezhnaya Ploshad" that is being built nearby would have extremely expensive
shops for very rich people. Still another neighboring store "Petrovsky Passage" is also
very expensive for well offpeople.

TsUM once chose to orient towards middle class customers. As a result, of the
TsUM's policy of average prices the trading margin in 1994 -1996 was 18-20%,
which was considered to be minimum. For example, GUM had a trading margin of
25.2% in 1995.

History of TsUM

TsUM history dates back to over 100 years ago. The store "Mur and Meryleis"
was opened in Moscow in 1885 by a well-known wholesale company with the same
name founded by two Scots, Archibald Meryleis and Andrew Moor. The first store of
ladies' hats was located at the comer of Kuznetsky Most and Petrovka (in the "house
of Khomyakov"). This store is still a part of TsUM. In the same year the company

I This text was produced by CFED as of December 1996, using the AK&M data base, materials
provided by the companies Skate Press and Olma.
2 Please refer to the Equity Market Notes, Appendix I. These Equity Market Notes were
produced by CFED as an integral part of this manual and accompanying workshop. Participants
should refer to these notes when reviewing the accompanying profiles and case studies.
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Privatization

Second type of privatization.

In autumn 1918 the store was plundered; in November it was nationalized.
Building #2 made of glass and metal was constructed in the seventies and now
belongs to the JSC.

bought a building for the store on Teatralnaya Ploshad in the location of the present
TsUM. The decision was made to open a big department store similar to Whitely in
London or Bon Marche in Paris.

cfed\manual\tsum.doc 06/18/972

In December of 1995 Moscow government adopted a decree on changes in the
plan of TSUM's privatization. These changes included among other things use of
modem technologies for restructuring of the trading facilities and restructuring itself
without closing down the store. According to this decree the share of the Moscow
government in the JSC TsUM was to be increased to 24.5%. This increase was done
by transferring of the #2 TsUM building (the area: 17.66 thousand sq. meters) from
the city to the company. The Moscow government instructed the Board of State
Control over Preservation and Use of Historical and Cultural Monuments to sign with
the JSC a lease agreement for 49 years, to lease for the main building #1 of the
department store to the JSC. The terms of the lease stipulated that, within five years

A new store was opened on Christmas in 1908 and it caused a lot of
interest because of its modern equipment (high speed passenger lifts were used
here for the first time in Russia), European convenience, and exquisite design. In
1907 the department store became a joint stock company (using the present
terminology -"closed type JSC"). 3,000 shares were issued and distributed among
the members of Moor's and Merylies' families. The last decision on increasing
the charter capital was made on October 25th 1917 (7th of November), however
for well known reasons this decision was not fulfilled.

Already in 1889 there were 25 departments in the store. This was the first
large department store in Russia and remained so until the Revolution. In 1892 there
was a fire in the store, but its consequences were quickly eliminated.

In 1908-1917 the turnover was quickly growing and the scope of the
company's business was increasing. In 1913 there were 80 departments in the
store as in the biggest stores in London. The level of the turnover and equipment
of Moor and Merlies store could be easily compared with those of Harrods. The
net profit was 1 million rubles in 1913 and in 1915 it was over 1.5 million rubles
(30 billion rubles in today's prices, Le. twice as much as in 1995).

After the devastating fire in 1900 the store burnt down completely. It was
decided to construct a new building at the same place. The design of a new seven­
story building was developed by a famous architect R. Klein. For the first time in
Russia a new construction technology with reinforced concrete was used and because
the walls were thinner trading area could be increased significantly. A new building
attracted everybody's attention and was considered to be a masterpiece of architecture.
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Communication with Shareholders

Disclosure

In order to inform potential investors the JSC published the following booklets:

Thus, at the meeting in June 11, 1996 all decisions were approved by 99% of

1995
millions rubles

53,455

cfed\manual\tsum.doc 06/18/97

1994
millions rubles

24,843

3

1993
millions rubles

6,304Sales

votes.

Because of the policy of openness and disclosure pursued by the management
it is supported by 90% of votes of shareholders attended the general meeting.

• The Charter and Issue Prospectus
• Offer for sale of 30,000,000 shares

In 1995 upon recommendation of its financial advisor, OLMA, TsUM
launched a campaign on improving disclosure. Financial information became more
accessible for shareholders. All most important questions are discussed at the
meetings of the Board of Directors, which are held once a month and during the
period ofpreparing for the general meeting - once a week.

TsUM was able to finish 1995 with a profit of 13.5 billion rubles; the turnover in 1995
was 70% over the 1994 turnover (in USD).

Managers of the JSC together with OLMA try to keep up the price of shares in
the secondary market. It's worth mentioning that the administration of the JSC unlike
many other Russian JSCs is not a holder of large packages.

These documents provide full information about the company, its structure,
management, financial condition, and performance and can not but make investors
trust the company and motivate them to buy its shares.

Financial Characteristics of TsUM Activities

The JSC published a large ad on public sales of its shares in the newspaper
"Financial News". This also played a positive role in successful placement of the
shares.

after the date of signing this lease agreement, the JSC would be excused up to 70% of
the rent if that amount were allocated to restructuring and modernization of the
building. Moscow government also decreed to exclude several affiliated branches
previously included in the charter capital of TsUM from the privatization plan.
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Information on Share Issues

Meetings of Shareholders

The increase of the Charter capital was done in accordance with the Letter of
the Ministry of Finance of the RF # 14 "On issues related to evaluation of the assets of
privatized enterprises, and on the Order of changing charter capitals because of the
reevaluation of the fixed assets of the JSCs as of 01.01.94". This also proves that
TsUM was trying to protect interests of its shareholders before placing the shares of
the new issue into the market.

On June 11, 1996, a general meeting was held to discuss the results of 1995.
The following decisions were made: to increase the Charter capital from 119.315
million rubles to 59 billion 657 million 500 thousand rubles and to increase the
nominal value of a share up to 1000 rubles because of the reevaluation of the fixed
assets of the JSC, to pay dividends in the amount of 20 rubles per one ordinary share
with the nominal value of 2 rubles.

cfed\manual\tsum.doc 06/18/974

On July 30, 1996 Department of Finance of Moscow registered the increase of
the charter capital of TsUM from 119.3 million rubles to 59.7 billion rubles because
of the change in the nominal value of a share from 2 to 1,000 rubles (total quantity of
TsUM's shares was not changed); totally 59,657,500 shares with the nominal value
of 1,000 were issued. The decision on increasing of the charter capital because of the
revaluation of the fixed assets was made by the general annual meeting of
shareholders on June 11, 1996. According to the issue prospectus shares of the new
issue will be distributed among shareholders in accordance with their stakes in the
charter capital and shares of the old issue were to be liquidated.

TsUM's shares first appeared at the stock market on August 13th 1994 when
the first voucher auction was held. But the first quotations of TsUM's shares were
registered already on August 25,1993 according to AK&M agency. In January 1996
TsUM's shares were included in the RTS listing. This led to the increase of the
volume oftrading and raise of quotations. However, the decisive effect on quotations'
raise was made by the news that financial results of TsUM's activities were disclosed
at the general annual meeting and it was announced that modernization of TsUM
would be started soon. The decision was made to increase the nominal value of a
share to 1,000 rubles. At present TsUM's shares are among the most liquid Russian
shares after the "Blue Chips".

On December 28, 1995 an extraordinary meeting of shareholders was held.
The following decisions were made: to take into consideration the information on
accomplishing the decisions made by the general annual meeting of shareholders, to
approve main guidelines for the future development, to analyze the information on the
audit of the financial and economic performance, to appoint Mr. A.S. Voskoboinikov
to the position of the General Director, to increase the number of members of the
Inspection Commission to 5, to approve a new edition of the Charter of the JSC
TsUM.
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The placement price was 2 000 rubles, Le. twice as much as the nominal value.
So the JSC received 60 billion rubles.

Fourteen financial institutions from Belgium, Great Britain, Hong-Kong,
USA, France, Switzerland, and Sweden became TSUM's shareholders. Only two or
three funds have packages of over 5% of the charter capital. Millenium Fund is one of
those more or less big buyers.

Year Dividends (rubles and % of the nominal value)
1993 4 (200%)
1994 20 (1000%)
1995 20 (1000%)

By the end of 1996 TsUM sold all the 30 million ordinary shares of the third
issue. Placement of shares started on October 1. OLMA investment company was the
lead manager and financial advisor. The placement agent was a bank "Societe
Generale Vostok".

cfed\manual\tsum.doc 06/18/975

Dividend History

By January 1st 1996 the PIE ratio was 1.68 which proved that TsUM's shares
were underestimated in the secondary market and also that they have a potential for
growth. By August 1996 the PIE ratio was already 5.5 which is almost the same as
GUM's PIE ratio. Most western companies of the similar class have PIE ratios of 15­
20, so TsUM's shares have a potential for growth and this can be also proved by the
low PIS ratio, which is three times less than GUM's and 6 times less than that of
western department stores.

TsUM's shares were also purchased by 10 Russian companies, including
Agroprombank, Unibestbank, and a specialized investment fund "Energy".
Individuals hold only I% in the charter capital. About 500 individual investors took
part in the latest placement. However, the majority was not TsUM's shareholders
before.

On September 6, 1996 the Department of Finance of Moscow registered the
third issue of TsUM's ordinary shares in the total amount of 30 000 000 with the
nominal value ,of 1 000 rubles. The capital raised after the issue will be used on
TsUM's restructuring which shall be over by 850th anniversary of Moscow.

As a result of the issue the charter capital of TsUM was increased by one third
and now is almost 90 billion rubles. According to OLMA General Director, Mr. Oleg
Yachnik, at the moment about 30% of the charter capital belongs to foreign investors.
So there is a chance that they could have bought most of the shares issued in October.
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Registrars

Large-scale Projects and Modernization Program

A large quantity of independent companies- tenants led to the situation when
the same goods can be found at different departments in random combinations.

The winner of the competition was a German company ReDesign Einrichtang
GmbH, which offered the most attractive contract terms. The choice of this company

cfed\manual\tsum.doc 06/18/976

At the end of 1995 - beginning of 1996 TsUM held an open international
tender for drafting a project of restructuring and its implementation. Several Russian
and western companies participated in the tender.

After a number of restructurings and numerous changes to the store there are
more than ten entrances now. All of them are narrow and very inconvenient. And at
the same time there is not a single central entrance where a customer could look at the
map ofthe store and for location of different departments.

The registrar of JSC TsUM is an open type JSC "Mosckovsky Fondovy
Center" (Moscow Stock Center).

During the last few years, TsUM's building was several times restructured,
repaired and reorganized. Unfortunately, further development of TsUM into a modern
class western type department store is being hindered by several factors. Total area of
the building is 30 800 square meters. Trading area is about 9 300 thousand square
meters, Le. not more than 1/3 of the entire area. It is located in the first and second
buildings and because of architectural peculiarities most of the space is not utilized for
trading, but is used for staircases, corridors and passages. The first building is
connected to the second one only on one floor - so that customers usually come to
only one building. As of July 1st 1996 the trading area of JSC TsUM occupies 38% of
the total area, i.e. 3 532 square meters. It is not possible to create a modern department
store with large variety of goods on such area. It's necessary to consider also that
maintaining the store in working condition requires investment of 10% of the net
profit.

According to the Decree of the Government of Moscow TsUM was put onto
the ~riority list of constructions that should be restructured and modernized by the
850t anniversary of the city. Not long ago an agreement was signed according to
which OLMA investment company became a financial advisor of TsUM.

It is obvious the existing requirements can not be met by small repairs or
reorganization or by changing the location of few departments. The experience shows
that such approach leads to waste of money and complete loss of the image. In order
to turn TsUM into a modern department store where customers could spend minimum
time on buying all the necessary goods it will be necessary to have a fundamental
restructuring.
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Total amount of restructuring according to the preliminary draft is about 20
million dollars.

The restructuring of TsUM will be completed by the 850th anniversary of
Moscow.

was approved by Department of Trade and Moscow Government who appointed
ReDesign Einrichtang GmbH the chief contractor for TsUM's restructuring.

Additionally, about 2,5 thousand square meters more of trading area are being
created. This area will be taken by different trading departments, such as audio-video
goods, consumer goods, home appliances, toys, souvenirs, office supplies.
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At the moment the fourth floor is being restructured and it is supposed to be
operational in March of 1997. After restructuring there will be departments of ware,
carpets, fabrics, yarn and home appliances.

On January 29, 1997 an opening ceremony of the fifth floor was held. The first
stage of restructuring cost TsUM 5 million dollars. 3 million out of 5 was TsUM's
money, the rest was loans, including funds from companies-lessees which trade in
TsUM's premises.

The draft of restructuring provides for expanding the space on the first floor by
building up the area under awnings, covering the passage between Neglinka and
Petrovka streets and joining the first and second buildings into one complex. Offices
will be moved out from the third and fourth floors and the space will be taken by
trading departments. Some of the offices will be also moved out of the fifth floor.
They will be replaced with trading halls. An exhibition hall will be opened on the fifth
floor. These and a few other improvements supposedly will make it possible to
increase the "production" capacity ofTsUM.

ReDesign Einrichtang GmbH is one of the leading and most famous design
and constructing companies in Germany and allover Europe, specializing in
redesigning and equipping big department stores. The company participated in
restructuring of such stores as Herties, Karstadt, Oberpaur, KDW (Germany) and
other largest specialty stores, like Neckermann, Ricard, Inter.

ReDesign Einrichtang GmbH agreed to do the work without stopping the
trading process and that will allow to have minimum profit loss. The project
completion date is 1st of July 1996. As a result of restructuring that should be over by
September 1997 the trading area of TsUM will be increased by 63%.

It is assumed that after restructuring the department store will have relatively
low prices compared to "Petrovsky Passage", for example, or "Roditi" or "Arbatsky
Dom" and will be affordable for middle class customers. It will be possible to buy all
kinds of consumer goods at the store saving a lot of time and money. There are no
stores of this kind in the center of Moscow nor in Russia, in general.
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Audit

Issue of I Level ADR

The JSC is planning an ADR Progarmm. The investment advisor of TsUM,
OLMA, is currently preparing all the documents required for ADR program. These
documents will be sent to SEC already in March. But as of now a western consultant
who will be taking care of ADR placement and a depository bank have not been
selected yet.
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The auditor of TsUM is "Alex-Audit".
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Share Offering

Joint Stock Company
CUM Trading House

30000000
common stocks
of the third issue
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"ToprOBblH A~M UYM"
OTKpblToe AK4l.10HepHOe 06~eCTBO

"TOprOBbfH AOM UYM"

3aperlllCTpV1pOBaHO MOCKOBCKOVt PerlllCTpal.\1II0HHOVt nanaTOVt 17 AeKa6p~ 1992r.,
perV1CTpal.\1II0HHbIVt HOMep 20221

npeOnO)/(eHUe 0 npOOa)/(e
30 000 000

(TPWA4aTb MVlnnV10HOB) 06blKHOBeHHbiX lJ1MeHHbIX aK4~Ci

HOMVlHanbHOCi CTOlJ1MOCTbfO 1000 py6ne~

no 4eHe 2000 py6neC1 3a Ka~yfO aK4lJ1fO

". npocneKT 3MlIICCV1111 3aperlllCTplllposaH
MIi1HlIICTepCTBOM qmHaHcoB POCCIi1C1CKOiit ¢eAepal.\1i11i1

__ ""06 ceHT~6p~ 1996 roAa 3a NQ M¢ 73-1-01391

Beoyw,uu MeHeO>Kep ­
AKLJ,UOHepHoe 06,w,ecmeo OmKpblmoco Tuna

t1HsecmULJ,UoHHaR cPu Ma Of7MA
AaeHmpopa3Mew,eHulO "



All ofthese securities having been sold, this announcement appears as a matter ofrecord only

TsUM Trading House

LeadManager

OLMA Investment Company

Tuesday; January 21, 1997

•BANQUE SOCIETE GENERALE VOSTOK

Placing Agents

December 1996

New Issue

Common Stock

30,000,000 Shares

..

The Moscow TImes <0> 11

.1o"''''''A
INVESTMENT COMPANY
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Khlebny Dom
New Share Issuel

Who?

What?

When?

Where?

Why?

How?

Managers of medium sized companies who want to raise capital through new share issues

Example of good governance and disclosure in the context of raising capital

Minimum six months from now

Within the JSC and in the market

Raise capital for modernisation and expansion of business activities

Demonstrate commitment to good corporate governance, openness, disclosure and respect for shareholders' rights

I Please refer to the Equity Market Notes, Appendix I. These notes were produced by CFED as an integral part of this manual and accompanying workshop.
Participants should refer to these notes when reviewing the accompanying profiles and case studies.
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Khlebny Dom
New Share Issue -- Plan (Second part of 1995)

Landmark Issue sets New Disclosure Standards for St. Petersburg

On August 3I, 1995, Khlebny Dom, the largest bakery in St. Petersburg, announced the launch of its public share issue for cash ­
offering 13,812,192 ordinary shares to investors at a price of RI, 125 per share (13,8 I8,192 shares X R 1,125 = R 15,545,466 thousand).

The Information Memorandum contained a level of detail about Khlebny Dom unprecedented in a public share issue by a St. Petersburg
company. The issue pioneered the concept of transparency in financial and corporate disclosure, giving the Russian public the funest
possible opportunity to make a properly considered decision on investing in a newly-floated enterprise.

Investment in Modernisation and New Product Development
The proceeds of the sale were intended for use largely to replace existing ovens, improve product quality, increase the bakery's already
extensive product range and gear up further its marketing operation.

Offer Structured for Maximum Shareholder Appeal
"We want Khlebny Dom to have a wide shareholder base, one which is fully informed about the activities of the company, its financial
position and future prospects. We want shareholders to know as precisely as possible what they are investing in and without making
false promises," -- Chairman of Lenstromateriali, brokerage house leading the issue
Source: Khlebny Dam press release, August 31, 1995

Goal
"One of the goals of the Khlebny Dom offering is to demonstrate to well run companies in Russia that they can raise capital by opening
their books to the public. I hope it will show the way to other companies" -- British Know How Fund
Source: Moscow Times, September 1, 1995

Russian, Institutional Market
In practice, the main buyers will be institutional investors, rather than retail investors. The shares will be offered in St. Petersburg and other
cities. The shares will be targeted solely at Russian investors.
Source: Moscow Times, August 30, 1995

~ cfed/manual/klebs.doc 07/08/97CJ
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KhlebnyDom
New Share Issue - Result

The company has recently met a significant increase in local demand for its products through the installation of new capacity.

The company first caught the attention of the international investment community in September 1995, when it successfully placed 23% of its
equity -- or 13,818,192 shares -- with various institutional investors. The issue was taken up as follows:

72% Domestic banks (including Promstroybank, St. Petersburg Bank, Bank-Credit St. Petersburg and Bank Petrovsky)
15% Investment funds
9% Retail investors
4% Brokers

Source: Skate Press, The Skate Blue Chips, November 1, 1996

/
/

cfed/manual/klebs.doc 07/08/97



~-~---~--------~----~

Khlebny Dom
Key Financial Characteristics

Income Highlights (R mlns)
Total revenue
Net income
Net profit margin

1993
7,463
886

11.87%

1994
35,830
6,239

17.41%

3 months 1995
14,659
1,799

12.27%

--~

Balance Sheet Highlights (R mlns)
Current assets
Accounts receivable
Non-current assets
Total Assets

Current liabilities
Accounts payable
Non-current liabilities
Total liabilities
Shareholders' equity

Current assets/Current liabilities
Tot. liabilities/Shareholders' equity

PIE ratio

Source: Skate Press

1,294 6,416
269 806
191 2,604

1,485 9,020

856 1,804
726 1,320
0 846

856 2,650
629 6,370

1.5 3.6
1.4 .4

not traded not traded

9,448
2,058
6,190
15,638

3,454
3,085
871

4,325
11,313

2.7
.4

not traded
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How?

Demonstrate Commitment to good corporate governance, openness, disclosure and shareholders' rights

~

Risk Factors
Trading in, and value of, shares in the Company
Political and economic risks
Accounting and audit
Shareholders'rights
Registration
Taxation

Description of the Company
Introduction
History
Products
Production
Land, plant and machinery
Markets, sales, stocks and distribution
Production costs, raw materials and energy resources
Competition
Environmental protection and pollution control
Quality control and research and development
Brands, trademarks, patents and licenses
Insurance
Pricing and taxation
Capital expenditure
Finance
Litigation and claims
Investments
Board of directors and management
Employees
Shareholders
Future strategy and use of proceeds

Information Memorandum
Table of Contents

Background to selected financial information
presented in the Information Memorandum

Responsibility for preparation of financial information
Audited financial information for three years ended I January 1995

and three months ended I April 1995
Review of audited financial information
Financial information on the company

General information
The company and its charter capital
Description of the shares
General meetings
Management structure
Undertakings of the Board of Directors

The Offer
Structure of the sale
Summary of commissions payable
Application procedures in the sale
Status of the Information Memorandum
Governing Law

Appendix
Opinion of KPMG
Curriculum vitae of the members of the Board of Directors

cfed/manual/klebs.doc 07/08/97
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Information Memorandum
Comments and Excerpts

Outstanding effort at disclosure and issuer transparency

Clear exposition of governance and management structure - anticipating the new Joint-Stock Company Law
- General Meeting of Shareholders as the highest governing body
- Election and role of the Board of Directors
- Appointment of General Director
- Role of Management Committee
- Provisions in charter to resolve conflicts of interest

Undertakings of the Board of Directors

"The Board of Directors intends to manage the affairs of the Company in accordance with standards of good faith and competence. To
the extent that these standards are not [yet] incorporated in the Company's Charter or required as a matter of law, the Board of
Directors has given the undertakings set out [in the subsequent section]."

Shareholders' rights (one of the Undertakings of the Board of Directors)

"The Company will treat all shareholders equally and shall not place the interests of anyone shareholder or group of shareholders above
those of others. In managing the Company the directors will take into account the interests of minority shareholders ... "

--;:.£--
cfed/manuallklebs.doc 07/08/97



--- - - - '- -- - _.......... '.. - - -'..
KlebnyDom

Discussion Topics

In 1995, Klebny Dom raised Roubles 15,545,466 thousand by placing 23% of its equity through a public offering, which, ultimately, was
purchased almost entirely by institutional investors. There are 60,000,000 shares outstanding, most of which are owned by management
and traded only very rarely. Klebny Dom is reported to be considering issuing and placing 14 million new shares - which may have the
effect of diluting management's control, if they are placed with outside investors. (Trades in early 1997 point to a market price of about
$.20 a share; accordingly, sale of 14,000,000 shares would raise approximately $2,800,000, or Roubles 16,000,000 thousand.)

Your team is the board of a similar company in need of approximately the same amount of capital.

Please consider:

• Advantages or disadvantages of a "private equity/venture capital" transaction vs. a public share issue
• The governance implications and likely demands of the private investor, given his requirement for a clear cut "exit strategy"

<­
~
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LUKoil1

Who?

What?

When?

Where?

Why?

How?

Managers interested in reviewing the broad range of Russian and international financing opportunities accessible to a
major, successful Russian company

Advantages of a reputation for good governance, openness and respect for shareholder rights

On-going

Within the JSC, in Russia and major capital markets abroad

- Promotes superior capital markets performance and access to more markets
- Facilitates current and future funding programs
- Improves attractiveness to potential direct investors and joint-venture partners

- Make a commitment to good corporate governance
- Make a commitment to issuer transparency
- Create a reputation for openness
- Disseminate information to shareholders, the press, securities industry and investment community

--­.-..os-

I Please refer to the Equity Market Notes, Appendix 1. These notes were prepared by CFED as an integral part of this manual and workshop. Participants should
refer to these notes when reviewing the accompanying profiles and case studies.
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Price JI: Industry Index (US$)

II LUKOIL Oil & Gas Index II

11/1/965/13/9611/3/955/16/95

$5.00

$0.00

11/2/94

$15.00

$10.00 I I I I-f

~
** Representation based on Skate Press Source
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---------------------
10 000 000 000 000

1 000 000 000 000

100 000 000 000

10 000 000 000

1000000000

100000000

Capital market activities of "LUKoil NK"

.-/
;::P

Charter
Capital

(29.05.95)

Bonds
sold

(29.09.95)

Loan for
Shares

(07.12.95)

Investment
tender

(28.12.95)

Levell
ADR
(Jan.
1996)

Bonds
sold

(29.03.96)
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---------------------
LUKoil Company Profile

LUKoil Share Capital structure

./

~

Voucher auction, management
& employees (preferred 2%1

16%

Share swap - new subsidaries
(preferred 2%)

5%

Share swap - oroginal
subsidaries (preferred 7%)

14%

Convertible bonds - Tranche 1
(29.09.95)

7%

Convertible bonds - Tranche 2
(29.03.96)

3%

Investment tender -NIKoil
(28.12.95)

15%

Federal Property Fund ­
restricted

LUKoil Share Capital Structure
26%

Federal Property Fund ­
unrestricted

9%

Shares for Loans - treasury
(07.12.95)

5%

cfed\manxls\LUK-scs.xls 09.07.97
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LUKoil

Key Financial Characteristics

Income Highlights (R mlns)
Total revenue
Net income
Net profit margin

1994
4,488,000
683,000
15.22%

1995
20,891,000
2,404,000

11.51%

6 months 1996
23,841,000
1,774,000

7.5%

-""
~

Balance Sheet Highlights (R mlns)
Current assets
Accounts receivable
Non-current assets
Total Assets

Current liabilities
Accounts payable
Non-current liabilities
Total liabilities
Shareholders' equity

Current assets/Current liabilities
Tot. liabilities/Shareholders' equity

PIE ratio

Source: Skate Press

3,759,000 11,373,000
2,751,000 4,008,000
8,113,000 32,722,000
11,872,000 44,095,000

3,923,000 10,256,000
3,480,000 8,883,000

38,000 457,000
3,961,000 10,713,000
7,911,000 33,382,000

.96 1.11

.50 .32

20.4IX 5.82X

17,275,000
13,783,000
47,361,000
64,636,000

14,339,000
13,373,000

847,000
15,186,000
50,450,000

1.20
.30

18.89X

cfed/manual/lukoils.doc 07/08/97



---------------------
LUKoil

Discussion Topics

In 1995, Lukoil registered an issue of convertible bonds with the Ministry of Finance of the Russian Federation.

Your team is the board of a large JSC, like Lukoil. You have decided to place a new issue of convertible bonds in the amount of
$25,000,000. Each bond will be convertible into 100 ordinary shares of the JSC at the option of the bond's owner.

Please work with your team to evaluate:

• Which management body of your company has jurisdiction over issuing convertible bonds.
• The reasons - supported by references to specific sections of the Joint-Stock Company Law - for your determination.
• What is management's attitude to debt vs. equity.
• Why investors would choose bonds over equity.

~
~
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b) Organizational Structure ofLUKoil

Background

Russian JSC Profile2

cfed\manual\lukoil.doc 06/18/971

Service branches and other subsidiaries being independent legal entities are
responsible for their own financial accounting and submit monthly reports and other
required documentation to the Company on a quarterly basis.

Besides, LUKoil has controlling interests in more than 440 sales and service
enterprises and financial companies, many of which might become subsidiaries or
branches of the company in the near future. Before 1994 all LUKoil's subsidiaries
were independent profit centers. But then starting in summer, 1994 in order to
rationalize the procedures of sales and payments (reflecting the full vertical
integration of the operation) the status of a profit center was taken away from these
companIes.

The company controls 3 large oil refineries, 2 large oil production plants, 7
large regional wholesale and retail oil companies, and 40 trading and service
companies in 30 regions ofRussia and 16 countries.

a) April, 1993 - establishment of Open JSC "NK LUKoil" in accordance with
the presidential decree on privatization of enterprises. The company got controlling
interest in 3 oil production plants, 2 oil refineries, 7 regional sales companies and 2
service and maintenance companies.

1991-1992 - establishment of an oil concern as a result of merging of oil
refineries and oil production plants and also regional trading, commercial and service
branches.

Introduction:
Charter capital: 17864 million rubles
Number of employees: 82 900
An oil company, LUKoil at the moment is the largest integrated Russian oil company
and a recognized leader of the stock market. Main types of business: survey, oil
production, transportation, refining of oil and gas.

I This text was produced by CFED as of December 1996, using the AK&M data base, materials
provided by the companies Skate Press and prepared by the company itself.
2Please refer to the Equity Market Notes, Appendix 1. These Equity Market Notes were
produced by CFED as an integral part of this manual and accompanying workshop. Participants
should refer to these notes when reviewing the accompanying profiles and case studies.
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c) Privatization

Openness

In April 1994 LUKoil completed privatization of its subsidiaries.

e) Agreements with the Government, including those related to privatization

cfed\manual\lukoil.doc 06/18/972

Evidence of the company's commitment to good corporate governance and
resp~ct of shareholders' rights is its regular process of disclosing information on all

Information on the current activities of the company and its future projects is
published in the press; general managers of the company make public presentations
and speeches - all of this cultivates trust and improves attractiveness of the company
to potential investors as well as promotes good capital market performance. LUKoil is
one of the companies with a management style very close to western companies. A
strategic analysis of the company was made by McKinsey and Co. LUKoil also
contracted for audit KPMG, a well known auditing and consulting company, one of
the so-called "Big Six" auditing companies. A company, Miller & Lents, made an
independent audit of the west-Siberian reserves of LUKoil. Finally, LUKoil became
the first Russian company to start a Level I ADR program.

LUKoil is one of the Russian "blue chips" companies. Its shares are in demand
in the stock market. The success of the company in Russian and international stock
markets depends first of all on the good corporate governance and high level of
disclosure.

The first type of agreements is related to government financing of supplies of
oil and oil products for state needs. The second type of agreements is related to
financing through external loans from international banking organizations, private
companies and banks. In accordance with such agreements the company has benefits
on additional export quotas in order to be able to make payments on external loans.
The company does not have debts related to privatization; the money that the
company received after selling shares to the federal bodies was invested in
development of production, improving social security and the system of
environmental protection.

In accordance with the existing legislation on privatization, central authorities
have the right to keep 45% of the company's shares as federal property. Based on that
there are representatives of three federal bodies on the company's Board of Directors.

d) Relations with central, regional and local authorities.

Privatization ofLUKoil itself was done in stages.
• stage ofvoucher privatization
• stage of auctions
• stage ofplacement of LUKoil shares in the international markets
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Relations with Shareholders

Information on Share Issues

High Degree of Integrity with Former Subsidiaries

cfed\manual\lukoil.doc 06/18/973

I(1,000) x 8 184 213 shares

The charter capital is 8 184 213 000 rubles.

In order to control and coordinate the activities of the subsidiaries, LUKoil's
management made a decision on creating a JSC "LUKoil-Holding-Service".

On July 2, 1993 an issue of ordinary shares with a nominal value of 1,000
rubles for the total amount of 8 184 213 000 rubles was registered (Registration #
M<I> 73-1rr-0231).

Like many other large oil companies LUKoil is a large industrial-financial
complex, which combines a whole network of enterprises with different types of
activities in various regions of Russia and abroad. The company holds 46% of the
shares in each of its 10 subsidiaries. Conversion of the shares of the subsidiaries into
LUKoil's shares is practically complete.

Regularly published reports on the company's activities as well as full
compliance with the existing Law predetermine a high level of trust on the part of
investors to the corporate securities of the JSC LUKoil.

At the moment there are about 100 enterprises of different legal and
organizational structure where LUKoil has its stake; in 50 of them this stake is over
50%, in other LUKoil's capital is from 4 to 50%. The basis for the operation of the
regional subsidiaries is LUKoil's concept of their development as a unified financial
and economic mechanism.

It is very important for shareholders that there is no legal basis determining the
procedure for a vertically integrated company to acquire 100% of the shares in its
subsidiaries through exchange of shares. However, oil companies have the right to do
so in accordance with the Presidential Decree from 1995.

aspects of the company's activities, including financial results, new business
development and investment projects.

Two main documents constitute the regulatory framework for the subsidiary
joint stock companies:

• regulation on relations between the enterprises included in the unified
financial and economic system of JSC LUKoil

• temporary regulation on the order of considering and approving investment
projects and visibility studies for regional structures' development.

IIssued:
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The total amount of the issue was 5 979 878 375 rubles.

The charter capital is 17 billion 864 million 081 thousand 375 rubles.

Dividend History

The charter capital is 11 884 203 000 rubles.

cfed\manual\lukoil.doc 06/18/974

1995 ordinary shares with a nominal value of25 rubles - 800% per year
Type A preferred shares with a nominal value of 25 rubles - 2000% per year

1994 ordinary shares with a nominal value of 125 rubles - 500 rubles per year
Type A preferred shares with a nominal value of 125 rubles - 500 a year

Representing 90.902% and 9.098% ofthe charter capital respectively.

On August 4, 1995 the conversion of the shares of the subsidiaries into the
shares of JSC LUKoil started.

On May 25, 1995 the Ministry ofFinance registered a share conversion issue,
to exchange for the shares of the subsidiary, in accordance with the Presidential
decree # 327 from 11.04.95. The par value of the shares war also changed to 25
rubles.

On February 14, 1994 an increase of the charter capital for 3699990000
rubles was registered.

On March 14, 1994 - April 11, 1994 - based on the results of the specialized
voucher auction there was a split in the share nominal value. The ratio of the split was
1:8. The nominal value after the auction was 125 rubles. Ministry of Finance
recorded that appropriate changes were made to the previously registered issue
prospectus.

Ordinary shares (nominal value) preferred shares (nominal value)
Issued (1,000) -3 320463 (1,000) - 379 257
Totally issued (1,000) - 11 504676 (1,000) - 379 527

Ordinary shares (nominal value) preferred shares (of the A type)
(nominal value)

Issued (25) -189 364 351 (25) - 49 830 784

Ordinary shares (nominal value) preferred shares (of the A type)
(nominal value)

Issued (25) - 649 551 391 (25) - 65 011 864
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Big Projects and Modernization Program

Besides, the subsidiary in Western Siberia it is planned to establish similar
companies in Perm, Volgograd and Astrakhan regions.

March 29, 1996 - winners of the commercial competition on placing the
remaining 140 000 convertible LUKoil's bonds were "CS First Boston", and Bank
"Imperial"; the total amount of investments was 634 268903600 (second tranche).

On July 13, 1995 the Department of Securities and Capital Market of the
Ministry of Finance of the Russian Federation registered an issue of convertible
bonds for the sum of 2 trillion 300 billion rubles in the amount of 460 000 bonds
with the nominal value of 5 000 000. The registration # MF NQ 73-2-0006.

cfed\manual\lukoiJ.doc 06/18/97

- shares
-RDC
-ADR

5

"Oil Investment Company NIKOIL"
"ING Bank"
"Bank of New York"

LUKoil also develops the so-called non-traditional types of activities ­
transportation of oil, oil products and other cargo. At the beginning of 1994 a
transportation company "LUKoil-Trans" was created. It has subsidiaries in
Perm, Volgograd and Stavropol for transportation of oil products by railway and
trucks. The company has 2200 railway tanks and over 500 truck tanks with the
volume of up to 15 cubic meters. JSC LUKoil is developing new forms of
transportation and delivery services. In 1995 more than 30% of LUKoil
shipments were transported by this company. Last year JSC "LUKoil-Trans"

Main types of activities of the regional JSCs are: exploring and survey of oil
and gas fields, drilling, oil refining and selling of oil products, manufacturing of oil
machinery, industrial and housing construction, agricultural production. Today about
16.5 thousand highly qualified employees work in these spheres.

In May 1995 a new specialized drilling company "Oil-Drilling" was
founded. Main objectives of this new joint stock company with modern
equipment and 10 thousand qualified employees were building operational and
research oil wells, installation of drilling rigs and maintenance of the drilling
equipment. The company's employees made a good showing in the process of oil
rigs' construction under different climate, geographical and geological
conditions.

Registrars

Bonds

On September 29, 1995 results of the competition to place the first tranche of
the bonds was announced. The winners were "CS First Boston" and "Mejdunarodniy
Promishlenniy Bank". In the process of placement an American oil company,
"Atlantic Richfield Company", acquired 241 080 bonds. 78 920 bonds were placed
among investors from Russia, USA, Great Britain, France, Italy, Switzerland, the
Netherlands.
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transported for the first time a cargo-tugboat "Neftegas-62" ("Oils") from
St.Petersburg to Azerbaidzhan.

The cargo is handled very efficiently and within very short terms. The
terminal is equipped with modern equipment and also has convenient and secure
rooms for clients.

One of the priority guidelines of the company's activity is constructing oil
pipelines and a network of gas stations in various regions of Russia. This program has
already been started. About 100 gas stations have been put into operation in new

Since the end of last year LUKoil has a terminal for temporary storing
and customs clearance of different shipments for west-Siberian mining
enterprises from Europe and Baltics. The capacity of this terminal is 25 thousand
tones per year.

cfed\manual\lukoiI.doc 06/18/976

In accordance with an agreement with republic of Tatarstan, LUKoil started
construction of a factory for oil packaging on the basis of the existing facility. The
capacity of this factory is supposed to be 54 thousand cubic meters. The factory will
be equipped with machinery from a Portuguese company, "Shell Portugal". Oil will
be packed in 4-5 liter plastic bottles and 200 liter metal barrels to be sold at service
stations and stores of the republic.

Since the volume of production will not be large, machine oils will be sold in
the local market, mostly in Tumen region passing by commercial organizations and
suppliers of oil products. Market research showed high competitiveness of these oils
in the oil market of Western Siberia. It is planned to increase the capacity of the plant
to 24 thousand a year with three shift operation. Payback of the project is 3.5 years.

LUKoil is completing construction of a plant for manufacturing and
refining engine oil in Tumen Region. The capacity of this plant will be 16
thousand tons per year. Best western technologies of oil production will be used
at this plant. The production shall comply with the standards of the All-Russian
Scientific and Research Institute of Oil Products and API.

In order to avoid purchasing expensive oil extracting equipment and pipes
with antirust covering, LUKoil makes large investments into the development of its
regional subsidiaries which specialize in manufacturing different products of machine
engineering (JSC "OZONIG - LUKoil" and JSC "Ural-LukTrubMash"). These
enterprises were established on the basis of the existing machine engineering plants in
the town of Oktyabrsky (Republic Bashkyrtostan) and in Chelyabinsk. The main
purpose of these companies is to manufacture various products for mining enterprises,
subsidiaries of LUKoil. In 1995 upon the requests of these subsidiaries JSC
"OZONIG - LUKoil" manufactured 10 items of production for oil mining for the total
amount of 25 billion rubles. Chelyabinsk factory manufactured and repaired 169 sets
of pumps and over 50 tons of pipes with antitrust covering. The company's
investment program provides for the further development of the machine engineering
plants during 1996 which shall be completed in 1997.
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Issue of Level I ADR

Joint Ventures with Western Partners, including "Atlantic Richfield"

regions, several of them on the terms of lease. In the near future it is planned to start
up 70 gas stations and 8 oil bases.

In January 1996 Russian stock market made another step forward - an oil
company LUKoil became the first Russian company to issue a Level I ADR. Thus, all
interested investors from the USA got access to shares of "NK LUKoil".

cfed\manual\lukoi1.doc 06/18/977

LUKoil founded two big and a few small joint ventures for oil production. The
main partner Of LUKoil at the moment is AGIP. In addition to a joint venture in
Kogalym and a joint venture in Caspian Sea region, LUKoil founded another joint
venture with AGIP which is working on the research of oil fields in Tunisia and
Egypt.

A company ARCO might become LUKoil's partner in a joint venture "ARCO
and LUKoil". The agreement was signed on 19.09.96. It is assumed that 54% in this
new N will belong to LUKoil and 46% - to ARCO. ARCO will be responsible for
raising 3 billion rubles for various JV projects. ARCO is a so-called ideal partner for
LUKoil, since it has a lot of experience in oil production in the Arctic. (over 60% of
oil produced in Alaska), and is a strategic investor in LUKoil.

The growing network of regional subsidiaries is not fashion ("Let's do
everything the way they do it in the west"), but necessity. In the situation of instability
and economic crisis it is always better to rely upon one's own production forces and
capacities.

Aside from the above-mentioned types of activities, LUKoil subsidiaries
provide also consulting services and work with financial investments, provide
information, technical and material support, security services; charter sea and river
cargo boats, and lease planes.

Alongside with production development the Board of Directors of the
company and its management are taking an active part in different charitable
programs (assistance to various institutions of culture, assistance to the former
Afghanistan soldiers, to veterans, and invalids).

During the process of working on the ADR program financial and legal
consultants of the Company, such as Nikoil and Akin Gump as well as Bank of New
York, which is the depository bank of the program, played a very important role.
Registar company "Nikoil" did a great job of analyzing services provided by the Bank

The basis for this cooperation in the sphere of creating a network of gas
stations in Russia is agreements with administrations of autonomous republics as well
as oblast and krai administrations.
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Loan Auction

Audit

"KPMG"

of New York, and researching methods of preparing documentation required for the
issue of the ADR.

cfed\manual\lukoil.doc 06/18/978

As it turned out the issue of ADR resulted in the increased interest of the
participants of the stock market and improved the price of LUKoil shares. Western
brokers started to quote LUKoil ADR even before they appeared in the market.

On 7.12.95 5% of the charter capital was put up for a loan auction. The
commission decided that the winner was a consortium "LUKoil-bank "Imperial"
which offered a loan of $35 010 000 to the budget. The winner is to pay the debt of
the LUKoil's subsidiaries for the federal budget in the amount of 500 billion rubles.

According to the Senior Vice-president of the Bank of New York, who is the
Head of depository receipts department, issue of ADR by LUKoil is a very important
event for investors planning to buy shares of Russian companies. Institutional and
individual investors in the US and other countries will be able to buy shares of the
leading Russian oil company using depository receipts which are easily bought and
sold in the US market. "This is a very significant step, which allows to facilitate the
procedure of investing into Russian shares", he said.

Vice-president of the company said that "now LUKoil shares will be bought
by investors who could not do it before for many procedural reasons. Issue of the
Level I ADR - is the second step of the company on the way towards international
financial markets: in September we managed to raise $321 million in the international
market and in the USA through placing convertible bonds among institutional
investors. Our goal is to be on a par with well known western companies whose shares
are quoted in the international stock exchanges."

For LUKoil ADR program the registrar was registration company "NIKoil",
depository - Bank ofNew York and custodian - ING Bank Eurasia.

Three companies participate in the process of issuing ADRs: a registrar, a
depository and a custodian.

General Director of the registration company "NIKoil" Mr. Sergei Levitin
commented on the process of purchasing ADRs and noted that investors can transfer
shares that they already have into ADRs. They can also buy shares in the Russian
stock market and use them to create ADRs As for the changes in the register of
shareholders, the procedure would be the same in both cases. The ratio between shares
of"NK LUKoil" and ADRs is as follows: 4 shares equal 1 ADR.
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ADR Level III

Investment Tender

LUKoil is planning to place up to 15% of the shares planned for selling to
foreign investors on the London and/or New York stock exchange.

On 28.12. 95 the winner of an investment competition (16% of the charter
capital) was NIK "Nikoil", Moscow; total amount of investments was 800 billion
rubles for the period of two years.

cfed\manual\lukoil.doc 06/18/979

"We want that our shares can be bought not only by institutional investors but
also individual western investors...That is why we are considering a possibility of
placing shares not only in according to 144A rule, but also through stock exchange
listing", said Mr. Peter Neev, the Head of the public relations department of the
company. According to Mr. Neev the company is working on getting permission for
issuing sponsored ADRs Level III which can be placed on the stock exchange. "While
before we were interested mainly in getting on the New York stock exchange, now we
are considering the London stock exchange as well, and are in the process of
negotiating a listing it. We hope that by the time we'll get the permission we will be
already registered at the NYSE ... and that will give us an opportunity to place the
shares among as many investors as possible", Peter Neev noted.
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MOSENERGO Company Profile

MOSENERGO Ownership Structure
1.01.96

~
~

Management & emploees
23%

Foreign Investors
22%

MOSENERGO treasury Russian Investors
2% 4%

RAO "UES of RUSSIA"
49%
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Mosenergo1

Discussion Topics

In 1995, Mosenergo became the first Russian company to establish an ADR program. Mosenergo's initial program was a $22.5 million
144A ADR. In September of 1996, Mosenergo confirmed its plans to establish a Level I ADR program.

Your team is the board of a large JSC, like Mosenergo. You have decided to establish an ADR program, and have met to discuss
whether to establish a Level I, Level II, Level III or a l44A program. Your discussion is at the point of determining how to ·secure
proper JSC authorisation for the ADR.

Please work with your team to evaluate:

• Which management bodies of your company have jurisdiction over the decision to establish the different types of ADR programs
• The reasons why there might be a difference

Level I ADR
A Level I ADR program is a mechanism to facilitate trading of already issued shares in the U. S. over-the-counter share market. A
Level I ADR is not a mechanism for issuing new shares.

Level II ADR
A Level II ADR program is a mechanism to facilitate trading of already issued shares, through a listing on a U. S. stock exchange or the
NASDAQ market. A Level II ADR is not a mechanism for issuing new shares.

Level III ADR
A Level III ADR program is designed to raise capital in the U. S. market through a public issue of new shares, to be listed on a stock
exchange or NASDAQ.

144 A Program
A 144A ADR program is designed to raise capital through private placement of new shares with large institutional investors in the U. S.

I Please refer to the Equity Market Notes, Appendix I. These notes were prepared by CFED as an integral part of this manual and workshop. Participants should
refer to these notes when reviewing the accompanying profiles and case studies.
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Introduction

The company has 56 regional subsidiaries.

Russian JSC Profile2

"Mosenergo"l

cfed\manual\mos.doc 6/18/971

Compared to the period of 9 months of the previous year the volume of energy
wholesale increased by 4.7% and was 8.8 billion kWh

During 9 months of 1996 the revenue of Mosenergo was 10152.6 billion
rubles (6754.3 billion rubles for 9 months of 1995): 7213 billion rubles - for electrical
energy and 2230 billion rubles for heat energy.
The amount of revenues before paying taxes was 2766.6 billion rubles (it was 2200.1
billion rubles the previous year) including excess profit that the company managed to
make by increasing the volume of energy sales and decreasing the cost of production.
The net profit after paying taxes was 1962.1 billion rubles (15550 billion rubles
during 9 months of 1995).

During 9 months of this year the energy system produced and sold 56.7
million heal. of heat energy which is 9.8% more than during the period of 9 months of
the previous year.

Charter capital: 2 560 000 million rubles
Number of employees: 49120 as of 01.01.96

The main types of activity are: production, transmission and distribution of
heat and electricity, repairs and maintenance of energy equipment. JSC Mosenergo ­
a big Russian energy company, second largest company that produces energy after
Russian JSC "Unified Energy System of Russia". The capacity as of 01.04. 96
including power stations rented from Russian JSC "Unified Energy System of Russia"
is14478 mega watts. From the beginning of 1996 power stations of the company
produced 52.2 billion kwatt/hour of energy which was 1.3% more than during 9
months of the previous year. The volume of sales was 42.9 billion kWh which was
1.2% more than in 1995.

1 This text was produced by CFED as of December 1996, using the AK&M data base, materials
provided by the companies Skate Press and prepared by the company itself.
2 Please refer to the Equity Market Notes, Appendix 1. These Equity Market Notes were
produced by CFED as an integral part of this manual and accompanying workshop. Participants
should refer to these notes when reviewing the accompanying profiles and case studies.

It is said in the company's press-release that "Mosenergo" does not have any
outstanding liabilities to the state or to its employees.
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Bonds

Disclosure

Information on Securities Issues:

Relations with Shareholders

cfed\manual\mos.doc 6/18/972

2 560 000 000 ordinary shares with the nominal value of 1000
rubles.

JSC of a closed type "Register-Service".

Registrars

Dividend History

Date: 1993 - ordinary shares (nominal value of 1000 rubles) - 2000 rubles
1994 - ordinary shares (nominal value of 1000 rubles) - 20 rubles
1995 - ordinary shares (nominal value of 1000 rubles) - 50 rubles

Totally issued:

High Level of Integrity with Subsidiaries

Nominal holders are: Bank of New York, "CS First Boston" , open type JSC "Troika
Dialog", JSC "Depository Clearing Company", "Chase Manhattan Bank."

"Mosenergo" is planning to issue eurobonds for the total amount of 100-150
million dollars during the first three months of 1997. The money received after
placements of these bonds will go for the construction of the second unit of the
Northern Heat Power Station in Moscow, Hydroaccumilating Power Station in
Zagorsk and Gas Turbine Station in the town of Electrostal. The investment
consultant of the issue is "Salomon Brothers" company. The term for paying off the
bonds will be approximately 5 years.

"Mosenergo" was the first Russian company (the first Russian "Blue Chips"
company) which passed an international audit in accordance with GAAP. Such audit
of the financial status is necessary if the company is going to deal with foreign
investors and especially if it is going to issue shares and place them in the
international markets. According to the General Director, Mr. Nestor Serebryanikov,
the main purpose of such audit was increasing attractiveness of the company to both
Russian and foreign investors. Despite an overall economic recession in Russia
appearance of the leading and most successful Russian companies (Gazprom and
VimpelCom (Beeline) in the international markets as well as issue of eurobonds were
accompanied by very high almost exciting demand among investors.
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Source: Salomon Brothers, European Emerging Markets Research (Russia-Utilities), January 1996

Loan Auctions

Audit

Issue of I Level ADR

cfed\manual\mos.doc 6/18/973

Investment Competitions

New Mergers

At the moment "Mosenergo's" 144A ADRs are quoted at Berlin and
Frankfurt stock exchanges. When these securities appeared at the stock exchange the
demand was three times higher than the offer. Initially it was planned to place 50
million ADRs. But the requests (applications) were submitted for 170 million ADRs.
Considering the investors' interest the management of the company made a decision
to increase the offer 1,5 times. Thus, 75 million was placed for the total amount of
22,5 million dollars. All these shares were bought by the JSC in the secondary market.
The financial consultant and advisor of the company is "Salomon Brothers". The
depository is Bank of New York.

"Mosenergo" program for major construction provides for the following
expenditures (mIn. USD) for the period ofup to 2000:

In 1996 Arthur Andersen audited the company.

"Mosenergo" received an exemption 12g3-2(b) from the US Securities and
Exchange Commission. This document exempts the company from the necessity to
submit very detailed financial and accounting information required for issuing ADR.
At the moment the documents are being prepared for signing a depository agreement
with the Bank of New York. As soon as the documents are ready "Mosenergo" will
issue I Level ADR

Large-scale Projects and Modernization Program

"MB-Center"

144AADR

1994 1995 1996 1997 1998 1999 2000
Power stations 177 197 184 302 288 354 178
Pipelines 128 65 91 73 74 74 75
Transmission lines 47 45 62 62 62 66 61
Underground cables 4 5 7 26 26 26 26
Maintenance 20 116 83 29 25 69 20
Research and 8 5 26 24 20 20 20
Developments
Total: 384 432 457 516 497 605 382
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VimpelCom1

Who?

What?

When?

Where?

Why?

How?

Managers interested in reviewing the success of the first Russian company to raise capital in the US public market (the
first Russian Level III ADR) and obtain a listing on the New York Stock Exchange (NYSE).

Company which satisfied disclosure criteria of the United States Securities and Exchange Commission (SEC) and met the
exacting standards of the NYSE - the most stringent in the USA.

Well in advance of approaching the equity market and consistently thereafter

Within the JSC, in Russia and major capital markets abroad

- Enables a young company to gain access to the Blue Chip market
- NYSE listing is a "stamp of approval," attracting a broader base of investors
- Facilitates current and future funding programs
- Improves attractiveness to potential direct investors and joint-venture partners

- Make a commitment to good corporate governance
- Make a commitment to issuer transparency
- Create a reputation for openness
- Disseminate information to shareholders, the press, securities industry and investment community
- Comply with full SEC disclosure (for example, USGAAP statements) and NYSE listing requirements

~,-

~

I Please refer to the Equity Market Notes, Appendix I. These notes were produced by CFED as an integral part of this manual and accompanying workshop.
Participants should refer to these notes when reviewing the accompanying profiles and case studies.,
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VIMPELCOM Company Profile

Vimpelcom Beneficial Ownership
Prior to offering

~

Ecu Gest S.A.
5%

FGI Wireless, ltd.
31%

Dmitri B. Zimin
52%
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VimpelCom
Key Financial Characteristics

Income Highlights (US$ OOO's)
Total revenue
Net income
Net profit margin

1994
27,974
9,521
34.0%

1995
100,917
27,621
27.37%

6 months 1996
84,386
18,761
22.23%

-...s;..

Balance Sheet Highlights
(US$OOO's)
Current assets .
Accounts receivable
Non-current assets
Total Assets

Current liabilities
Accounts payable
Non-current liabilities
Total liabilities
Shareholders' equity

Current assets/Current liabilities
Tot. liabilities/Shareholders' equity

PIE ratio

Source: Company Prospectus

21,890 43,038 64,649
4,742 10,219 15,707
12,426 79,560 106,412
34,316 122,598 171,061

14,168 48,422 82,973
828 3,586 14,338

5,212 30,779 39,030
19,380 79,201 122,003
14,936 43,397 49,058

1.55 .89 .78
1.30 1.83 2.49

not traded not traded not traded

cfed/manuallvimps.doc 07/08/97
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'VimpelCom
Discussion Topics

Your team will play the role of the Board of Directors of VimpelCom. A meeting of the Board of Directors has been called to elect a new
Chairman, and then develop a plan for financing the company's capital expenditure requirements for its cellular network (for purchasing
new equipment and development of a new DCS-1800 standart).

Please:
• Discuss the advantages and disadvantages of issuing different levels of ADR (especially Level III) for raising capital;
• Referring to VimpelCom's prospectus, identify what information a company needs in order to have a Level III ADR program.

Please make reasonable assumptions about any company information or other material information not provided.

Factors affecting the Board's deliberations include:
Funds Requirements
In excess of $100,000,000.

Competition and Need for Modernisation
The Company has a good market niche with at least three competitors working in other frequencies diapasons.
The company demonstrated the increased of sales and profits in 1996.

Financial Condition
The company's financial condition is excellent. The majority of funding for capital expenditures and investments has come from internal
cash flow and purchasing the communication equipment on extended terms.

Share Situation
Converted to open type company in 1993. Without any free float.

Shareholder Concerns
Some shareholders are concerned about selling shares on the Russian market.

cfed/manual/vimps.doc 07/09/97
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Number of employees: more than 700

Openness

Russian JSC Profile2

VimpelCom1

.43'
\

cfedlmanual/vimp.doc 06118/971

I This text was produced by CFED as of December 1996, using the AK&M data base, materials
provided by Skate Press and prepared by the company.
2 This text was produced by CFED as an integral part of this manual and accompanying
workshop. Participants should refer to the Equity Market Notes, Appendix 1 when reviewing the
accompanying profiles and case studies.

An example of openness, still unusual for many Russian companies, is a report
prepared by the company RC Securities, Inc. (member of Renaissance Capital Group)
which was necessary to start III Level ADR program.

The company "Vimpel Communications" was established in September, 1992
as a closed joint stock company. It was founded by a group of Russian institutions,
among which there were Radio-technical Institute named after Mintz, Scientific and
Research Institute "Giprosvyaz", Scientific and Production Complex "Vimpel" and
All-Russian State TV and Radio Company. In 1993 this joint stock company was
transferred into an open JSC. Vimpelcom's biggest foreign shareholder is an
American company FGI Wireless. At the moment "Vimpelcom" is a group of
companies, including JSC "Macrocom" (Moscow operator of cellular
communications "Bee-Line", AMPS-800 standard), design bureau "Impulse"
(operator of the digital network DCS-1800). The majority of the users of the cellular
communications ( more than half) are clients of "Vimpelcom". At the moment the
number ofVimpiecom clients is about 48000, and by the end of the year the company
thinks to increase it up to 60 000 people. In order to expand its network the company
is pursuing a very active investment policy: in 1996 "Vimpelcom" raised two credits ­
from a Swedish company "Ericsson" (one - for 28 million dollars, the amount of the
second one has not been disclosed) and also a credit from a German company Alcatel
(about 40 million dollars), which will go for construction of DSC-1800 network. In
return Alcatel got 12% of "Vimpelcom" shares.

Interesting that none of the original "Vimpelcom" founders saved their
packages.

Introduction:
Paid charter capital: 128,533,000

il
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High Degree of Integrity with Affiliated Companies

Information on Charter Capital and Share Issue

Issued and placed before the new issue were 16 681 400 ordinary shares and 4
170 000 preferred shares.

The Charter capital consists of:
19,280,000 ordinary shares with the nominal value of 5 rubles
6,426,600 preferred shares with the nominal value of 5 rubles

cfed/manuallvimp.doc 06/18/972

• detailed financial information about the company for several years
• risk factors for investors
• description ofcompany's activity
• legal framework for telecommunications services
• description of company's management
• structure of stock capital and major transactions on buying and selling

shares ofother companies
• description of the capital and detailed description of the legal framework

for all the procedures related to the JSC activity
• taxation
• underwriters
• references to the US legislation which regulates issue ofADR
• financial accounts of "Vimpelcom", affiliated companies and their brief

review.

Among a very detailed review of the telecommunications market and services
in cellular communications and equipment provided by the company, the report
includes the following:

The ADR offering was backed by 2,598,600 new Vimpelcom shares offered
by the company and a secondary offering of 1,455,642 shares offered by a
shareholder, FGI Wireless (together, 4,054,242 shares, represented by 5,405,656
ADRs).

In October 1996 "Vimpelccom" acquired 88% of the design Bureau
"Impulse". This company was controlled by Mr. Zimin and it has a license for using
DCS-1800 standard.
This transaction was financed by Moscow Bank of Reconstruction and Development,
which allocated 18 million dollars for it.

"Macrocom" company is a closed JSC, founded in September 1994 by
"Vimpelcom, company "Mocom" and "Electrosvyaz". Initially, "Vimpelcom" held
50% of "Macrocom's shares; and "Mocom" and "Electrosvyaz" - 40% and 10%
correspondingly. The acquisition was done through an additional share issue by
"Macrocom" and further transfer the shares to "Mocom". Then "Vimpelcom" bought
these shares at 36 000 dollars which equaled the nominal value of the shares, and thus
bringing its share in "Macrocom" to 95%.
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The above charter capital includes 2 256 600 preferred shares "Vimpelcom"
planned to issue right after ADRs in order to secure Mr. Zimin's control over the
company.

Registrars

Large-scale Projects and Modernization Program

In order to create a system of cellular communications in Moscow
"Vimpelcom" announced a public tender for supplying telecommunications
equipment. The winner of this tender was a French company "Alcatel-Alsthom" with
the headquarters in Paris. The value of the order was 135 million dollars. The future
telephone network will cover 380 thousand users in Moscow and Moscow suburbs.
New equipment will comply with DCS-1800 standards. The buyer is the design
Bureau "Impulse", Vimpelcom's branch.

III Level ADR Issue

The financial consultants and underwriters of "Vimpelcom" were
"Renaissance Capital" and "Donaldson, Lufkin & Jenrette.

The total amount of issued ADRs was 5.4 million. Of this quantity 3 464 800
was sold by "Vimpelcom" and 1 940 856 - by shareholders. One depository receipt
equals % of one share. There were requests for ADRs for the amount of 1.15 billion
dollars. However, according to the SEC rules, the company did not have the right to
place ADRs for the amount ofmore than $100 million rubles. The average price of the
placement was 20.5 dollars. The buyers of the ADRs according to "Renaissance
Capital" were big investment funds from Europe and America, specializing in
investments in telecommunications. "Vimpelcom" is going to spend the money raised
on expanding Bee-Line network and introducing new cellular communication
standard DCS-1800.

Audit

Ernst & Young, since 1995.

I
I
I
I
I
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Comment

Revenues in 1995:
Profit for 1995:
Revenues for 6 months of 1996:
Profit for 6 months of 1996:

105.5 million dollars
27.6 million dollars
84.3 million dollars
18.8 million dollars
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VimpelCom
Contents of Information Memorandum for buyers of ADRs

Enforceability of Civil Liabilities
General Part

• Description of the group of companies controlled by "Vimpelcom"
• Review of Russian Telecommunications Industry
• Competition
• Business Strategy
• Offerings
• Financial Data

Risk Factors
• Risks relating to the Russian Federation
• Risks relating to the Group
• Other risks

Dilution
Capitalization
Use of Proceeds
Dividend Policy
Selected Financial Data
Management's Discussion and Analysis of Financial Condition and Results of
Operation

• Overview
• Results ofVimpelcom Operations
• Six Months Ended June 30, 1996 Compared to Six Months Ended June 30, 1995
• Year Ended December 31, 1995 Compared to Year Ended December 31, 1994
• Liquidity and Capital Resources
• Basis of Presentation of Financial Results
• Inflation

Business
• History
• Current Operations
• Cellular/PCS Technology
• The Russian Telecommunications Sector
• Strategy
• Marketing and Sales
• Products and Services
• Network Technology and Operations

Regulation of Telecommunications in the Russian Federation
• Regulatory Authorities
• Licensing to Provide Services
• Radio Frequency Allocation
• Equipment Certification
• Competition and Pricing

Management
Major Transactions on Purchasing and Selling Shares and Securities of Other
Companies

• Purchase of KBI shares (Design Bureau "Impulse")
• Macrocom Purchase
• Sale of Bonds

Shareholders
Shares Eligible for Future Sale

I
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Description of Capital Stock
• Joint Stock Company
• Common Stock
• Preferred Stock
• Shareholder Meeting
• Dividend and Dividend Rights
• Share Capital Increase
• Share Capital Decrease; Share Buy-Backs
• Preemptive Rights
• Liabilities of Shareholders
• Board of Directors
• Liquidation
• Reserve Funds
• Share Registration. Transfers

Description of American Depository Receipts and Procedures of Their Issue
Taxation

• Russia
• USA

Underwriting
Legal Matters
Experts
Additional Information
Report of Independent Auditors
Detailed Financial Information and Accounts of "VimpeICom," "Impulse" and
"Macrocom"

I
I
I
I
I
I
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"UClt... COMMClNICATlON.

See "Risk Factors" beginning on page 14 for a discussion of the risks that should
be considered by prospective investors.

THESE SECURITIES HAVE NOT BEEN APPROVED OR DISAPPROVED BY THE SECURITIES AND
EXCHANGE COMMISSION OR ANY STATE SECURITIES COMMISSION NOR HAS THE

SECURITIES AND EXCHANGE COMMISSION OR ANY STATE SECURITIES COMMISSION
PASSED UPON THE ACCURACY OR ADEQUACY OF THIS PROSPECTUS. ANY

REPRESENTATION TO THE CONTRARY IS A CRIMINAL OFFENSE.

PROSPECTUS
November 15, 1996

5,405,656 American Depositary Shares
Representing 4,054,242 Shares of Common Stock

Open Joint Stock Company Vimpel-Communications

BEe7t'LINE
Each American Depositary Share ("ADS") being offered hereby will represent three-quarters of one

share of common stock (the "Common Stock") of Open Joint Stock Company Vimpel-Communications
("VimpeICom"). The ADSs will be evidenced by American Depositary Receipts ("ADRs"). See "Descrip­
tion of American Depositary Receipts."

Of the 5,405,656 ADSs offered hereby, 3,464,800 ADSs are being offered by VimpelCom, and 1,940,856
ADSs are being offered by FGI Wireless, Ltd., an Illinois corporation (the "Selling Shareholder"). Of the
5,405,656 ADSs offered hereby, 3,919,100 ADSs are being offered for sale in the United States and Canada by
the U.s. Undenvriters (the "U.s. Offering") and 1,486,556 ADSs are being offered for sale outside the United
States and Canada in a concurrent offering by the International Managers (the "International Offering" and,
together with the U.s. Offering, the "Offerings"), subject to transfer between the U.s. Undenvriters and the
International Managers. See "Undenvriting."

Prior to the Offerings, there has been no public market for the Common Stock or ADSs in the Russian
Federation, the United States or elsewhere. See "Undenvriting."

The ADSs have been approved for listing on the New York Stock Exchange under the symbol "VIP,"
subject to official notice of issuance.

US$19.06
US$36,992,715

Proceeds to
the Selling

Shareholder(2) (3)
Proceeds to

VimpeICom(2)

US$19.06
US$66,039,088

US$1.44
US$7,784,145

Underwriting
Discounts and

Commissions (1)

Price
to the
Public

US$20.50
US$110,815,948

Per ADS " .
Total (3) .

(1) VimpelCom, the Selling Shareholder and fcu Gest S.A., a shareholder of VimpelCom ("Ecu Gest"), have
agreed to indemnify the several Underwriters named herein against certain liabilities, including liabilities
under the Securities Act of 1933, as amended. See "Underwriting."

(2) Before deducting offering expenses estimated at US52.5 million payable by VimpelCom.

(3) The Selling Shareholder and Ecu Gest have granted to the U.S. Under<JJriters a 3D-day option to purchase up to
an aggregate of 810,848 additional ADSs at the Price to the Public less Under<JJriting Discounts and
Commissions, solely to cover over-allotments, if any. If such option is exercised in full, the total Price to the
Public,Undenvriting Discounts and Commissions, and Proceeds to the Selling Shareholder (and fcu Gest)
will be US$127,438,332. US$8,951,766 and US5S2,447,478, respectively. See "Underwriting."

The ADSs offered hereby are being offered by the several Underwriters, subject to prior sale, when, as
and if delivered to and accepted by them and subject to various prior conditions, including their right to
reject orders in whole or in part. It is expected that delivery of the ADRs evidencing ADSs will be made in
New York, New York on or about November 20, 1996.

Renaissance Capital Group and Donaldson, Lufkin & Jenrette Securities Corporation are the
Global Coordinators of the Offerings.

Donaldson, Lufkin & Jenrette RC Securities, Inc.
Securities Corporation (Member Renaissance Capital Group)
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No person has been authorized to give
any information or to make any representa­
tion not contained in this Prospectus in con­
nection with the offering made hereby, and, if
given or made, such information or represen­
tation must not be relied upon as having been
authorized by VimpelCom, the Selling Share­
holder, the. Underwriters or any other person.
Neither the delivery of this Prospectus nor
any sale made hereunder shall, under any
circumstances, create any implication that
there has been no change in the affairs of the
Group since the date hereof or that the infor­
mation contained herein is correct as of any
time subsequent to the date hereof. This Pro­
spectus does not constitute an offer to sell or a
solicitation of an offer to buy any of the secu­
rities offered hereby by anyone in any juris­
diction in which such offer or solicitation is
not authorized or in which the person making
such offer or solicitation is not qualified to do
so or to any person to whom it is unlawful to
make such offer or solicitation.
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Until December 10, 1996 (25 days after the
date of this Prospectus), all dealers effecting
transactions in the ADSs, whether or not par­
ticipating in this distribution, may be re­
quired to deliver ;1 Prospectus. This
requirement is in addition to the obligation of
dealers to deliver a Prospectus when acting as
underwriters and with respect to their unsold
allotments or subscriptions.
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4,054,242 Common Shares

Open Joint Stock Company
Vimpel-Communications
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Securities Corporation

RC Securities, Inc.
(Member Renaissance Capital Group)
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Evidence from DEVELOPED CAPITAL MARKETS and ECONOMIES IN TRANSITION demonstrates a

RELATIONSHIP BETWEEN GOOD GOVERNANCE AND MARKET VALUATION

Germany - DISCLOSURE
In 1993, Daimler-Benz AG became the first German joint stock company (JSC) to list its shares on the New York Stock Exchange (NYSE). For several years, a
group of large German JSCs had presented a united front to the United States Securities and Exchange Commission (SEC) and the NYSE, hoping to list their
shares on the NYSE without restating their financial accounts in accordance with United States Generally Accepted Accounting Principles (US GAAP) as
required by the SEC. After Daimler-Benz posted disastrous results in 1992, it thought a NYSE listing would provide some good news and future access to what
it called "the world's largest and most dynamic stock market." It broke ranks with its German cohorts, and in early 1993 sought a NYSE listing alone. The
agreement among the company, the SEC and the NYSE required that Daimler-Benz present financial data in accordance with German and US requirements. Its
restated accounts included DM4 billion (US$2.42 billion) of hidden reserves as "extraordinary earnings." This move was seen as a major precedent; due to
competition for capital resources, some companies are clearly ready to make corporate governance concessions in order to gain access to foreign capital.

United Kingdom - DISCLOSURE
Report ofthe Committee on The Financial Aspects of Corporate Governance (1 December 1992), Article 4.48 "The lifeblood of markets is information and
barriers to the flow of relevant information represent imperfections in the market. The need to sift and correct the information put out by companies adds cost
and uncertainty to the market's pricing function. The more the activities ofcompanies are transparent, the more accurately will their securities be valued."

United States ofAmerica - SHAREHOLDERS' RIGHTS
A1992 study of shareholder activism by the management consulting firm Wilshire Associates demonstrated the profitability of such efforts. A $500,000
shareholder initiatives program undertaken by the California state employees' pension fund CalPERS resulted in $137 million extraordinary returns (above the
Standard & Poors Index).
A 1993 book by corporate competitiveness guru and former US Treasury Department Corporate Finance Director Michael Jacobs entitled "Break The Wall
Street Rule: Outperform the Stock Market by Investing as an Owner" argues that exercising ownership rights (information rights and voting rights) over the long
term can be more profitable than buying and selling shares on a short term basis.

Sweden - MANAGEMENT-SHAREHOLDER RELATIONS
In late 1993, Swedish and foreign shareholders scuttled the proposed merger of Swedish vehicle manufacturer Volvo and French state-owned vehicle
manufacturer Renault. Shareholder opposition focused on the loss of minority shareholder' rights and the uncertain corporate governance structure of the
merged company. Volvo's CEO, who had pushed for the merger, resigned in response to shareholder refusal to approve the merger.

'"Vd
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PROPOSED MERGER OF VOLVO AND RENAULT

VOLVO RENAULT

French Government holds
Golden Share

Management

inside directors

Shareholders

outside directors

+
l~_~--r--

Supervisory Board
only outsiders

Management Board
only insiders

Board of Directors

*Peter Gyllenhammer =Chairman of Board and former CEO

.. ..
?
•
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- Complex ownership structure of holding company (majority owned by Renault) and Renault-Volvo

Automotive operating company (majority owned by French government [46.36%] and RVC [35%]).

- Loss of minority shareholders' rights to holding company and French government.

- No privatization schedule for privatization of Renault•
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Shareholder Veto Of Proposed Merger Of Volvo And Renault - Timetable

1990
The Swedish vehicle manufacturer Volvo and the maJonty state-owned French
vehicle manufacturer Renault establish a "strategic alliance" by purchasing shares in
each others' truck and automobile divisions.

September 23,1993
Volvo announces proposal to merge with Renault.
Volvo issues "Information to Volvo Shareholders" explaining the proposal and
convening an Extraordinary General Meeting of Shareholders on November 9 to vote
on the merger.

October 5, 1993
Aktiespararna, the Swedish Shareholders' Association (SSA), issues a statement
supporting continuing collaboration between Volvo and Renault, but concluding that a
commercial valuation of the proposed merger was difficult to assess, because Volvo
had presented neither profit-based nor valuation-based information. SSA also notes
that the "Information to Volvo Shareholders" failed to prove that a merger was the
best and most appropriate option for the two companies to pursue. It questions the
advantage of a merger over an ongoing strengthening of the strategic alliance between
the two companies.
The SSA notes several problematic aspects of the proposed merger, especially the
following:
• The ownership structure of the merged company was complex, making it difficult

for Volvo shareholders to understand their new ownership position;
• Renault was a state-owned company with plans but no specific timetable for

privatization;
• The French government, as owner of Renault, would be entitled to hold a "golden

share," granting it the right to approve or veto any takeover or sale/purchase of a
large block of shares.

• The French government would retain this "golden share" even after the
privatization of Renault.

October - early November 1993
SSA places an advertisement in the October 1993 issue of its monthly magazine
calling on its members to vote against the proposed merger. The votes collected
represent 2.7 percent of the share capital and 2.3 percent of the votes of Volvo AB.
(Like most Swedish joint stock companies, Volvo has a dual-class capital structure
consisting of two classes of shares with different voting rights.)
The board of directors of the Fourth Pension Fund, Volvo's second-largest shareholder
(owning 7.5% of voting shares), splits 8-6 in favor of approving the merger. The
Fourth Fund is an equity investment fund managed by Swedish trade unions; blue
collar unions support the merger, while white collar unions oppose it. Gunnar
Hohansson, a former Volvo executive, opposes the deal, arguing that Volvo should
remain a vehicle manufacturer and not merge with the conglomerate Renault. Due to
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continued discussion of this issue, however, the board convenes a second meeting,
where it decides to vote against the merger.

November 4,1993
The SSA issues a statement urging Volvo's board of directors to withdraw the
proposal. The statement argues that Volvo's articles of association would have to be
amended before the proposed merger could be consummated.

November 6, 1993
Volvo issues a prospectus with additional information on the proposed merger. Some
shareholders do not receive the information until they have given their voting
instructions to the SSA or to depositary banks. Other shareholders do not receive the
information until after November 9, the scheduled date of the Extraordinary General
Meeting of Shareholders.
In response to significant shareholder opposition to the merger, Volvo postpones the
Extraordinary General Meeting of Shareholders until December 7, 1993.

mid-November 1993
Despite attempts by Volvo management to control the situation, shareholder and
employee opposition to the merger grows. The SSA continues its demands for more
precise information on the structure of the merged company.
Foreign institutional investors analyze the effect of the merger on the corporate
governance structures ofVolvo, Renault and the merged company.
Volvo postpones Extraordinary General Meeting of Shareholders for a second time.
Meeting rescheduled for January 19, 1994.

December 1, 1993
Soren Gyll, Chief Executive Officer of Volvo, informs Pehr G. Gyllenhammar,
Chairman of Volvo's Board of Directors, that management does not support the
merger. Gyllenhammar informs Renault that Volvo is abandoning the deal.
As a consequence of the failed merger proposal, Gyllenhammar resigns.

January 19, 1994
Despite abandonment of the merger, the scheduled Extraordinary General Meeting of
Shareholders is held to elect a new board of directors following Gyllenhammar's
resignation.
Of the former board members, only Soren Gyll, ChiefExecutive Officer, is reelected.

Spring 1994
Domestic and foreign investors meet with Volvo to recommend that the company
improve its disclosure policy.
Disclosure is an important issue at annual general meetings of all of Sweden's largest
joint stock companies.
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1.

2.

3.

4.

Discussion Topics

Which mistakes did Volvo's management and board ofdirectors make in their
dealings with each other and with shareholders?

Which problems did shareholders identify in the merger proposal, and why?

This case study identifies which corporate governance issues?

Compare the corporate governance practices ofVolvo and Renault.
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Slovakia
In 1996, the Slovak Business & Banking Advisory Center conducted a survey of 25 Joint Stock Companies (JSCs) pursuing "comprehensive
restructuring plans." Over the course of the survey, 7 JSCs reported "strong change"; 12 reported "slow change"; 4 reported "stalled change" and 2
reported "no change" towards completing the plan. Specific survey findings suggest a strong correlation between governance and restructuring.

FACJ'OR __ ....~____ IMPACT ._..__ ~OFJOINTSTOCK~MPANIES

# of Business Units of JSC

Condition of Market
Condition of Buyer Industry

Initial Financial Condition of JSC

Share Ownership Pattern

Role of Supervisory Board

No impact on change

No impact on change
No impact on change

Negative impact on change

No majority state owned companies included
Management-owned companies did best
Investor-owned companies did worse

Strong positive correlation with change

6 JSCs in financial crisis - 3 achieved "slow change"
- 3 achieved "no change"

7 "strong change" JSCs - board played supportive role (2)
- board played leading role (4)

6 "no change" JSCs - board played negative role (4)
- board played limited role (2)

~"

Role of Management

Involvement of Bank

Strongest positive correlation with change

Passive or negative in 19 of25 cases

7 "strong change" JSCs - management played leading role
21 Of25 companies - leading (7) or supportive role 14)

Bank used "carrot approach" in 1 case
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Russia

MARKET REGULATION
When an Austrian investment fund plans to invest in a market outside the European Union, the Austrian Ministry of Finance evaluates whether the
market is "recognized, regulated and open to the public, and well-functioning." If the Ministry determines that a market meets these criteria, a fund
may invest in listed JSCs there without restriction; if a market does not meet these criteria, a fund may not invest more than 10% of its assets in JSCs
in that market. The Austrian Ministry of Finance has approved markets in Czech Republic, Hungary, Poland and Slovakia, but not Russia, thereby
limiting the investment that Austrian funds may make in Russian JSCs. (See Appendix 7: "Austrian Fund Managers Await Ministry Recognition of
Russia." Russia Portfolio. August 7, 1995.)

CUSTODY I SECURITIES REGULATION I SHARE REGISTRATION
In the spring of 1996, ICR Survey Research Group conducted a "Survey of Western Portfolio Investors in Russia" for the Federal Commission for
the Securities Market. Managers of emerging market funds answered questions concerning the attractiveness of the Russian market, its risks,
deficiencies, each fund's investment strategy and investment methodology. Respondents noted the inadequate custody system (44%), a lack of
securities regulations (31 %) and inadequate clearing and settlement system (26%) as the main infrastructure deficiencies of the Russian securities
market.

SHAREHOLDERS' RIGHTS
From the company's initial privatization until 1994, Komineft's share price rose fivefold to just under $25 per share. Then, two unrelated incidents
frightened investors: an oil pipeline leak and reports that the company had distributed secretly a new share issue to selected investors. Demand for
Komineft's shares plummeted and they currently trade at below $2, demonstrating investors' unease about both the company's physical state and
governance regime. (See Appendix 7: "Russian Market's Fortunes Revealed in ADRs." The Financial Times. December 3, 1996.)

SHAREHOLDERS' RIGHTS
ING Barings posited that Surgutneftegaz shares would continue to trade at a discount to other shares of Russian oil companies due to investors
concerns over the company's governance practices. Although INO Barings rates Surgutneftegaz as "fundamentally the most attractive producer" of
Russia's three major oil companies (LUKoil, Yugansk and Surgutneftegaz), it "would only recommend Surgutneftegaz to investors actively seeking
risk, as concerns must persist as to management's observation of minority shareholders' rights. (See Appendix 7: "Surgut Share Issue Violations
Cited." The Moscow Times. December 11, 1996.)

.,.­
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Red October

Medium-term Results - Effective Corporate Governance and Disclosurel

Who?

What?

When?

Where?

Why?

How?

Managers of joint stock companies who want to improve their share prices and attract investors

Results of effective corporate governance and disclosure => high level of attractiveness of the shares in the market

Immediately and on an ongoing basis

Within the JSC, in Russia and major capital markets abroad

Provide for maximum increase of the share price, facilitate funding programs at present and in the future

- Establish effective corporate governance
- Make a commitment to issuer transparency
- Create reputation of a highly reliable company with a good system of information disclosure and try to gain investors'

trust
- Disseminate information about the company to investors

IPlease refer to the Equity Market Notes, Appendix I. These notes were produced by CFED as an integral part of this manual and accompanying workshop.
Participants should refer to these notes when reviewing the accompanying profiles and case studies.
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Red October

Favourable Results of Effective Corporate Governance and Disclosure

~

Share price

Market capitalisation

January 1995

$3.4

$28 min.

February, 1997

$25.00

$209 mIn.
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Price V. Industry Index (US$)

II Red October ASP-General Index II

$18.00

$12.00

$6.00

$0.00

11/2/94 5/16/95 11/3/95 5/13/96 11/1/96

-~ ** Representation based on Skate Press Source
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Red October
Key Financial Characteristics

Income Highlights (R mlns) 1994 1995 9 months 1996
Total revenue 228,137 596,081 492,888
Net income 48,519 136,457 65,861
Net profit margin 21,31% 22,89% 13,36%

Balance Sheet Highlights (R mlns)
Current assets 83,092 158,938 234,813
Accounts receivable 4,678 34,774 75,534
Non-current assets 27,926 114,657 241,350
Total Assets 111,018 273,593 476,163

Current liabilities 24,496 41,741 72,084
Accounts payable 17,683 37,638 40,774
Non-current liabilities 3,645 1,035 °Total liabilities 28,141 42,776 72,064
Shareholders' equity 82,878 230,817 404,078

Current assets/Current liabilities 3.4 3.8 3.3
Tot. liabilities/Shareholders' equity 0.34 0.19 0.18

PIE ratio 2.20 1.39 7.12

Source: Skate Press
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Who?
Managers of joint stock companies who want to improve their share prices and attract investors

Criteria:
• be ready to work with Russian and foreign investors
• cooperate and be open with brokers, dealers, media, and other companies which comprise the securities industry and its

infrastructure
• be ready to disclose the information not only in accordance with the regulations of the Federal Law on Joint Stock Companies

but also with the requirements of investors; the more information is disclosed the more attractive a JSC is for investors
• work with independent registrars
• comply with the law
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What?

Effective Corporate Governance and Disclosure => Higher Level of Attractiveness of the Shares for Investors

Making shares of the company attractive for investors through effective corporate governance and disclosure. Disclosure includes the
following:

• detailed information about production activity
• information about available equipment
• financial accounting
• strategic plan for development
• business plan
• investment plan
• pricing policy
• constantly informing shareholders, press, the securities market community on all important events in the JSC

The management of the company shall be ready to work with investors and know and respect their shareholders' rights

.-.-
~
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How?

Establish effective corporate governance,
which means creating a system for effective interaction between three parties of a JSC (shareholders, management and Board of
Directors) and ways for representing their interests. This includes the following main concepts:
• Rights and responsibilities of the parties and their interaction within a JSC
• General legal framework for JSC's activities
• Common practice in a given jurisdiction

Make a commitment to issuer transparency,
includes transparency for new issues, the procedures for which are established in the FCSM's Regulation #19 and its annexes.

Create a reputation of high reliability and openness and gaining investors' trust,
which means the necessity to provide investors upon the first request all the required information (in accordance with the Law and
common practice) and desire to get high evaluation of transparency and reliability of such information

Disseminate information about the company to investors,
which means using all opportunities to disseminate information about the company through mass media, specialised publications and
brokerages, and others working in the securities market.
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Red October

Discussion Topics

At the April 12, 1997 AGM, the shareholders voted to increase the dividend on ordinary shares from 1,800 roubles to 1,900 roubles and
authorize the issue of approximately 1.5 million preferred shares at the nominal value of 1,000 roubles per share. Following the meeting,
the press reported further details of the company's plans for raising funds to meet its previously announced $100,000,000 capital
expenditure requirements over the period 1997 - 2000:

• The preferred shares - expected to be issued the first half of 1997 - are to be priced at 75% - 80% of the market price of ordinary
shares at the time of issue;

• The company plans a $20,000,000 Eurobond issue the fourth quarter of 1997;
• The company has arranged a $15,000,000 credit facility from the European Bank for Reconstruction and Development, to be finalised

in the near future.

Please:

• Discuss the results of the Autumn 1994 flotation, and the reasons that all the shares were not placed. Your discussion should include
conclusions drawn and lessons learned from the first issue, which will be useful in planning a new issue;

• Review the proposed sources of funding to meet the company's capital expenditure requirements over the period 1997 - 2000. In the
interests of achieving a "balanced" approach and meeting the company's full requirements, please consider additional types of
funding (for example, internally generated funds and issuing additional common shares). Your review should consider the
advantages, disadvantages and corporate governance implications related to each source of funds;

• Determine which party (Annual General Meeting, Board of Directors, or Management) has the authority to approve each funding
source.

Please make reasonable assumptions about any company information or other material not provided.

cfed/manual/krasos.doc 07/08/97

~



-~~~~~----~-~~--~~---

Background information for your review includes:

Competition and Need for Modernisation
Margins and profit decreased in 1996 (albeit after a strong 1995), principally because of competition. Competition from foreign owned
confectionery plants in Russia is expected to become more intense. The competition fought the company for market share, and limited
the company's ability to raise prices. The problem was exacerbated by shutdowns of certain production lines as equipment underwent
repairs. For the business to grow, the company will need to achieve higher capacity utilisation through modernisation, add regional
subsidiaries and develop its distribution network.

Earnings
If the above conditions are met, industry analysts expect earnings to recover, approaching 1995 levels by the year 2000.

Financial Condition
The company's financial condition is strong. In the past, the majority of funding for capital expenditures and investments has come from
internal cash flow, but during 1996 the company increased short term loan balances to provide additional funds. Due to a policy to raise
equity father than debt, the company is medium-long term "debt free," and the improving interest rate environment opens the possibility
that the company will raise medium-long term debt.

Previous New Share Issue Experience
The company has been a pioneer in new share issues and commitment to disclosure, but new share placements have not been easy. In
late 1994, the company sold 1.9 million of a planned 3.5 million share issue. Retail investor interest did not materialise as expected and
international investor interest at the time of the issue was impeded by, among other media reports, a Financial Times article in London
urging caution when dealing with investments in Russia. The company also made an offering of 2 million shares in the first half of 1996.
The issue was not an "easy sell." The City of Moscow ultimately bought 1.65 million shares in exchange for fixed assets and other
investors took up the remaining .35 million. The offering price was $8.75 per share, higher than the market price over the period (the
market price was approximately $5.25 at the beginning of 1996).

­0-
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Current Share Situation
The company's shares are traded on the Russian Trading System (RTS) and are included in the RTS 24 group of best performing shares.
ING Barings estimates that 30% of the company's shares are held by foreign portfolio investors; the company is involved in ING
Barings' Russian Depository Receipt Program. In April 1997, the company's shares were trading for $20.00, vs. book value (or net
assets) per share of less than $10.00. There were 8,355,775 shares issued and outstanding. When asked why the company is one of the top
performers in the Russian share market (along, primarily, with energy and telecommunications companies), one investment analyst
replied "Mainly because they have a reputation for openness, and are known to be the best Russian company in their field."

Shareholder Concerns
Some shareholders are concerned about dilution; some about taking on excessive debt. Maintaining competitiveness and profitability
are general concerns.

..........,
€'"
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Red Octoberl

CASESTUDy2

The main stage of privatization in Russia has been completed quickly and
more or less easily. But as it turned out later companies and their employees had to
face difficulties after the official privatization. Independence of privatized enterprises
from the state had not only positive sides but also negative. Among the main problems
is lack of any hope for getting government investments. However, production
development is not possible without raising new capital and that makes joint stock
companies and their managers try and search different possibilities to attract
investments.

Basically, for open type joint stock companies there have been only two main
sources of investments: bank loans and new share issues on the equity market. Since
interest charges on bank loans have been very high, for many Russian JSCs a new
share issue has been the only way to attract capital for development. A JSC needs to
not only effectively issue shares, but also place them. The amount of incoming
investment funds depends, among other factors, upon the market price of the shares.
There are several determinants of share value. One of the main determining factors is
an effective system ofcorporate governance.

Basic Information About the Company

Confectionery "Red October" was founded in 1867. In 1992 state enterprise
Moscow Confectionery Factory "Red October" was registered as an open type joint
stock company. At the end of 1994 JSC Red October had almost 10 thousand
shareholders. There were about 35 managers who had been working for the company
for approximately 16 years. They supervised 3,000 employees.

Red October was registered as an open type joint stock company with a charter
capital of 224 million rubles: 159,041 ordinary shares and 64,960 preferred shares
(owned by Moscow Property Fund). The nominal value of a share was 1,000 rubles.
In August 1993 Moscow Property Fund transferred these preferred shares over to Red
October which then converted them back into ordinary shares. The stock was then
split into 100 ruble shares (2.24 million shares). In December, 1993 the shareholders
voted to increase the charter capital to 2.24 billion rubles by increasing the nominal
value of the shares to 1,000 rubles. They explained their decision by the high level of
inflation existing at the time.

1 This case was prepared by CFED in December, 1996, using the infonnation provided by Price
Waterhouse and Skate Press. We have not done an independent evaluation of this infonnation but we
believe that it is reliable.
2 This case study was produced by CFED as an integral part of the manual and accompanying
workshop. Participants should also refer to Appendix 1 "Equity Market Notes" when reviewing the
company profiles and case studies.
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Development Strategy

The shareholders made a decision to increase the charter capital by 7.76 billion
rubles to add up to 10 billion rubles. In order to do so it was necessary to issue 7.76

As a result of privatization 51% of the shares were acquired by the company's
management and employees, 20% - by subcontractors and suppliers, with the balance
held by diverse shareholders who participated in the cash and voucher auctions.

In 1993 "Red October" manufactured over 59 tons of products. 60% of the
products were sold in the Moscow region, 28% in other regions of Russia and 12%
were exported (mainly to Afghanistan and Mongolia). Main types of production are
hard candies (36%) and caramels (37%). The remaining 27% comprise chocolates,
cocoa powder and other confectionery products. At present the company manufactures
over 200 products with brand names such as "Mishka" and "Rakovaya Sheika".
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The ambitious development strategy of the company required significant
financial resources. Shareholders attending the meeting realized that. They agreed
upon another increase in the charter capital. Red October needed 4.5 million dollars
for a new technological line to manufacture the most popular brand "Mishka".
Besides, it was necessary to raise millions of dollars to replenish working capital, to
repair and improve the existing 43 production lines and also to take into account the
company's stake in the planned Kolomna factory.

In March 1994 the general annual meeting of shareholders was presented with
the following guidelines for strategic development of the company: strengthen its role
in the regions; complete construction of a new confectionery factory in Kolomna, for
which the company hoped to find a joint-venture partner; prepare itself for the
possible consolidation in the confectionery industry by establishing a financial
holding group in order to be able to buy shares of other Russian confectioneries;
increase the volume of production of the most popular brand "Mishka" - to meet this
requirement it will be necessary to purchase new technological equipment in Europe;
diversify production by starting up manufacturing of a new brand - fried peanuts in
small packages; despite the profitability of the local market - to increase export in
order to attract hard currency. The productivity aims for all technological lines shall
be increasing efficiency and meeting market requirements.

The Board of Directors and the managers of the JSC believed that the strategy
of the company should be to keep leading positions in the confectionery industry of
Russia in terms of quality, volumes of production and sales. Popularity among
Russian customers and high demand for the production made it possible for the JSC to
keep high prices. Steps of the Russian government aimed at protection of the Russian
market against western confectionery products had a positive effect on Red October
activities. Several multi-national confectionery factories had been trying to gain direct
access to the Russian market. As a result, the management thought that in the future
the Russian confectionery industry would have to live through the period of
consolidation as powerful multinational firms merged with or acquired the less
efficient domestic companies.
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Sale of Shares

Attempts to Meet the Set Requirements

A lot of attention was paid to preparing an Offering Memorandum for the
issue. Grant and Samuel Montagu endeavored to provide potential investors with as

The JSC management rejected the idea of bank loans right away because of the
high interest rates. For the same reasons it rejected the idea of issuing bonds and
selling them both in the local market and abroad. Management also considered private
placement, but eliminated the idea because regulations at the time prohibited private
placements for issues in excess of 50 million rubles.
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While developing a strategy for selling shares, specialists of the investment
company Grant, as well as representatives of Samuel Montagu, came to the
conclusion that out of 3.5 million shares offered for sales to portfolio investors, one
million would be sold to Russian individual investors, 1.5 million to Russian
institutional investors and one million to western investors. Russian cities where
shares would be sold were Moscow, S1. Petersburg, and Ekaterinburg. The period for
selling the shares was set for two weeks. The short term was explained by the desire
of the management to avoid the inflation effects on the share price and also to avoid
possible macroeconomic and other risks. In order to successfully sell Red October
shares the company Grant appointed several employees to take care of the sales and
created a "sales group". The agent of the company in western capital markets was the
brokerage firm "James Capel", which was affiliated with Samuel Montagu.

In October 1994 a British merchant bank, Samuel Montagu, supported by the
British Know How Fund, offered Red October and Grant assistance in selling the
shares. The managers of Red October seized this opportunity, since they understood
that if they worked with a reputable bank such as Samuel Montagu and the consortium
of financial institutions affiliated with it, they would be able to not only just sell the
shares but sell them at a comparatively high price. They decided that two million
shares out of the 5.5 million authorized, un-issued shares should be aimed at a
strategic investor and 3.5 million - at Russian and western portfolio investors, both
institutional and individual. Such combination had two targets: first, it was supposed
to provide the company with cash and broaden the range of potential investors and
second, it was supposed to give a Russian or western investor, who has long-term
plans for the Russian confectionery industry, an opportunity to purchase a significant
package of Red October shares.

million shares with the nominal value of 1,000 rubles. The shareholders voted also for
paying 2.24 million shares as dividends. Thus, it was necessary to issue and sell 5.52
million shares. The company's "old" partner - investment and financial company
Grant, helped in meeting these requirements. However, during the period from May to
July 1994, only 15,000 shares were sold. Giving the possibility of finding a more
effective means of obtaining the capital increase, management began exploring other
options.
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Bank MENATEP's Offer to Buy Shares of Red October

The price offered by Alliance-MENATEP for an ordinary share was $7.50. On
July 3, 1995 Red October shares traded at $5.38 which increased to $6.70 after the

much information about the financial condition of the company as possible in order to
gain the their trust.

Grant representatives suggested a price of $ 6.00 (20,000 rubles) and noted
that this price was much higher than the price for Red October's shares in the Russian
market, which was 10,000 rubles.
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Mass media of Russia and Great Britain covered the sales of Red October
shares. However, by December 1994 the main aims of Grant and Samuel Montagu
were not reached. Of 3.5 million shares offered to portfolio investors, 1.9 million
were sold.

What is a public tender for purchasing shares? The meaning of this notion is
clear: a buyer announces about his/her intention to acquire a controlling interest of
shares in a certain company, offers a price for the purchase and then asks shareholders
to submit applications for selling their shares at this price within the set period of
time. The buyer collects the applications and if he has enough to buy the necessary
number of shares he purchases the shares and pays for them. If this number is not
enough the buyer has the right to decline his intention to buy shares of this company
or to extend the period of his offer. Besides, shareholders have the right to call their
shares back during the above-mentioned period of time and submit them again within
the time prior to the expiration of that period. For the sake of objective evaluation and
security of the documents a third party, depository, which counts the applications and
keeps them, is involved.

On July 11th, 1995 an investment company Alliance-MENATEP placed an ad
in the newspapers "Commersant" and "The Moscow Times" offering to buy 51 % of
Red October shares from shareholders at $7.50 per share. This offer was valid through
July 25. Alliance-MENATEP made this offer on behalf of JSC "Koloss", the biggest
Moscow food processing company. Alliance-MENATEP was a financial consultant
of "Koloss". Bank MENATEP was a shareholder of JSC "Koloss" and owned most of
its shares. The advertisement said that "Koloss" did not have any plans to make
changes to the composition of Red October management. This offer was a typical
example ofa public tender for share sales.

One of the difficulties that the organizers of the share sales had to face was
setting the initial share price. American consulting company Price Waterhouse had
suggested a value of $5/share in January 1993, using the method of discounted cash
flows (this valuation was not related to the issue); the bank Samuel Montagu
evaluated the net assets of the company and suggested a price of 10 dollars for a
share; and the company James Capel compared Red October with similar companies
in Eastern Europe and suggested that shares be sold at $6.50/share.
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Later Red October and Grant developed "protective" program. By the end of
the tender, Alliance-MENATEP did not extend its period even though it did not
collect the necessary number of shares. As a result JSC "Ko1oss" managed to acquire
0.1% of the shares; 2% belong to MENATEP subsidiaries.

advertisement in the newspapers. 51 % out of 6.3 million existing shares would cost
the formal buyer, JSC "Koloss", $24.3 million. It's worth mentioning that if the net
profit of the "Red October" in 1994 was 13,7 million dollars (48 519 million rubles),
in 1995 it was 29, 4 million dollars (136 457 million rubles).

The advertisement announcing the public tender surprised both the
management of Red October and Grant. The Board of Directors of Red October
declared in its appeal to the shareholders: "The offer was neither approved by nor
coordinated with the company's management. Nevertheless, at the moment the
management is considering the offer from the point of view of its attractiveness for
both the company and shareholders."
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JSC Heavy Industry

Openness and Rights of Minority Shareholders1

Who?

What?

When?

Where?

Why?

How?

Managers faced with control issues - or other concerns related to relationships with shareholders

Choice between tactical expedient and decision framed by good corporate governance and disclosure ­
Choose good corporate governance and disclosure

Always

Within the JSC, its subsidiaries and governing bodies

- Avoid reversals due to non-compliance
- Facilitate raising capital: investors reward good governance and disclosure

- Openness - commitment to disclose
- Respect rights of minority shareholders
- Compliance with legal requirements

I Please refer to the Equity Market Notes, Appendix I. These notes were produced by CFED as an integral part of this manual and accompanying workshop.
Participants should refer to these notes when reviewing the accompanying profiles and case studies.
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Who?

Managers faced with control issues or related concerns
Example - JSC Heavy Industry

Background

In an effort to consolidate activities, JSC Heavy Industry (Heavy) proposes a complicated stock swap.
Heavy perceives minority shareholders to be hostile to its interests, and is apprehensive because one of the options in the swap is for
shareholders in Heavy's other subsidiaries to exchange their shares for shares in Heavy's major subsidiary (Major).

Problem

Heavy fears losing control of Major.

Action

Heavy counters risk of losing control by arranging a secret share issue for Major (Heavy controls Major's board). New Major shares are
priced at their nominal value (way below market value). Heavy purchases the entire issue, firming up its control.
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What?
Choice between tactical expedient and decision framed by good corporate governance and disclosure

Example - JSC Heavy Industry

Heavy's board of directors chose the tactical expedient - the wrong choice.

Even assuming Major's shareholders had delegated the decision about the share issue to the board, and shareholders did not enjoy pre­
emptive rights (not stipulated in Major's charter or waived by Major's shareholders), Heavy and Major made a poor choice:

• The JSC Law clearly states that new issues should be priced at "market value"
• Their decision demonstrates disregard for the rights of minority shareholders
• Their decision dilutes the value of the interests of minority shareholders

-~:..s;,.-
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Why?
Choose good corporate governance and disclosure

Avoid reversals due to non-compliance
Monitoring and enforcement procedures will grow teeth. The best way to avoid a costly reversal -- for example with respect to the below
market pricing of the Major issue -- is to do the right thing in the first place.

Facilitates raising capital: investors reward good governance and disclosure
As a general rule, investors will pay higher prices for good governance and disclosure, conversely

Poor governance and lack of disclosure =>
Uncertainty =>
Perceived risk =>
Risk adjusted pricing =>
Lower pricing (or no sale at all)

~
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How?

Openness
Disclosure should go beyond compliance with formal requirements. It is important to keep shareholders and the investment community
informed about plans for new share issues and other significant events.

Respect rights of minority shareholders
Avoid non-shareholder friendly policies such as poor disclosure (for example, inconsistent or irregular communications), refusal of pre­
emptive rights (causing dilution) and non-compliance with legal requirements regarding governing bodies (for example, rights of access).

Compliance
Follow the intent as well as the letter of the law. Do not look for loopholes which may exist because of the newness of laws and
procedures.
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JSC Heavy Industry

Discussion Topics

Your team will develop one of the following three positions:

• YES: JSC Heavy's actions were justified by events and were legal (with justification for the legality);
• NO: JSC Heavy's actions were not legal; and even ifjustified by some "loophole," violate the spirit and intent of the law and will have

an adverse impact on the company's access to international markets (including its planned ADR);
• ALTERNATIVE: How JSC Heavy should have defined and handled the situation.

Please refer to the accompanying relevant portions of the JSC Law for reference, and make any necessary assumptions about the
company's charter and prior decisions of the general meeting of shareholders.
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JSC Heavy Industry.

CASESTUDYZ

The board of directors of JSC Heavy Industry ("JSC Heavy") met urgently
to discuss how to assert and maintain better control over its subsidiaries. JSC
Heavy's major subsidiaries were themselves joint-stock companies, with a diverse
group of other shareholders beside JSC Heavy. Some of the minority
shareholders in JSC Heavy companies were JSC Heavy's competitors. JSC
Heavy's overall strategy for obtaining better operational as well as legal control
was consolidation, to be implemented through a stock conversion plan - which
had been approved by an extraordinary shareholder meeting several months
earlier.

The conversions would take place one subsidiary at a time. The essence of
the Stock Swap was to offer minority shareholders in each subsidiary a choice of
three options:

• Conversion of the subsidiary's shares into a specified number of JSC Heavy's
shares;

• Conversion of the subsidiary's shares into a specified number of the shares of
JSC Heavy's major subsidiary ("Major");

• A cash buyout of subsidiary's shares, at pre-determined, announced price.

Overall, the swap plan had been proceeding well, with a few bumps in the road.

Problem Situation

The problem arose in a subsidiary ("Recalcitrant") in which JSC Heavy
did not have an absolute majority of the shares and in which local business
interests had strong operational relationships as well as significant minority
shareholdings. The local investors in Recalcitrant also expressed dissatisfaction
with the share conversion ratios offered by JSC Heavy, particularly the
conversion ratio with respect to Major's shares. Based on the perceived to be
unsatisfactory share conversion ratios offered, Recalcitrant's minority
shareholders decided to take control of Recalcitrant and go it alone. As a result,
a number of these Recalcitrant minority shareholders called an extraordinary
shareholder meeting, and -- not allowing JSC Heavy's representive to vote, based
on allegedly improper documentation -- excluded JSC Heavy from Recalcitrant's
founders (amending the charter to do so), removed JSC Heavy's representatives
from Recalcitant's board and approved a new issue of Recalcitant common stock
to be distributed only among Recalcitrant shareholders in their region.

After the "closed subscription," JSC Heavy's stake in Recalcitrant was
diluted from 40% to 10%.

1 This fictional case study has been prepared by CFED as a basis for seminar discussion about
corporate governance concepts and issues. It does not represent an actual situation.
2 Please refer to the Equity Market Notes, Appendix 1. These Equity Market Notes were
produced by CFED as an integral part of this manual and accompanying workshop. Participants
should refer to these notes when reviewing the accompanying profiles and case studies.
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Exhibits

JSC Heavy's Concerns and Actions

Fearing the worst, the Major board - acting in alliance with JSC Heavy
and without consulting shareholders - voted for a new Major share issue, to be
offered at significantly less than market price. The entire issue, which was
unannounced, was acquired by JSC Heavy, boosting its percentage of voting
shares in Major to comfortably over 50% - and significantly diluting the value of
the interests of Major's minority shareholders.

With JSC Heavy owning only slightly more than 50% of Major's voting
shares, and smarting from their experience of dilution from the Recalcitrant
"closed subscription," JSC Heavy's board became worried about losing control of
Major. This could have happened theoretically if enough subsidiary shareholders
converted into Major shares, or if Major preferred shareholders obtained voting
rights - if for some reason Major missed a preferred dividend.
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Relevant portions of JSC Law.

JSC Heavy is taking legal action against Recalcitrant; but JSC Heavy's
board saw its problems as not over, since several of its other subsidiaries also
have difficult minority shareholders. One approach to the problem would be to
improve the conversion ratios to make them more attractive to minority
shareholders. This "appeasement," however, raised the possibility of putting
more of Major's shares in the hands of people not seen to be particularly friendly
to JSC Heavy's management.
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Article 11, Companys Charter

1. The company's charter shall be considered a founding document
of a company.

2. The requirements of the charter shall be binding for all the bodies
of the company ami its shareholders.

3. The company's charter shall s·pecify
the full and abbreviated name of the company.

its location.
the type of lhe company (open or closed).
the number, nominal value, class (ordinary, preference) ofshares and

types of preference shares issued by the company;
rights of shareholders owning shares of each class (type);
amount of lhe charter capital of the company.
the structure and the jurisdiction of the company management bodies

and the procedure for decision-making;
tne procedure for the preparation and holding of the general

shareholder meeting, including the list of issues on which decisions are.
to be taken by a qualified majority or unanimous vote;

information on ..subsidiaries and representative offices of the
company;

and other provisions provided for by this Federal Law.
The company's charter may establish limitations with respect to the

number of shares belonging to a single shareholder and their total
nominal value, and also the maximum number of votes granted to one
shareholder.

The company's charter may include other provisions that are not
contrary to this Federal Law and other federal laws.

4. Upon the demand of its shareholders. the auditor or any other
concerned person the company shall be obligated within a reasonable
time to afford shareholders the opportunity to familiarize themselves
with the company's charter, including any amendments to it. The
company shall give a copy of its effective charter to a shareholder. ort
his demand. The charge to be taken shall not exceed the cost of having
a copy made.
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Article 12. Amendments to and Revision or Company's Charter

1. Introducing amendments to the company's charter or approving
a revised company's charter shall be executed on the decision of the
general meeting of shareholders. Introducing amenrlments related to the
decrease of the charier capital of the company to the company's charter
shall be executed on the grounds of the decision to decrease the charter
capital adopted by the general meeting of shareholders.

Amendments to the company's charter related to the increase of the
charter capital shall be introduced on the grounds of:

the decision to increase the company's charter capital by way of
increasing the nominal value of the shares or through placement of
additional shares adopted by the general meeting of shareholders or the
Board of Directors (Supervisory Board) of the company, if in conformity
with the decision of the general meeting of shareholders or the
company's charter the latter is entitled to adopting such a decision; and

the decision of the Board of Directors (Supervisory Board) of the
company to approve the results of additional shares placement.

The increase of the charter capital by way of placing additional
shares shall be registered in the amount of the nominal value of the
additionally placed shares. In this case the number of the authorized
shares of certain classes and types shall be decreased by the number of
additionally placed shares of these classes and types.

2. Amendments shall be made to the charter or the revised charter
of the company shall be approved by the decision of the general
meeting of shareholders, adopted by a three fourths majority vote of
shareholders possessing voting shares, who participate in the general
meeting of shareholders, and in instances provided for by subparagraphs
3·5 of paragraph 1 of this Article - on the grounds of the decision by the
shareholder general meeting adopted by the majority vote of
shareholders participating in the general meeting or on the grounds of
the decision by the company's Board of Directors (Supervisory Board)
adopted unanimously.
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Article 28. Increase 01' Company's Charter Capital

1. The company's charter capital may be increased through the
increase of the nominal value of the shares or through placement of
additional shares.

2. The decision on increasing the charter capital through an increase
in the nominal value of the shares and on relevant amendments to the
company's charter shall be made at the general meeting of shareholders
or by the company's Board of Directors (Supervisory Board) in
instances when the Board of Directors (Supervisory Board) has a right
to adopt such a decision in conformity with the company's charter or in
accordance with a decision of the general meeting of shareholders.

3. Additional shares may he placed by the company only within the
amount of the authorized shares established by the company's charter.

Should the decision with respect to the increase of the charter capital
through the Issuance of additional shares be within the jurisdiction of
the general meeting of shareholders, the decision on the increase of the
charter capital through the placement of additional shares may be taken
at the general mecling of shareholders together with the decision on the
increase of the number of authorized shares.

The decision on the increase of the charter capital through the
placement of :Idditional shares within the amount of authorized share~

may be taken by the company Board of Directors (Supervisory Board),
should it have the right to take such a decision in conformity with the
company's charter or the decision of the general meeting of
shareholders.

The decision to increase the charter capital through the issuance of
additional shares shall also determine the number of additionally placed
ordinary shares and each type of preference shares within the amount
of the authorized shares of this class (type), the time limits and terms
for their placement, including the price for placing additional shares of
the company with the shareholders having the precmptive right to
acquire the issucd shares in conformity with this Federal Law.

4. The incrcase of thc charter c;'pital through the issuance of
additional shares which includes the hlnck of shares providing for 25
percent of votes at the general meeting I'{ -;hareholders and retained in
state or municipal ownership in conformity with the legal acts of the
Russian Federation may be executcd in the course of the retention
period only if the state or municipal share is preserved under such an
increase.
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Article 32. Rights DC Shareholders Owning PreCerence Shares· DC
Company

1. Shareholders owning preference company's shares shall have no
right to vote at a general meeting of shareholders, unless provided
otherwise by this Federal Law or the company charter for a certain type
of preference shares of the company.

The preference shares of the same type shall grant the shareholders
owning these shares an equal amount of rights and shall be of the same
nominal value.

2. The company's charter shall determine the amount of the
dividend and (or) the value paid when the company is liquidated
(liquidation value) for lhe preference shares of each type. The amount
of the dividend and the Iiquidalion value shall be determined as a fixed
monelary sum or as a percentage of lhe nominal value of the preference
shares. The amount of the dividend and the liquidation value of the
preference shares shall be delermined also pursuant to the charter of
the company if such establishes a procedure for determining them. The
shareholders owning preference shares of an unspecified dividend
amount shall have the right to receive dividends on an equal basis with
the shareholders of ordinary shares.

Should lhe company's charler provide for the preference shares of
two or more types, the charler of the company shall also establish the
priority for payment of dividends and the liquidation value of each type
of preference shares.

The company's charter may establish that the dividend on preference
shares of a certain lype the amount of which is specified in the charter'
that is not paid or is not fully paid shall be accumulated and paid in the
future (cumulative preference shares). '

The company's charter may also specify the possibility and the terms.
for converting preference shares of a certain type into ordinary shares
or preference shares of other types.

3. Shareholders owning preference shares shall participate ·in· the
general meeting of shareholders with the right to vote on the issue of
reorganization and liquidation of the company. Shareholders owning
preference shares of a certain type shall acquire a right to vote on the
issues related to lhe introduction of amendments into the charter of the
company limiting lhe rights of the shareholders owning such types of
preference shares, including issued related to determining or increasing
the liquidation value paid on 'preference shares of the preceding priority,
and also granting shareholders owning other types of preference shares
privileges as to the priority of payments of dividends and (or)
liquidation value of shares.
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4. Shareholders owning preference shares of a certain type the
amount of dividend on which is determined by the company's charter,
with the exception ofshareholders owning cumulative preference shares,
shall have the right to participate in the general meeting of shareholders
and the right to vote on all issues within its jurisdiction starting with the
meeting following the annual general meeting of shareholders which did
not accept a decision on payment of dividends or adopted a decision on
partial payment of divilknds on preference shares of this type. The right
of shareholders owning preference shares of this type to participate in
the general meeling of shar~holders shall be terminated from the
moment of lhe nrst full payment of dividends on these shares.

Shareholdcrs owning cumulative preference shares of a'certain type
shall have the right to participate in the general meeting of shareholders
and the right to vote on all issues within its jurisdiction starting with the
meeting following lhe annualgcneral meeting of shareholders which
should have adopted the decision to pay the full amount of dividends
accrued on these shares, if such decision was not adopted or if a
decision was adopted to pay the dividends in part. The right of
shareholders owning cumulative preference shares of a certain type to
participate in the general meeting of shareholders shall be terminated
from the moment all the dividends accrued on the specified shares are
paid in full. .

5. The company's charier may provide for the right to vote on
the preferencc shares of a certain type, if the company's charter
provides for the possibilily to convert shares of this type into ordinary
shares. In this instance the owner of such preference share shall have
a number of votes not exceeding the number of votes on the ordinary
share into which the preference share belonging to him may be'
converted.
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Article 40. Securing Shareholder Rights under Issue of Shares
and Securities Convertible into Shares

1. In the event the company places voting shares and securities
convertible into voting shares through an open subscription while paying
for them in money, the company's charter may provide that the
shareholders who own voting shares of the company shall have the
preemptive right to acquire these securities in an amount proportionate
to the company's voting shares owned by them.

2. The decision to waive the preemptive right to acquire voting
shares and securities convertible illln voting shares where they are'
placed through an open subscription and are paid for in money, and also
on the terms of the validity of such decision, may be adopted .at the
general meeting of shareholders, by the majority vote of the
shareholders owning voting shares and participating in the general
meeting of shareholders.

The decision to waive the preemptive right to acquire voting
shares and securities convertible into voting shares shall be valid within
the term established by the decision of the general meeting of
shareholders, but no longer than a year from the moment of adopting
such a decision.

3. The provisions of this Article shall not apply to the owners of
preference shares who acquired the right to vote in conformity with
paragraphs 3 and 4 of Article 32 of this Federal Law.
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Article 41. . Procedure for Exercising Preemptive Right to
Acquire Shares and Securities Convertible into
Shares

1. Not later than thirty days prior to the first day of the
placement of voting shares and securities convertible into voting shares
payable for in money, shareholders owning the voting shares of the
company shall be notified about the possibility of exercising the rights
provided in Article 40 of this Federal law in conformity with the
procedure provided for by the Federal Law with respect to the
information on holding the general meeting of shareholders.

The notification shall comprise information on the number of the
voting shares and securities convertible into voting shares placed, the
price for their placement (including the price for their placement with
the company's shareholders who exercise a preemptive right of
acquisition), the procedure for determining the amount ofsecurities that
each shareholder has the right to acquire, the term of validity and the
procedure for executing this right by the shareholder.

2. A shareholder shall have the right to exercise his preemptive
right either fully or partially by means of sending to the company within
the established period a written application for the acquisition of
ordinary shares and securities convertible into voting shares, which shall
include the name (company name) and address (location) of the
shareholder, the number of shares being acquired by him and the
document confirming his payment for the securities. Such application
shall be sent to the company no later than the day preceding the
starting date of placing additional voting shares and securities
convertible into voting shares.
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Equity Market Notes!

Ready Market for a Company's Securities

A company should develop and preserve a ready market for its securities. The
company and its shares should be sufficiently known and appreciated by the investment
community that secondary share offerings, even if substantial, can be readily sold to
retail investors or placed with institutional investors. In this way, strategic financial
management and capital raising depend on open disclosure practices and developing a
reputation for commitment to shareholder interests.

Linkage Between Disclosure, Issuer Transparency and Pricing StabilityNalue

A company wishing to develop a market for its shares must be ready to disclose
a significant amount of information. More generally, the company must be known to
be open to external investors and aware of investor rights.

The concept is straight-forward. If investors are given thorough information on
a company and have confidence in the information they are given, they will be more
likely fully to value the company based on its fundamental attributes and prospects.
Their valuation based on the fundamentals should lead to a more stable stock price.
Stock prices which are not based on fundamentals tend to react more to rumors ­
unfounded or not - and general market swings.
Transparency also promotes a more diversified shareholder base, including long term
holders, less likely to sell in the short term as a result of factors not connected to the
fundamentals of the company. Finally, transparency is a major criterion of many
institutional investors. Opening the possibility of ownership to these investors ­
frequently long term holders --increases demand for the shares, leading to a potentially
higher price.

Share Demand and Supply

In a thinly traded market, there is often a wide spread between the bid (what
buyers are willing to pay) and asked (what sellers are willing to sell for) price for shares.
If buyers without much zeal are offering R I 00, sellers - assuming they have confidence
in the company and believe it is worth more --will not have a great motivation to sell;
and without much enthusiasm may offer their shares for R175, or may not offer them at
all. As a result, few if any shares will trade because the gap is too wide. If more demand
for the shares is created - especially if potential buyers can be made to compete with
each other -- the bid prices will rise. Once the bid prices rise, potential sellers will take
notice. Seeing the possibility of a reasonable price, the sellers will be motivated more
seriously to consider selling. This increases the supply of shares potentially available.
Some holders will lower their asked prices. Spreads will narrow and more trades will
take place. For example if bids increase from, say, RIOO to R165; some holders of the
shares will decide to lower their asked price from R175 and trades will take place.

Liquidity

Liquidity in the equity markets is defined as the ability of a stock to absorb a
substantial amount of buying and selling without disturbing the price significantly. This
reduction in volatility gives investors confidence in the ownership positions they have

I These "Equity Market Notes" were produced by CFED as an integral part of this manual and
accompanying workshop. Participants should refer to these notes when reviewing the company
profiles and case studies.
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How ADRs can Improve Stock Pricing StabilityNalue

New Issues - Selected Terminology2

Better Pricing and Raising Capital, with Less Dilution and Lower Cost
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2 For a discussion of these terms, see Appendix 8, Press Coverage of Corporate Governance in
Russia, article by Victor Karetnikov, "New Share Issues - American Style," Dyelovoi Express.
February 19, 1997. Moscow. Also, see also TsUM company profile, section 6 of this manual, for
a sample tombstone.

Tombstone
Following equity and debt offerings, as well as certain private financing transactions, a
"tombstone" advertisement is placed in major newspapers and specialised publications.
The tombstone identifies the issuer, amount and type of transaction, as well as bankers
instrumental in the financing (for example, lead manager, underwriter and placing
agent). The tombstones are placed by the financial institutions, providing publicity and
useful information to issuers, market participants and investors.

ADRs can improve share pricing stability by facilitating access to a broader,
larger and more diversified investor base - including the type of sophisticated investors
who appreciate companies with open disclosure, sound fundamentals and a liquid share
market. The price may be helped because demand will rise as investor interest becomes
more widespread.

Liquidity promotes better pricing for a number of related reasons, all connected
to increased demand for the shares. There is more demand because there are more
investors interested in the stock. Investors are more interested in the stock because of
price efficiency (resulting in lower spreads between bid and asked prices), caused by
competition among potential buyers. There is also more demand because sophisticated
investors are attracted to stocks with less volatility, reducing the risk of loss due to
illiquidity.

taken in a company, since wide market swings can distract attention from solid
company fundamentals or favorable prospects. Liquidity is a key criterion for foreign
institutional investors, since they always want to be able to "exit" from a position
without their own selling transaction causing a price decline - resulting in a loss for
them.

Liquidity and Pricing

A successful stock with a favorable price history and ready market is clearly a
more effective vehicle for raising fresh capital because the new issue will be met with
investor enthusiasm and buying interest. Another reason relates to dilution: a company
whose shares are selling for RIOO will have to sell half as many new shares (and
ownership interest) to raise RIOOmn as a company whose shares are selling for R50.
Additionally, the cost of equity capital is less for a company with a higher price, as
measured by the price-to-earnings (PIE) ratio. The cost of capital is less because a
company does not have to sell as large a percentage of its ownership (and therefore
future earnings and dividends) to raise a similar amount of money as it would if it had a
lower PIE. (Let us compare a company with a PIE of 5 and a company with a PIE of 10,
and switch the ratio around to an earnings-to-price ratio. The company with a PIE of 5
has an earnings-to-price ratio of 20: 100 and the company with a PIE of 10 has an
earnings-to-price ratio of 10: 100. In a new equity raising exercise, the company with a
PIE of 5 is selling R20 worth of earnings to raise RIOO while the company with a PIE of
10 only has to give up RIO of earnings to raise RIOO.)
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Balanced Funding Approach - Need for Equity Capital

The proportion of short-term debt, long-term debt and equity a company uses to
fund its requirements depends on a number of factors, including:

The proportion of equity a project or venture requires is a function of risk. If
virtually all risks are eliminated, a project has an assured cash flow and needs only a
small portion of equity. In most businesses, this is not the case.

As a business grows, it needs to add fresh equity to maintain a healthy leverage
ratio (Total Liabilities/Net Worth). Accordingly, a growing business needs to add to its
equity base -- through retained earnings and/or new issues -- if the business is to
maintain its ability to borrow (to fund a portion of its requirements).
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The same concept of equity acting as a cushion applies to the truck example.
You buy a truck for $10,000. You borrow $4,000 for three years and use your equity to
fund the rest of the purchase price. Your truck misses out on some important cargo
contracts and is out of commission for some time due to breakdowns. However,
because you used your equity to finance part of the cost, you are still able to make

Looking back at the Christmas tree example, let us say you paid $1,000 for a
shipment of trees in November. You borrowed $500 for 60 days and used equity to
fund the balance.
After Christmas, you find you have not sold 20% of the trees. However, you still
generated sufficient cash to payoff your debt - because you used equity to fund half the
cost of the trees. Equity requirements grow: the following year, if you want to buy
$2,000 worth of trees, you will need $1,000 worth of equity.

risk
financial condition
cash flow
purpose
availability and cost
philosophy.

Equity is the main building block, the solid foundation of any enterprise's
capital structure. Accordingly, a portion of the funding requirements of expansion or
other activities should only be financed with debt to the extent that risk is controlled or
eliminated. Keeping in mind the limitations summarized below, short term debt can be
suitable for short term, often seasonal requirements (the classic example is using short
term debt to help acquire an inventory of Christmas trees in November, with the debt
paid off through the sale of the trees before Christmas); mediumllong term debt is
suitable for financing assets whose usefulness lasts more than one year (for example, a
truck, with debt paid off by cash flow over the useful life of the truck). Equity is suitable
for more permanent asset levels. Equity also acts as a "cushion," to provide a margin of
safety in case business results vary from plan - which is almost always the case.

Red Herring
A "red herring" in America is a preliminary prospectus, which companies and their
bankers circulate to potential investors for information purposes while a new issue
transaction is in the process of being registered. Such a preliminary prospectus is called
a "red herring," because of the statement in red ink on its front page indicating that the
company is not selling securities before registration is effective.
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Cash Flow

Financial Condition

Availability and Cost

Purpose
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Reducing the overall cost of funding is also important. Debt is clearly relatively
more attractive when interest rates are low. Higher price-to-earnings ratios make equity
relatively more attractive by reducing the equity cost of capital. The equity cost of
capital is lower because the company does not need to sell as large a portion of its
ownership (and earnings and dividends) to raise a specific amount of money.

Only instruments and maturities reasonably available (or expected to be
available) in a specific market should be considered. It does not make sense to plan to
borrow a 15 year loan if it is not available in your market.

Short-term funding should never be used to finance long-term or permanent
requirements. Long-term debt or equity should be used to finance at least a portion of
all short-term requirements.

Equity is the main building block. A company whose financial condition
indicates a need for more equity will certainly need to increase its equity before it can
hope to be successful in obtaining debt financing.

The Current Ratio is a measure of balance sheet liquidity and is calculated as
Current Assets/Current Liabilities. The higher the ratio the better. The number
resulting from this calculation becomes too low when current liability growth exceeds
the growth of current assets. What is considered a satisfactory Current Ratio varies
according to industry and market practice. One way to increase the Current Ratio is to
reduce the level of current liabilities by replacing them with longer term debt financing
or equity. Accordingly, an unsatisfactory Current Ratio means the company needs
more longer term capital- most likely equity.

A company will only be able to borrow what its cash flow projections, allowing
for risk, indicate it will be able to repay comfortably. Beyond that, additional funding
requirements must be sourced from additional equity.

Although there are various ways to calculate leverage, one popular way is Total
LiabilitieslNet Worth. The lower the ratio the better. The number resulting from this
calculation becomes too high when liability growth exceeds the growth of equity. This
generally happens when the business is growing without improving its profitability
sufficiently, not retaining enough earnings in the business, losing money or not
controlling the growth of liabilities. What is considered a satisfactory leverage ratio
varies according to industry and market practice. Apart from the need for better
management controls (see immediately above), an unsatisfactory leverage ratio means
the company needs more equity.

payments on the debt. If your business grows and you want to buy two trucks for a
total of $20,000, you will need $12,000 worth of equity.

A company's financial condition results from how the company capitalized itself
(in other words, if it had enough equity in the first place) and whether or not the
company was profitable. Financial condition is often measured in terms of certain
financial statement ratios. Two of the most commonly used ratios are the Leverage
Ratio and the Current Ratio.
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Philosophy

Some company's believe in leverage and some do not. There are many successful
American companies which could borrow substantial funds but do not simply because
they do not like debt. The reason they do not like debt is that they do not like risk.
Avoidance of debt is also attractive to certain investors. The legendary investor Warren
Buffett always looks for companies with little or no debt.
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Legal and Regulatory Environment for Russian Joint Stock Companies

General

Federal Law on Joint Stock Companies

Federal Law on the Securities Market

Civil Code of the Russian Federation

Securities

Law of the Russian Federation No. 39 "On the Securities Market" adopted by the State
Duma on 20 March 1996 and effective 25 April 1996

Regulation No. 1 (?) of the Federal Commission for the Securities Market

Regulation No.2 (?) of the Federal Commission for the Securities Market

Regulation No.3 (1995) of the Federal Commission for the Securities Market

Regulation No. 4 (1996) of the Federal Commission for the Securities Market, "On
Methods for Accounting and Reporting by United Investment Funds" (May 5)

Regulation No.5 (1996) of the Federal Commission for the Securities Market, "On the
Circulation of Undocumented Promissary Notes; On Certification of Operators of the
System of Circulation of Undocumented Promissary Notes; Standards for the Activities
of Participants in the System of Circulation of Undocumented Promissary Notes" (May
5)

Regulation No.6 (1995) of the Federal Commission for the Securities Market

Regulation No. 7 (1996) of the Federal Commission for the Securities Market,
Amendments and Aditions to Regulation No.6, "Interim Procedures for Licensing the
Maintenance of Registers of Registered Securities Holders" (May 5)

Accounting

Regulation for Book-keeping and Accounting in the Russian Federation (Approved by
the Instruction of Ministry of Finance of the Russian Federation No. 170 of 26
December 1994) as amended on 19 December 1995.

Letter of the Ministry of Finance of the Russian Federation No. 115 of 19 October 1995
on the Instructions for Filling in of the Forms of Annual Financial Statements in 1995.
Items 3.1 - 3.14 were replaced by Order No. 31 (see below) effective 1April 1996.

Chart of Accounts - Order of the Ministry of Finance of the USSR, 1 November 1991,
No. 56 as amended on 28 December 1994 and 28 July 1995.

Regulations for Accounting of Assets and Liabilities in Foreign Currency, No. 150, 13
June 1995.

cfed\manual\app2.doc 7/8/97



Federal Law I29-FZ of November 21,1996. "On Accounting."

Shareholders'Rights

Presidential Decree No. 408, "Complex Program on the Protection of Investors' and
Shareholders' Rights (March 21, 1996)

Order of the Ministry of Finance of the Russian Federation from 8 February 1996, No.
10, "The Approval of the Regulations for Accounting."
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Decree of the President of the Russian Federation from 8 May 1996, No. 685, "On the
Main Principles of Tax Reform in the Russian Federation."

Order of the Ministry of Finance of the Russian Federation from 27 March 1996, No.
31, "The Model Forms for the Quarterly Book Accounting Reports."

Order of the Ministry of Finance of the Russian Federation from 13 June 1995, No. 49,
"Instructions for the Inventory Making of Property and Financial Obligations."
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The dates of our workshops were:

Regional-Specific Corporate Governance Issues

The reports were distributed to all workshop participants as well as Moscow and
regional offices of the Federal Commission for the Securities Market and the Chamber
of Commerce and Industry of the Russian Federation.

\ \~

February 1997
March 1997
April 1997
May 1997.

Nizhny Novgorod
Kazan
Irkutsk
Vladivostok

Following each workshop, our regional advisory team and Moscow-based team
produced a report on regional-specific corporate governance issues. Each report
includes a synopsis of the issues discussed in the workshop, responses to specific
concerns raised by participants, and suggestions on how to obtain further information
and/or consultation on particular corporate governance problems.
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Sample Corporate Governance Documents

Participants will work with a number of documents, distributed to them at the seminar
as handouts.

The following documents were prepared by the International Institute for Law-Based
Economy Foundation (ILBE) in Moscow:

Model Charter
Regulations regarding the Annual General Meeting of Shareholders
Regulations regarding the Board of Directors
Regulations regarding the General Director
Regulations regarding Executive Management
Regulations regarding the Audit Commission
Regulations regarding the Inspection Commission
Regulations regarding the Share Register.

Participants will also receive copies of these documents:

Federal Law on Joint Stock Companies.

Federal Law on the Securities Market.

Regulation 19 of the Federal Commission on the Securities Market, "On
Approval of the Standards for Share Issues and Issues Prospectuses During the
Creation of Joint Stock Companies and Additional Issues of Shares and Bonds."

Regulation 8 of the Federal Commission on the Securities Market,
(Amendments to Regulation 19).

Glossary of Corporate Governance and Corporate Finance Terminology,
published by the Moscow Public Committee for Shareholders Rights, 1994.

cfed\manual\app4.doc 7/9/97



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

Three Models of Corporate Governance from Developed Capital
Markets

Introduction

The corporate governance structure of joint stock corporations in a given
country is determined by several factors: the legal and regulatory framework outlining
the rights and responsibilities of all parties involved in corporate governance; the de
facto realities of the corporate environment in the country; and each corporation's
articles of association. While corporate governance provisions may differ from
corporation to corporation, many de facto and de jure factors affect corporations in a
similar way. Therefore, it is possible to outline a "model" of corporate governance for a
given country.

In each country, the corporate governance structure has certain characteristics or
constituent elements, which distinguish it from structures in other countries. To date,
researchers have identified three models of corporate governance in developed capital
markets. These are the Anglo-US model, the Japanese model, and the German model.

Each model identifies the following constituent elements: key players in the
corporate environment; the share ownership pattern in the given country; the
composition of the board of directors (or boards, in the German model); the regulatory
framework; disclosure requirements for publicly-listed stock corporations; corporate
actions requiring shareholder approval; and interaction among key players.

The purpose of this article is to introduce each model, describe the constituent
elements of each and demonstrate how each developed in response to country-specific
factors and conditions. Readers should understand that it is not possible to simply
select a model and apply it to a given country. Instead, the process is dynamic: the
corporate governance structure in each country develops in response to country-specific
factors and conditions.

The Anglo-US model l

The Anglo-US model is characterized by share ownership of individual, and
increasingly institutional, investors not affiliated with the corporation (known as outside
shareholders or "outsiders"); a well-developed legal framework defining the rights and
responsibilities of three key players, namely management, directors and shareholders;
and a comparatively uncomplicated procedure for interaction between shareholder and
corporation as well as among shareholders during or outside the AGM.

Equity financing is a common method of raising capital for corporations in the
United Kingdom (UK) and the US. It is not surprising, therefore, that the US is the
largest capital market in the world, and that the London Stock Exchange is the third
largest stock exchange in the world (in terms of market capitalization) after the New
York Stock Exchange (NYSE) and Tokyo.

There is a causal relationship between the importance of equity financing, the
size of the capital market and the development of a corporate governance system. The
US is both the world's largest capital market and the home of the world's most­
developed system of proxy voting and shareholder activism by institutional investors.

I The Anglo-US model governs corporations in the UK, the US, Australia, Canada, New Zealand and
several other countries.

cfed\manual\app5.doc 717/97



BOARD OF DIRECTORS

Key Players in the Anglo-US model

Share Ownership Pattern in the Anglo-US model
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SHAREHOLDERS

2

MANAGEMENT

In both the UK and the US, there has been a marked shift of stock ownership
during the postwar period from individual shareholders to institutional shareholders. In
1990, institutional investors held approximately 61 percent of the shares of UK
corporations, and individuals held approximately 21 percent. (In 1981, individuals held
38 percent.) In 1990, institutions held 53.3 percent of the shares of US corporations.2

Institutional investors also play an important role in both the capital market and
corporate governance in the UK.

The interests of shareholders and management may not always coincide. Laws
governing corporations in countries using the Anglo-US model attempt to reconcile this
conflict in several ways. Most importantly, they prescribe the election of a board of
directors by shareholders and require that boards act as fiduciaries for shareholders'
interests by overseeing management on behalf of shareholders.

Two diagrams at the end of this article explain the dynamics of the Anglo-US
model in theory and in practice.

Of these, the three major players are management, directors and shareholders.
They form what is commonly referred to as the "corporate governance triangle." The
interests and interaction of these players may be diagrammed as follows:

Players in the Anglo-US model include management, directors, shareholders
(especially institutional investors), government agencies, stock exchanges, self-regulatory
organizations and consulting firms which advise corporations and/or shareholders on
corporate governance and proxy voting.

The Anglo-US model, developed within the context of the free market economy,
assumes the separation of ownership and control in most publicly-held corporations.
This important legal distinction serves a valuable business and social purpose: investors
contribute capital and maintain ownership in the enterprise, while generally avoiding
legal liability for the acts of the corporation. Investors avoid legal liability by ceding to
management control of the corporation, and paying management for acting as their
agent by undertaking the affairs of the corporation. The cost of this separation of
ownership and control is defined as "agency costs".

2 The term "capital market" is broad, encompassing all the markets where stocks (also known as
shares), bonds, futures, derivatives and other financial instruments are traded. "Securities market" is
more specific, referring to stocks and bonds. "Equity market" is most specific, referring only to stock,
also known as equity.

•
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Composition of the Board of Directors in the Anglo-US model

Currently there is, however, a discernible trend towards greater inclusion of
"outsiders" in both US and UK corporations.

A synonym for insider is executive director; a synonym for outsider is non­
executive director or independent director.

The increase in ownership by institutions has resulted in their increasing
influence. In turn, this has triggered regulatory changes designed to facilitate their
interests and interaction in the corporate governance process.

·,eR.. c.l\
; \)
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3 Data from "Board Directors and Corporate Governance: Trends in the G7 Countries Over the Next
Ten Years," a study prepared for Russell Reynolds Associates, Price Waterhouse, Goldman Sachs
International, and Gibson, Dun & Crutcher, by Oxford Analytica Ltd. Oxford, England, September
1992.

In response, individual and institutional investors began to inform themselves
about trends, conduct research and organize themselves in order to represent their
interests as shareholders. Their findings were interesting. For example, research
conducted by diverse organizations indicated that in many cases a relationship exists
between lack of effective oversight by the board of directors and poor corporate [mancial
performance. In addition, corporate governance analysts noted that "outside" directors
often suffered an informational disadvantage vis-a-vis "inside" directors and were
therefore limited in their ability to provide effective oversight.

Beginning in the mid-1980s, several factors contributed to an increased interest
in corporate governance in the UK and US. These included: the increase in
institutional investment in both countries; greater governmental regulation in the US,
including regulation requiring some institutional investors to vote at AGMs; the
takeover activity of the mid- to late-1980s; excessive executive compensation at many
US companies and a growing sense of loss of competitiveness vis-a-vis German and
Japanese competitors.

As recently as 1990, one individual served as both CEO and chairman of the
board in over 75 percent of the 500 largest corporations in the US. In contrast to the
US, a majority of boards in the UK have a non-executive director. However, many
boards of UK companies have a majority of inside directors: in 1992, only 42 percent of
all directors were outsiders and nine percent of the largest UK companies had no outside
director at all}

Traditionally, the same person has served as both chairman of the board of
directors and chief executive officer (CEO) of the corporation. In many instances, this
practice led to abuses, including: concentration of power in the hands of one person (for
example, a board of directors firmly controlled by one person serving both as chairman
of the board of directors and CEO); concentration of power in a small group of persons
(for example, a board of directors composed solely of "insiders"; management and/or
the board of directors' attempts to retain power over a long period of time, without
regard for the interests of other players (entrenchment); and the board of directors'
flagrant disregard for the interests of outside shareholders.

The board of directors of most corporations that follow the Anglo-US model
includes both "insiders" and "outsiders". An "insider" is as a person who is either
employed by the corporation (an executive, manager or employee) or who has
significant personal or business relationships with corporate management. An
"outsider" is a person or institution which has no direct relationship with the
corporation or corporate management.
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Regulatory Framework in the Anglo-US model

Stock exchanges also play an important role in the Anglo-US model by
establishing listing, disclosure and other requirements.

In the UK and US, a wide range of laws and regulatory codes define
relationships among management, directors and shareholders.

Readers should note that because US corporations are registered and
"incorporated" in a particular state, the respective state law establishes the basic
framework for each US corporation's rights and responsibilities.
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The regulatory framework of corporate governance in the UK is established in
parliamentary acts and rules established by self-regulatory organizations, such as the
Securities and Investment Board, which is responsible for oversight of the securities
market. Note that it is not a government agency like the US SEC. Although the
framework for disclosure and shareholder communication is well-developed, some
observers claim that self-regulation in the UK is inadequate, and suggest that a
government agency similar to the US SEC would be more effective.

In comparison with other capital markets, the US has the most comprehensive
disclosure requirements and a complex, well-regulated system for shareholder
communication. As noted above, this is directly related to the size and importance of
the US securities market, both domestically and internationally.

Laws regulating pension funds also have an important impact on corporate
governance. In 1988, the agency of the Department of Labor responsible for regulating
private pension funds ruled that these funds have a "fiduciary responsibility" to exercise
their stock ownership rights. This ruling had a huge impact on the behavior of private
pension funds and other institutional investors: since then, institutional investors have
taken a keen interest in all aspects of corporate governance, shareholders' rights and
voting at AGMs.

UK and US boards are generally smaller than boards in Japan and Germany.
In 1993, a survey of the boards of the 100 largest US corporations conducted by the
executive search firm Spencer Stuart found that boards were shrinking slightly; the
average size was 13, compared with 15 in 1988.

In the US, a federal agency, the Securities and Exchange Commission (SEC),
regulates the securities industry, establishes disclosure requirements for corporations
and regulates communication between corporations and shareholders as well as among
shareholders.

Board composition and board representation remain important shareholder
concerns of shareholders in the UK and US. Perhaps this is because other corporate
governance issues, such as disclosure and mechanisms for communication between
corporations and shareholders, have largely been resolved.

Several factors influenced the trend towards an increasing percentage of
"outsiders" on boards of directors of UK and US corporations. These include: the
pattern of stock ownership, specifically the above-mentioned increase in institutional
investment the growing importance of institutional investors and their voting behavior
at AGMs; and recommendations of self-regulatory organizations such as the
Committee on the Financial Aspects of Corporate Governance in the UK and
shareholder organizations in the US.
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Interaction among Players in the Anglo-US model

Disclosure Requirements in the Anglo-US model

The two routine corporate actions requiring shareholder approval under the
Anglo-US model are elections of directors and appointment of auditors.

Corporate Actions Requiring Shareholder Approval in the Anglo-US
model
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As noted above, the Anglo-US model establishes a complex, well-regulated
system for communication and interaction between shareholders and corporations. A
wide range of regulatory and independent organizations play an important role in
corporate governance.

In the US, the SEC has issued a wide range of regulations concerning the
format, substance, timing and publication of shareholder proposals. The SEC also
regulates communication among shareholders.

The Anglo-US model also permits shareholders to submit proposals to be
included on the agenda of the AGM. The proposals - known as shareholder proposals ­
must relate to a corporation's business activity. Shareholders owning at least ten
percent of a corporation's total share capital may also convene an extraordinary general
meeting (EGM) of shareholders.

Non-routine corporate actions which also require shareholder approval include:
the establishment or amendment of stock option plans (because these plans affect
executive and board compensation); mergers and takeovers; restructurings; and
amendment of the articles of incorporation.

Disclosure requirements in the UK and other countries that follow the Anglo­
US model are similar. However, they generally require semi-annual reporting and less
data in most categories, including financial statistics and the information provided on
nominees.

US corporations are required to disclose a wide range of information. The
following information is included either in the annual report or in the agenda of the
annual general meeting (formally known as the "proxy statement"): corporate financial
data ( this is reported on a quarterly basis in the US); a breakdown of the corporation's
capital structure; substantial background information on each nominee to the board of
directors (including name, occupation, relationship with the company, and ownership of
stock in the corporation); the aggregate compensation paid to all executive officers
(upper management) as well as individual compensation data for each of the five highest
paid executive officers, who are to be named; all shareholders holding more than five
percent of the corporation's total share capital; information on proposed mergers and
restructurings; proposed amendments to the articles of association; and names of
individuals and/or companies proposed as auditors.

There is one important distinction between the US and the UK: in the US,
shareholders do not have the right to vote on the dividend proposed by the board of
directors. In the UK, shareholders do vote on the dividend proposal.

As noted above, the US has the most comprehensive disclosure requirements of
any jurisdiction. While disclosure requirements are high in other jurisdictions where the
Anglo-US model is followed, none are as stringent as those in the US.

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I



Key Players in the Japanese model

The Japanese model

The Japanese system of corporate governance is many-sided, centering around a
main bank and a financial/industrial network or keiretsu.

4 See Bergloef, Eric, 1993. "Corporate Governance in Transition Economies: The Theory and its
Policy Implications." in Masahiko Aoki and Hyung-Ki Kim, editors, Corporate Governance in
Transitional Economies: Insider Control and the Role of Banks. Washington, D.C.: The World Bank.
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The main bank system and the keiretsu are two different, yet overlapping and
complementary, elements of the Japanese model.4 Almost all Japanese corporations
have a close relationship with a main bank. The bank provides its corporate client with
loans as well as services related to bond issues, equity issues, settlement accounts, and
related consulting services. The main bank is generally a major shareholder in the
corporation.

Equity financing is important for Japanese corporations. However, insiders and
their affiliates are the major shareholders in most Japanese corporations. Consequently,
they play a major role in individual corporations and in the system as a whole.
Conversely, the interests of outside shareholders are marginal. The percentage of
foreign ownership of Japanese stocks is small, but it may become an important factor in
making the model more responsive to outside shareholders.

The Japanese model is characterized by a high level of stock ownership by
affiliated banks and companies; a banking system characterized by strong, long-term
links between bank and corporation; a legal, public policy and industrial policy
framework designed to support and promote "keiretsu" (industrial groups linked by
trading relationships as well as cross-shareholdings of debt and equity); boards of
directors composed almost solely of insiders; and a comparatively low (in some
corporations, non-existent) level of input of outside shareholders, caused and
exacerbated by complicated procedures for exercising shareholders' votes.

In the Anglo-US model, a wide range of institutional investors and financial
specialists monitor a corporation's performance and corporate governance. These
include: a variety of specialized investment funds (for example, index funds or funds
that target specific industries); venture-capital funds, or funds that invest in new or
"start-up" corporations; rating agencies; auditors; and funds that target investment in
bankrupt or problem corporations. See the diagram "Diversified Monitoring in Anglo­
US Corporate Governance" for a pictoral explanation of this phenomenon. In contrast,
one bank serves many of these (and other) functions in the Japanese and German
models. As a result, one important element of both of these models is the strong
relationship between a corporation and its main bank.

Shareholders may vote by proxy, that is, they complete the voting card and
return it by mail to the corporation. By mailing the voting card back to the corporation,
the shareholder authorizes the chairman of the board of directors to act as his proxy and
cast his votes as indicated on the voting card.

Shareholders may exercise their voting rights without attending the annual
general meeting in person. All registered shareholders receive the following by mail: the
agenda for the meeting including background information an all proposals ("proxy
statement"), the corporation's annual report and a voting card.
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The Japanese model may be diagrammed as an open-ended hexagon:

Share Ownership Pattern in the Japanese model
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In Japan, financial institutions and corporations firmly hold ownership of the
equity market. Similar to the trend in the UK and US, the shift during the postwar
period has been away from individual ownership to institutional and corporate
ownership. In 1990, financial institutions (insurance companies and banks) held
approximately 43 percent of the Japanese equity market, and corporations (excluding
financial institutions) held 25 percent. Foreigners currently own approximately three
percent.

The base of the figure, with four connecting lines, represents the linked interests of the
four key players: government, management, bank and keiretsu. The open lines at the
top represent the non-linked interests of non-affiliated shareholders and outside
directors, because these play an insignificant role.

In both the Japanese and the German model, banks are key shareholders and
develop strong relationships with corporations, due to overlapping roles and multiple
services provided. This distinguishes both models from the Anglo-US model, where
such relationships are prohibited by anti-trust legislation. Instead of relying on a single

Many Japanese corporations also have strong financial relationships with a
network of affiliated companies. These networks, characterized by crossholdings of
debt and equity, trading of goods and services, and informal business contacts, are
known as keiretsu.

Government-directed industrial policy also plays a key role in Japanese
governance. Since the 1930s, the Japanese government has pursued an active industrial
policy designed to assist Japanese corporations. This policy includes official and
unofficial representation on corporate boards, when a corporation faces financial
difficulty.

In the Japanese model, the four key players are: main bank (a major inside
shareholder), affiliated company or keiretsu (a major inside shareholder), management
and the government. Note that the interaction among these players serves to link
relationships rather than balance powers, as in the case in the Anglo-US model.

In contrast with the Anglo-US model, non-affiliated shareholders have little or
no voice in Japanese governance. As a result, there are few truly independent directors,
that is, directors representing outside shareholders.

In the US, anti-monopoly legislation prohibits one bank from providing this
multiplicity of services. Instead, these services are usually handled by different
institutions: commercial bank - loans; investment bank - equity issues; specialized
consulting firms - proxy voting and other services.
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Regulatory Framework in the Japanese model

Disclosure Requirements in the Japanese model

Composition of the Board of Directors in the Japanese model

Disclosure requirements in Japan are relatively stringent, but not as stringent as
in the US. Corporations are required to disclose a wide range of information in the
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In contrast, government agencies provide little effective, independent regulation
of the Japanese securities industry. This is somewhat ironic, because the regulatory
framework in Japan was modeled on the US system by US occupation forces after the
Second World War. Despite numerous revisions, the core of Japan's securities laws
remain very similar to US laws. In 1971, in response to the first wave of foreign
investment in Japan, new laws were enacted to improve corporate disclosure. The
primary regulatory bodies are the Securities Bureau of the Ministry of Finance, and the
Securities Exchange Surveillance Committee, established under the auspices of the
Securities Bureau in 1992. The latter is responsible for monitoring corporate compliance
and investigating violations. Despite their legal powers, these agencies have yet to exert
de facto independent regulatory influence.

In Japan, government ministries have traditionally been extremely influential in
developing industrial policy. The ministries also wield enormous regulatory control.
However, in recent years, several factors have weakened the development and
implementation of a comprehensive industrial policy. First, due to the growing role of
Japanese corporations at home and abroad, policy formation became fragmented due to
the involvement of numerous ministries, most importantly, the Ministry of Finance and
the Ministry of International Trade and Industry. Second, the increasing
internationalization of Japanese corporations made them less dependent on their
domestic market and therefore somewhat less dependent on industrial policy. Third, the
growth of Japanese capital markets led to their partial liberalization and an opening,
albeit small, to global standards. While these and other factors have limited the
cohesion of Japanese industrial policy in recent years, it is still an important regulatory
factor, especially in comparison with the Anglo-US model.

Note the relationship between the share ownership structure and the
composition of Japanese boards. In contrast with the Anglo-US model, representatives
of unaffiliated shareholders (that is, "outsiders") seldom sit on Japanese boards.

Japanese boards are generally larger than boards in the UK, the US and
Germany. The average Japanese board contains 50 members.

In the Japanese model the composition of the board of directors is conditional upon
the corporation's financial performance. A diagram of the Japanese model at the end of
this article provides a pictorial explanation.

The board of directors of Japanese corporations is composed almost completely
of insiders, that is, executive managers, usually the heads of major divisions of the
company and its central administrative body. If a company's profits fall over an
extended period, the main bank and members of the keiretsu may remove directors and
appoint their own candidates to the company's board. Another practice common in
Japan is the appointment of retiring government bureaucrats to corporate boards; for
example, the Ministry of Finance may appoint a retiring official to a bank's board.

bank, US and UK corporations obtain financing and other services from a wide range
of sources, including the well-developed securities market.
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Interaction among Players in the Japanese model

Annual general meetings are almost always pro forma, and corporations actively
discourage shareholder dissent. Shareholder activism is restricted by an informal yet

Non-routine corporate actions which also require shareholder approval include
mergers, takeovers and restructurings.

In Japan, the routine corporate actions requiring shareholder approval are:
payment of dividends and allocation of reserves; election of directors; and appointment
of auditors. -
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Annual reports and materials related to the AGM are available to all
shareholders. Shareholders may attend the annual general meeting, vote by proxy or
vote by mail. In theory, the system is simple; however, the mechanical system of voting
is more complicated for non-Japanese shareholders.

Interaction among the key players in the Japanese model generally links and
strengthens relationships. This is a fundamental characteristic of the Japanese model.
Japanese corporations prefer that a majority of its shareholders be long-term, preferably
affiliated, parties. In contrast, outside shareholders represent a small constituency and
are largely excluded from the process.

Shareholder proposals are a relatively new phenomenon in Japan. Prior to 1981,
Japanese law did not permit shareholders to put resolutions on the agenda for the
annual meeting. A 1981 amendment to the Commercial Code states that a registered
shareholder holding at least 10 percent of a company's shares may propose an issue to
be included on the agenda for the AGM or EGM.

Japan's disclosure regime differs from the US regime (generally considered the
world's strictest) in several notable ways. These include: semi-annual disclosure of
financial data, compared with quarterly disclosure in the US; aggregate disclosure of
executive and board compensation, compared with individual data on the executive
compensation in the US; disclosure of the corporation's ten largest shareholders,
compared with the US requirement to disclose all shareholders holding more than five
percent of the corporation's total share capital; and significant differences between
Japanese accounting standards and US Generally Accepted Accounting Practices (US
GAAP).

Corporate Actions Requiring Shareholder Approval in the Japanese
model

Other common corporate actions which also require shareholder approval
include capital authorizations; amendments to the articles of association and/or charter
(for example, a change in the size and/or composition of the board of directors, or a
change in approved business activities); payment of retirement bonuses to directors and
auditors; and increase of the aggregate compensation ceilings for directors and auditors.

annual report and or agenda for the AGM, including: financial data on the corporation
(required on a semi-annual basis); data on the corporation's capital structure;
background information on each nominee to the board of directors (including name,
occupation, relationship with the corporation, and ownership of stock in the
corporation); aggregate date on compensation, namely the maximum amount of
compensation payable to all executive officers and the board of directors; information
on proposed mergers and restructurings; proposed amendments to the articles of
association; and names of individuals and/or companies proposed as auditors.
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The German model5

The German corporate governance model differs significantly from both the
Anglo-US and the Japanese model, although some of its elements resemble the Japanese
model.

There are three unique elements of the German model that distinguish it from
the other models outlined in this article. Two of these elements pertain to board
composition and one concerns shareholders' rights:
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5 The German model governs German and Austrian corporations. Some elements of the model also
apply in the Netherlands and Scandinavia. Furthermore, some corporations in France and Belgium
have recently introduced some elements of the German model.
6 The German term for joint stock corporation is Aktiengesellschafl; German and Austrian corporations
use the abbreviation AG following their name, for example, Volkswagen AG.
7 In 1994, some 10 major German banks and corporations still had voting rights restrictions, although
the recent trend in European Union (EU) countries has been to repeal them.

The percentage of foreign ownership of German equity is significant; in 1990, it
was 19 percent. This factor is slowly beginning to affect the German model, as foreign
investors from inside and outside the European Union begin to advocate for their
interests. The globalization of capital markets is also forcing German corporations to

The system is somewhat ambivalent towards minority shareholders, allowing
them scope for interaction by permitting shareholder proposals, but also permitting
companies to impose voting rights restrictions.

Most German corporations have traditionally preferred bank financing over
equity financing. As a result, German stock market capitalization is small in relation to
the size of the German economy. Furthermore, the level of individual stock ownership
in Germany is low, reflecting Germans' conservative investment strategy. It is not
surprising therefore, that the corporate governance structure is geared towards
preserving relationships between the key players, notably banks and corporations.

First, the German model prescribes two boards with separate members. German
corporations have a two-tiered board structure consisting of a management board
(composed entirely of insiders, that is, executives of the corporation) and a supervisory
board (composed of labor/employee representatives and shareholder representatives).
The two boards are completely distinct; no one may serve simultaneously on a
corporation's management board and supervisory board. Second, the size of the
supervisory board is set by law and cannot be changed by shareholders.

Third, in Germany and other countries following this model, voting right
restrictions are legal; these limit a shareholder to voting a certain percentage of the
corporation's total share capital, regardless of share ownership position.7

Banks hold long-term stakes in German corporations6, and, as in Japan, bank
representatives are elected to German boards. However, this representation is constant,
unlike the situation in Japan where bank representatives were elected to a corporate
board only in times of financial distress. Germany's three largest universal banks (banks
that provide a multiplicity of services) playa major role; in some parts of the country,
public-sector banks are also key shareholders.

important aspect of the Japanese system: the vast majority of Japanese corporations
hold their annual meetings on the same day each year, making it difficult for
institutional investors to coordinate voting and impossible to attend more than one
meeting in person.
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Share Ownership Pattern in the German model

Key Players in the German model

Composition of the Management Board (" Vorstand") and Supervisory
Board ("Aufsichtsrat") in the German model

The management board is composed solely of "insiders", or executives. The
supervisory board contains no "insiders", it is composed of labor/employee
representatives and shareholder representatives.
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The Industrial Democracy Act and the Law on Employee Co-determination
regulate the size and determine the composition of the supervisory board; they stipulate
the number of members elected by labor/employees and the number elected by
shareholders.

The two-tiered board structure is a unique construction of the German model.
German corporations are governed by a supervisory board and a management board.
The supervisory board appoints and dismisses the management board, approves major
management decisions; and advises the management board. The supervisory board
usually meets once a month. A corporation's articles of association sets the financial
threshold of corporate acts requiring supervisory board approval. The management
board is responsible for daily management of the company.

German banks and corporations are the dominant shareholders in Germany. In
1990, corporations held 41 percent of the German equity market, and institutional
owners (primarily banks) held 27 percent. Neither institutional agents, such as pension
funds (three percent) or individual owners (four percent) are significant in Germany.
Foreign investors held 19 percent in 1990, and their impact on the German corporate
governance system is increasing.

change their ways. When Daimler-Benz AG decided to list its shares on the NYSE in
1993, it was forced to adopt US GAAP. These accounting principles provide much
greater financial transparency than German accounting standards. Specifically,
Daimler-Benz AG was forced to account for huge losses that it could have "hidden"
under German accounting rules.

The mandatory inclusion of labor/employee representatives on larger German
supervisory boards further distinguishes the German model from both the Anglo-US and
Japanese models.

In Germany, corporations are also shareholders, sometimes holding long-term
stakes in other corporations, even where there is no industrial or commercial affiliation
between the two. This is somewhat similar, but not parallel, to the Japanese model, yet
very different from the Anglo-US model where neither banks nor corporations are key
institutional investors.

German banks, and to a lesser extent, corporate shareholders, are the key
players in the German corporate governance system. Similar to the Japanese system
described above, banks usually playa multi-faceted role as shareholder, lender, issuer of
both equity and debt, depository (custodian bank) and voting agent at AGMs. In 1990,
the three largest German banks (Deutsche Bank AG, Dresdner Bank AG and
Commerzbank AG) held seats on the supervisory boards of 85 of the 100 largest
German corporations.
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Regulatory Framework in the German model

Disclosure Requirements in the German model

For a pictorial explanation of board composition in the German model, please refer
to the diagram of the German model at the end of this article.

A federal regulatory agency for the securities industry was established in 1995.
It fills a former void in the German regulatory environment.

cfed\manual\app5.doc 7/7/9712

The disclosure regime in Germany differs from the US regime, generally
considered the world's strictest, in several notable ways. These include: semi-annual
disclosure of financial data, compared with quarterly disclosure in the US; aggregate
disclosure of executive compensation and supervisory board compensation, compared
with individual data on executive and board compensation in the US; no disclosure of
share ownership of members of the supervisory board, compared with disclosure of
executive and director's stock ownership in the US; and significant differences between
German accounting standards and US GAAP.

One key accounting difference in Germany is that corporations are permitted to
amass considerable reserves. These reserves enable German corporations to understate
their value. This practice is not permitted under US GAAP.

Disclosure requirements in Germany are relatively stringent, but not as stringent
as in the US. Corporations are required to disclose a wide range of information in the
annual report and/or agenda for the AGM, including: corporate financial data (required
on a semi-annual basis); data on the capital structure; limited information on each
supervisory board nominee (including name, hometown and occupation/affiliation);
aggregate data for compensation of the management board and supervisory board; any
substantial shareholder holding more than 5 percent of the corporation's total share
capital; information on proposed mergers and restructurings; proposed amendments to
the articles of association; and names of individuals and/or companies proposed as
auditors.

Germany has a strong federal tradition; both federal and state (Laender) law
influence corporate governance. Federal laws include: the Stock Corporation Law,
Stock Exchange Law and Commercial Law, as well as the above-mentioned laws
governing the composition of the supervisory board are all federal laws. Regulation of
Germany's stock exchanges is, however, the mandate of the states.

While the supervisory board includes no "insiders", it does not necessarily
include only "outsiders". The members of the supervisory board elected by
shareholders are usually representatives of banks and corporations which are substantial
shareholders. It would be more appropriate to define some of these as "affiliated
outsiders".

The numbers of members of the supervisory board is set by law. In small
corporations (with less than 500 employees), shareholders elect the entire supervisory
board. In medium-size corporations (defined by assets and number of employees)
employees elect one-third of a nine-member supervisory board. In larger corporations,
employees elect one-half of a 20-member supervisory board.

Note these two key differences between the German model and the other two
models. First, the size of the supervisory board is set by law and cannot be changed.
Second, the supervisory board includes labor/employee representatives.
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Interaction among Players in the German model

Non-routine corporate actions which also require shareholder approval include
mergers, takeovers and restructurings.

Corporate Actions Requiring Shareholder Approval in the German
model

The German legal and public-policy framework is designed to include the
interests of labor, corporations, banks and shareholders in the corporate governance
system. The multi-faceted role of banks has been described above.
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On the whole, the system is geared towards the interests of the key players.
There is, nevertheless, some scope for participation by minority shareholders, such as
the above-mentioned provisions concerning shareholder proposals.

Provided that such proposals meet legal requirements, the corporation is
required to publish these shareholder proposals in an amended agenda and forward
them to shareholders prior to the meeting.

Shareholder proposals are common in Germany. Following announcement of
the agenda for the meeting, shareholders may submit in writing two types of proposals.
A shareholder counterproposal opposes the proposal made by the management board
and/or supervisory board in an existing agenda item and presents an alternative. For
example, a counterproposal would suggest a dividend higher or lower than that
proposed by the management board, or an alternative nominee to the supervisory
board. A shareholder proposal requests the addition of an issue not included on the
original agenda. Examples of shareholder proposals include: alternate nominees to the
supervisory board; authorization of a special investigation or audit; suggestions to
abolish voting rights restrictions; and recommendations for changes to the capital
structure.

In contrast with the Anglo-US and the Japanese models, shareholders do not
possess the authority to alter the size or composition of the supervisory board. These are
determined by law.

The routine corporate actions requiring shareholder approval under the German
model are: allocation of net income (payment of dividends and allocation to reserves);
ratification of the acts of the management board for the previous fiscal year; ratification
of the acts of the supervisory board for the previous fiscal year; election of the
supervisory board; and appointment of auditors.

Approval of the acts of the management board and supervisory board are
basically a "seal of approval" or "vote of confidence." If shareholders wish to take legal
action against individual members of either board or against either board as a whole,
they refrain from ratifying the acts of the board for the previous year.

Until 1995, German corporations were required to disclose shareholders holding
more than 25 percent of the total share capital. In 1995, this threshold was lowered to 5
percent, bringing Germany in line with international standards.

Other common corporate actions which also require shareholder approval
include capital authorizations (which automatically recognize preemptive rights, unless
revoked by shareholder approval); affiliation agreements with subsidiaries; amendments
to the articles of association and/or charter (for example, a change of approved business
activities); and increase of the aggregate compensation ceiling for the supervisory board.
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Conclusion

There also exist several obstacles to shareholder participation, especially in terms
of banks' powers as depositories and voting agents.

With the globalization of capital markets, each of these three models is opening
(albeit slowly) to influences from other models, while largely retaining its unique
characteristics. Legal, economic and financial specialists around the world can profit
from a familiarity with each model.

Other obstacles to shareholder participation include the above-mentioned
legality of voting right restrictions, and the fact that shareholders may not vote by mail.
As noted above, shareholders must either attend the meeting in person or to be
represented in person, i.e., by their custodian bank.

cfed\manual\app5.doc 7/7/9714

The article has introduced each model, describe the constituent elements of each
and demonstrate how each developed in response to country-specific factors and
conditions. It should reflect the fact that it is not possible to simply select a model and
apply it to a given country. Instead, the process is dynamic: the corporate governance
structure in each country develops in response to country-specific factors and
conditions.

Despite these obstacles, minority German shareholders are not inactive. In fact,
they often oppose management proposals and present a wide range of counterproposals
and proposals at the AGMs and EGMs of many German corporations each year. In
Austria, minority shareholders are less active, perhaps because the Austrian government
is, directly or indirectly, a large shareholder in many companies.

The majority of German shares are issued in bearer (not registered) form.
Corporations with bearer shares are required to announce their annual general meeting
in an official government bulletin and forward the annual report and agenda for
meeting to custody banks. The banks forward these materials to the beneficial owners
of the shares. This often complicates the procedure for receipt of materials, especially
for foreign shareholders.

In Germany, most shareholders purchase shares through a bank, and banks are
permitted to vote the shares of German they hold on deposit. The procedure is as
follows: The beneficial shareholder grants a general power of attorney to the bank, and
the bank is permitted to vote the shares for a period up to 15 months. The corporation
sends the meeting agenda and annual report to its custody bank. The bank forwards
these materials and its (the bank's) voting recommendations to the German shareholder.
If the beneficial shareholder does not provide the bank with his/her specific voting
instructions, the bank may vote the shares according to its own interpretation. This
leads to a potential conflict of interest between the bank and the beneficial shareholder.
It also increases the potential voting power of the bank, because some shareholders
might not provide specific voting instructions and the bank may exercise the votes
according to its interpretation. Because the level of individual share ownership in
Germany is very low, this is not a huge problem. Nevertheless, it reflects a certain pro­
bank and anti-shareholder tendency of the system.
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BOARD OF DIRECTORS

Role as: filter
monitor

overseer

The board is "the source and focus
of proper accountability

of management to shareholders."

SHAREHOLDERS

Powerful (in theory)
because they elect board
and vote at AGMs. In
order to exert influence,
they should be:

-committed
- knowledgeable
- long-term.

ANGLO-US CORPORATE GOVERNANCE SYSTEM
(THEORY)

(A System ofChecks and Balances)

MANAGERS

Responsible for company's
daily operations and daily
affairs. Provides and updates
conditions and incentives
for company's performance.
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ANGLO-US CORPORATE GOVERNANCE SYSTEM
(PRACTICE)

BOARD OF DIRECTORS

Outside
L-~------------------r"-------'>.

Directors

cfed\manxls\angpr.xls 7/8/97 ~ \ \

SHAREHOLDERS

A diverse and relatively
powerless group with one
common goal - they want to see
good financial performance.
But - they control capital and
can exercise oversight by

selecting accountable
board members.

A small group of some 12 members (U.S. average)
who are potentially uninformed and

unmotivated. A potential rubber
stamp. But - they are mandated with
outside review and oversight and are

accountable to shareholders.

Inside
Directors

MANAGERS

A small, powerful group with
access to information and
control of daily affairs of the
company. But - they must
report to board and shareholders.
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DIVERSIFIED MONITORING IN ANGLO-US CORPORATE GOVERNANCE

EX-ANTE MONITORING

INVESTMENT

FUND(S)

VENTURE

CAPITAL

FUNDS

INTERIM MONITORING
, ,

INVESTMENT

FUND(S)

RATING

AGENCIES

AUDITORS

EX-POST MONITORING

I AUDITORS I

GENERAL MEETING
OF SHAREHOLDERS

(Annual or Extraordinary)

BOARD OF DIRECTORS

I MANAGEMENT I

~

~

TAKEOVER

SPECIALISTS
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JAPANESE CORPORATE GOVERNANCE SYSTEM

KEIRETSU

I

Voting Agent

BANK
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"" "" (independent directors)
~

"" "" ""

Lender
Depository

/
(minority shareholders) /

/
/

/
/

MANAGEMENT

GOVERNMENT

I
I
I A large board of directors (of as many as 50 members)

usually contains only insiders

1-----------
When a company's financial performance is poor, majority shareholdersI send representatives to the company's board of directors
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GERMAN CORPORATE GOVERNANCE SYSTEM

EMPLOYEES

(Only Insiders)

FOREIGNERS

DEPOSITORY

LENDER

I---VOTING AGENTBANKS

I
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MANAGEMENT

BOARD

I

I
'~ -
ISHAREHOLDERS I 'EMPLOYEES 1-:

1/2 ~ / 1/2

SUPERVISORY

BOARD

(Only Outsiders)

GERMAN

CORPORATIONS
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General Motors' Board Guidelines on
Significant Corporate Governance Issues

Issued 1994

During the late 1980s and early 1990s, US institutional investors, shareholder
activiists and shareholders' rights organizations criticized corporate governance practices
at US vehicle manufacturer General Motors (GM). Specifically, some shareholders
maintained that GM's board of directors was not accountable to shareholders, but
instead served as a "rubber stamp" for management's proposals.

Following extensive and sometimes heated dialogue among shareholders, GM's
management and board of directors, the company responded by issuing its own
"Guidelines on Significant Corporate Governance Issues."

Most US institutional investors view GM's proactive move as a precedent in
improving board accountability and company-shareholder relations.

"_MM1Iapp'.do, 7/8/97 :f/-
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1. Selection of Chairman and CEO
The Board should be free to make this choice any way that seems best for the
Company at a given point in time.

Therefore, the Board does not have a policy, one way or the other, on whether
or not the role of the Chief Executive and Chairman should be separate and, if
it is to be separate, whether the Chairman should be· 'selected from the non­
employee Directors or be an employee.

2. Lead Director Concept
The Board adopted a policy that it will have a Director, selected by the outside
Directors, who will assume the responsibility of chairing the regularly scheduled
meetings of outside Directors or other responsibilities which the outside Directors
as a whole might designate from time to time.

Currently, this role is filled by the non-executive Chairman of the Board.
Should the Company be organized in such a way that the Chairman is an em­
ployee of the Company, another director would be selected for this responsibility.

3. Number of Committees
The current committee structure of the Company seems appropriate. There will,
from time to time, be occasions in which the Board 'may want to form a new
committee or disband a current committee depending upon the circumstances.

The current six Committees are Audit, Capital Stock, Director Affairs, Finance
(Incentive and Compensation), and Public Policy.

4. Assignment and Rotation of Committee Members
The Committee on Director Affairs is responsible, after consultation with the
Chief Executive Officer and with consideration of the desires of individual Board
members, for the assignment of Board members to various committees.

It is the view of the Board that consideration should be given to rotating
committee members periodically at about a five-year interval, but the Board
does not feel that such a rotation should be mandated as a policy since there
may be reasons at a given point in time to maintain an individual Director's
committee membership for a longer period.

5. Frequency and Length of Committee Meetings
The Committee Chairman, in consultation with Committee members, will deter­
mine the frequency and length of the meetings of the Committee.

6. Committee Agenda
The Chairman of the Committee, in consultation with the appropriate members
of management and staff, will develop the Committee's agenda.

Each Committee will issue a schedule of agenda subjects to be discussed for
the ensuing year at the beginning of each year (to the degree these can be
foreseen). The forward agenda will also be shared with the Board.

7. Selection of Agenda Items for Board Meetings
The Chairman of the Board and the Chief Executive Officer (if the Chairman is
not Chief Executive Officer) will establish the agenda for each Board meeting.

Each Board member is free to suggest the inclusion of item(s) on the agenda.

8. Board Materials Distributed in Advance
It is the view of the Board that information and data that are important to the
Board's understanding of the business be distributed in writing to the Board
before the Board meet'i. The Management will make every attempt to see that
this material is as brief as possible while still providing the desired information.

9. Presentations
As a general rule, presentations on specific subjects should be sent to the Board
members in advance so that Board meeting time may be conserved and discus­
sion time focused on questions that the Board has about the material. On those
occasions in which the subject matter is too sensitive to put on paper, the
presentation will be discussed at the meeting.
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10. Regular Attendance of Non-Directon! at Board Meetings
The Board is comfortable with the regular attendance at each Board meeting of
non-Board members who are members of President's Council.

Should the Chief Executive Officer want to add additional people as attendees
on a regular basis, it is expected that this suggestion would be made to the
Board for its concurrence.

11. Executive Sessions of Outside Directors
The outside directors of the Board will meet in Executive Session three times
each year. The format of these meetings will include a discussion with the Chief
Executive Officer on each occasion.

12. Board Access to Senior Management
Board members have complete access to GM's management.

It is assumed that Board members will use judgement to be sure that this
contact is not distracting to the business operation of the Company and that
such contact, if in writing, be copied to the Chief Executive and the Chairman.

Furthermore, the Board encourages the management to, from time to time,
bring managers into Board meetings who: (a) can provide additional insight
into the items being discussed because of personal involvement in these areas;
and/or (b) represent managers with future potential that the senior management
believes should be given exposure to the Board.

13. Board Compensation Review
It is appropriate for the staff of the Company to report once a year to the
Committee on Director Affairs the status of GM Board compensation in relation
to other large US companies.

Changes in Board compensation, if any. should come at the suggestion of the
Committee on Director Affairs, but with full discussion and concurrence by the
Board.

14. Size of the Board
The Board presently has 14 members. It is the view of the Board that a size of
15 is about right. However, the Board would be willing to go to a somewhat
larger size in order to accommodate the availability of an outstanding candidate(s).

15. Mix of Inside and Outside Directors
The Board believes that as a matter of policy there should be a majority of
independent Directors on the GM Board (as stipulated in By-law 2.12). The
Board is willing to have members of management, in addition to the Chief
Executive Officers, as Directors.

But the Board believes that management should encourage senior managers
to understand that Board membership is not necessary or a prerequisite to any
higher management position in the Company. Managers other than the Chief
Executive Officer currently attend Board meetings on a regular basis even though
they are not members of the Board.

On matters of corporate governance, the Board assumes decisions will be
made by the outside directors.
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16. Board Definition of What Constitutes Independence for Outside
Directors
GM's By-law defining independent directors was approved by the Board in
January 1991. The Board believes there is no current relationship between any
outside director and GM that would be construed in any way to compromise a
Board member being designated independent. Compliance with the By-law is
reviewed annually by the Committee on Director Affairs.

17. Former Chief Executive Officer's Board Membership
The Board believes this is a matter to be decided in an individual instance. It is
assumed that when the Chief Executive Officer resigns from that position, hel
she should offer his/her resignation from the Board at the same time. Whether
the individual continues to serve on the Board is a matter for discussion at that
time with the new Chief Executive Officer and the Board.

A former Chief Executive Officer serving on the Board will be considered an
inside director for purposes of corporate governance.

18. Board MemberShip Criteria
The Committee on Director Affairs is responsible for reviewing with the Board
on an annual basis the appropriate skills and characteristics required of Board
members in the context of the current make-up of the Board. This assessment
should include issues of diversity, age, skills such as understanding of manufac­
turing technologies, international background, etc. - all in a context of an as­
sessment of the perceived needs of the Board at that point in time.

19. Selection of New Director Candidates
The Board iL<;elf should be responsible, in fact as well as procedure, for selecting
its own members. The Board delegates the screening process involved to the
Committee on Director Affairs with the direct input from the Chairman of the
Board as well as the Chief Executive Officer.

20. Extending the Invitation to a New Potential Director to Join the
Board
The invitation to join the Board should be extended by the Board itself, by the
Chairman of the Committee on Director Affairs (if the Chairman and CEO hold
the same position), the Chairman of the Board, and the Chief Executive Officer
of the Company.

21. Assessing the Board's Performance
The Committee on Director Affairs is responsible to report annually to the Board
an assessment of the Board's performance. This will be discussed with the full
Board. This should be done follOWing the end of each fiscal year and at the
same time as the report on Board membership criteria.

This assessment should be of the Board's contribution as a whole and specifi­
cally review areas in which the Board and/or the management believes a better
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contribution could be made. Its purpose is to increase the effectiveness of the
Board, not to target individual Board members.

22. Directors Who Change their Present Job Responsibility
It is the view of the Board that individual directors who change the responsibil­
ity they held when they were elected to the Board should volunteer to resign
from the Board.

It is not the view of the Board that the directors who retire or change from
the position they held when they came on the Board should necessarily leave
the Board. There should, however, be an opportunity for the Board via the
Committee of Director Affairs to review the continued appropriateness of Board
membership under these circumstances.

23. Tenn Limits
The Board does not believe it should establish term limits. While term limits
could help insure that there are fresh ideas and viewpoint'; available to the
Board, they hold the disadvantage of losing the contribution of directors who
have been able to develop, over a period of time, increasing insight into the
Company and its operations and, therefore, provide an increasing contribution
to the Board as a whole.

As an alternative to term limits, the Committee on Director Affairs, in consul­
tation with the Chief Executive Officer and the Chairman of the Board, will
review each director's continuation on the Board every five years. This will also
allow each director the opportunity to conveniently confirm his/her desire to
continue as a member of the Board.

24. Retirement Age
It is the view of the Board that the current retirement age of 70 is appropriate.

25. FonnaI Evaluation of the ewer Executive Officer
The full Board (outside directors) should make this evaluation annually, and it
should be communicated to the Chief Executive Officer by the (non-executive)
Chairman of the Board or the Lead Director.

The evaluation should be based on objective criteria including performance
of the business, accomplishment of long-term strategic objectives, development
of management, etc.

The evaluation will be used by the Incentive and Compensation Committee
in the course of its deliberations when considering the compensation of the
Chief Executive Officer.

26. Succession Planning
There should be an annual report by the Chief Executive Officer to the Board
on succession planning.

There should also be available, on a continuing basis, the Chief Executive
Officer's recommendation as to his successor should he/she be unexpectedly
disabled.

27. Management Development
There should be an annual report to the Board by the Chief Executive Officer
on the Company's program for management development.

This report should be given to the Board at the same time as the Succession
Planning report, noted above.

28. Board Interaction with Institutional Investors, the Press, Customers,
etc.

; The Board believes that the Management speaks for General Motors. Individual
; Board members may, from time to time, meet or otherwise communicate with
: various constituencies that are involved with General Motors. But, it is expected

that Board members would do this with the knowledge of the management and,
in most instances, at the request of management.
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Bibliography - Corporate Governance in Russia

Russian Language

E.A. Cy,n:apbKOBa "IOpUOUlleCKUU Cnpa60llHUK aKlfUOHepa" (C npl1JlO)l(eHl1eM

<I>e,n:epaJlbHOrO 3aKOHa "06 aKlfUOliepliblX o6U1ecm6ax" OT 26 ,n:eKa6pH 1995 ro,n:a
11 ,n:pyrl1x HOpMaTI1BHbIX aKToB). MocKBa, 1996.

<I>e,n:epaJlbHaH KOMI1CCI1H no PblHKY QeHHbIX 6yMar, "BJlaOeliUe aKl1UJlMU U

Kopnopamu6lioe ynpa6JleHUe 6 POCCUUCKOU (/>eoepal1UU," I1IOJlb 1996.
CITo,n:roTOBJleHO npo¢eccopoM ,L()I(03e¢OM DJIa311 Ha 6a3e COBMeCTHoro

I1CCJle,n:OBaHI1H, npOBe)l;eHHOrO npo¢eccopoM ,L()I(03e¢OM DJla311 YHI1Bepcl1TeTa
PyTrepc 11 npo¢eccopoM AH)l;peeM IllnaH¢epoM [apBap,n:cKoro YHliBepcI1TeTa.)

<l>e,nepaJlbHaH KOMI1CCHH no PblHKY l.(eHHbIX 6yMar, "0630P 3anadliblX

nOpmpeJlbHblX UH6eCmUl1Uu 6 POCCWo." (npOBe,neH HCCJle,nOBaTeJlbCKOH rpynnoH

leR.) BecHa 1996.

CxeMbl K (/JedepaJlblioMY 3aKOHY 06 aKl1uoliepliblx 06Ufecm6ax. Me)l(,n:yHapo,nHbIH
HHCTHTyT pa3BHTHH npaBoBoH 3KOHOMHKH.

Iloc06ue no ynpa6JleliUlO aKl1uoHepHblM 06Ufecm6oM. Me)l()l;yHapO)l;HaH
<pHHaHcoBaH KOpnOpal.(HH, 1994.

CJIOBapb 6aHKoBcKI1X H <pI-maHCOBbIX TepMHHOB, TOM 1 H 2. [ocy,n:apcTBeHHaH
<l>HHaHcoBaH AKa)l;eMI1H, I1HCTHTyT 3KOHOMHQeCKOrO pa3BHTHH npl1 BCeMl1pHOM
DaHKe. Pe,naKTop Shakil Farugi, MocKBa, 1993.

,L()I(OH YaHJlH 3H)l; CaH3. Kopnopamu6lioe ynpa6JleHue. BJlaOeJlbl1bl, oupeKmopa U
HaeMHble pa60mliuKu aKl1uoliepHozo o6Ufecm6a. MaJlaH 6116Jll10TeKa
cOBpeMeHHoro )l;eJlOBOrO QeJlOBeKa. MocKBa, 1995.

npaKTHKyM aKQHOHHpOBaHHH. Opzalibl ynpa6JleliUfl aKl1UOHepHblM 06Ufecm6oM:
KOMnemelil1Ufl, nopfldoK pOpMupo6aliufl. 0606meHHe npaKTI1KH npl1MeHeHI1H
¢e)l;epaJIbHOrO 3aKOHa "06 aKl.(HOHepHbIX 06mecTBax." MocKBa, 1997.

KOMMeHTapl1H K <l>e)l;epaJlbHoMy 3aKoHy "06 aKl.(HOHepHblx 06mecTBax".
IOpHH¢opMQeHTp. MocKBa, 1996.
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Dimsdale, Nicholas and Martha Prevezer. Capital Markets and Corporate Governance.
Oxford: Clarendon Press. 1994.

Economist. February 10, 1996. Shareholder Capitalism. London.

Federal Commission for the Securities Market of the Russian Federation, "Corporate
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Press Coverage of Corporate Governance in Russia

The following articles demonstrate the interest of the Russian and financial press in
Russian corporate governance issues. The articles are referenced here according to
specific areas of interest.

Russia's Joint Stock Company Law
"Issues Raised by Russia's Joint Stock Company Law." World Securities Law Report.
December, 1996.
Analyzes the new law and its implications.

Corporate Governance - Relationship Between Good Governance and Market
Valuation
"Who Becomes Bankrupt?" Izvestia. November 14, 1996. Moscow.
Argues that the way for Russian companies to succeed is to practice "good governance;"
if managers are unwilling to practice "good governance," their companies will face
bankruptcy.

"In Russia Everybody Has a Price." Economist. April 15, 1996. London.
Questions whether Russian companies will respect the rights of outside, minority
shareholders; investigates the relationship between good corporate governance and the
"worth of a firm."

Martin, Peter. "Keeping it All in the Family." The Financial Times. May 4-5, 1996.
London.
Questions whether outsiders can get a fair deal in emerging economies; argues that
emerging markets need to be more responsive to investor protection if they want to
attract more investors.

"Shareholder Revolt." Business Week. September 18, 1995. New York.
Presents examples of poor corporate governance across Europe, and describes how
investors are increasingly speaking out and calling for change.

Corporate Governance - Cumulative Voting
"Vladivostok Man." The Economist. October 26, 1996. London.
Discusses the law on "cumulative voting" that provides for a form of corporate
proportional representation. At the end of last year, only 2/5 of Russia's larger firms
were using cumulative voting to elect directors; such instances show why foreign
investors are wary of investing in Russian companies.

Corporate Governance - Shareholders' Rights
"Balancing Stockholder Rights and Effective Corporate Governance." Capital Markets
Report. December 19, 1996. Moscow.
Explores shareholders' rights related to "controlling persons" as defined by Russian
legislation and analyzes the effects of these rights on the market.

Disclosure of Information in the US - New Share Issues
Victor Karetnikov, "New Share Issues - American Style," Dyelovoi Express. February
19, 1997. Moscow.
Explains the procedures for new share issues in the US and the disclosure requirements
set by the US Securities and Exchange Commission (SEC).
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"Spotlight on American Depository Receipts." Capital Markets Report. December 5,
1996. Moscow.
Discusses ADRs in general, and Russian ADRs in particular.

Disclosure - Russian ADRs
"Your Guide to ADRs and GDRs." The Financial Times. November 8,1996. London.
Explains the basics of ADRs and GDRs.

Miscellaneous Articles
"Stockholders Sue Ovitz." The Moscow Times. January 6, 1997. Moscow.
Exposes the relationship between executive compensation and corporate governance.

Thornhill, John. "Russian Market's Fortunes Revealed in ADRs." The Financial Times.
December 3, 1996. London.
Explains Russian companies' interest in issuing ADRs; managers realize they must
restate their accounts in order to access international markets.

cfed\manual\app8.doc 7/9/972

Disclosure - FCSM Rules
"Russia - Federal Commission Issues Rules on Disclosure, Custodial Services." World
Securities Law Report. December, 1996.
Explains the FCSM's approval of new rules requiring greater disclosure by issuers of
securities and bonds as well as those governing custodial services.

Disclosure - VimpelCom on the New York Stock Exchange
Livov, Michael. "NYSE: Russia goes." Cevodnya. November 11, 1996. Moscow.
"VimpelCom is Russia's NYSE Debut." The Moscow Times. November 16, 1996.
Moscow.
"The Russians Arrive at the New York Stock Exchange." The Moscow Tribune.
November 16, 1996. Moscow.
All three articles discuss the debut of Wall Street's first Russian company, Vimpel­
Communications.
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COMMENT AND ANALYSIS

X Issues Raised by Russia's Joint Stock Company Law
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By Philippe .\1.1.':, Cl[{fi'rd Clwl/ce. }ltJ$C('l/: 1711: }inll $
.\l('SC"Il· ('.lficr IIh1y be (,'1l1.wed (,)' rclep/wIII: III (7 501)
258-5050 alld bY}l.': <1l (7 501) 258-5051.

Russia's federal Law on Joinc Srock Companies
("rhe bw"), which entered into torce on January I.
1996 (see [FSLR. Febl"llllrr 1996. p. S). esrablished l new
regime governing rhis common corpOrlte form in
Russil (see l1llcl/ysis at II'SLR, MIl)' 1996. p. 29.i.

This article tocuses on rwo lmin provisions ot the
Llw-those concerning interested parries and mljor
transactions-rhat have raised nuny issues since irs
adoption.

Interested Parties

Under Article 81 of the Law.;\ member ot' the: bo.\rd
of directors of a RussLm joint srock company..\ p,'rson
holding l position in another mJn,\gement body. or .\
shareholder or shareholders owning jointly with an
altiliate 20 percent or more of the comp.my·s \'oring
sh.nes sl1:\11 be considere:d to h,\\'e: an inceresr in .\
complny tram.\ction if the:y or their t;m\ilies:

I) are a pany to such l transaction or participate in
it as a represencative or imermedilry:

2) own 20 percem or more of the voting shares ot'
a legal entity parry to rhe transaction; or

3) occupy positions in the management bodies of a
legal emiry party to the translction.

If an imcrestcd party. as described above. is invoked
in a transaction of a company wid1 fewer than 1.000
shareholders o\vning voting shares, the decision to
enter into the transaction must be adopted by a major­
ity vote of company directors who do not ha\'e an
imerest in the transaction.

For a company with 1.000 or more shareholders.
the transaction must be approved by a majority vote of
disinterested independent direccors. An independenc
direccor is a board member who is not also an execu­
tive ofticer of the company.

To enter imo a transaction in which one has an
imer~st. the board of direccors must demonstrate thlt
the company will receive not less than market nlue tor
the alienlted property or sen'ices rendered. or thlr the
acquisition \'alue of the property or sen'ices does not
e:xceed l11:1rket value. In both elses. market nlue is
determined :lccording to the pro.:edures com:lined in
:\rticle 77 of the Law. •

Shareholder Participation

However. in the following instances, the decision tor
the company to enter into a tr;msaction in which :I
person has an interest mtlSt be adopted by the share-

holders meeting by a majority vote ot- the shareholde
who do not have an interest in the transaction:

I) the payment amount tor the rr;\llsacrion :lnd rI'
value of the property dut is the subject of the transae
tion exceed 2 percent of the company's assets: or

2) the transaction involws the pbcing of comp:ln
\'oring shares in :In amount exceeding 2 percenr ofth,
voting shares previously pbced by the complny.

Exceptions to the need tor shareholder appro\'al an
pro\'ided if the transaCtion is a loan granted to the
company by the inrerested parry. or is conducted in the
ordinary COlli'S'" of business between the company :lnd
anorher party ;\lld occurs prior to rhe moment ;\t

which the person is deemed to be int",resred, In this
case. although .1 decision of rhe shareholders meering is
nor re:quired. ir is not ck;\r \\'hether .1 decision of the:
bOlrd of directors is still required. Since the Law is
silem. it is recommended th,lt the board .\ppro\·e the
de,'ision.

Appropriate Governing Body

The L:lW pro\'ides that if all members of rhe board
of directors ;\1"<: deemed to be interested parries. the
transaCtion mlY be completed by a decision of the
general shareholders meeting adopted by a lnljority
VOte of shareholders who are not imerested in the
transaction. Howevcr. the L;\w does not provide for the
sitllation where all shareholders would be considered
intereSted parcies. tor example, if the sole sh:lreholder
of a joint stock company \\'ants to double the size of
the charrer capit:ll ot the: company, The Law also pro­
vides that the Federal Securities Commission and the
Russian government may estJblish other procedures,
\vhich suggests that they may ha\'e some oversight
capacity. although we lre not aware of any such form:ll
capacity being exercised. No Other procedures ha\'e yet
been issued.

Interest in a Major Transaction

If a trans:lction in which one 11:Is :In imerest is
detined :IS l major tr;\l1S:lction connecred with the
acquisition or trallSt-':r of property by the com p;1I1 y.
:IS discussed further be:low. rhe l1ujor tr:lnsactions
pro\'isions of the L:lW abo apply. In this e\'em. the:
tr;\ns:lCtion must be adoptt:d by a slureholders meeting
by a thr.:c-quarrers majority vote of the slureholders
presenr owning \'oting slures (rhe super-majority re­
quired tor the appro\'al of:l major transacrion). If :l
conserntive n::ading of the Law is m:lde. only share­
holders who :m: not inreres~ed p:lrries should \'ore :It
the meering.
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A person having an interest in a company transac­
tion must divulge to the board of direCtors. audit
commission. and-auditor of the company information
concerning:

1) legal entities in which they independently or
joincly ~vn 20 percent or more of t~e voting shares:

2) legal entities in which they hold management
positions: and

3) transactions known to them that ate under way
or proposed in which they could be considered to have
an interest.

If a transaCtion in \vhich one has an intereSt is

completed in violation of the above requiremenrs. it
may be im'alided by a Russian court, with the inter­
ested parry liable tor any losses suffered by the com­
pan),

Major Transactions

A major transaction by the company connected
with the acquisition or the alienation of properr:' or
the distribution of .:ommon shares muSt be adopted by
the board of directors or the shareholders meeting,
depending on the value of the property acquired or
sold, or the quantity of common shares distribured.

The tollo\ving Jre m:ljor transJctions:

1) those invoh'ing the acquisition or JlienJtion of
property by the company if the value of the prop err:'
constitutes more dun 25 percent of the balance-sheet
\'alue of the comp.lny. with the exception of tr:lIm.c­
tions completed in the course of conducting USUJI
economic activity: and

2) those invoking the distribution of common
shares or preferred shares converted intO cOl11l11on
shares constituting more than 25 percent of the COI11­
mon shares previously diStributed by the company.

The company board ofdirectors shall determine the
\'aILle of the properr:' in accordance \vith Anicle 7i of
the Law. The company's governing body charged with
adopting the decision to enter into a major transaction
depends on the value of the property acquired or sold
or the quantity ofcommon shares distributed.

[f the property is valued at bet\veen 25 percent
and 50 percent of the balance-sheet value of com­
pany assets as of the date of adopting the decision
to complete the transaction. the decision shall be
adopted unanimously by the board of directors. If
the board cannot reach a unanimous decision. it
may submit the question on completing the major
transaction tor a decision at the general shareholders
meeting.

If the property is valued at more than SO percent of
the balance-sheet value ofcompany assets. the decision
must be adopted by the shareholders meeting by a

three-guarrers majoriry vote of shareholders present
and owning voting shares.

Issue orCapital
The Law does not specifY which company govern­

ing body is authorized to approve a major transaction
im'olving an issue of capital (insofar as it is within rhe
declared shares appro\'ed by the shareholders). The Law
refers only to property constituting a certain percent­
aae of balance-sheer asset value. Theretore. while the:>

drafting is unclear on this point. prudence dicta res that
the placement of sh:ues should be subject to the same
thresholds as those applicable to the acquisition or sale

of property. In other words. if the comempbred place­
ment invokes more than 25 percent but less than 50
percent of the shares previously dimibuted by the
company. the board of direccors should approve the
issue of shares: if the contemplated placement im'olves
more than 50 percent. the increase should be approved
by the shareholders meeting. although this will be
subject to any prior approval given by the shareholders
at the time the declared shares were creared.

Takeover Provisions

The Law COntains rwo provisions that apparently Jre
intended to protect shareholders of Russian joint srock
companies in the event of a rakeover attempt.

The tim provides rhat a parry who intends inde­
pendemly or jointly with an affiliate to acqlJire 3C
percem or more of the distributed common shares of,
company wirh more than 1.000 shareholders owninf
common shares. including the number of shares be
longing to the parry. must send the company a writtel
announcement of the intention to acquire these share
within 30 d~ys prior co the date of acquisition.

The second provision requires that a party wh,
independently or jointly with an affiliate. has acquire
30 percent or more of the placed common shares·
the company must propose. within 30 days of acqui:
tion. that shareholders sell rheir common compa!
shares to this party at a price not lower than r
average-\veighred acquisition price of the shares of r
company O\'er the six months preceding the date
acquisition. The shareholders do not have to sell th
shares. but the purchaser muSt acquire any shares Sl

mitted to it. The company charrer or a decision of
general shareholders meeting may exempr the p
chaser trom this duty.

This second provision seems to apply to all j{
stock companies notwithstanding the numbet
shareholders. although reading both provisions
O"ether suCtO"ests that the second provision shoLlld
~ ::::-~

ply only to COlllpan ies with more than 1.
shareholders.

BEST AVAILABLE COpy
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M3BECTftB
14 H0SI6pR 1996 rOAS, 'teTBepr

••~3BeCTMRIO"nMcanM0 CMenOK ntnOTe3e llMTepCkMx. C04MOnOrQB K KOHcynb.
TaHTOB no ynpaBneHHIO (rpynna -AnbTIO), ROnyofMBWeK A0C1'aTO'lHoenoATBep­
)l(AeHMe, 0 TOM.1fTO B pOCCMMcKoH 3KOHOMMKe He KaK ..clCl1iO'feHMe, a KaK Rsne­
HMecy~eCTBYIOT ycnewHwe npeAl1pMSlTMSI. OCtlOBHaR npM'4MHa ycnexa - MC-
KYCHOe ynpasneHMe_ ',. :' , .'. " ,-.. ". ,/"

PerynRPHO OO'bSlBJlReMWe BliK IS nocneAHee BpeMSI cn..cKM 68HKpoTOB nooy*­
A8IOT; C TOK lKe BHMMaTenbHOCTbIO M nOA TeM lKe yrnoM 3peHMR B3rnRHYTbHa
npeAnPMRTMR HeycneWHble. MOCKOBCKMe KOHcym.TaHTbl no ynpasneHMIO (rpyn­
na "KOHBepCKOHcanTMHr») AMaTonM" KYAMHOB M neTP Ca30HOB COrnaCMlIMCb
npeRspMpOBan. ORbIT HeYA8'lHOrO ynpaBlleHMR HS POCCMHCKMX npeAl1pMSITMRX.

Kyo cyan OaHKpOTOM?
I
I
I
I
I
I
I
I
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E.leHa lIKOBJIEBA.
~H3I1eCT1lA.

6e3 Sl3blKa
~rop~ KopryHoa 3aHMManCA

..aCTHbiM 6M3HCCOM. cA3-0yllM-se­

.11"'- ero 3IHATMIiI - nepe.ll TeM
KaX nposeeT'" CI1eJ1KY M nOTpa­
TI1T~ l1eHbnl, HBAO nOC..I1TaTb: a
MHe Booow,e-TO l1eHer Ha 3TOT
MeCAI4 XSaTI1T? He nOC..I1TaeWb
",nM nOC....TaeWb HeaxxypaTHo,
He"eM oYl1eT nnaT..Tb Aonrl1 ­
llCll," B rocn. OaHI1I1TOB.

6M3Hec y Hero obln cepbe3­
HblliI .. BbirOll,HblliI, Bcxope OH KY­
nl1n oonbwolil naxeT axu",1iI T..xO
3arMoalOw,erOCA xaoenbHoro 3a­
BOI1B M cen B Al1pexTOPcxoe
xpecno.- Ii1 no CTapOH 0"3Hec­
nPHBbI..xe (-nepeA Te... xax npo­
eeCTM CI1enxy, HBAO nOC..I1TaTb-)
none3 B 3aBOAcxMe oyMarl1. C
6onbW.... HeAoyMeH..eM oOHapy­
lK..n: B 1990-.. HB 3aBOAe ew.e
..TO-TO C'4"Tan.., B 1991-.. - xoe­
KaX, 1992-.. opocMnM.

- 6aH,l1l1Tbl B rOeTH He npMe31KB-
11M.

no MH9HMIO AHBTonMA KYI1l1HO­
sa .. nerpa Ca30Hosa, KOPTyHOB,
KOTOPOMY OHM nOMoralOT BbiTac­
KMBBn. 3aBOI1 M3 KPM3MCHOIiI CMTy­
BUMM, - 6enaA BopOHa.

6onbwMHcTBO CTapblX I1Mpex­
TOPOB Te caMbie ~MHaHCOBbie oy­
Manl. xOTopble HCKan KOPryHOB.
He 14HTepeCYIOT. npellCll,e acero
no TOH "pOCToil npH"HHe, ..TO
OHM 14X "MTaTb He YMeIOT. A He
YMBTlo "l'lTaTb Ta""e OYMarl1, 3Ha­
"MT, He 3HaTb, KYI1B TpaTMTb
AeHbfM npeAnpMATl1A. np"XOAMT
OI1l1H 31M K A",peKTOPY, rOBOpMT:
HBAa xynMTb MeTann. ,[IeilCTsM­
TenbHO, roBopMT ll,l'lpeKTOp, HBAO.
KynM. BocneA Apyroil: HBAO KY­
nMTb CTaHOK. KynM, OTB9'4aeT yee­
lKll,eHHblliI 3aMOM I1MpeKTOp. 'ie­
pe3 HeAenlO TpeTMIiI: -3apnnary
HY"'HO 3annaTMTb. TOlKe He..ero
B03pa3..Tb: nnan•. A oyllranTep
oQAPO: a Y HaC I1SHer HeT. ,[IMpe­
KTOP cMyW,eH " oOMlKeH: xaK 3TO
HeT? ,[la eOT, OTBe..aIOT eMy, Me­
TaM Kyn"n", CTaHOX. OKa3b1BaeT­
CA, npelKll,e ..eM KynMTb Marann M
CTaHOX, HBAO Oblno, 3arl1AHYS B
~MHaHcoeylO 01"<eTHOen., -B3ee­
C"Tb- l4eHy TaKoro peweHMA "
nOAYMBTb, CTO"T nM.

A ll,I1A OOnbW14HCTBa CTapblx
POCCMHCX14X AMpeKTOPOB a oyll­
ramepcxMe oYManl 3arnA.llblBaTb.
..14TaTb ..x MnM eosce, He npMBe·
ll,l'l 6or, nMeaTb - 3BHATMe rny60­
XO OCxopOMTenbHoe. Y Hero BCIO
lO<"3Hb ll,I1A 3Toro c..eTOSOI1 obln.
OH lKe. I1l1peKTOp. AO Taxoro H,,­
KOrl1B He onycxanCA. OH 3Toro

"npOCTO He yMeeT. Y Hero eCTb
"nynbT B xaOMHeTe. OH yMeeT

XHonxM Ha HeM HBlKMMBTb, Sbl3b1­
BaTh ceXpeTaPUlY, 3aM08. no cro­
ny xynaxOM CTY"aTb, npeM"" KO- ­
rO-TO n"waTb, TO ecTb -ynpaB­
nAlb no 0TKl10HeHMAM_. A ew.e ­
HB3Ha..aTb 3aMOB. nYCKaTb l4ex".

AenaTb TpaKTOpbl. B oblJ1b1e Bpe­
MeHa yMen sbl6MsaTb pecYPcbI S
rnaBxe. nOMH"n TblCA"M HaMMe­
HOBaHMH AeTaneH, cneA..n, xax
OTrpYlKBeTCA npOAYKUMA. OH Bce­
rAa xOMaHAosan nlOl1bMM, a ..e­
pe3 H"X npol4eCCaM". A TyT
BAPyr OXa3b1SaeTCA: HBAO 3HaTb
3KOHOMMKy npoueccos. ~ nOH..­
MaTb, ""TO TaKoe npRMbie ~ Kot·
seHHble nepeMeHHble 3aTpaTbI,
3aTpaTbi Ha COl1eplKaH'1e M 3KC­
MyaTaU'11O oOcOVAosaH'1A. uexo­
Bble 3aTpaTbI, xaKosa MX 3XOHO­
MM..ecxaA npMpOl1B, TO eCTb
3Han, -Q3b1K. 6.,3Hecall •

- Mbi 3HaxOMbi C A"pexropa­
MM, xOTopble YMelOT ..MTaTb ~,,­

HaHCOBbie AOKYMeHTbl, - paccxa­
abisalOT neTp Ca30HoB MAHaTo­
n"il KYAMHOS. - Ho "X Bce-TaK"
HeMHoro.

OIl,Ha Ma caMbiX noxa3aTenb­
HbiX "nnlOcrpau.,H - reHepanb­
Hblil AMpexTOp ..e60xcapCKoro
33S011B -npOMnp"OOP- C roP110­
CTbIC paCCKa3b1SaeT: Y MeHA
np..6bU1b 22 MMI1I1..apl1B B roA. A
eMY 06bACHAIOT: M70 M""n,,ap­
AOB Ae~Ml.\MT nnaTelKHoro 000­
poTa, B KOTOpOM -yTOHyna- 3Ta
npM6b1nb. CTano OblTb, 3TM 22
MMnnMapAa np..obU1" Tbi -oxy­
Hyn- S np"oopeTeHMe CblPbA,
MarepManos M npo.."e pacxoAbi.
ManMWHMe ll,I1A nonY"eHMA pe­
3ynbTaTa, a npOLUe roSOpA - no­
rpaT,," AeHbfM 3pA.

KTO MO>KeT Hay>4MTb
AMpeKTOpa C'lMTaTb?

MHor"e HaUl.. npe.a,np"AT""­
xax nOl1x" oe3 pynA M oe3 aeT­
p..n. " ABlKe oe3 eecen, MX KYI1B­
TO CHOC"T. ,[lMpeKTopa He YMelOT
....TaTb ~MHaHCOBbie oyMar".
Y"l-tTbCA 3TOMY He XOTAT, a CTano
ObITb, He XOTAl ynpaenllTb AenOM,
npel1llp"ATMeM.

PaHbUle HBA HMM" 6b1no -oxo
rOQyl1Bpeso-: ..epea TOro lKe oyx­
rasrrepa OHO cnell,l'lno 3a XBlKll,blM
eMHT"KOM MKalKll,OH rnB'4KOH ceo­
e~ Henp"XOCHoaeHHO COUManM­
eTH..ecxolil c06CTeeHHoCTM.

TenePb coocreeHH"x nOMe­
HAnCA, no..eMy OH He Cnel1l1T aa
~MHaHcosbiM COCTOAH"eM npeA­
np"lln'A " CnAW,HM Ha ll,He nO,l1KM
ynpaenAIOW,H"?

CerOll,HA s .l5onbUlMHCTBe cny­
..aea ll,Ba OCHOSHbiX TMna COOCT-

seHH"xa - nMoo TPYI10BOil xon­
neKTMB npeAnPMATMA, nMOc Hexast
..aCTHaA ~"pMa co CTOpOHbI.

TpYl1oaoil XonneKT"B - COOCT­
seHH"X -pa3Ma3aHHbI~-, Tpyll,HO
npeACTaS"Tb era 3~~eKTMSHbiM
M rpaMOTHbiM xOHTponepOM AM­
peKTopa.

Ho M -pa3MaaaHHbI~- COOCT­
eeHHIIIK, no lII11ee. AonlKeH pean,,·
aosaTb csoil MHTepec ..epea co­
seT I1MpeKTOpOB. XOTA S1l0MOPO­
w.eHHOM coseTe ll,l'lpeKTOpOB ~ac­

TO nOll CTaTb I1MpeKTOpy He yMS­
lOT ..MTaTb QlIIIHaHCOSylO 01"<eT­
HOCTb,

~HTepeCHee. xorl1B COOCTBeH­
H"X nOCTOPOHHIIIH. COBeT Il,Mpex­
TOPOB -HopMnbcKoro HMKenA­
npOl1e..oHcrp"posan. 'lT0 OH MO­
lKeT xOHTpon..posaTb ~MHaHco­

soe COCTOAHllle C"CTeMbi " yCTa·
Haen"BaTb HopMaT"Bblll,l1A ynpa­
aneHMA.

HopMaT"sbI 3T" He Tax Y'" 11
cnOlKHbI. JJ,nA Ha..ana Il,OCTaT0'4HO
OAHoro napaMerpa - ~eKTHs­

. HOCT.. MCnOnb30SaHMA xanl-tTana.
1l0rMKa pa3roeopa Cll,l'lpeKTo­

pOM TaKosa: "bI SIU1BAblsaeM B
npoM3soACTSO 20 MMnnMOHOB
AonnapoB. no cpasHeHMIO C npo­
l4eHTHoliI CT8sxoil Ha pblHKe ueH­
HbiX 6yMar TyT pMCK Bblwe. n03­
TO"Y. OYAbTe llOOPbl, 06ecn9"bTe
HaM HOpMy np"obln.. H8 COOCT­
BeHHblliI KanMTan - 14 npoueH­
T08, a Ha enolKeHHblil - 13,2. 3a­
l1B..a ACHa? Pewa~Te. 3apblBaIil­
TeCb B Ql..HaHcoBble oYMar.,. Ha·
Me..ailTe cTpaTer.,IO••• A Mbl. CO­
eeT A..peKTOpOB, nown"_sc;ao~xy
n"Tb...

Ho noxa Tax"x coseToB I1MPS­
KTOpOB, xax 3aSOl1CX"X ynpaeneH­
l4eB, YMelOW,Hx ""TaTb QlMHaHCO­
sble 01"<eTbI, Bce-TaxM He o..eHb
MHoro.

HanorosaA IIIHcneXU"A - aOT
APyroil (oHTponep 31 3<p~eKTH8­

HOCTblO ynpasneHMA. 3TO XOTb M
np"w,ypeHHoe no cpasHeH"1O C
npoUlno" 3noxolil, a Bce-TaKM
-OXO rocYl1apeso•• Ho OTCyTCT­
8Me HanoroBoro xOAeKca Mnpel1­
CTasneH"A a TOM, (aKoliI 110nlKHa
OblTb HanorosaA non"TM(a B
CTpaHe, KY"a IIIHCTpyXU"il, nepe­
..epxHSalOw,MX 3axOHbI, BHecy­
AeOHaA peanMJaUIIA MCXOB Hano­
rOBoliI MHCneKI4M" (Taxoro S yBa­
lKalOw,,,x ceOA rOCYI1BPCTaaX He
BCTpeTMUlb) TOnKaIOT np9,l1npIIIHM-

MaTenA Ha lKYnbH"~eCK,,e OTHO·
UleHMA C Helil. B pe3ynbTaTe
ell,l'lHCTBeHHOe, ..ero A06MsalOTCIl
Haw" HanorOSbie MHcneXTopa,
TaX 3TO CMnbHoro 14CXBlKeH"A AO­
CTosepHOCT" S ~MHaHcoeolil OT­
..eTHOCT". \1\, CTano OblTb, rocy­
I1BPCTSO He "'OlKeT TOnKOM 3arnA­
HyTb ..epe3 HanorosylO MHcnex­
UMIO B Aena 3aSOI1B.

KTO OCTaeTCA? Oow.eCTso?
rpBlKl1BHMH? Ho 3arnAHM OH HblH­
'4e. AonyCT~M. B Ka"4eCTBe nOTeH"
UManbHoro MHBeCTOpa S OTKPbIToe
aXUMOHepHoe OOW.ecTBO " nonPO­
CM Ha npoxoll,HO" eanaHCbI 3B no·
cnellH"il KsapTan, xax M"HMMYM
noxpyTAT y BMcxa, xax Maxc"MyM
- n06blOT.

BoposaT'b ner"fe,
'leM ynpasnRTb

Korl1B AMpeKTOp nepeeraeT
nOHMM8Tb npooneMbi 3aSOl1B, He
npeACTa8l1lleT, xaK Cl1enaTb ero
pa60ry ycnewHoil, He 3HaeT ~.,­
HaHCOBOro ynpa8l1eHMA, eMy OC'
taeTCA OAHO - T..XO sopOBaTb.

MOl1enb 80poBCTBa OObl..HO
HeaaMbiCnOBaTa, 3aS0l1CXaA noO­
,QyllUIIA OTrpYlOCaeTCA S COCBll,H"il
roOOl1 " npOl1BeTCIl HexoeH ~..p­
MO"Ke, BoarnaBnlleMoil CblHOM,
3ATeM, nPHATeneM ll,l'lpeKTopa 31­
BOI1B, no ueHe Ha 30-50 npoueH­
TOB HMlKe PblH0'4HOil ("HOrl1B 118­
lKe H"lO<e ce6ecTo"MOCTM). ll>MP­
Mo..xa, eCTeCTBeHHO, pean"3Y8T
ee no HopManbHoii ueHe, npl1­
oblnb, nO/1Y"eHHaA OT pa3HMUbI B ­
ueHe, AenMTCA nononaM C AMpe­
KTOpOM. CeH..ac B CTon"ue KYI1B
H" ornAHMCb. H8TKHeWbCIl Ha Ma­
neHbKYIO KOHTOPKY Ma ll,Byll ..eno­
eeK (X8K npaBHno, A"peKTOpa M
oyxranrepa), pean"3Y1Ow,YIO SCIO
npollyllUMIO xaKoro-HMOYAb sen,,·
xoro c..o..pcxoro - ... He~Tera3B­
" nOAonry ll,eplKaw,ylO ero oe3
3apnnaTbi. A npMrp03"T 'iyoalilc
TaKOMY I1I1peKTOPY oaHKPOTCTBoM
" nOTepelil ynpaoneH..ecKoro
Kpecna. TOT epAl1nl1 "cnyraeTCA.
Y Hero YlKe 11B8HO Ha Kitnpe ....n­
n"OHOB 150-200 AonnapoB mno­
lKeHO Ha "MeHHOM c..ery. AeTAM
.. eHyxaM xeaT"T.

CaMoe CTpawHoe. Xorl1B Y Ta­
x"x 3aHATblX TMX"M XOO0H BOpoa­
CTBa I1I1pexropoB OKa3b1BaIOTCA B
pyKBX (OHKYpeHTocnoco(iHbl8
npoM3BOACTBa C HOBeiiw"M 060-

·PYI10BaHMeM. Ii1 Bce OHM ,l1peil$Y­
lOT X paaopeHMIO...

Kaf( OCTaHOB"Tb 3TOT .ape.i41?
JJ,nA Toro ..TOObi ynpaBneH..e­

CKoe nOKoneHMe CMeH"nOCb caMO
COOOH, HY"'HO xaK "'MHMMYM 25
neT, C""TaIOT AHaTonMil KYAMHOS
MneTp Ca30Hos•

Ho een.. KOHB'4HO. Cepb93Hble
. -ycxop"TenM- 3Toro npol4ecca.
Bo-nepsblx, Hel10BOnbHble rpYAO­
Sble Konnexr"Sbl. rOT08b1e ll,I1A
CMeHbI He SHYUlaIOLUe" "M AOS8­
pMA enaCTH xax x 3BOaCTOeXe, TaX
M X aXUMOHepHoMy coOpaHMIO.
BO-BTOPblX, HOBble coocraeHHMx"
"3 XOMMep..ecx..x CTpyKTYP. cno­
COOHble nllloo 3aMeH..Tb ynpaB­
neHues, nHOO ceCTb S 3TO caMOB
Il,MpeKTOpCxoe xpecno, KeX ~roPb

KOPTyH08.
XOTA TyT HY"'Hbi orosopx,,: B

POCCMHCxolil OM3Hec-cpeAe _.
no 6..3HeeMeHOS cxopolil Sbll"le'lKM
no ~oPMyne: -D,Be-Tp" BOpoB­
cx"e Cl1enx", '1 SOT Y MeHA YlOCe "
OCOOHAX S ilOHll,OHe·. TaKllle Bll,l'l­
peKTOpCXMe Kpecna BpRA nH no­
ne3yT. nOTOMy ..TO HBAO MMeTb
sen"xoe lKen8HMe " senMKoe MY­
lKeCTBO OTArOTMTbCA eonpocOM,
cpaay npHHM"'aIOUlMM ~OPMY ro­
nOBHoliI 6on,,: KeX MHe 3annaTMTb
3aPnnary ABYM TblCA"aM ..eJ1OllBt(?

~ rnaBHoe. HenoHATHO, PaAH
..ero. PBAH onarOnOI1Y"MA MOe~
CeMbM? TaK 3TO onarOnOI1Y"Me
HblH..e oblcrpee .. 3~~eXTl1BHe8
06ecne"MBaeTCA nocpeACTBOM
eblwe onMCBHHOro BOpoBCTBa. Pa­
I1l1 Ben"Koil PacCM" (xax XOfll,B-TO
aMepMKeHUbi PBl1'" senM(oii AMB­
pHKM, HeMUbI - PBAI1 senMxoil
repMaH"M)? Ho Ben"....A POCCMM
He BMAHO, XpyrOM Oapll,Bx. \1\ 31
.ll9PlKBSY He OOMll,HO H"KOMY.

SlaneHMe nocrpaWHee BOpoB­
CTBa - pB3MblBaeTCIl. pa3J1BI'3eT­
CA Mopanb O"3Heca, Mopanb Ae­
na. BOT Harpa6MTb CerOll,HA npe­
CTMlKHO, a BblTaLU..Tb. 3aBOl1 ..a
Aonroso';; AMbI, yBbI...

~ rOCYIlBPCTBO eo rnaBe 3TOro
pa3nOlKeH"A. nOTOMY ~TO He lKe­
naeT " He YMeeT 3aW,"w.BTb 3a­
xOHHble npaBa COOCTBeHHMxOB ",
Hao6oPOT. "",ear lO<enaH"e MX He­
YMePBHHO rpaO..-n.. npooneMy ce­
poro pOCc"liIc(oro -Hana- nopo­
A"no caMO rOCYAapCTeo, ooxna­
,AbiBaA KalKll,YIO oaHKY npol1BHHoH.
X npM..epy, reonory TYUJeH(M 2B­
npoueHTHbiM OT'4MCneHMeM B nSH­
C"OHHble <P<>H,l1bI, nOTOM aKTHSHO
pa3S0PoeblealOUlMeCA. Hanor Ha
npeSblweHHe YPOSHA 3apnnaTbi.
TonxaBw"H x Tolil lKe oOHanM..xe,
TOlKe seeno rocyll,BpCTBO...

MellCll,y TeM OCHosa MopanM 8
oM3Hece - CnpaBeAn"eOe P9UJe·
H..e. L-1 npellCll,e ecero - rocyll,Bp­
CTBa.

MOlKeT ObITb, KeCTa "MHOBH"­
XOS AonlKHa CMeHMTbCA, Ka( KaC­
Ta HeCOCTOATenbHblX I1I1peKTopoB
Ha 3aBO,l1BX? Ho ecnM nOCnBll,HMX
ebiTeCHAIOT 3a6aCTOeK" MHOSbie
..aCTHbie COOCTBeHHMxM. TO xro H
'lT0 CMeHHT Haw..x ....HOSHMK08?
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In Russia everybody ~as a priceI
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FOR most of the 15,000 medium and
. large companies which were auc-

tioned off in the first stage of Russia's
mass-privatisation programme, which

. ended inJune 1994, this is the month they
hold their first annual shareholders'
meetings. And in most privatised compa­
nies the state and workers control the larg­
est blocks ofshares. So the way sharehold­
ers' meetings are conducted will answer
one big question about shareholder cap­
italism in Russia: is there any chance that
the rights ofoutside, minority sharehold­
ers will be respected?

The meeting on April 8th of Irkutsk­
energo, one of Russia's largest producers
of hydroelectric power, would suggest
that the only thing outside shareholders
have to worry about is staying awake.
Shareholders' meetings enable Russians
to indulge two of their passions: bureau­
cracy and voting. Although there was
nothing particularly controversial on the
seven-point agenda, the meeting dragged
on for overeighthours, lengthened by reg­
ular breaks to enable shareholders to
smoke and plot outside the auditorium.

The directors had cunningly decided
to h~lU the meeting in U:;l JEmsk,a grim
town 800 kilometres (500 miles) north of

Irkutsk, the company's base, in order to
force its workers, who own 30% of out­
standing shares, to choose represen­
tatives. If they had all turned up at the
meeting, it would have taken a week.

The main piece of business was to
elect a new board. Under Russian law,
privatised companies are supposed to
have nine directors, of whom only three
work for the company.The top three exec­
utives were voted on to the board with no­
body voting against them. The question
was who should become the non-execu­
tive directors. The state, which still owns
40% of Irkutskenergo, has the right to
nominate two non-executive directors.
The general director (ie, the firm's boss)
then nominated cronies to fill the re­
maining four places.

Interestingly it was the union repre­
sentatives who were least happy with this
arrangement. "We need at least one real
outsider to watch what the other directors
are up to," said one union man. That
suited Brunswick, a Moscow-based stock­
broker, whose foreign clients own 12% of
Irkutskenergo. It nominated as a non-ex­
ecutive director James Rogers, the num­
ber two at clNenergy, the 13th-largest util­
ity in America. Mr Rogers finished first in
the voting, winning 20% ofthe votes cast.
Although three management cronies also
won places, Vladimir Ribalko, a pen­
sioner whom the managers had nomi­
nated to "represent the interests ofother
pensioners" (a poor excuse: the real rea­
son was that, before retirement, he ran the
company) failed to get elected.

However, it wasn't just novelty value
that persuaded Russia's worker-share­
holders to vote for a foreign director.
Hard to credit, but theycould simply have
been impressed by his business acumen.
Two sets ofcomparative statistics suggest
that a little foreign expertise could help.
CI Nenergyhas capacity to gener<ite 11,000
MW; Irkutskenergo can churn out 13,000
MW. The market capitalisation of the
American firm is $3 billion, but the Rus­
sian firm is worth less than $150m. Mr
Rogers is going to be clocking up a lot of
frequent-flyer miles on Aeroflot trying io
work out how he can close that gap.
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Keeping it all in the family

. .

Can outsiders get a fair deal in the emerging economies?

-
~ I IThe Alhanlan stock fully developed market south-east Asia. Just as in markets are more like the US, That family control, those
~ exchange opened for economy. But that is 19th-century Europe, many of which, during its boom period political connections, that
'0 trading on 'I'hursday. irrelevant. It is precisely lhat lhe best investment of the late 19th century, relied deep understanding of local
01 Oh sure, you say, decades·long scope for rapid opportunities arc in the hands much more heavily on stock business habits - this is partly/- 01- another boring east European expansion that makes of family-owned groups. market capital than did what attracts outsider
It) bourse. An opening ceremony emerging economies so Such firms are likely to be Europe. That sounds like an investors into the slock in lhe
>- at which the counlry's altractive. It offers the templed to offer equity lo encouraging parallel: if buying first place. They are ill-placed
-< president praises "an historic western investor the oulsiders only when the deal a basltcl of emerging market lo complain if il goes hand in
~ occasion"; a trading floor in opporlunily to lap inlo much is really loo good to refuse - slocks will expose you lo the hand with a willingness to......
~ the basement of the central greater growth potenlialthan during a market boom which AT&Ts, Coca-Colas and exploit those advantages in
>- bank; an initial list of can be achieved by the mature automatically stacks the deck General Electrics of the 21st dealings with fellow
-< government debt and economics back home. century, you can afford to pick shareholders as much as with......
~ privatisation certificates. Run How easy, though, will the Unless you get up the odd buggy-whip competitors.
Cl .

of the mill stuff. western investor find it to tap manufacturer as well. Docs it malter, anyway? In
Z Before you yawn, though, into the growth of emerging your timing But the real surge in selling an economy growing at three
IJJ just think for a moment. This economies? Even if local US stock to external investors times the rate of a western
~ is a country, after all, which reb'l.1lations allow investment right, you will came as part of the great one, even losing half yourIJJ

banned private cars until 1990, by outsiders, will there be the industrial reorganisations of profits b'TOwth to insiders stillIJJ
end up buying~ proclaiming itself the only equity offerings that really the period. These were leaves you with half as much

exponent of "authentic allow full participation in
in just as the

notorious not merely for their again as the growth you could

fa socialism". Cement outpul local growth? And will creation of monopolies but get at home_- went into building 500,000 investors In whatever vehicles locals are selling
also for the stock market A diversified buy-nnd-hold

~ pillboxes (one for every six there are be given equitable manipulation they involved. strategy in developing
!-< people) against an invasion treatment by insiders? .- That leads back to the markets might expose you to

j \ nobody could be bothered to In Europe's first period of against the new investors. question of whether western the pilfa lis of the loca I
.' mount. Workshops made spare rapid growth, in lhe l!Jth and Still, a study a year or so investors seelling to l1rofit markets, hut it will also

U I parts for long-obsolete Chinese early 20th centuries, there was ago by Cambridge economisl from the growth of emerging expose you to the growth.

~
: equipment, unavailable since little scope for outside equity Ajit Singh showed that, for economies can expect to get Over the long run, the growth

the two countries fell out in investors. Family businesses those big emerging-markets equitable treatment any more is likely to win out - as long

~ 1978. If Albania can he ;111 grew largely on the back of companies which have than the innocenl investor in a!; you avoid allemptinl~ to
1 emerging economy, so can my retained eamings; external succumbed to the temptations Jay l~isk's Wall Street. market-time the emerging

potting shed. finance came from bank loans of a public listing, net external In one sense, the situation is markets cycle. Unless you get

b:J I
Albania is an extreme case, and, to some extent, from finance was remarkably high incomparably better: there is your timing exactly right, you

I'l1 hut it has one charactcristic in hond i!;sucs. Only the great by western standards. now widespread acccptance of will end up buying in as the
CI) common with other emerging booms - railways, for instance The typical British company basic investor protection locals arc selling, and !;elling
..... (and emerged) economies: - tapped the equity market on gets between a quarter and a regulations, and most markets out as they are picking up the
h sheer implausibility. Three a large scale. And, of course, half of its net addition to pay at least lip service to pieces from wounded overseas§ and a half decades ago, who investors sucl\Cd in during long·term capital from these principles - some very investors.
r:: would have picked Singapore these often had very unhappy external debt or equity. For much more than that. Bul So lhe question is: how long
h as one of the growth poles of experiences to report. the sample of 100 emerging today's emerging markets is your long term'! If it is longtl:Jr--- south-east Asia? There are parallels here markets companies he remain biased inherently enough to encompass Albania,
n, Still, to usc a phrase with the difficulty many studied, the ratio is more like towards insiders, if only it is probably long enough to
C') familiar to faithful readers of western investors Hncl in . half to three-quarters, with hecause of the light family copc with anything. By the
0
"tl this column, you would have investing in true growth equity providing the lion's control under which many way, I've got a vel'y

'h "'" to take a very Long View stocks in the strongest share. publicly-quoted groups are interesting potting shed you
indeed to see Albania as a emerging economies, those of So today's emerging still held. might like lo consider ...



funds as
the Califor-

nia Public
Employees' Re­

tirement System (CalpERs), which just
voted to increase from $11 billion to
S18 billion the amount it invests in Eu­
ropean equities.

Of some S500 billion in stock issued
by Europe's newly privatized compa­
nies, about 20% went to U. S. institu­
tions, which demand more transparency
and better returns than most European

are almost in1possible. Company repOlts
are often opaque, if not misleading. And
voting rights are stacked in fa\'or of in­
cumbent executives who sleeo easily
kno\\ing that large blocks of their co~­
panies' shares are in fliendly hands.

Yet acthists can ah'eady clain1 a grow-

del' attack next. Emboldened
shareholder activists are sharpening
their knives for some of the most power­
ful barons or" all, including Deutsche
Bank CEO Hilmar Kopper, Mediobanca
Chairman Enrico Cuccia, Banque Na­
tionale de Palis' :Michel Pebereau, and
British Telecommunications Chairman
lain Vallance.

The mov,!!ment is young. And so far,
it has seen m0re defeats than victories.
But if present trends continue, the

OPEN SEASON:
CLOCKWISE FROM
LEFT, DEUTSCHE
BANK'S KOPPER,
BRITISH TELECOM'S
VALLANCE,AND
BANQUE NATIONALE
DE PARIS' PEBEREAU

EUROPE

SHAREHOLDER
REVOLT
From Barcelona to Bonn,
CDZ'j dealings are under
attack-and the balance of
corporate power may shift.

I
t was supposed to be another mega­
deal, no questions asked. On Sept. 1,
Fiat, Pirelli, and all-powerful Medio­
banca announced that Gemina, an in­

vestment company under their control,
would acquire the assets of the collapsed
Ferruzzi empire. Overnight, Gemina
would become Italy's No.2 conglomer­
ate-\\ith the Agnellis and other mag­
nates calling the shots.

Yet, for once,
questions were
asked. :\Iinority
shareholders,
fund managers,
and financial ana­
lysts are erupting
over the Gemina
deal, charging inade-
quate disclosw'e and backroom
manipulation. "At this point,
we've been reduced to spec­
tators," gripes Stefano ·Pizza·
miglio, a fund manager at.in­
\'estment company Finanza
& Futuro Holding, \vhich
owns 3.4% of Gemina.

Europe's fat cats better get used to a
permanent increase in the noise level.
Their days of cozy dealings could be
coming to an end as investors raise
their voices. Shareholder acth,ists are
pushing companies to boost profits and
dh'idends, oust poor management, and
scrap executive-pay plans not tied to
performance. They're setting up share­
holder-defense committees, fighting for
their rights in cow-t, and seeking basic
securities-law changes. Even Europe's
holding companies, famous for their love
of entrenched management, are urging
companies in their portfolios to boost
l·eturns.

Corporate Europe needs the wake­
up call. ?t'Iinority shareholders have few
rights. Assets are trapped in underper­
forming companies. Hostile takeovers
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companies have ever been subject to, Other motives may have been at play. not whether to change, but how much
Prh'atization has also created a small Observers belie\'e that B~P Chairman and how fast, Yet its minority share·
arm\" of domestic im'estors, mam' of Pebereau, who led the attack. most like- holders can be leg-ally treated as second·
whom are learning to band together or Iy was eyeing Suez's Banque Indosuez, class citizens, such as when the jIitrz
to enlist the aid of shareholder acthists. an im'estment bank with a \'aluable Group, the country's second-largest
The result will not be a wholesale adop- Asian franchise. brewer. sold off a Hamburg bret,\'ery
tion of the U. S. svstem. But more com- Ironical1\' Pebereau may be the next late last year. jIarz Group got S·5:2S per
panies \\il1 allow independent outsiders target. Some insiders think another I'ea- share. But minority holders got only
to sit on boards and question manage- son he was eager to get his hands on S396 a share, based on an accountant's
ment decisions. They also \\ill be un· Suez was that the merger would dis· repOlt that shares were worth 25c;c. less.
del' pressure to moi'e openly disclose tract attention from B~P'S own troubles. Gennan)"s corporate boards are also
operating results, strategic goals, and including poor profitability, problems tmder attack. At one le\'el is the super­
e\'en their mistakes, with real estate holdings, and a Ian· \isory board. made up of business. ban.1.::.

The battle has recently been hottest guishing share pl'ice since the bank's and union representatives. They appoint
in Fl-ance, O\'er the past decade, France privatization. Foreign fund managers the chief execmh'e, yet his executi\'e
has e\'oh'ed from a dil'igiste, state·dom· are ah'ead~' complaining, nominations, and are supposed to scnlti·
inated system to a cap- ------- 'nize strategy. But they

italist halfwa\' house. meet onl\' once a ouar·
The biggest companies V\lhy Europe's Shareholders tel' and are dependent
continue to hold major on information fed to
stakes in one another, Are Up In Arms them by the second
and a small cadre of tier, the management
executh'es dominates board, Critics nl'1d the

THE CHARGES ~: WHO'S TARGETED dthe system at the top. s\'stem too lax an
many pledging not to CORPORATE Banks and companies hold large ~ Deutsche Bank-Daimler Benz, biame it for spec~,cuJar
interfere in each oth· INCEST passive stakes in one another : Suez-Banque Nationale de scandals, including
er's businesses. 'With and sit on each other's boards, ::i Paris-UAP :'Ietallgesellschaft's oil·
few pension funds ancl giving managers little incentive derivati\'es losses,
mutual ftmds in France to boost shareholder value 1 which required a $:2.5
to buy shares in prh'a· billion bank bailout.
tized companies, the MINORITY In mergers, minority shareholders! Marz Group. Lafarge-Coppee, HOT SEAT. i\Iam' fin-
government has sold ABUSES often get no oifer at all or : Lagardere Groupe, Societe gel'S point at G€l1nan~"s
key stakes in former a lower price than majority : Generale most powerful instittl-
state companies to in· shareholdersdO~, tion, Deutsche Bank,
dustlial holding compa· PRIVATE for its failtu'e to detect
nies to keep these as· Bosses have named family ! Danone, Pinau!t-Printemps- the problem. Deutsche
sets in French hands. flEfOOMS members as successors, renamed ~ Redoute, Lagardere, Bank was Metallge.
NO VISION, Now, this companies after themselves, and 1Laura Ashley, Mediobanca sellschaft's largest credo
cozy system is unra\'- arranged deals to benefit friends i . itor, and the bank's cor-
elin!r. In June, bankin!r ' porate-finance chief,

~ ~ LACK OF Company statements hide rna'Jar \, Gemina, Daimler Benz,giant Compagnie Fi- Ronaldo H. Schmitz,
nanciel'e de Patibas, in- TRANSPARENCY problems, from underfunded j Banco Espanol de Credito chaired )IC'S supeniso-
sm'er Allianz, and oth· pensions to financial irregularities~ rv boat·d. :'tIore recent·
el'shareholders ousted UNEVEN Forget one share, one vote- iDanone, Elf Aquitaine, I)', Deutsche Bank has
the management of VOTING RIGHTS longtime and inside shareholders ',i RWE, Investor also been in the hot
Na\'igation Z\Iixte, an seat O\'er a Stling of fie
unwieldy $3,1 billion often get better voting rights j ascos at Daimler Benz.
holding ·company \\o;th than individuaf shareholders I In late June, Daim-
interests ranging from ler warned of se\'ere
aircraft to perfumes to OATUUSINESSWE:K losses for 1995, just
orange groves, because they believed In the end, what's important is that four weeks after predicting a rosy fu-
founder and longtime Chairman Fotuni- cracks are opening in the noyalL dUT, or ture at an annual meeting. The strong
er had no strategic vision. '''We couldn't hard core, of stable shareholders that mark is partly to blame, but some be·
get any indication from Fournier as to protects French managers from the ra,\"- lieve Daimler's problems go to the heart
where the company was going," com· ages of market forces. Now, France's of the corporate-governance system.
plains Palibas Chairman Andre Le\'y, business chieftains are on notice that "It's all one big ingro\\1l club, a classic
Lang. "'We were not satisfied \\;th the they, too, must watch their companies' old-boy network." says University of
status quo:' . performance or suffer the fate of Chicago Graduate School of Busi~ess

An even more monumental re\'olt fol· Fournier and \Vorms. Paribas' Len· Professor Merton H. ~riller, who has
lowed at Suez, the giant of French hold· Lang is concerned, ''I'm not satisfi~d studied the German model. "You cover
ing companies. Chairman Worms was and neither are nw shareholders. be· LIp fOI' one another. Thel'e's no one to
forced out for failing to give shareholdel'S caU5e the share pi'ice is too low and say 'you blew it: and you ne\'er ha\'e to
an adequate retUl11 on their investment. our earnings are, too. The message admit VOllr mistakes."
an argument rarely heard in a country we'!;; gettin,% is that \\'e need more fOe No doubt, Deutsche Bank's hold on
\\'here directors don't have a legally bind· ellS, he says. , Germany Inc. is tight, Its board mem-
ing fidiciary duty to protect im'estors. Like France, Germany is debating I bel'S ha\'e seats on more than 100 large
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tating for shareholder rights, acthists
are homing in on new targets, Among
the big imles are pay packages and op­
tion plans executh'es are rewarding them­
selves, High on the hit list: the generous
bonus of British Telecom's Yallance.

In Italy, by concrast, change is far
slower than in the ~orth. Total stock
market capitalization amounts to just 18%
of gross national product. compared \\ith
130% in Britain. Despite the lising asser­
th'eness of outside shareholders and fund
managers, it \\ill .ake longer to crack

I
.he iron glip that .he state and a small
clique of powerful bdustrial heads ha\'e

I
on most of Italian industry. The system
leaves the stock market tUldeYetoped and
minority shareholders powerless.

I A key obstacle to refol1n is the secre­
ti\'e me'rchant bank )Iediobanca and i,s

, 57-vear-old Chainnan Cuccia. ~Ie(lioban·
ca is the hub of ~orthern Italy's indus­
nial dynasties and the dridng force of
the private sectOl: It has swkes in many
blue-chip Italian companies. and they in

I
turn ha\'e stakes in ~Iediobanca. The
web of interlocking shareholders acts
in concert when choosing boards and
voting on managen,ent decisions, such as
Gemina's takeover of Ferruzzi, which
affects 30% of all 5hares traded on ~Ii­

lan's stock exchange.
FUTURE BLOCK. Clitics allege that by
grabbing shares of newly prh'atized
banks and installing its own manager5,
?lIediobanca is pre\'enting Italy from
reaping the benefits of pli\·atization. In
July, Italian antitrust authorities
launched a probe into whether Medio­
banca is hindelir.g competition. Medic­
banca \\'ould not comment.

Clearly, Europe is only in the early
stages of what \\i11 be a long campaign
to bling its corporate oversight up to
the expectations of global investors.
That may mean taking painful steps,
such as changing accounting practices,
la)ing off wCl'kers, and mO\'ing produc­
tion outside of the country.

It \\ill also mean revealing treasw'ed
secrets, as Jerome l\Ionod. chainnan of
France's Lyonnaise des Eaux has de­
cided to do. With 28% of his sharehold­
ers outside France, Monad announced
on Sept, 4 that he \\ill publish his sala­
ry and stock options in the company's
annual report beginning next spring.
That a leading French executh'e has
taken such a step proves that Europe's
shareholder revolt is far more than a
fleeting trend. It is penetrating the in­
ner sanctums of Europe's corporations.

By Paula Dlryer in LOlldoll. with
Chl'istillG Bennett in Rome, .Harsha
Johllston in Pm'is, Julia Flynn in LOll­
don, and [{aren L01~'I"Y .Hillel' in BanI!

to pre\-ent Daimler's missteps, its atti­
tude toward governance issues is under­
going a sea change. It has reduced its
Daimler stake, from 28% to 2-1"!'7c, and
says it plans to scale back holdings in
other companies as well, Its mutual­
fund arm, \\;th $77 billion in\'ested, now
sends representatins to speak at the
annual meetings of BASF, Hoechst, and a
dozen others to push for better rettU11S.

In Blitain. which led Europe in agi-

The cream of French business has
come tUlder NeUville's attack, in and
out of court: Pinault-Plintemps-Red­
oute, Euro Disney, a.nd Banque Pal­
las-Stern. Mistreatment of minority
shareholders in takeovers is a com­
mon complaint. Her campaigns ha\'e
led regulators to tighten takeo\'er
rules, and executives credit her \\ith

companies in which it holds stakes, in­
cluding 24% of Daimler, the country's
largest company. Deutsche Bank CEO
Kopper chairs Daimler's supervisol'y
board and sits on seven other boards as
well. Critics allege he can't possibly
have the time to do each job \vell. More­
over, of the 20 executives on Daimler's
supervisory board, only two have ex­
pel;ence running a major manufactw·er.

E\'en though Deutsche Bank failed

A'IAfLABLE COpy

CITOYENSI
TO THE CORPORATE BARRICADES!

COLmE NEUVIllE "-' sue, Recently she was named a direc-
, '.... tor of the investment bank Paribas~ ,

She has attacked the.elIte of,.,; :.. , Crusading is Neuville's second ca-
France Inc. Takeover rules, as a -: .reel'. She did economic research for a

, result have been strengthened ',French tiremaker and NATO ~efore
, .. staying home for 20 years to raise .

ability on a reluctant France Inc, her children. She owns few shares
The feisty mother of five jumped herself, she says, because of her .

into t.he governance game in 1990, modest means: 'We live off my hus-
when a Paris brokerage that held her band's pension, and I travel second­
modest stock account went broke. She class with a family discount." She'll
fonned an association to rescue small never get French executives to fol-
clients' sa\ings. It snowballed into low suit. But as France's godmother
France's first big shareholder advoca- of governance, Neuville is forcing
cy body: the Association for the De- fresh air into a musty system.
fense of MinOlity Shareholders. • l}Y Ste1cart Toy. 'in Pm'is
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Vladivostok man

I Russian finns would sooner have a vodka tax than a foreigner
on the board. Why, then, make an exception forAndrew FoX?

cumulatT~~~~~i~~ I.···...'.··.·.··icil·iI·~'i!",.ii-.~..
Board seats heldby~

outside shareholders__
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for a form ofproportional representation:
ifthere are ten seats on the board, a share­
holder who owns 10% of the firm should
be sure of at least one of them. Around
two-fifths of Russia's larger firms were us­
ing cumulative voting to elect directors by
the end oflast year, up from a mere 7.5% in
May 1994. That was enough to keep the
proportion of outside directors rising­
though the figures also show that employ­
ees and managers were, ifanything, tight­
ening their equity control over the firms
in which they worked.

Informal barriers against foreigners
can be even higher. For instance, BorisJor­
dan, the American boss of a Moscow in­
vestment bank, Renaissance Capital, re­
cently found himself temporarily denied
a visa to re-enter Russia after he had led a
group ofinvestors pressing unsuccessfully

for board seats at a big metals firm, Novolipetsk, where outsiders
had accumulated 44% ofthe shares. Although Russian assets are
extremely cheap by any international measure and Russian
firms are desperate for capital, such incidents explain why many
foreign investors are wary of investing in them.

Is that Annani oryourmoney?
If Mr Fox's uniqueness largely reflects the short-sightedness of
Russian industry, it also says a little about other foreign investors
in Russia. In Moscow, his counterparts are notable mostly for the
size of their bodyguards and apartments. Set against these
Guccied carpetbaggers, the slightly scruffy Mr Fox, who aspires
to be a "soft and fluffy" person with whom to deal, is endear­
ingly local. He encourages hard-pressed managers to lift their
heads briefly above the daily fight for survival, and to develop

some sort of strategy for their company
·that might even attract new capital. "I say
to them: today we are the directors, we
represent the owners ofthe company; to­
day we are not the managers. Let's talk
about what would happen ifwe did have
some money. Humour me."

Indeed, Mr Fox's real secret is his in­
curable optimism-in particular about
the prospects for the Russian Far East,
which, for all its mineral wealth, has re­
mained one ofthe poorest and worst-run
regions of the country. This summer it
was wracked by strikes and energy short­
ages that promise a difficult winter
ahead. Nor does the rest of Russia offer
much to lift the mood: GDP shrank by S%
in the year to September, and doubts
over Boris Yeltsin's fitness to rule mean
that the stockmarket is volatile. Small
wonder if the struggling firms of Vladi­
vostok feel the need for at least one per­
son in the boardroom, foreigner or not,
who is certain things will soon pick up.

o 10 20 30 4D•..........•..........•..........•..........•
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A revolution begins?

T HERE are many examples of opti­
mism in business. Few match pitch­

ing up in a freighter at Vladivostok and
declaring that Russia's Far East, a place
that even crime-seasoned Muscovites ap­
proach with caution, is about to boom­
particularly if you were previously em­
ployed as a bond trader in the compara­
tive comfort of the City of London and
your Russian connections are minimal.
Nevertheless, this is precisely what An­
drew Fox did in 1991 when just 28 years
old;

Since then this rather unassuming
Englishman can claim a degree ofsuccess.
He started a stockbroker, Tiger Securities,
and with partners put $50,000 into a scat­
tering of local firms during Russia's first
wave ofprivatisation in 1993. At the time,
equity was absurdly cheap: $400 bought
Mr Fox 22% ofan engineering firm that now, he says, makes prof­
its ofmore than $20,000 a month. He also paid 1.5 cents each for
shares in a cement company; they peaked a year later at $6. In
mid-1994 his First Vladivostok Fund raised $12.4m at what
proved to be the height of Russia's first stockmarket boom. The
funds' investors have not yet made the fortunes that Mr Fox
hoped, partly because the Russian stockmarket has been so un­
stable and partly because the country's Far East has yet to thrive
in the way he expected; but neither have they lost their shirts.

In the meantime, despite operating in the sort oftown where
a foreign investor poking his nose into local companies might
soon find it broken, the mild-mannered Mr Fox has become a
fixture of the local economy. He holds seats on the boards of
some 20 companies, including the huge Far Eastern Shipping
Company and the Vladivostok Trade Port, which occupies four
kilometres (2.5 miles) of the city's water­
front. Mr Fox has even been welcomed
on to the board of the Vladivostok Stock
Exchange and aonce-secretdefence-engi­
neering firm, DalPribor, which used to
make' electronic snooper-buoys that
track submarines. Now, with Mr Fox's
help, DalPribor is trying to make hair
dryers instead.

Most other foreigners can only
dream of such representation. Russian
boards are still dominated by bosses re­
luctant to concede places to outside
shareholders in general, and to foreign­
ers in particular. They and their workers
fear, with reason, that the entry ofan out­
side shareholder could eventually mean
sacking and restructuring. And since
managers and workers control 60% of
the average Russian company, they can
often block the way.

In theory, shareholders' rights are
protected by a law on "cumulative vot­
ing", introduced in 1993, which provides

92

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I THE ECONOM1ST OCTOSE~ :l6TK 1996

fJf:..·ST AVAILABLe COpy

I



I BESTAVAILABLE COpy

LAW a TAX UPDATE

Balancing stockholder rights and effective corporate governanceI
I
I
I
I
I
I
I
I
I
I
I
I

During the past three years there has
been increasing pressure on Russian law­
makers to protect stockholders from "con­
trolling persons" in the context of acquisi­
tions and mergers. whether such control re­
sults from ownership of a block of stock or
from other relationships. including key po­
sitions in management of Russian joint­
stock. societies (sometimes referred to as
"stock companies") or through management
contracts.

The President and Parliament have reo
sponded by passing several enactments pro­
tecting the rights of such stockholders. Most
of these provisions are contained in Part I of
the Civil Code. the 1995 Law on joint-stock
societies and two Presidential Edicts.This ar­
ticle is one in a series which will explore these
rights in detail and analyse their effect on the
market.

Many investors are now asking whether
this protective legislation goes too far - im·
peding the ability of management of Russian
stock companies to take the business decisions
necessary to ensure growth and to best serve
the stockholders generally. As more stock­
holders become aware of these statutory pro­
tections. the full impact of this legislation will
be felt.

In addition to various preemptive rights to
purchase newly issued stock (certain of which
may be set forth in a company's charter and
other which may not be waived. ie they are
imperative statutory rights regardless of
whether they are set forth in the charter).
stockholder have the following rights in the
context of an acquisition as set forth in the
Russian Federal Law on Joint-Stock Societies.
Our next articles will compare these rights to
Ihose in other Russian legislation - some of
which are contradictory.

Large-scale transactions
Articles 75 and 78-80 of the law on joint­

stock societies provide stockholders with the
right to vote on certain"large-scale"transac-

tions (including acquisitions or mergers) - ba·
sically transactions the subject of which is
property whose value exceeds 50% of the bal­
ance sheet value of the assets of the company.
Also. stockholders voting against. or not par­
ticipating in. the voting with respect to such a
large-scale transaction. the reorganisation of
the company or changes in the charter of the
company which limit their rights have the right
to demand the company to purchase all or part
of their stock at market value.

The 30% Rule
The law on joint-stock societies also con­

tains provisions more expressly protecting
the stockholder from a "corporate raider".
Persons intending to acquire 30% or more
of the common stock of a company with
more than 1.000 common stockholders must
provide 30 days notice 10 the company and
any such potential acquirer of more than 305
common stock must offer to purchase the
stock belonging to other stockholders at a
price not less than the average weighted
price for the stock purchased by the acquirer
during the prior six month period (ie prior
to the acquisition of the 30%). This stock­
holder right may be waived by amendment
to the company's charter or vote of disin­
terested stockholders.

The 30% rule may pose special problems
in the context of privatisation. For example.
an investor who successfully tenders to pur­
chase a strategic bloc of stock of a company
undergoing privatisation will often pay a
premium in the form of an investment pro­
gramme. If the 30% rule were applied to
later purchases of stock hy such an inves­
tor. it is not clear whether the investor would
be required to offer to other stockholders a
purchase price based on an inflated pur­
chase price (ie the nominal purchase price
paid for stock purchased from the State
Property Fund and the commitment to be
paid to the target company in the related
investment agreement).

In the absence of assurance that the 30%
rule would not apply. investors must thus
take care to time such purchases after the
expiration of a six-month period. It is ad­
visable for investors planning to participate
in a commercial competition or investment
tender as part of the privatisation process.
prior to submission of a bid. to discuss these
issues and the issues described below with
the State Property Fund and the State Prop­
erty Committee and to request that the char­
ter of the target company be amended to
clarify these issues.

An even more worrisome question is
whether the 30% rule could be applied in the
context of the investor who is tendering to
purchase from the State a strategic block of
stock of a company undergoing privatisation
if the block is equal to 30% or more of the
common stock or together with stock pur­
chased by the investor at auction would equal
30% or more, ie are such tenderers required
to offer to purchase the stock of other stC' .
holders.

Where the block is equal to 30% or more
it may be argued thaI the privatisation leg­
islation prevails and the 30% rule does not
apply - but this argument is more difficult
to make if the investor's holdings equal or
exceed 30% due to separate purchases of
stock sold through auctions. Many equally
challenging questions arise regarding appli­
cation of the 30% rule outside of the priva­
tisation process.

The next article in this series will treat"con­
trol person liability" set forth in the law on
joint-stock societies and other legislation pro­
tecting shareholder rights (in particular the
Civil Code).

Bv William E Butler and Marvann Gashi-But­
le~ Professor Butler is Dean'ofthe Facufty of
Law, Moscow Higher School of Social and
Economic Sciences; Marvann Gashi-Burfer is
an experienced CIS inter~ationaftransactions
lawyer. both having been active in this fi
since 1987.

Ust of Legislation

Decree of the Government of the Russian Federation 31 October 1996 No. 1299 confirming various statutes regulating the conduct of competitions/auctions and
licensing. These detailed regulations call for the creation of a commission to suoervlse

comoetitions and auctions of import and export Quotas and the new procedures for

awarding licenses and Quotas with respect to foreign trade.

Decree of the Government of the Russian Federation 21 November 1996 No. 1378 -Concerning the Creation Under the Mintster of Finance of the Russian Federalion of a
State Organisation On the Formulation of a State Fund of Precious Metals and PrecIous

Stones-. This decree was adopted pursuant to the President's August edict calling for a

general restructuring of Federal organs of power. Additional regulations have recently

been adopted relating to the ooeratlons by banks in preCious metals.

Russian Federation Federal Law 21 November 1996 NO. 129-FZ -Concerning Bookkeeping Accounts (Accounting)". This law (Only recently Signed by the

President· but adopted by the Parliament dunng Spring 1996) and vanous recently

issued regulations fundamentally Change reQUliements applicable to foreign companies
operating through representation offices or branches' essentially increasingly

Significantly accounting requirements to the level of that required for Russian
companies. They contain other Important changes which increase reporting
requirements for all entities (Russian and foreig~ companies). Additional recently
adopted legislation relates to accounting for VAT and excise taxes.

Decree of the Government of the Russian FederaltOn 23 November 1996 No. 1407 'Conceming the ConfirmaltOn of the Statute Concerntng Licensing of Realtor ActiVity'.
ThiS decree regulation actiVities of realtors. defines such activities very broadly and
reflects the general movement towards closer regulation of profeSSional actiVities In

.. Russia.
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rOCPErynUPOBAHUE PblHKA

cPeAep~';Hble' 3BKOHbI, CWA, pernSMeHTHPYIOU4HenpOAaJKY HOBbiX BblljyCKOB IJlC/.4HH;· Tpe6yIOT
OT 3MHTeHTOB T/..ijSTenbHoH nOArOTOBHTen&HOH PS60TbI H3HSlIHTenbH&lX aSTpST.·~. ,"" .

Bo BpeMJ:I6YMa 20-x ro.llOB npo- Moil, npC.llHa3HaqcHHoA He CTOJI&-:' 'Ta~C HMeIOTCJl3aKOHhl, 06yCJIaB-
.llIDKa MHomx HOBhlX llKUHA Co- KO.!VUI npe.llOCTaB1IeHWI HH4>op--JIHBaIOUtile pemcrpamoo H.IJpo.lla­
npoBo:x<;ZJ;aJIaCb MaccoA 06Ha,llC)jQ{- MalUfH, CKOJIbKO .!WI OTBJICqCHWI >KY HOBhlX u:eHHhlX 6YMar. HeB3H­
BalOllUIX' o6cw:aHHit, B KOTOphlX qHTaTeJIcit OT d>aKTOB, K KOTOPhlM,: . pag HaTO,,'ITO MHOl1le tpe60uaaWl
«paK'I'H'lccKaJI HH«popMau:WJ 3aHH- B03MO)jQ{0, y SEC MOrJIH 6hl 803-· 3aKOHOB, (C3aKOHOB qHCTOrO
MaJIa JIHWb HC3HaqHTeJI'bHYIO HHJ<HYTb npeTeH3HH. KaK npaDH- Hc6ll»' -bluc sky Jaws) BeChMa
qaCTh~' 3To' nOJIOXCHHC H3MCHH- JIO, npe,llBapHTeJIhHhlit 3CKH3 pac- . cXO)jQ{. C, TpC60BaHHBMH. KOMHC­
JIOCb B J933 ro.llY, Kor.lla KOH~CC npoerpaHJICTcSI cpe.llH nO.llDHC'IH-~.CHH, TeM HCM~HceouH cnoc06Hhl
H3.llaJI 3aKoH 0 U:CHHhlX 6}'ldarax. KOD H CHH.llHKaTa no C6hlTY., .. cQ3JlaTb KOMnllHHHMaccy.HenpH­
(Truth" inSccurites Act)•. TIOCJIC-, Ho nOCKOIIbKY eCTh B03MOJICHOCTh,.. Jrl'HOCTeA, H Cyw:CCTBeHHO yBeJIH­
:m>ro B 1943 ro.llY 6hl1l TaIOKC npo- 'iTO' HCKbTOphle KOnHH MOIyr,no-· •'IHTJ>.llOnOllHHTeJI&HhlCJOP~ec­
BC.lleH 3aKOH 0 6HPxax, H BTOT xe naCTh K ny6JIHKe, Ha 06JIOJICKCOT- . mc H a,llMHHHcrplmIBHhle p8CX0,llb[.
ro.ll ,.llJISI ynpaBJICHHH Ha 6a3e 'MeqaCTCJI KpaCH.bIM wpHeproM, 'iTO . TaKHM 06pa30lof,BCC B.bIUJCOIIH­
o6oHX 38KOHOB KOHrpeCC yqpe,llHJI npocneKT ew:e, HC nO.llBepraJIcJI"·~C .npollC.llYP.bI 1ipeuPaIUaIOT
KOMHCCHIO ·no u:e~HhlM .~araMaHanH3YSEG~,'-.. - ''-,~·'~.nO.llr~BKY, K~npo.a:uec. HODOro
H 6Hp"?M .(Secunt~ -& EXchnge . 06.b1'1H.bIA 06'heM ~neKTa ,--". BhlIIY~ic~B ~C~'.ll~pO~lIIllce
Com~oJ;1 ~ SEC)•. ,-,~~.' • ~,' ~ ...... ,,-20-3p; CTpaHH.U:, .HO 6hlBaeT:McponpWIJ'He.. ~c;:J'l!-.3l1.IIOJtI'O'..1'OB-··

-SEC. 'ipe60Bana noJIHoro pac- . H 60JI.~~e~ 9,llHaKO: ·HeKOTOp.bIM ::~ KYBeCXHe06xo~4JopMH.,BW- _
Kp.bITWI COOTBCTCTBYIOUJ:HX,cpaK-. XopOWO 3apeKOMeH.llOBaB~HM . ,nyCK npocnelrnl MOIyr .ll0CTHl"l1Tb
TOB, npe)lQl;e qeM KOMnaHWI OT- . ce6S1 KOMnaHHHM H cnyJK6aM" co--":coreil' T.bICsN ;".llOJVIapo~ O,llHaKO
KP.bITO npe,llJIOJICHTCBOH aK!-lHH OTllC'JCTBYJOILJ:HM. OQpe.o:eneHH~ .~.;~~CpanbHwa 3aKOH, OK H 3~O~.

HJIH OMHraLJ:HH ny6nHKe. KOMna- BhlCOKHM C1'8Jf.ll3pYaM cPHHaHCO,,:,..; HYB_6oJIbWHHCTBe WTaTOB, 06Cc­
HHSI 06J13aHa npC.llCT8DHThno-. BoA OTBcTCTBeHHoCTH, KOMHC- • ne'IHBaCT «JIa3e~ JVISI He6oJIh­
.llpo()~hlit .ll0KYMeHI' O· perHerpa- cHeA pa3peWCH BhlnyCK.KpaTKHX. "-WHX Ko".n~fiHA.·:~''I3~OCTH,

· l.UfH U:~HWX 6YMar,. r.lle ,llaCTCg' npocneKTOB. B 1970 I'OJ(y;SEC oc- : eCJIH lleRa HOSOrb BYIiycJal.Henpe- .
.lleTaiIhHaJI . HH4>oPMau:WJ 0 Bcex JIa6HJIa DpaBHJIa Hpac~- ~, BhiniaCTS1;S 'MRIt>"'--,OHii8HHH
napaM~ ec «pHHaHCOBoro no-.\ JIa npHBHJIerHIO .. Ha .KOMnaHHH, ~::Tpe~yeTCJ.I A4JOP~1":~.~-S.EC
JIOXCeHWI, aKTHBhl H 06J13aTeJIloCT-:.·~ HMelOl1.UfeTBep.ll.~ «PHHlUfCOBOC ,I: .KpaTKYIO.:'J"PeJ:xC'J'PaUHQHHYIO
Ba, qeM.oHa BJI8.lleCT H pa3Mep ~ nOJIoxeHHe H, 3aper:HC1pHp9BaJ!-~'~p".y?"<STo;J:;Hi3~p-
ee .ll0JIra. 'Taae. Dpe.llCTaBJIJlCTCg WHe YCTOA'lHBYIO npH6hl1lh BTe~c:" '\';:MJIcHHe nO'nPamiJiYw~cxo,lUl
.llOKYMeHTaIlHJI no npH6.b1JIJlM HHe HeCKOIIhIOlX1,ICT~ ~~)i . i ~''H3'iiero<icOMnailHHMOm~-

·H y6hlTKaM' 3a: nocne.llHHe He- nOKa YCJIOBWI 'HOBOro D&lnyCKa . J . ,,' .-.,.-, S!":o61,--1
-.. K' ,m<. 0"- 'BM'c...... C <>"1'01>1 KOM HC'CJIe"'YIOTC" KOMHCCHC""· 'HH •.~,~!:.~~~~;;._.:iC O....Ki ....... ...'" ....n.... - ..... n, '_:;"JlBJICHHa':O:::;p83MCDleHRH;.':';·~Ul.
; naHWI .llOJIXHa: yK838Tb KaK Bee.. O.llHH 6poKep HJIH.llHJIep He HMelOT~JCTOHMocii;',~,Jn.inycKa:~CT
B.bInyCKH H· YCJIOBWlCBOHX·lleH-:· npaBa .npC.llCTaBJIJITh' _ny6JIHKC ·;EMCHcc'S100:;riic:.TOHC:1PC6YCTCJI
HhIX 6YMar;.' KQTOp.ble HaxO,lUlTCSI KaKYIO-JIH60 JlOnOJIHHTeJIhHYIO ~:~Jla:ice 06hJiBJIeJOOr~:*B"To:E:lIpCMSI

- Bo6pamCHHH; TaK H cn:eCOK . HH4>oPMau:HIO HJIH.llaJICe B.bICKa3W: -~";,llJIJI\BHnyCIcOB~1~lliei~j,{()Jyr .
.llOJIJlCHOCTHhlX JIHll·· H ,llHpeKTOpoB' BaTbCBOC~e~c;o.~eM,·B Kat;[C ~",:'.6b1Th: 'KJI~ctH4nil(kposaHy,,'KaK
BMccre~-OKJI8.llaMH BhlCwcA nJI- CTBe peKJIaMhl OH MOXCT 0nyWi'H- . ·'1aCTHOe""ilJ(oXeHHe~4~.anH,.aJIa

· TepKH, ·nOJIyqalOlIlHX ....~BYWe,.::}c0JJaTb .npocneKT",HJIHJlCTanbHOC .(06ill'1Ho.tcUCDa~IIO·3IOT

·$5000B-KaqCCTBe COBOKYDHOro.' lI3JIOXeHHe'CBOHX coOOpaJICeHHA.-. He 6OJiec-"":3S~~~ei~~~m
B03HarplUK.lleHHSI.Kp.OMe..Toro,.. KpoMe 3TOro, OH MOXCT BOCnOJI&- ··B . em .;: .. ' ' J.n1,ic,';',·> ifliYOim- .
YKa3.b1BaeTCSI cnHCOKBCeXJIHIl,' 30BaTbCSI ~1'OJIhKO e.llHHCTBeHHlllM-:\~m~iS:SE~~7Pe6Y_
.llcPJKa1llHX~ee '596 JIJo6oro.1I3. cnoco6oM peKJIaMhl. 3To TaK Ha-_~ eTCa BOo6 e.~;:·;':': . ,i1,~' .
BUTTVCKOB KOMJIaHIdi:. H HaKOHCU:- -·.3hlBaeMOe-cHa,llrP06h~~(tomb-£.:..·, .• v"" ...~. < •• ,..?,., ..\1'>
--;,.. • - , , '. .. ) _yo _. ...... ....,. .....OHC'lHO 'npIlIIIUq . ..H:or-

KOMJIaHWI ,llOllXHaOnHcaTb B~e;. stone - peKJIaMa, B KOTOpon yKa- ....:.JIacm.B ~m.m~~¢tC1!~n6Mo­
CBOH oqepaII.l1H. . '., . 3.b1B8CTCSI TOJIhKO H33B8HJIC Bhl-:):.raeT'3ail~rHTk~>OJnla­

,l:(aHH1>IC .npe.llOCTaBJIJlIOTCJlnyCKa, ero u:eH~, pa3Mep,HMeHa:~";KO1fadrO"c~SECdmw­
B BH,lle neqaTH0J'() npocncIcra,.Ko-. aH,llcilPaitTepoB H .zuu.tepoB!. CB.SI-.·;·KOM art'HBHa B :noJ,i'i'u.:i"""ll1Te-
MHCCHJI CJIe.llHT, 'iT06hlOH 61>1JI . 3aHHhlX C HHMH. . ; . _ ;' ..~-."..,-~•

. .lloCTYfieH~JII060MY B03!dOJICHOMY HHol'.lla .B..I'83CTe cWall· Street • HHH. ,l{aHHOCJlpaBJfJI9. MC!~CT OT-
nOKynaTeJIIO HOBOrO BwnycKa. .Journal.. HJIH ,llpynIX Kpyn.HhIX H3- nyfHyn, M~()rHe.._.KoMnaHHH
06aQHO TpC60B8HWlK npe.llo- . .llaHHJIX·tdOJICHO BCTpCTHTh.He- OT npHB~eqeHHJI' non06Hbl~
CTaBJICHHIO npo~ncKTa' HMeIOT . CKOJIhKO' CTpaHHYIO, Ha nepBhlit. nyre~ HOBhlX cpe.llCTB WUl pa3BH
CHJIY ]I]fjI' ny6JIH<JHhlX .aKl(HOHep- ;. B3fJIg.ll, pCKJIaMy, KOTopaSl, THg. O.llHOBpCr MeHHo,;.;3anpeT
HhIX KOMnaHHH: B TCqCHHe 40 ilHcA C . o.llHoA 'CTOPOHhl, 06l>SlBJIJlCT .Ha pacnpoerpaHeHHC KaKoA-J1H60

· nOCJIe HaqaJIa npo.llaJIC, .!VUI KOM- 0 HOBOM BhlnyCKC, C,llpyroA, KOH- HH4>oPMal(HH 0 KOMnllHHll .B"TOT
naHHH, . BnepB.bIe npC,llJlaraIOw;cA CTaTHpyCT, 'iTO OH yxcc nOJIHOCThIO MOMCHT, KOI'.lla~e~eeHOJJOro
ny6.JmKe UCHH.bIC 6YManr, npe.nyc- npO,llaH. ,LJ;e.n0 B TOM,. 'ITO, KOr,lla BmryCKa aJCI.U{It HaxO,llHTCSl Ha pac­
MaTpHBaeTCSI 90-lUiCBHbIit CPOICHOB.bIA BmryCK nOJIHOC'l1>IO npo_ CMorpe~ KOMHCCHIf,-1lI0xeT JIM...

IIepc,ll H33HaqCHHeMlleif.bl HO- ,llaH C onepcxcHHClwi:" rpa<pHKa ~eCHHBeCTOpO~~CCTBeHHOA
Boro BmrycKa 06LI'1HO nCqaTaCTCSI npeWIoxceHWI ny6JIHKe, .cHH.lunCa- .ruDl"-'P~~ Beeh nepHO.ll npo­
npC.llBaJ)HTCJIhHhIA 9CKH3 npo- ThI aH,llCppait'repos peKJIaMHpYJOT sepICH.......p". npoIIaflllW>l HOSOro
cncIcra. 3CICH3W, ew;e HC npoCMOT- cro H3 coo6paxeHHit npCCmxca. BbIIlYCKa - 003yClIOBHO, pa:JyMHOC
peHHWC SEC, Ha3bIB8IOTCJI cKon- ,l(aJIce. TpY.llHOCTH KOMnaHHH . npaBHJIO, HO ero npHMeHeHHe no.ll-
'l}!W1CH" (<<red hcrrings..). 'H8 3ape MOryI' He 38KOutlHTbCSI,,lllUKC eCJIH 'lac C03.ll8CT cephC3HWC'l}>Y.llHOCl1I
CBocA .lleSlTeJIhHOCTH KOMHCCWI ~ OHa B.bInOJIHHJI8 Bee TpC60BaHWI ]I]fjI HHBeCTOpoa ., ,;' --: .
qaCTO C'IHTana HX npaCTO peKJI8- SEC. Y 60JII>WHHCTBa WTaTOB BHKTOp KAPffHMKOB
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VtmpelCom Is Russia's NYSE Debut

PEtER MORGAN J REUfUS

ARussian dancer performIng on the floor of the New York Stock Exchange during ceremonies marking the IlsUng of V1mpelCom.
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The facade of the New York Stock Ex­
change was adorned with a Russian
flag Friday to signal the debut of Wall
Street's first Russian company, Vim­
pel-Communications.

Preceded by a group of folk
dancers and accompanied by former
Russian prime minister Yegor Gaidar,
VimpelCom, Moscow's top cellular
phone company, made an impressive
start by attracting $110.7 million from
investors.

VimpelCom is not the first Russian
company to seek foreign financing.
But until now none had managed to
clear all the accounting and legal ob­
stacles for a listing on the New York
Stock Exchange.

The company's stock is trading as
American Depositary Receipts, or
ADRs, each representing three-quar­
ters of an underlying VimpelCom
share.

Opening at $20.50 the VimpelCom
ADRs sold briskly and had posted a
gain of $8.25 to $28.75, by midday.

"What we are seeing today is in­
vestor enthusiasm and a very success­
ful deal," said Alan Apter of Renais­
sance Capital, one of the lead banks
for the offering.

ADRs, which must be approved by
the U.S. Securities and Exchange
Commission, allow investors in the
United States to buy dollar-denomi­
nated foreign shares while avoiding the
custodial and settlement problems in
the issuer's country.

A number of Russian firms have is­
sued lower-level ADRs, but Vimpel­
Com is the first to qualify for so-called
Level 3 receipts, which are traded the
most freely and can be used to raise
newcapitaI.

Since starting operations in

Moscow using the Beeline trademark
in 1994, VimpelCom's subscriber base
has grown to 45,000 customers. Its
president Dmitry Zimin was in New
York for the stock debut.

The company is being touted as the
best way to quench Russia's powerful

thirst for telecommunications after 70
years of rationing. In Moscow alone,
165,000 requests for telephone line in­
stallation are languishing.

As a result, more and more Rus­
sians are turning to cellular tele­
phones. (AFP, MT)
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The Russians arrive at the New York Stock Exchange
NEW YORK (Reurers) - issues with more than 4 million the news conference was held Dmitri Vasiliev, the head of Corp., a military contractor. Rec::eipts (ADRs), as the US
Vimpel-Communications A.O. shares traded by mid-afternoon. included a memento of capital- the Russian Securities and Run by former Soviet mili- shares are known, in New
became the ftrSt Russian compa- "I'm very proud that it's our ism's earlier links with Russia Exchange Commission, said: tary engineers, it has about York, representing about 20
ny to break into the bastion of company to make this break- - a large urn made by the "Our task now is to continue 45,000 customers in Moscow, per cent of its total stock.
American capitalism on Friday through and be listed on the famed Faberge workshop and down this road with our col- or 59 per cent of that market. Fabela said Vimpel-Comm
with a listing on the New York New York Stock Exchange," presented by Tsar Nicholas II for leagues at the New York Stock Vimpel-Comm recorded $100 decided to be listed on the
Stock Exchange, and its stock Dmitri Zimin, Vimpel-Comm's the sale of Siberian railroad Exchange and the Securities and million in revenues last year NYSE, because Russian markets
soared in heavy tmding. president and chief executive, bonds at the tum of the century. Exchange Commission to assure and has 630 employees. still lacked enough capital. The

Within hours after Russian told reporters. Analysts said Russian stocks that other Russian companies Privately held FOI Wireless company is not listed on the
dancers performed on the floor He and exchange officials such as Vimpel-Comm carried enter the capital markets." Ltd. of Chicago owns about 20 Moscow exchange but he said it
of the exchange to mark the hailed the filing as a historic risks tied to politics and the econ- Vimpel-Comm serves the per cent of the stock. FG I "absolutely" would trade there.
event, the ,wireless telephone step for the growing Russian omy in Russia. But they said the Moscow region,and has licens- Chairman Augie Fabela II is "It's a matter of the fight
company's US shares soared' private sector after seven apparent success of the offeringes for the capital and St. Vimpel-Comm's chairman., time," said Fabela. ~:~~dary
from $8.75 to $29.~.' decades of Communist rule. pointed to NYSE listings for oth- Petersburg areas. It was formed The company offered 5.4 offer of shares was not pla!,ned

It was among the most activec~, 1,h.e roorl}a~the NYSE where " er Russian companies. ,.in 1992 as a unl~ of V~lJ1pel millil.?,.n A~eric~~ p~p~si~ary wjthin theJ1e~.t y~,ar,.hQW~.~~.
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<_ RUSSIA

Federal Commission Issues Rules
On Disclosure, Custodial Services

MOSCOW-Russia's Federal Commission for the
Securities Markee. in a move seen as an accempt co
further strengthen itS status as Russia's chief securities
market regulator, has approved new rules requiring
greater disclosure by issuers of securities and bonds and
governing cuscodial services.

Under the new disclosure rules, issuers are obliged to

describe in $hare prospectuses their aCtivities and types
of produces and sen'ices, and provide information abom
their major suppliers of raw materials, markets, and
competitOrs.

Share prospectuses must be accompanied by the
issuer's financial reporr, endorsed by an independenr
auditor, under the new regulation.

Separatc::ly. under the "Temporary Regulation on
Depository r\cti\'ity 011 the Securities Market in the
Russian Federation and the Licensing Procedure
Thereof," the commission proclaimed itself the sole
body respo[l$ibh: tor the licensing of depositories.

At present. commcrci:l1 b:mks-whose activities are
regubted by Russia's Ccntral Bank-act as depositories
for company shares :md bonds.

Bankers Protest Temporary Regulation

The commission's action triggered protescs from
bankers, who said they were concerned the commission
may try to edge banks out of the custOdial marker.

Acting under Russia's new law on the securities
market. the securities commission announced Novem­
ber 4 the award of the tirst si." depository licenses. none
of which went to a bank.

Andrei Kozlov, deputy chairman of the Central Bank.
cold reporters Novembcr 13 the bank was onended at
being left out of drafting the provisional securities
regulation.

Previously, the head of the securities commission,
Dmitry Vasiliev. had accused the Central Bank of
attempting to "monopolize all decisions related co the
securities market." Kozlov said the Central Bank did not
question the commission's regubtory authority over the
securities market. but was expecting a generll license
from the commission to exercise control over the
activities of banks on the securities market.

Under existing legislation, the securities commission
is authorized to assign other organizations regulator;.:
functions on the securities market, and even to empower
them to issue licenses.

]r-----------
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---- 'I' ory statement November 13, the securi-
conc11at , [

In J .' said the "permanent regul:mon on
. omOllSS1on .' b h

cC:S c . '~'J can be worked out JOlntlv v t e. rv act1\'1.' . •
depo~OCommission on the Securities Market ~nd the
f ede_ 1 B k ofRussia and adopted as a result ot murual
Cc:ntr.u an

Jgrc:ement." ." . iT ril
-r rar\" ReQ'Ulanon WIll remam In ellect un

The !empo" :> _ "
depositorv intrastructure IS established.

J permJnent .

Proposal for Single Depository

I bone ofcomencion between the nvo regula-
Anot 1er ,

b :t ' . \\"1S 'llsiliev's proposal to set up a smgle
to rv Ol le~· _ ' ,

: . I d~positOrv tor corporate equItIes and govern-nJt1011.l ~ •

mellt sc:(urities,
The securities commiss.ion. which \V~ncs t~ co~trol

h
. r'll depositor\", behe\'es the creat10n ot a Singlec e lellt . _ ' ~ ' ., ..

I
. v is vital tor etllclent tradIng In secunnes.• c:po,lwr. ,_ ,. _

VJsiliev told a meeting ot 116 representatives o~ 6)
, . I ' 'clIrities commissions November 12 that it therC:L:IOIl.1 ~l: ,., • •

C~l1tr;tl fhnk persisted In ItS obJecnons to the creanon

/'. -11' d·'posicor:. it would be possible co set up nvoII .\lle ., ~ ,

cellcd dcposicories. Under such an arrangement. the
Cellcr:tl Bank would be responsiblt: ior a government
blind depository. while the commission would oversee a
dc!,o,irory for corporate securities.

Sccuritics commission officiJls contacted by DNA
.kdined to pro\'ide Jny ti.mher details or conUllent on
clll' proposal. However, a NO\'ember 15 announcement
bv the Commission indicJted that the decision to

c~t.lblish a cemral securities depository "is designt:d to
'1lppOrt the dt:velopmenc of the Russian capit.11 market
:Jnd lower risks to domestic and foreign investors." The
:Jllllouncement said the depository "is to be created in
accordance with international practices and Group of
Thirty recommendations,"

"'n other developed and developing markets," the
announcement continued, "the establishment of a cen­
trJI depository has resulted in a considerable improve­
ment in the investment climate and increased investment
activity. In Russia. it is expected that this project will
reduce risk and encourage the Russian securities circu­
lation to rerum to the on-shore market. [n addition, it is
expected that the central depository will raise the quality
ofdepository services natiom\ide and encourage the use
of uniform standards tor securities custody."

"The introduction of standard approaches to infor­
mation disclosure by issuers will increase the transpar­
ency of the Russian securities market," according to the
commission. "In addition, the central depository \\ill
accelerate securities settlement periods, lowering the
COStS of securities transactions and increasing liquidity."

The resolution establishes a Working Group to pre­
pare the documents and regulations necessary to estab­
lish a central depository tor corporate securities, The
Working Group \"il1 be headed by Vasilie\ll and wlll
include representatives of the State Legal Admin~stration
of the Chairman of the Russian Federation. the Federal
Agency tor Government Communications and Infor­
mation of the President of the Russian Federation, the
Central Bank of the Russian Federation, the Finance

WORLD Secu

Ministry of the Russian Federation and other ministries
and agencies, and representatives of issuers, Russian and
toreign securities market participants, and independent
e:..:perts.

Depositories, Management Companies
Receive Licenses

In addition, the Commission announced No\'ember 6
that the following organizations have been granted
licenses to carry out depository activities in the Russian
securities market:

ZAO "'Primorsky tsentralny depozitary", Vladivostok;

AOZT "Regionalny depozitarny tsentr". Yekaterin­
bourg;

ZAO "'Raschemo-depozitarnaya organizarsia", No­
vosibirsk;

ZAO "Depozitarno-kJiringovaya kornpania", Mos­
cow;

Ob'edinenie yuridicheskikh lits "DepozitJrno­
raschetny soyuz", L\itosCO\\'; and

ZAO "Sanb Petersbourgsky Raschemo-depozitarny
tsentr". St. Petersburg;

[n addition, the following management comp:lllies
have been granted licellst:s ro ext:rcise trust mal1Jgemem
of assets of R.ussian unit ill\'esOllem funds:

ZAO "Ob'cdincnllaya FinJl1Sovaya Gruppa Invest",
Moscow; and

ZAO "UprJvlyayuschaya kOlllpania pacvymi invcstit­
sionnymi tondami "Monces Auri", Mosco\\:

BE8! fl,V/'dLABLE COP'!
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Your guide to ADRs and GDRs

Issuance of Depositary Receipts

Q: Who still buys the local
shares'l
A: Institutional investors
with the capacity to handle
international transactions in
the different cUl'l'encies
involved,

Because of costs related to
issuance and safe-keeping.
DRs arc often slightly more
expensive than the share
they represent. Holders of
GDRs by Egypt's
Commercial International
Dank, for example. have to
pay a premium of roughly
6 per cent over the
price of the share on the
local market.

so-called Level 1 offerings.
'rhey are offered und(~r the
Securities and gxchange
Commission rule 144a, which
I'equires that the products
be sold only to "qualified
investors" - usually
institutional buyel-s as
opposed to individuals. Level
2 - and Level 3 - DRs are
accessible to most US
investors. but their issuance
is more complicated
because the issuing company
must comply with strict
SgC I'eporting requirements.

Q: Can anybody buy DRs?
A: In most countries, yes. In
the US. however. investment
in foreign securities is mol"C
tightly regulated than
elsewhere. The vast majority
of U~·listed nus consist of

settlement systems.
When investors buy and

sell DUs. settlement may be
through Cedel and
·Euroclear. the European
clearing banks (for GDRs).
or DTC. the US settlement
system (for ADRs),

The use of DUs can also
offer international investors
access to equity markets
which would otherwise be
out of reach - for example
when local legislation places
restrictions on the foreign
ownership of shares,

One further advantage is
the elimination of CUITency
transfers, Buyers of an
Egyptian GDU. for example,
do not have to worry about
changing I~gyptian pounds
into their home clllTency
when they receive dividends
or sell their stake, These
transactions are arranged by
the depositary bank. with
payments made in US
dollars.

A: Depositary receipts al'e
often un attl'Uctive
al terna tive to the ord inary
shares when intenmtional
investors have little
confidence in the ability
of domestic institutions
to safeguard securities, They
allow investors to
circumvent problems caused
by POOl' 01' ullwieidy

CompanyIf( Depositary agreement )i Deposilary k,:\·
"·"""""·"""'S .. , ., .....

Source: Flemings

Q: Why not dircclly buy the
shal'cs t1wmselves'l

Luxembourg, are called
Global Depositary Receipts.

DRs can nOl'mally be
convCl·ted back into the
ordinm'y shm'es. although
this pl'Ocess can sometimes
be coslly und lime
consuming.

Q: Investors often mention
ADHs and GDRs. What
exactly arc they?
A: These acronyms refer to
a family of instruments
called Depositary Receipts.
They are receipts I'm'
shares of a foreign company,
often listed in a stock
exchange that is not easily
accessible to non-resident
investors,

The underlying shares
remain in safe-I,eeping with
a bani, in the issuel"s horne
market. but the receipt itself
may he traded elsewhere"
Dividend payments are
usually in u.s dollars, and
OIls can be issued with. or
without, the voting rights of
the underlying stock,

American Depositary
Ueceipts - also called
American Depositary Shares
- are traded in New Yorl<.
Similar instruments listed
on other stock exchanges,
such as Londoll 01'

Samer Iskandar
explains what
they are
and who might
need them
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GUIDE TO ADRs and GDRs

I COMPANY I~ C_n -----IDEPOSITORY AGREEMENT I-~--"-~==~ I DEPOSITARY 1-
+IISSUE OF SHARES 1-------.-------~ REGISTRATION

OF

SHARE CERTIFICATES

-----~ I DEPOSIT WITH

LOCAL CUSTODIAN

AMERICAN

MASTERGDR

- --.~ ~

DEPOSITARY TRUST

COMPANY (DTC)

I ISSUE OF RECEIPTS I~~~----------~--_-_-_-_--.:.. -,
~----------. ' .

L~~~S~RATlO~~N~~~
~AME OF A NOMINy

________________~c------

.. ~-----------

CEDEL\

EUROCLEAR

EUROPEAN

MASTERGDR

EUROMARKET

INVESTORS

DTC

PARTICIPANTS

** Please refer to Appendix 8
** Diagram created from "Your Guide to ADRs and GDRs." The Financial Times. November 8,1996. London.

~ cfed\manxls\guide.xls 11.06.97
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Russian market's fortunes revealed-in ADRs
. . .. ' ~. .

John Thornhill

...... ,......... , ~'.. , . -"

panles In Russia to Issue
ADRs has been phenome·
nal," says Mr Christopher
Kearns, an assistant
vice·president at the Bank of
New York, which acts as the
depositary bank for all the
Russian ADRs Issued so far.

"The appetite Crom compa.
nles to bring their accoW1ts
to a level where they can
truly access international
markets is very encourag·
ing."

As the Russian stock mar­
ket develops and domestic
demand deepens, it will in
theory become increasingly
hard for foreign investors to
ride the ADR liquidity wave.

"The novelty factor of
ADRs will fade away. We
will see less of a dramatic
price impact when compa­
nies issue them in future,
and it becomes easier to
invest directly in the under·
lying stock in Russia," says
Mr Par Mellstrom, head of
research at BfW1swick.

Yet these first Russian
. ADRs could 'still experience

will require much fuller dis· one final liquidity surge if,
closure and doubtless lead to as seems likely ·to· be the
more discriminating invest· case, the Russian equity
ment decisions. market is included in the

The SEC demands that International Finance Corpo·
companies produce three ration's investable securities
years of US GAAP-standard index next year.
accounts before issuing Emerging market fund
level·three ADRs, although managers wishing to track
this would enable them to the benchmark IFC index

,obtain a full New York Stock would be obliged to invest a
Exchange listing and raise proportion of their funds in
fresh capital abroad through . Russia, though they could be
a public offering;,: 'left. scrabbling for suitable

Lukoil is believed to be stock." .. . '" .
planning to raise more than Only ADRs,offer. a' safe
$lbn abroad next summer by and liquid' enough' means
selling 15 per cent· of its through which they could
shares on the back of a: !livel· invest in scale.
three ADR listing. :'

"The interest among corn·

. ~.. . ~'.
, ,

companies and preferred
stocks," he says, although he
concedes that such illiquid
shares will be far more dif·
ficult to sell if the market
turns nasty.

so far, Russia's priva·
tised companies have
only issued level-one

ADRs approved by the US
Securities and Exchange
Commission, which demands
that all information dis·
closed to the Russian market
should be made available to
international investors.

However, several compa­
nies are planning to issue
more, sophisticated level·
three ADRs next year, which

agers who are a'ctlvely
restructuring their compa·'
nies. .

Moreover, any investment
decision based solely on
liquidity arguments is likely
to prove highly suspect.
Underlying fundamentals
are still important.

"If you just looked at those
companies that Issued ADRs,
you would have missed the
best returns in the market
this year," says Mr Alex
Knaster, head of the Moscow
office of CS First Boston, the
International investment
bank.

"The biggest run·up has
been in the shares of second·
tier telecoms and energy

R ussia's equity mar·
ket offers seemingly
fantastic long·term

potential, but in a country
where information is scarce
and events unpredictable,
stockpicking Is a special
challenge.

Take the recent case of
Komlneft, one of Russia's
privatised oil producers: its
share price rose fivefold to
almost $25 in 1994.

But then an 011 pipeline
leak - and the revelation
that a new share issue had
been distributed secretly to
selected investors - sent its
shares plummeting. They
currently trade at below $2.

One unusually reliable
indicator in recent months
has been the behaviour of
Russian companies that
have issued American
Depositary Receipts (ADRs).
All eight of them have seen
their share prices rocket.

ADRs, which are created
by bW1dling up domestically
traded shares into interna·
tionally tradeable packages, ;~'; :::~.':?}!:(~~;:":·'5~:·i?~ .~.~ .• ";:'
count technically as US a regional oil producer, have
securities. risen three and a half times.

This allows them to be Those of Seversky Pipe
bought by a far broader Works rose more than three
range of mainstream funds times, and those of Lukoil,
than just high·risk investors Russia's biggest oil pro·
in emerging markets. ducer, have more than dou·

Brunswick Brokerage, a bled. Total value of Russian
Moscow·based securities ADRs is now more than
house, suggests investors $2.5bn.
would have made handsome The cause of these price
returns this year by buying movements is, of course,
domestic shares of compa· more complex in practice
nies that announced they than in theory. Almost all
were going to issue ADRs, Russian shares surged when
then surfing the resulting It became ,clear that Presi·
liquidity wave when the dent Boris' Yeltsin would be
international proxy shares re-elected. ":.'
started trading. Comparihis that issue

Since their ADRs were ADRs are also more likely to
issued, the shares of Tatneft, ' ,be fW1 by progressive man·
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Russia's ADRs

of investors. Presumably. an ADR issue will
signal to the market that a firm activeIv seeks
out and values Western investors. and'is will­
ing to work towards meeting international
standards of financial disclosure. Issue of an
ADR can also increase liquidity for a compa­
ny's shares in the domestic market.while posi­
tively impacting the domestic share price.

IlES7: AMArLABLE COpy

A number of Russian firms have issued
ADRs or are currently in the process of do­
ing so.The first company to approach the in­
ternational capital markets was ~Iosenergo.

with a IoWA private placement of LiSS 22 mil­
lion in September of 1995.

The first Level I programme was initiated
in December of 1995 bv LCKoil. and other
issuers include: GU~1. Chernogorneft.
Tatneft. Seversky Tube Works. Rostelecom.
and Sun Brewing. Other issues in the wor;:...,­
include £nkombank. Bank ~knatep. B"",K
Vozrozhdeni\"e. Me\!ionneftegaz. UES. and
Surgutneftegaz. Ind~ed. the m-arket for Rus­
siancompa;: ADRs has become one of the
world's fastest !!rowin\!. and th~seADRs have
recently been outpacing otherAD R issues in
terms of price appreciation. Given the history
of price appreciation on the issues and the ef·
feet on the domestic market. an investor could
have profited handsomely by purchasing do­
mestic market shares on companies announc­
ing new ADR issues. While an issue may not
give a Russian firm immediate access to new
foreign equity. anADR programme can posi­
tion a company to work toward the opportu­
nity to later raise capital abroad. and. as Rus­
sian enterprises evolve. the market should see
continued emphasis on the issuance ofAmeri­
can Depository Receipts.

As the quality of most financial informa­
tion disseminated bv Russian firms is rudimen­
tary and confusing:the majority of companies
issuingADRs utilise the Level I programme.
which is the simplest method for a foreign
company to gain access to the American capi­
tal markets.

Level I ADRs trade over-the-counter
(OTC) in the"pink sheet" market and conse­
quently the issuing company is exempted from
compliance with many of the reporting and
disclosure requirements set forth in the 1934­
Securities Exchange Act. This exemption in
essence allows the foreign issuer to enjoy the
benefits of a publicly traded security while
continuing t~ use the current financial report­
ing process. To issue a Level I ADR. a Rus­
sian company must do the following:

• Execute a standard contract with the issu­
ing depository institution enumerating the
rights and responsibilities of each party

• File its financial statements (utilising cur­
rent reporting methods rather than GAAP
standards) in English with the SEC. as well
as provide information as requested to ap­
propriate Russian regulatory authorities

Level 2 and 3 ADRs

• File a Form 6 registration statement with
the SEC

Rule l44A Private
Placements

Level 2 and 3 ADR programmes require a
Russian firm to meet additional reporting re­
quirements for listing on NASDAQ or other ex­
changes.The Level 2 programme requires reg­
istration under the 1934 Securities Exchange
Act. whereas the Level 3 programme entails a
full public offering with the concomitant report­
ing requirements. including three years of finan­
cial statements according to US GAAP stand­
ards and a due diligence process similar to that
required for any US public offering.

Benefits of ADRs

Rule 144A allows Russian firms to raise
capital via private plac;;:ments to qualified in­
stitutional buyers (QIBs) while avoiding the
high costs and extensive disclosure require­
ments required in Level 2 and 3 programmes.
Once these unregistered securities are placed
with eligible purchasers_ they may not be sold
to the public for at least two years. although
they may be sold to other qualified buyers.

The issue of American Depository Re­
ceipts has a number of advantages for both
Russian issuers and the investing public. Via
anADR.a Russian company may gain its first
introduction to international capital markets
while raising public awareness of the firm.
demonstrating its increasing financial sophis­
tication. and reaching a much broader range

Spotlight on American Depository Receipts

Levell ADRs

Issuing and Trading
ADRs

Until recentLy. participation in RussiasLu­
crative bw volatile equity market remained a
mvsterv to the internationaLfinancial commu­
niry. op'en to on(v the mostsophisticatedemerg­
ing market investors. However. in 1995 the
Russian electric utility lvlosenergo issued the
first RlIssian American Depository Receipt
(ADRI in conjunction with rhe Bank ofNew
York. thlls beginning atrend which has allowed
a number of RlIssian firms to make their first
foray into theAmerican capital markets.

An American Depository Receipt is issued
by an American depository institution. de·
nominated in dollars. and represents one or
more shares of a foreign corporate entity
which have been deposited with a local custo­
dian in the home country of the entity.

The GD R. or Global Depository Receipt.
is identical to theADR. with the word global
used only when it is preferred for marketing
purposes. In the case of Russia. the ADR is
created by the US depository institution (in
each case to date the Bank of New York) and
issued to the foreign (US) purchaser. The
transaction proceeds as follows. The purchas­
er's broker huys the underlying Russian secu­
rities through a licensed Russian broker. and
subsequently directs that the stock be depos­
ited with a custodial agent of the ADR issu­
ing bank. The broker initiating the transac­
tion will convert the USD received from the
purchaser into roubles and pay the local bro­
ker for the shares. On the day that the shares
are delivered to the custodian. this institu­
tion notifies the depository bank. When no­
tification is received. the ADRs are issued
and delivered to the broker initiating the
transaction. who in turn delivers the securi­
ties to the investor. EachADR issued typi­
cally represents several shares - for exam­
ple a USS lOOADR may represent four US$
25 ordinary shares in the Russian domestic
equity market.

Once anADR is issued. it can be freely sold
to other investors in the United States'in an
intra-market transaction. Such transactions
are settled in the same manner as any other
share purchase - in dollars onT + 3 - and ac­
count for 95% of.-\.DR trading. Consequently.
one of the depository institution's most cru­
cial roles is that of stock transfer agent and
registrar. Cancellation of anADR works in a
fashion similar to the purchase transaction.
The owner's broker may sell the AD R to an­
other US investor in an intra-market transac­
tion. or may sell the shares in the home mar­
ket (in this case Russia) in a cross-border
transaction.

Once again going through the local Rus­
sian broker. the US broker sells the shares
and then surrenders the ADRs to the de­
pository bank. The depository institution
cancels theADR and instructs the custodian
to deliver the shares held to the local bro­
ker. who will arrange for the conversion of
roubles into dollars to be returned to the
ADR holder.
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The Moscow Times

Monday, January 6, 1997

Stockholders Sue Ovitz
• LOS ANGELES (AP)-Stockhold­
ers have sued the Walt Disney Co., con­
tending that Michael Ovitz doesn't de­
serve a multimillion-dollar severance
package for his 14-month tenure as the
company's No.2 executive.

The suit claims that Ovitz, once her­
alded as Hollywood's most powerful
dealmaker, was "undistinguished and
unproductive" as Disney's president.
The lawsuit said his severance deal was
worth "$130 million or more."
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