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The Chairman’s Checklist
|

Does the company charter protect shareholder rights as stipulated by the
Company Law and recommended by the Federal Commission for the
Securities Market’s Code of Corporate Conduct (FCSM Code)? Do all
directors take appropriate measures to ensure that these rights are
respected?

Do all directors take measures to encourage shareholders to exercise their
rights, in particular, the right to vote? Do shareholders exercise their rights
collectively?

Does the Supervisory Board provide shareholders with free access to com-
pany information beyond the requirements of the Company Law? Are
shareholder requests processed properly and on time?

Does the Supervisory Board ensure that an independent External Registrar
maintains the shareholder register? Are shareholders provided with full and
accurate information regarding their account from the Registrar?

Does the Supervisory Board encourage shareholders to protect their rights
by using all the mechanisms provided by legislation and the FCSM
Code?

Does the Supervisory Board ensure that the charter and other internal
documents do not stipulate obligations of shareholders other than the ones
that are clearly defined by the Company Law?

Shareholders rely on the rights they receive in return for their investment. For
most shareholders, this includes the right to participate in the profits of the
company. Other rights are also important, such as the right to vote on the Su-
pervisory Board’s composition, approve charter amendments and capital
changes, approve the annual report and financial statements, and the right to
access information about the company and its activities. Through these rights,
shareholders ensure that the managers of the company do not misappropriate

their investment.
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The quality of investor protection has several corporate governance implica-
tions, such as the depth of capital markets, ownership patterns, dividend policy,
and the efficiency of allocating resources.! Where laws are protective of share-
holders and well enforced, shareholders are willing to invest their capital, and
financial markets are broader and more valuable. In contrast, where laws do
not adequately protect shareholders, the development of financial markets is
stunted. When shareholder rights are protected by the law, and indeed by the
company itself, outside investors are willing to pay more for financial assets
such as equity. They pay more because they recognize that, with better legal
protection, more of the firm’s profit will return to them as dividends and/or
capital gains as opposed to being expropriated by managers or controlling share-
holders.

The mere “law on the books” is not necessarily sufficient to ensure that share-
holder rights are adequately protected. Effective enforcement is also required.
Tantamount to shareholder rights protection is the company’s behavior itself — es-
pecially for Russian companies that do not benefit from an effective enforcement
regime and continue to be blemished by the many corporate governance scandals
during the privatization years.

This chapter provides an overview of shareholder rights and the rules a com-
pany must follow to protect these rights. Some specific rights, such as the par-
ticipation in the General Meeting of Shareholders (GMS), are discussed in detail
in other chapters of this Manual.

A. General Provisions on Shareholder Rights

1. Reasons for Being a Shareholder

Investors purchase company shares for a variety of reasons. The most common
reasons are shown in Figure 1.

! Rafael La Porta, Florencio Lopez-de-Silanes, Andrei Shleifer, Robert Vishny, Investor Protec-
tion and Corporate Valuation, National Bureau of Economic Research, Working Paper 7403,
October 1999.

Part_I1I_Ch-07-09.indd 4 @ 17.09.2004 11:34:32



®

Chapter 7. An Introduction to Shareholder Rights

Figure 1: Common Reasons for Becoming a Shareholder

Control: Shares provide investors with the opportunity to legally control the company and
influence decision-making by nominating directors and, possibly, management. The greater
the number of voting shares a shareholder holds, the greater the influence he wields.

Monetary Returns vs. Control

<

y
__ Cash Payments vs. Capital Gains

<« >

Dividends: Dividends play an important role in Capital Gains: Investors purchase shares to
the decision to invest. Regular dividend pay- benefit from capital growth. Unlike dividends,
ments, especially if an investor holds a portfolio shares need to be sold to realize the gains
of shares, can generate predictable cash flows. represented by rising share prices.

Source: IFC, March 2004

2. Types of Shares

Legislation specifies two types of shares: common and preferred. A company is
required to issue common shares.? In addition, a company may also issue preferred
shares.

=» For more information on charter capital and shares, see Chapters 9 and 11.

a) Common Shares

Owners of common shares have the right to participate in the decision-mak-
ing of the company, most commonly exercised by voting during the GMS. They

also have the right to share in the profits of the company either through dividends
or through capital gains.

2 Law on Joint Stock Companies (LJSC), Article 25, Clause 2, Paragraph 1.

Part_ITI_Ch-07-09.indd 5 @ 17.09.2004 11:34:32



®

The Russia Corporate Governance Manual

Common shares have certain characteristics. The charter defines the number,
nominal value, and rights attached to common shares.” The aggregate nominal
value of all issued common shares cannot be less than 75% of the charter capital.*
All common shares must have the same nominal value and must provide the same
rights to their owners. Common shares cannot be divided into different classes
or be converted into other securities of the company.’

b) Preferred Shares

A company has the right to issue various classes of preferred shares. The
total nominal value of preferred shares of all classes cannot exceed 25% of the
charter capital.® All preferred shares of the same class must have the same nomi-
nal value and must provide the same rights to their owners.” In contrast to common
shares, preferred shares can be divided into classes depending on the rights and
preferences attached to them.

Preferred shares can give their owners preferential rights associated with the
distribution of dividends, liquidation value of shares, and voting rights attached
to shares under specific circumstances.

The charter must specify the number of preferred shares issued by the com-
pany, as well as the nominal value and rights attached to preferred shares. In
addition, the charter must specify the amount of dividends and/or the liquidation
value of preferred shares or, alternatively, the procedure for determining the
amount of dividends and the liquidation value of preferred shares.®

The charter can provide preferred shareholders of a specific class with the
opportunity to convert their shares into common shares or other classes of pre-
ferred shares.’

The Company Law distinguishes preferred shares according to the dividend
rights that they grant:'

3 LJSC, Article 11, Clause 3; Article 27, Clause 1.
4 LJSC, Article 25, Clause 2.

> LJSC, Article 31, Clauses 1 and 3.

¢ LJSC, Article 25, Clause 2.

7 LJSC, Article 32, Clause 1, Paragraph 2.

8 LSJC. Article 32, Clause 2.

° LJSC, Article 32, Clause 3, Paragraph 1.

10 LJSC, Article 32, Clause 2, Paragraph 3.
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+  Cumulative: the charter can provide that unpaid dividends be accumulated
and paid on a later date; and
+  Non-cumulative: if the charter is silent, unpaid dividends shall not be

accumulated.

The principal differences between common and preferred shares are summa-

rized in Figure 2.

Figure 2: Comparison of Common and Preferred Shares

Common Shares

Preferred Shares

Mandatory

What is the percentage of
shares that can be issued?

Can different classes of shares
be issued?

Can this type of share be
converted into other securities?

Do shareholders have the right
to vote during the GMS?

Can the charter grant additional
rights to shareholders?

Yes, must always be issued

A minimum of 75% of the
charter capital is mandatory

No, only one class of common
shares may be issued

No, common shares cannot be
converted into preferred shares
or other securities

Yes, with certain exceptions

Yes

No, are optional

A maximum of 25% of the
charter capital is allowed

Yes, different classes of preferred
shares can be issued

Yes, preferred shares may be
converted into common shares,
if so provided for in the charter

No, except under certain circum-
stances.
-» See Section B.1 of this Chapter

Yes

c) Voting Shares

Source: IFC, March 2004

The Company Law also defines the term “voting share.” Common shares are

always voting shares. Preferred shares can be voting shares under certain circum-
stances.'!

=» For more information on voting shares, see Chapter 8, Section C.11.

1 LJSC, Article 49, Clause 1, Paragraph 2.
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3. Types of Shareholder Rights

The Company Law distinguishes between the rights of individual shareholders and
the rights held collectively by a group of shareholders. It is also possible to dis-
tinguish shareholder rights according to their nature. Some rights relate to the
decision-making process and the organization of the company. Others relate to
the capital and the return on shareholder investment (see Figure 3).

Figure 3: The Two-Sided Nature of Shareholder Rights

Individual ~ <eqmmmmsgp> Collective
Based on specific circumstances H General
Required by legislation g Optional
Transferable <@g Non-transferable

Source: [FC, March 2004

Figure 4 summarizes the rights of shareholders by types of shares, and by the
percentage of shares held. Neither the company nor its shareholders can change
these rights. The charter can, however, provide additional rights to shareholders
as long as they are not prohibited by legislation.

B. Specific Shareholder Rights

1. The Right to Vote

Shareholders can participate in the decision-making of the company through their
right to vote during the GMS. Shareholders can, for example, control the long-
term direction of the company by electing Supervisory Board members and by
deciding on important matters that fall within the authority of the GMS.

The right to vote can be exercised personally or by a power of attorney.'”
A power of attorney provides its authorized holder (proxy) with the right to act
on behalf of the shareholder and to make any decision the shareholder could have

12 LJSC, Article 57, Clauses 1-2.
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Figure 4: Shareholder Rights Under the Company Law

All Types of Shares

_|

Only Voting Shares

|_

v

v

v

v

1 Share

1% of Shares

1 Share

10% of Shares

The right to:

e Access the charter,
by-laws, Supervisory
Board minutes, annual
reports, and other
company documents
=» B.3 of this Chapter

® Receive dividends
=» Chapter 10

o Freely transfer shares
=» B4 of this Chapter

o (Obtain redemption
rights
= B.6 of this Chapter

® Receive a liquidation
quota
=» B.7 of this Chapter

o For shareholders of
subsidiaries, to demand
compensation for losses
incurred by fault of the
parent company

=» Chapter 15

The right to file a
claim in court
against managers
and directors on
behalf of the
company

=» B.9 of this Chapter

The right to:

e \/ote during the GMS
in person or by proxy
=» B.1 of this Chapter

® Appeal GMS decisions
=» B.2 of this Chapter

e Obtain pre-emptive
rights
=» B.5 of this Chapter

The right to call an
EGM
=» Chapter 8

The right to request
an inspection of the
company’s financial
and economic
activities by the
Revision Commission
=» Chapter 14

—>| 1% of Shares

25% of Shares

<«

The right to review
the list of sharehold-
ers eligible to
participate in a GMS
=» B.8 of this Chapter

The right to access
accounting documents
and the minutes of
Executive Board
meetings

=>» B.3 of this Chapter

—>> 2% of Shares

The right to submit
proposals to the GMS
agenda, including the
nomination of members
of the governing bodies
=» Chapter 8

Source: IFC, March 2004

made during the GMS. Except for limitations provided by legislation," any indi-
vidual can serve as a proxy as long as this person is given a written and duly ex-
ecuted power of attorney.

=» For more information on the GMS, see Chapter 8.

13 Civil Code (CC), Article 21.
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a) The Right to Vote Common Shares
Common shares grant voting rights to their holders. However, there are some
circumstances when common shares become non-voting. These circumstances are

summarized in Table 1.

Table 1: Non-Voting Common Shares

Preconditions

Legal Consequences

Failure to fully pay for shares: When common shares placed to
the company’s founders are not fully paid for, unless the char-
ter provides otherwise.

Precludes voting on any
issue during the GMS™

Limitations on the number of votes and/or shares that a single
shareholder can possess: When a shareholder has more votes
than the maximum established by the charter that can be used
during the GMS

Precludes casting more than
the maximum number

permitted by the charter on
any issue during the GMS™

Treasury shares:'® When the company possesses issued common

shares of the company because:

 The founders have not fully paid the shares within the period
that they have to fully pay the common shares; or

« The company redeemed common shares; or

« The company fought back common shares.

Precludes voting on all
issues during the GMS

The approval of related party transactions: Common shares that
are owned by a shareholder who is an interested party in a
related party transaction.

»
}
}
}

Precludes voting on the
approval of the related party
transaction in which the
shareholder is an interested
party"

Waiver to extend the buy-out offer in control transactions:

« When common shares are owned by a controlling share-
holder, including his affiliated parties; and

« When the company has more than 1,000 common sharehold-
ers.

=> See Chapter 12.

Precludes voting on the wai-
ver of the controlling share-
holder’s obligation to buy-out
the minority shareholders™

14 LJSC, Article 34, Clause 1, Paragraph 3.
15 LJSC, Article 11, Clause 3.

16 LJSC, Article 34, Clause 1, Paragraph 5; Article 72, Clause 3, Paragraph 2; Article 76, Clause
6, Paragraph 2. Shares are commonly reacquired by a corporation to be retired or resold at
a later date. Treasury shares are issued, but not outstanding, and are not taken into consid-
eration when calculating earnings per share or dividends, or for voting purposes.

17 LJSC, Article 83, Clause 4.

18 LJSC, Article 80, Clause 2, Paragraph 2.

10
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Table 1: Non-Voting Common Shares

Preconditions Legal Consequences
Violation of rules on the acquisition of shares in control trans-
actions:
- When a person (or a group of affiliated persons) acquires
common shares that are equal to or exceed a total of 30% of Common shares (the acquired
common shares; and shares that cause the holdings
« When this person (or this group of affiliated persons) has not to equal or exceed 30%) can-
followed the procedures specified by the Company Law when not be voted at the GMS™

acquiring these shares; and
« When the company has more than 1,000 common share-
holders.

Violation of rules on the acquisition of shares in control trans-
actions:
- Each time a person (or a group of affiliated persons) acquires
5% of common shares; and
- This person (or this group of affiliated persons) already pos-
sesses at least 30% of common shares; and Precludes voting on all
» When this person (or this group of affiliated persons) has issues during the GMS?
not followed the procedures specified by the Company Law
when acquiring the additional 5% of common shares;

and
» When the company has more than 1,000 common share-

holders.
Election and dismissal of Revision Commission members: When Precludes voting on the elec-
common shares are held by Supervisory Board members, the tion of Revision Commission
General Director, and Executive Board members. members®

b) The Right to Vote Preferred Shares

The Company Law limits the right of preferred shareholders to participate in
voting during the GMS. Preferred shareholders normally do not have voting rights
at the GMS except under specific circumstances when their rights are affected.
These circumstances are summarized in Table 2.

19 LJSC, Article 80, Clause 6.
20 LJSC, Article 80, Clause 7.
2 LJSC, Article 85, Clause 6, Paragraph 2.

11
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Table 2: When Preferred Shares Become Voting Shares

Circumstances When Owners of Preferred Shares Can Vote

The owners of preferred shares can vote on agenda items
Reorganization or liquidation that are directly related to the reorganization and liquidation
of the company?

Charter amendments that restrict
preferred shareholder rights of a
specific class

The owners of preferred shares of a specific class can vote
on charter amendments restricting the rights attached to
preferred shares of that specific class®

The owners of non-cumulative preferred shares have the
right to vote on all agenda items during the GMS until the
first payment of dividends is made in full®*

Non-declaration of dividends on
non-cumulative preferred shares

The owners of non-cumulative preferred shares have the
right to vote on all agenda items during the GMS until the
first payment of dividends is made in full®

Partial payment of dividends on
non-cumulative preferred shares

The owners of cumulative preferred shares have the right to
vote on all agenda items during the GMS until the full pay-
ment is made of all accumulated dividends®

Non-declaration of dividends on
cumulative preferred shares

The owners of cumulative preferred shares have the right to
vote on all agenda items during the GMS until the full pay-
ment is made of all accumulated dividends?

Partial payment of dividends on
cumulative preferred shares

2. The Right to Appeal Decisions of the General Meeting of Shareholders

A shareholder has the right to appeal decisions of the GMS in court when:*

+ The decision is adopted in violation of legislation or charter provisions;
and
+ The decision violates the rights and lawful interests of the shareholder; and

2 LJSC, Article 32, Clause 4, Paragraph 1.
» 1JSC, Article 32, Clause 4, Paragraph 2.
2 1JSC, Article 32, Clause 5, Section 1.

25 LJSC, Article 32, Clause 5, Section 1.

26 1JSC, Article 32, Clause 5, Section 2.

27 LJSC, Article 32, Clause 5, Section 2.

28 LJSC, Article 49, Clause 7.

12
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+ The shareholder did not participate in the GMS or voted against this decision
of the GMS.

A shareholder appealing a decision of the GMS must file his appeal with the
court within six months after the shareholder learned or should have learned about
the decision.”

=» For more information on appealing decisions of the GMS, see Chapter 8, Section E.5
and Part V, Chapter 17, Section B.

3. The Right to Receive Information About the Company

The Company Law provides shareholders with the right to receive information
about the company based on the percentage of shares held. Distinctions are made
between any shareholder and a shareholder (or a group of shareholders) owning
at least 25% of voting shares.

Any shareholder has the right to receive information about the activities of a
company. The charter and by-laws can specify the procedures that the company
and shareholders must follow for the distribution of information and documents.
The information rights of common and preferred shareholders are depicted in
Figure 5.

A company must also provide shareholders (or a group of shareholders) hold-
ing at least 25% of voting shares access to the:*

+ Accounting documents;* and
+  Minutes of the Executive Board meetings.

The company must provide shareholders the opportunity to familiarize them-
selves with the above-mentioned documents at the premises of the company
within seven days after a request was received.”

2 LJSC, Article 49, Clause 7.
30 1JSC, Article 89, Clause 1; Article 91.
31 1JSC, Article 91, Clause 1, Paragraph 1.

2 The Company Law is not clear about the definition of “accounting documents.” The pri-
mary accounting documents (which serve as the basis for the balance sheet and other finan-
cial statements) could be considered “accounting documents” pursuant to LJSC, Article 91,
Clause 1, Paragraph 1. However, the primary accounting documents are also defined as
confidential commercial information in accordance with the Law on Accounting, Article 9.

3 LJSC, Article 91, Clause 2.

13
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Figure 5: Shareholder Information Rights

Company Documentation

e The charter (including amendments to the charter or a new version of the charter);
e The certificate of state registration;

o Title documents that verify the ownership of the company’s assets; and

e The by-laws and other internal company documents.

Other Information A
* Prospectuses; Financial Information

e Reports on the activities of the com- e Annual reports;

pany submitted to state agencies; e Financial statements: and
o Lists of affiliated parties of the com- « Reports of the Revisi’on Com-

pany; Sharehulqers Have llje Right o -
e Reports of Independent Appraisers; to Receive Information on: gygssifaq;at::dE;tSrr]?cailpgluf?r:taor:-’
and

e (Other documents specified by legis- cial control agencies.

lation, the charter, and by-laws. v
GMS

o The minutes of the GMS, the Revision Commission, the Supervisory Board, and the Counting Commission;

e Voting ballots and proxies for the GMS (or copies of these); and

o Lists of persons entitled to participate in the GMS, or who are entitled to receive dividends, and any other
lists prepared by the company for exercising shareholder rights.

Source: [FC, March 2004

Best Practices: It is good practice to provide the requested documents to the
shareholders for their examination at the company’s premises within five days
after the request is received.3

Upon the request of any shareholder, a company must also provide a copy of
documents specified in Figure 5.

Best Practices: Although the Company Law does not provide a specific time
frame within which copies must be given to shareholders, it is recommended
that this be done within five days.®

3 Federal Commission for the Securities Market’s Code of Corporate Conduct (FCSM Code),
Chapter 7, Section 3.1.1.

» 1JSC, Article 91, Clause 2. The LJSC is not clear when the company must provide copies of
these documents to shareholders.

% FCSM Code, Chapter 7, Section 3.1.1.

14
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The company cannot charge shareholders more than the actual costs of copy-
ing the requested documents.”

=» For more information on information disclosure, see Part V, Chapter 13.

4. The Right to Freely Transfer Shares

The owners of common and preferred shares of a company have the right to sell
their shares at any time and at any price, without the consent of, or any pre-emp-
tive right on the part of, the company and other shareholders.”® This means that
the company cannot restrict the free transferability of shares, regardless of type
and class. Any charter provisions purporting to restrict the transferability of com-
mon and preferred shares are null and void.”

=» For more information on the transfer of shares, see also Chapter 11.

9. Pre-Emptive Rights

In certain circumstances, shareholders have pre-emptive rights, which allow them
to purchase shares or convertible securities on a priority basis before they are
offered to third parties. Thus, a shareholder has the right to purchase newly
issued shares in proportion to the number of shares he owns at the time the
company decides to issue new shares or convertible securities of the same type
and class.*

The pre-emptive rights of shareholders cannot be detached from shares. This
means that a shareholder cannot transfer his pre-emptive rights to another share-
holder. Pre-emptive rights are only transferable together with shares.

a) The Purpose of Pre-Emptive Rights

Pre-emptive rights ensure that all shareholders of the same class are treated
equally. They provide the opportunity to purchase new shares when the com-
pany wants to increase its charter capital. Pre-emptive rights help protect share-
holders from dilution, which can result in losing some of their rights due to the
decrease of the percentage of shares they hold.

37 LJSC, Article 91, Clause 2.
% Note that this Manual refers to open joint stock companies.

¥ LJSC, Article 7, Clause 2, Paragraph 3.
40 1JSC, Article 40, Clause 1.

15
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b) When Pre-Emptive Rights Exist

The existence of pre-emptive rights depends on the type of subscription (open
or closed) and whether it is limited to the existing shareholders or whether third
parties can purchase new shares. Figure 6 specifies the cases in which shareholders

have pre-emptive rights.

Figure 6: When Pre-Emptive Rights Exist

Open Subscription

Closed Subscription
(Shareholders and
Third Parties)

Closed Subscription
(Only Shareholders)

Each shareholder can purchase
a number of shares and other
convertible securities pro rated
to the number of shares that
he already owns.

———

Only the shareholder who has
voted against the decision to
carry out a closed subscription,
(or who did not participate in the
voting on that issue) can purchase
a number of shares and other
convertible securities pro rated to
the number of shares that he al-

vv

No pre-emptive rights exist if
new shares and convertible se-
curities are issued through
closed subscription only to
shareholders and if such share-
holders have the option to pur-
chase newly issued shares and
other convertible securities pro

rated to the number of shares
they already own.

ready owns.

Source: IFC, March 2004

=» For more information on open and closed subscriptions, see Chapter 9, Sec-
tion B.3.

c) Pre-Emptive Rights and Fractional Shares

When shareholders exercise pre-emptive rights, fractions of shares (fractional
shares) can result.*!

A fractional share provides its owner a fraction of the rights attached to the
full share of the specific type and class. For purposes of calculating the amount
of the charter capital, all fractional shares must be added together. If, as a result,

1 1JSC, Article 25, Clause 3, Paragraph 1. For example, shareholder A has 123 common shares
out of 1,000 common shares, which represent 12.3% of all common shares. If the company
is placing 250 additional common shares, shareholder A will be entitled to purchase 12.3%
of 250 shares or 30.75 shares.
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a fractional share is left, the number of issued shares in the charter must indicate
the fraction of a full share.*?

Fractional shares circulate together with full shares. If a shareholder acquires
two or more fractional shares of the same type and class, these shares must be
added together to create one full and/or one fractional share which is equal to the
sum of these fractional shares.*

d) The Procedure for Exercising Pre-Emptive Rights

The list of shareholders with pre-emptive rights must be compiled based on
the shareholder register as of the date of the decision to issue additional shares or
other convertible securities. The shareholders included in the shareholder list that
have pre-emptive rights must be notified in the same manner as the notification
of the GMS.* This notification must include information on:*

*+  The number of shares or convertible securities to be issued;

+  The placement price or the procedure for determining the placement price
(including the placement price or the procedure for determining the place-
ment price of additionally issued shares for shareholders with pre-emptive
rights);

*  The procedure for determining the number of shares and convertible securities
that each shareholder has the right to purchase; and

+ The period within which pre-emptive rights must be exercised.*

A shareholder that has pre-emptive rights can exercise these rights fully or in
part by submitting to the company:*

# LJSC, Article 25, Clause 3, Paragraph 3. If shareholder A owns 12.3 shares, shareholder B
34.5 shares, shareholder C 40.6 shares, and the remaining shareholders collectively own 50
shares, the charter must state the following number of issued shares of the company:
12.3 + 34.5 + 40.6 + 50 = 137.4 shares.

# 1JSC, Article 25, Clause 3, Paragraph 4. For example, shareholder A purchases one frac-
tional share of 0.3 and the second fractional share of 0.6. As the result, shareholder A has
one fractional share of 0.9.

# 1JSC, Article 41, Clause 1, Paragraph 1. See also: Chapter 8, Section B.4.

# LJSC, Article 41, Clause 1, Paragraph 2.

# LJSC, Article 41, Clause 1, Paragraph 2 provides that this period cannot be less than 45 days
from the date of submitting (presenting in person) or publishing the notification on pre-
emptive rights. Before the expiration of this period, the company does not have the right to
issue shares and other convertible securities to persons other than the shareholders who have
pre-emptive rights.

4 LJSC, Article 41, Clause 2, Paragraph 1.
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+ A written statement requesting the purchase of additionally issued shares or
other convertible securities, which must include:
— The name of the shareholder,
— The place of residence (location) of the shareholder, and
— The number of shares or convertible securities to be purchased by the
shareholder; and
* A document verifying the payment for shares or other convertible securities.

If the placement of additional shares and other convertible securities calls for
payment in-kind, the Company Law also grants shareholders with pre-emptive
rights the right to pay in monetary form.*

6. The Right to Demand the Redemption of Shares

A shareholder has the right to have the company redeem all or a part of his shares
when the company:*

+ Reorganizes, and the shareholder voted against the decision or did not par-
ticipate in the voting on this decision during the GMS;

+ Concludes an extraordinary transaction approved by a decision of the GMS
and the shareholder voted against this decision or did not participate in the
voting on this decision;* or

+ Adopts a new version of the charter or amends the charter by a decision of
the GMS, which limits the rights of the shareholder, and the shareholder voted
against this decision or did not participate in the voting on this decision.

To exercise his redemption rights, a shareholder must be informed about the
right to demand the redemption of his shares. The notice of the GMS that must
approve the decisions that can trigger the redemption rights must include the fol-
lowing information about the redemption rights:”!

# 1JSC, Article 41, Clause 2, Paragraph 2.
4 LJSC, Article 75, Clause 1.

50

LJSC, Article 75, Clause 1 provides that redemption rights arise only when the extraordinary
transaction involves assets, the value of which is 50% or less of the book value of the com-
pany’s assets. However, the Plenum of the Supreme Arbitration Court has interpreted this
provision to include extraordinary transactions involving assets with a value of more than
50% of the book value of company’s assets; see Resolution No. 19, the Plenum of the Supreme
Arbitration Court, on Some Issues of Application of the Federal Law on Joint Stock Com-
panies, 18 November 2003, Section 29.

31 LJSC, Article 76, Clauses 1 and 2.
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*+  The right of shareholders to demand the redemption of all or part of their
shares if they vote against or do not participate in the voting on specified
agenda items;

+ Theredemption price the shareholders will receive if they demand redemption;
and

+  The procedure for exercising redemption rights.

The Supervisory Board must determine the redemption price, which cannot
be less than the market value of shares to be redeemed as determined by an In-
dependent Appraiser.

Shareholders have the right to submit a written request to the company to
have their shares redeemed, which shall be done no later than 45 days after the
GMS has approved the decision that gave rise to redemption rights.”* The request
must contain the following information:*

+ Theaddress of the shareholder who is demanding the redemption of his shares;
and
«  The number of shares the shareholder wants to redeem.

After the period for submitting requests for redemption has expired, the com-
pany must redeem the shares within 30 days.* The steps required to redeem shares
are summarized in Figure 7.

7. Shareholder Rights During the Liquidation of the Company

Shareholders are residual claimants when a company is being liquidated, i.e.
they will receive a portion of the assets remaining after creditor claims are
satisfied. Owners of common shares have a right to receive a portion of the
company’s property in proportion to their holdings in the company. Owners
of preferred shares have a right to receive the liquidation value of their preferred
shares. The charter must determine the liquidation value for each class of pre-
ferred shares.

If the company has placed preferred shares of two or more classes, the charter
must specify the priority of claims for each class of preferred shares.>

2 LJSC, Article 76, Clause 3, Paragraph 2.
% LJSC, Article 76, Clause 3, Paragraph 1.

3 LJSC, Article 76, Clause 4.
% LJSC, Article 32, Clause 2.
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Figure 7: Procedures for Redemption

e ———

Step 1. The Supervisory Board approves the GMS agenda, including issues that may trigger

Step 2. The Supervisory Board compiles the list of shareholders that have redemption rights based
on the shareholder list for the GMS.

Step 3. The company notifies shareholders entitled to participate in the GMS about the existence of
redemption rights if the shareholders vote against or do not participate in voting on the agenda item(s)

that may trigger redemption rights.

Step 4. The GMS approves the decision on the agenda item(s) that may trigger redemption rights.

Step 5. Shareholders who voted against or did not participate in the voting on the agenda item(s)
that trigger redemption rights submit a written request with a demand to redeem all or part

of their voting shares.

Step 6. The company redeems shares.

Source: [FC, March 2004

During liquidation, a company must first satisfy its obligations to creditors;
then priority claimants (usually administrative expenses and salaries, wages, em-
ployee benefits, customer deposits, and taxes); and finally, the Creditors Committee
divides the remaining assets among the shareholders following a specific order of
priority:>

1) Common and preferred shareholders that can exercise redemption rights have
the first priority to exercise their rights;

2) Second priority is given to preferred shareholders for the payment of declared
but unpaid dividends on preferred shares and to the payment of the liquidation
value of preferred shares as specified by the charter; and

% LJSC, Article 23, Clause 1.
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3) The claims of the other shareholders with common shares and preferred shares
without a liquidation value are satisfied after the first and second priorities.

The company’s assets must be distributed to each group in order of priority.
For example, the company cannot pay the liquidation value of preferred shares
until it has paid the full liquidation value of higher priority shares.

If the company does not have sufficient assets to pay all shareholders of the
same priority class, then the assets must be distributed in proportion to the number
of shares in the class.

8. The Right to Review the Shareholder List

The company must give registered shareholders holding at least 1% of voting shares
the opportunity to inspect the shareholder list within three days of a request.
This right gives shareholders the opportunity to contact other shareholders
and coordinate voting for collective action purposes. It is also important for
verifying the information in the shareholder list, as well as exercising rights at-
tached to shares.
The company is obliged to provide the following information:”

« The shareholder list; or
+ A document confirming that the inquiring shareholder is not included in the
shareholder list.

In order to protect the privacy of shareholders, the company is not allowed
to provide passport data and postal addresses to third parties without the share-
holder’s prior consent.

9. The Right to File a Claim on Behalf of the Company

A shareholder (or a group of shareholders) holding at least 1% of common shares
has the right to file a claim with the court on behalf of the company to recover
losses caused by:*®

+ A Supervisory Board member;
« The General Director;

57 LJSC, Article 51, Clause 4.
% LJSC, Article 71, Clauses 2 and 5.
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« An Executive Board member; and/or
+ The External Manager.

=» For more information on the liability of directors and managers, see Part II, Chap-
ter 4, Section F, and Chapter 5, Section E, respectively.

C. The Rights of the State as a Shareholder

The state can participate in a company either as an ordinary shareholder or as the
holder of a “golden share.” A golden share can be established to ensure the security
of the state, or protect the morale, health, rights, and interests of its citizens.” Gold-
en shares give agencies and subdivisions of the Russian Federation the right to:*

+ Propose items for the agenda of the GMS;
* Request an Extraordinary General Meeting of Shareholders (EGM);
+  Veto the following decisions of the GMS:
— Amendments to the charter or approval of a new charter,
— Reorganization of the company,
— Liquidation of the company, appointment of the Creditors Committee,
or approval of the intermediary and final liquidation balance sheets,
— Amendments to the charter capital, and
— Approval of extraordinary and related party transactions; and
+  Access all corporate documents.

The holder of a golden share may appoint a representative to the Supervisory
Board and the Revision Commission. The representative can be replaced at any
time by the body that appointed the representative. The representative is consid-
ered an official Supervisory Board or Revision Commission member.

Golden share rights can be established in the following circumstances:*'

+  Upon the privatization of assets of “a unitary enterprise;”*> or

+  Upon the removal of a company from the government list of strategic com-

panies irrespective of the number of state-owned shares.

* Law on the Privatization of State and Municipal Property, Article 38, Clause 1, Paragraph 1.
% Law on the Privatization of State and Municipal Property, Article 38, Clause 3.
¢ Law on the Privatization of State and Municipal Property, Article 38, Clause 1.

2 For more details about ‘unitary enterprises’, see CC, Article 113.
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The special rights under a golden share arrangement can be exercised starting
from the moment when the state sells 75% of its shares in the company.®

Best Practices: Although present in some other developed European countries,
(foreign) investors are usually cautious about investing in companies with
golden shares. Despite the fact that golden share arrangements can play a
useful role in protecting the interests of the state and the public, it is recom-
mended that state agencies carefully weigh all the pros and cons of implement-
ing golden share arrangements for each company.

Golden shares are terminated by a decision of the body that made the decision
to introduce them.*

The Russian Federation, state agencies, and municipal entities can be share-
holders without a golden share arrangement. In this case, their rights are identical
to the rights of the company’s other shareholders.

D. The Shareholder Register

The shareholder register is an important document that identifies the shareholders
and the owners of other registered securities of the company. It can be used to
verify the number, nominal value, types, and classes of shares and other regis-
tered securities held. The shareholder register is also maintained to secure
shareholder rights, and to monitor the circulation of shares and other registered
securities.

1. Maintaining the Shareholder Register

Companies must have a shareholder register that is either maintained by the com-
pany itself or an External Registrar.®® The Registrar is a professional company
which maintains shareholder registers pursuant to a contract with companies. In
companies with more than 50 shareholders, an External Registrar must maintain
the shareholder register.®

63

Law on the Privatization of State and Municipal Property, Article 38, Clause 5, Paragraph 1.
¢ Law on the Privatization of State and Municipal Property, Article 38, Clause 5, Paragraph 2.
% LJSC, Article 44, Clause 3, Paragraph 1.

% 1JSC, Article 44, Clause 3, Paragraph 2.
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A company that has transferred the register to an External Registrar remains
liable for its proper maintenance and safekeeping.®’

If a company decides to change its External Registrar, it must either place an
announcement in the media or inform all holders of securities in writing. The
company must pay for the costs of the announcement.®®

2. The Contents of the Shareholder Register

The shareholder register must include information about the:®

+ Company that has issued securities;

+ External Registrar (its branches and transfer agents), if the company uses a
Registrar;

+  Securities issued by the company;

« Persons (owners and nominal shareholders) and number, nominal value, and
state registration number of securities of each type and class placed by the
company that such persons own; and

+ Details about the personal accounts of registered persons and transactions
with securities requiring registration in such personal accounts.

Information about registered persons must include:

+ Family name, first name, mailing address, and passport data of individuals;
and

+ Full company name, bank account number, mailing address of the legal
entities, as well as the name of the registration agency, and the date and the
serial number of the company’s registration.

The company cannot be held liable for any losses caused to shareholders and
owners of other securities if they fail to submit the necessary information for
inclusion in the shareholder register.”

¢ 1JSC, Article 44, Clause 3, Paragraph 4.
% Law on the Securities Market, Article 8, Clause 3.

® LJSC, Article 44, Clause 1. See also: FCSM Regulation No. 27 on the Maintenance of the
Register of Holders of Securities, Section 3 for more information that must be included in
the shareholder register.

70 LJSC, Article 44, Clause 5.
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3. Accessing the Shareholder Register

The following parties have access to the shareholder register:

+  The company;

+  Owners of securities and nominal shareholders registered in the shareholder
register; and

+ State agencies, in cases specified by legislation.”!

Although the company has the right to obtain information from the share-
holder register, it does not have the right to disclose this information. Owners of
registered securities and nominal shareholders are entitled to obtain information
related to their personal accounts. They do not have the right to receive informa-
tion related to other owners of securities of the company.

A shareholder or a nominal shareholder can receive information from the
shareholder register in the form of an extract from his personal account. The
extract must be provided upon the request of the shareholder or his representative
within five working days.”” Information that must be included in the extract from
the personal account is specified by legislation.”

The entity that maintains the shareholder register of the company is liable for
the completeness and reliability of the information specified in the extract.”*

E. The Protection of Shareholder Rights

The protection of shareholder rights lies at the center of corporate governance and
is of particular importance for companies operating in emerging markets or tran-
sition economies. This protection is realized both internally, i.e. through internal
corporate procedures and other guarantees envisaged by the Company Law and
other legislation, and externally, i.e. through outside parties.

7l FCSM Regulation No. 27, on the Maintenance of the Register of Holders of Securities, Sec-
tion 7, Clause 7.9.3.

72 Law on the Securities Market, Article 8, Clause 3.

73 FCSM Regulation No. 27, on the Maintenance of the Register of Holders of Securities, Sec-
tion 3, Clause 3.4.4.

74 Law on the Securities Market, Article 8, Clause 3.
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1. Guarantees in the Company Law

The Company Law provides many guarantees to realize and protect shareholder
rights. Some of these guarantees are procedural in nature and relate to the or-
ganization of the GMS. Others are reflected in the respective obligations of the
governing bodies and officers of the company, i.e. Supervisory Board members,
the General Director, and Executive Board members.

Best Practices: It is important for the charter to ensure that shareholder rights,
and the mechanisms designed to ensure and protect these rights, are clearly
defined.

=» See also the model charter and company-level corporate governance code in Part VI,
Annexes 2 and 4.

For example, the right of shareholders to make proposals to the GMS agenda
is guaranteed by the following provisions of the Company Law related to the
authority and obligations of the Supervisory Board:”

+ Directors cannot reject proposals on other than procedural grounds envis-
aged by the Company Law, thus preventing the removal from the agenda
of questions that directors simply do not wish to address;

+ Directors have to provide reasons when rejecting a proposal;

+ Directors are required to review the proposal within a strictly defined time-
period; and

+ Directors are prohibited from making changes to the text of the proposal.

2. Judicial Protection

When shareholder rights are violated, shareholders have the right to judicial pro-
tection. This is a fundamental right guaranteed by the Constitution of the Russian
Federation.” In addition, the Company Law provides remedies such as the right
to appeal certain company decisions, and to sue directors and managers on behalf

75 LJSC, Article 53.

76 The Russian Constitution, Article 46, Section 1. According to the Russian Constitution, Ar-
ticle 18, such rights are directly applicable.

26

‘ Part_IIl_Ch-07-09.indd 26 @ 17.09.2004 11:34:36



®

Chapter 7. An Introduction to Shareholder Rights

of the company. Table 3 provides examples of these rights, which are discussed
in other chapters of this Manual.

Table 3: Examples of When Shareholders Can Apply to the Court

Shareholder Action Legal Basis
Appeal the refusal to enter data into the shareholder | LUSC, Article 45, Section 2, Paragraph 2.
register.
Appeal decisions of the GMS. LJSC, Article 49, Section 7.

Appeal the refusal of the Supervisory Board to call an | LUSC, Article 55, Section 7, Paragraph 2.
EGM.

Compel directors and managers to reimburse the com- | LJSC, Article 71, Section 5.
pany for losses caused to the company by their wrongful
acts.

=» For more information on enforcement of shareholder rights, see Part V, Chap-
ter 17.

3. Protection hy the Federal Commission for the Securities Market”

Securities legislation provides the Federal Commission for the Securities Market
(FCSM) with the authority to:"

*  Monitor activities of companies, brokers, stock exchanges and other profes-
sional participants of the securities market for compliance with securities
legislation;

+ Carry out inspections of the activities of these participants;

+ Examine complaints from shareholders;

+ File claims in court to protect the rights of shareholders, and to request the
liquidation of entities that violate (shareholder rights) legislation; and

+ File claims in courts to protect shareholder rights.

77 In late March 2004 under government reorganization, the FCSM was replaced by the Fed-

eral Service for Financial Markets (FSFM). Its authorities are expected to be widened, with
additional supervisory authority from the Antimonopoly and Finance Ministries. At the time
of publishing this Manual, the authority of the new FSFM had not been finalized.

78 Law on the Securities Market, Article 42, Clauses 10 and 19; Article 44, Clauses 6 and 7; Law
on the Protection of Rights and Lawful Interests of Investors in the Securities Market, Arti-
cles 11 and 14.
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The FCSM must examine complaints from shareholders within two weeks
from the date a complaint is submitted.” Based on the results of the examination,
the FCSM can issue a resolution to end the violating practice. Such a resolution
can include penalties.

All individuals and legal entities in Russia must comply with the rulings of
the FCSM. Its rulings can only be changed, amended, or repealed by the FCSM
itself or a court decision.

4. Non-Governmental Organizations for the Protection of Shareholder Rights

Shareholders may seek assistance from associations, institutes, or other non-
governmental organizations (NGOs) dedicated to the protection of shareholder
rights. NGOs have the right to assist shareholders with:*

+ Filing a claim in court to protect shareholder rights; and
+  Establishing special funds for the protection of shareholders interests.

NGOs can play an important role in exerting pressure on companies, in par-
ticular those companies that act with wanton disregard of shareholder interests.
NGOs may do this in a number of different ways. They may become shareholders
themselves and participate in the GMS. They may also conduct letter or media
campaigns to exert pressure on companies and draw public attention to the issue
of shareholder rights protection. They also serve as discussion platforms, contrib-
ute to the drafting of legislation, and the education of shareholders, directors, and
managers.

=» For a list of NGOs, see Part I, Chapter 1, Section D.4. For the role of NGOs in
enforcement, see also: Part V, Chapter 17, Section F.1.

5. Shareholder Activism and Collective Action

The protection of shareholder rights begins with good corporate behavior, an ap-
propriate legal and regulatory framework, and appropriate enforcement procedures.
Shareholders themselves must, however, also play a role in this process. Shareholders

7 Law on the Protection of Rights and Lawful Interests of Investors in the Securities Market,
Article 7.

% TLaw on the Protection of Rights and Lawful Interests of Investors in the Securities Market,
Article 18.
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are often the only parties who know about violations of their rights, and are in
the best position to either file a complaint with the company or, ultimately, with
the regulatory and judicial bodies.

Company Practices in Russia: The protection of minority shareholder rights
remains a key concern for many (international) investors considering investing
in Russian companies. Powerful owners/managers often pay little or no heed
to minority shareholders. On the other hand, shareholders themselves are
often passive, reflecting the lack of a shareholder culture among Russian inves-
tors. This comes as no surprise since citizens (often former employees of plants
and factories) became shareholders practically overnight during the privatization
phase, typically without having invested (material) funds before or having been
educated about their rights. This makes the role of regulatory and supervisory
bodies, as well as shareholder NGOs, even more important in ensuring that
proper attention is paid to the protection of shareholder rights.

Another aspect of shareholder rights protection is collective action. Collective
action is when a group of shareholders, who are unable to attain a right on an
individual basis, combine their votes to reach a threshold to obtain the right col-
lectively. Legislation provides for most of the above-mentioned rights to be ex-
ercised collectively. Moreover, the Company Law also provides shareholders with
access to shareholder lists that helps them contact other shareholders to solicit their
cooperation.

6. Shareholder Agreements

Shareholder agreements can be an important device for exercising collective action
among shareholders. In fact, such agreements can enable minority shareholders
to make use of minority rights (e.g. acquiring the 10% necessary to request an
extraordinary inspection of business and economic affairs of the company). The
situation is more complex if agreements are concluded between shareholders and
the company (or one of its governing bodies). In those circumstances, shareholders
may be “locked in” in a variety of ways, e.g. by obliging themselves to always vote
in favor of proposals by directors or to always follow the instructions of mana-
gement in matters relating to essential shareholder rights (the right to sell their
shares, the right to receive dividends, and other rights).
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Best Practices: Shareholder agreements can often be used to abuse share-
holder rights and force (minority) shareholders to act in a certain way that is
suitable for directors, managers and/or controlling shareholders. Therefore,
such agreements must be carefully regulated. For example, in the U.K.,
shareholder agreements cannot require a shareholder to vote in one of the
following ways:

e Always to follow the instructions of the company or one of its bodies;

e Always approve the proposals of the company or one of its bodies; and

e To vote in a specified manner or abstain in consideration of special advan-
tages.

Shareholder agreements are, in principle, a form of private, civil law contract.
Yet, because of their corporate governance implications, it is necessary to make
certain provisions. First, shareholder agreements cannot substitute (or contradict)
the founding documents of the company. It is the founding document (charter)
that is mandatory, publicly regulated, and subject to disclosure (according to the
state registration regime and/or securities regime). Second, it is necessary to pre-
vent the above-mentioned forms of abuse of the ability to control the voting
power of minority shareholders by prohibiting the inclusion of certain terms in
such agreements. Lastly, it is necessary (particularly for publicly traded companies)
to provide for greater transparency of voting control by requiring the disclosure
of such arrangements.

F. Responsihilities of Shareholders
In addition to rights, shareholders also have responsibilities. The main legal
responsibilities of shareholders are to:

+ Pay the full value of shares that they have acquired;*' and
+ Inform the Registrar about changes in their status.*

Other responsibilities may exist. They may include disclosure obligations when
certain thresholds of ownership are passed, or disclosure of the intent to acquire

81 LJSC, Article 34, Clause 1.
8 LJSC, Article 44, Clause 5.
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further shares or gain control of a company. These additional responsibilities
generally apply to larger shareholders, and are described throughout the Manual.

=>» For a discussion on the disclosure of beneficial ownership, see Part IV, Chapter 13,
Section B.3.

Under certain conditions, shareholders may be held liable despite their lim-
ited liability. In particular, this refers to controlling shareholders who have the
opportunity to determine the actions of or give mandatory instructions to the
company.®

Best Practices: Finally, in some countries, shareholders, especially institu-
tional investors, may be required to vote their shares. In other countries, there
is no legal requirement but it may be considered a moral imperative. While
no legal requirements for voting exist in Russia, good corporate governance
depends heavily on the active participation of shareholders in the governance
of the company.

8 1JSC, Article 3, Clause 3, Paragraph 1.
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The Chairman’s Checklist
|

The Authority of the General Meeting of Shareholders (GMS):

4
4

Are the powers of the GMS clearly set forth in the charter?
Are there any powers of the GMS that the charter explicitly delegates to the
Supervisory Board?

The Preparation for the Annual General Meeting of Shareholders (AGM):

4

Does the Supervisory Board provide workable and timely mechanisms to
include all legitimate shareholder proposals on the agenda?

Does the Supervisory Board have a clear duty to ensure that the agenda
is not changed after it has been sent to all shareholders?

Are all shareholders properly notified of the AGM?

Is sufficient information available for all shareholders to take well-informed
decisions on agenda items?

Does the charter require the company to provide additional information to
shareholders (or others having recognized interests) on specific agenda
items?

Does the company properly inform all shareholders of the AGM on its web-
site?

Conducting the AGM:

v

4

Is the venue of the AGM convenient and easily accessible for all company
shareholders?

Are shareholders (or their representatives) who attend the AGM properly
registered and do they have the opportunity to participate in the AGM?
Does the Supervisory Board ensure that the quorum of the AGM is properly
verified and properly recorded?

Are members of the Supervisory Board, executive bodies, and Revision
Commission, as well as the External Auditor, present during the entire AGM?
Do shareholders have the right and opportunity to ask questions to execu-
tives and other presenters?

Does the Supervisory Board ensure that effective and independent vote
counting mechanisms are in place during the AGM, and that the voting
results are properly recorded? Does the Supervisory Board ensure that
all decisions are valid and that all applicable legal requirements are
met?
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v Are the voting results and decisions properly communicated to share-
holders?

The Extraordinary General Meeting of Shareholders (EGM):

v Does the Supervisory Board convene an EGM when circumstances re-
quire?

v Does the Supervisory Board convene an EGM when the Revision Commis-
sion, the External Auditor, or a shareholder (or a group of shareholders)
owning at least 10% of voting shares requests an EGM?

Shareholders are the main contributors of equity capital. However, shareholders
do not always wish to participate in the day-to-day management of the company’s
affairs. Most shareholders lack the necessary time or skills to run a company.
Thus, shareholders entrust professional managers to run the company’s day-to-day
operations, and elect directors to supervise and guide the work of these managers.
However, this does not mean that shareholders completely give up their governance
rights. Shareholders most commonly exercise their governance rights through the
General Meeting of Shareholders (GMS).

The GMS is the highest governing body of a company.* It is through the
GMS that shareholders express their will with respect to such important com-
pany matters as the approval of annual reports and financial statements, the
election and dismissal of directors, the payment of dividends and distribution
of company profits, reorganization, major corporate transactions, and the ap-
pointment of the External Auditor. The GMS also provides shareholders with
the opportunity to, at least once a year, discuss these and other important mat-
ters, meet in person with their directors and managers, ask questions, and de-
termine the future of the company. Hence, shareholders exercise their right to
participate in the decision-making of the company through the GMS.

Preparing for and conducting the GMS is subject to detailed procedural re-
quirements as determined by law, and corporate policies and procedures. This
chapter describes the authorities of the GMS, its organization, and the legal re-
quirements for adopting valid decisions.

8 Law on Joint Stock Companies (LJSC), Article 47, Clause 1, Paragraph 1.
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A. General Provisions

1. Types of General Meetings of Shareholders

There are two types of GMS: the Annual General Meeting of Shareholders (AGM)
and Extraordinary General Meeting of Shareholders (EGM).®

a) The Annual General Meeting of Shareholders

The Company Law requires companies to hold a GMS once every year.® This
Meeting is called the AGM. The AGM must be held:*

+ Not earlier than two months after the end of the fiscal year; and

+ Not later than six months after the end of the fiscal year.*

Figure 1: The Period for Conducting an AGM

AGM period
December 31 March 1 > June 30
1 1 : > t
End of Fiscal Year Earliest Date Latest Date
to Conduct the AGM to Conduct the AGM

Source: IFC, March 2004

In practice, this means that a company (whose fiscal year is the same as the
calendar year) must hold its AGM between March 1 and June 30 of each year. The
charter must determine the period or specific date when the AGM is to be held.*

The AGM may not be held merely by written consent.® The AGM must
provide shareholders the opportunity to attend (if desired, by mail-in ballots).

b) The Extraordinary General Meeting of Shareholders
All GMS other than the AGM are called the EGM.”" They are convened in
response to specific company (or shareholder) needs, such as the issuance of ad-

85 LJSC, Article 47, Clause 1.
8 LJSC, Article 47, Clause 1, Paragraph 2.
8 LJSC, Article 47, Clause 1, Paragraph 3.

8 Law on Accounting, Article 14, Clause 1 uses the term “reporting period,” which is defined
as a calendar year starting on January 1 and ending December 31.

8 LJSC, Article 47, Clause 1, Paragraph 3.
% LJSC, Article 50, Clause 2.
o1 LJSC, Article 47, Clause 1, Paragraph 3.
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ditional shares, a corporate reorganization, or for the election of directors. Under
certain circumstances, the company may be required to call an EGM.
The EGM may be held:

+  With the physical participation of shareholders; or
+ By written consent using mail-in ballots for decision-making.

There are no limitations on the number of EGM that a company may conduct.

2. The Authority of the General Meeting of Shareholders

The authorities of the GMS are set forth in the Company Law®* and are also specified
in the charter.”® The charter may not, however, provide any additional authorities
that are not permitted by legislation. The GMS may delegate some of its authorities
to the Supervisory Board, such as the right to elect the General Director.

=» For more information on the separation of authorities between the GMS and the
Supervisory Board, see Part II, Chapter 4, Section A.4.a. For more information
on who should elect the General Director, see Part II, Chapter 5, Section C.1.

The authority of the GMS is summarized in Figure 2:

Figure 2: The Authority of the General Meeting of Shareholders

Economic and financial activities
of the company

Election of the Supervisory Board A Internal procedures for the governing

(and possibly the executive bodies) v d bodies

The GMS
Authority [> Charter capital

Over the:

Reorganization and liquidation <]

Participations in other companies v Securities

Transactions

Source: IFC, August 2003

More specifically, the GMS has the authority related to:

%2 LJSC, Article 48, Clause 1.
% LJSC, Article 11, Clause 3.
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a) Reorganization and Liquidation of the Company:*

+ Reorganize the company;

+ Liquidate the company and appoint members to the Creditors Committee;
and

+ Approve the interim and final liquidation balance sheets.

=» For more information on reorganizations, see Part V, Chapter 16.

b) Election of the Governing Bodies:”

»  Determine the number of directors, as well as to elect and dismiss them;

+  Approve the remuneration of directors;

+ Appoint and dismiss the General Director and Executive Board members
(unless the charter delegates this authority to the Supervisory Board);
and

* Transfer the authority of the General Director to the External Manager.

c) Control over the Company:*

+ Approve the by-laws for the Revision Commission;

+ Elect and dismiss Revision Commission members;

+ Approve the remuneration of the Revision Commission members;
+ Request an extraordinary inspection by the Revision Commission;
+ Appoint the External Auditor;

+ Approve annual reports and annual financial statements; and

+  Declare and pay dividends.

=» For more information on internal and external control structures, see Part I1I,
Chapter 14.

d) Procedures for Governing Bodies:"”

+ Amend the charter or approve a new version of the charter;

+  Establish the procedures for conducting the GMS;

+  Elect and dismiss Counting Commission members and set the number of its
members; and

% LJSC, Article 48, Clause 1, Sections 2 and 3.

% LJSC, Article 48, Clause 1, Sections 4 and 8; Article 64, Clause 2; Article 69, Clause 1, Para-
graph 3.

% LJSC, Article 48, Clause 1, Sections 9, 10, 10.1, and 11; Article 85, Clause 1, Paragraph 2;
Clause 2, Paragraph 2, and Clause 3.

97 LJSC, Article 48, Clause 1, Sections 1, 12, 13 and 19; Article 56, Clause 1.
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+ Approve the by-laws for the governing bodies of the company (the GMS, the
Supervisory Board, the General Director, and the Executive Board).

e) Charter Capital:*®

+ Increase the charter capital by increasing the nominal value of issued
shares;

+  Determine the number, nominal value, types, and classes of authorized shares
that may be issued and placed by the companys;

+ Increase the charter capital by issuing additional shares (unless the charter
delegates this authority to the Supervisory Board);

+  Reduce the charter capital by decreasing the nominal value of issued shares;
and

*  Reduce the charter capital by reducing the number of issued shares by retiring
treasury shares.

=» For more information on the charter capital, see Chapter 9.

Securities:”

Split and consolidate shares;

+ Approve the buy-back of company shares in cases specified by the Company
Law;

+ Issue bonds and other convertible securities, unless the charter delegates this
authority to the Supervisory Board; and

+ Issue shares and other convertible securities through closed subscription.

=» For more information on securities, see Chapter 11.

g) Transactions:'"”

+ Approve extraordinary transactions;

+ Approve related party transactions; and

+  Waive the obligation of the controlling shareholder(s) to make a buy-out
offer during control transactions.

=» For more information on control transactions, see Chapter 12, Section B.

% LJSC, Article 48, Clause 1, Sections 5-7.

9 LJSC, Article 48, Clause 1, Sections 14 and 17; Article 33, Clause 2, Paragraph 2; Article 39,
Clause 3.

10 LJSC, Article 48, Clause 1, Sections 15 and 16; Article 80, Clause 2, Paragraph 2.
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h) Participation in Other Companies:'*!

+ Authorize the company to participate in holding companies, financial and
industrial groups, associations or other groups of commercial enterprises.

Company Practices in Russia: As depicted in Figure 3, most GMS appear to
perform the functions assigned to them by law. The most common are electing
and dismissing directors (87%), electing the External Auditors (78%), and ap-
proving additional issues of company shares (63%).'°2 More revealing than the
functions performed by the GMS are the responsibilities that it is supposed to
fulfill but does not. For example, in 19% of the surveyed companies, the GMS
does not approve an independent External Auditor.

Figure 3: Powers of the GMS

Elect and Dismiss Directors 87%

Elect the External Auditor

Approve Additional Issue of Shares

Elect and Dismiss the Head of
Executive Board/General Director

Approve Transactions with Company’s
Assets

Approve Annual Budgets of the
Company

Initiate Unscheduled Audits

Elect and Dismiss the Chairman of the
Supervisory Board

Elect and Dismiss Senior Managers/
Executive Board Members

Control Internal Audit

Approve Operational Plans of Company 11%

0% 10% 20% 30% 40% 50% 60% 70% 80% 90%
Percentage of Companies

Source: IFC, Regional Survey on Corporate Governance Practices, August 2003

101 TJSC, Article 48, Clause 1, Section 18.

122 TFC Survey on Corporate Governance Practices in Russia’s Regions, Section 2.3.1, page 33,
August 2003 (see www.ifc.org/rcgp).
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3. Delegation of Authority

The authorities of the GMS may not be delegated to the executive bodies. How-
ever, the charter may delegate the following tasks to the Supervisory Board:'®

+ Appointing and dismissing the General Director and Executive Board mem-
bers;

+ Increasing the charter capital by issuing additional shares; and

+ Issuing bonds (and other convertible securities).

B. Preparing for the Annual General Meeting of Shareholders

Preparing for the AGM requires careful planning and adherence to procedural
requirements. The procedures are set out in the Company Law'* and regulations
issued by the Federal Commission for the Securities Market (FCSM).' Addition-
ally, The FCSM’s Code of Corporate Conduct (FCSM Code) provides useful
recommendations.

The steps that must be followed are summarized in Figure 4.

1. Drafting the Agenda

The first step in preparing for the AGM is to draft an agenda. The agenda struc-
tures the AGM, and lists issues that must be addressed.'*

a) Who May Submit Agenda Items

A shareholder (or a group of shareholders) holding at least 2% of voting shares
may propose agenda items, including the nomination of candidates to the govern-
ing bodies.

103 1JSC, Article 48, Clause 2, Paragraphs 1 and 2.
104 TJSC, Articles 51 to 54.

195 TJSC, Article 47, Clause 2. See also: FCSM Regulation No. 17/ps on Additional Requirements
to the Procedure of Preparing, Calling and Conducting the General Meeting of Shareholders
(FCSM Regulation No. 17/ps), 31 May 2002.

106 Federal Commission for the Security Market’s Code of Corporate Conduct (FCSM Code),
Chapter 2, Section 1.4.1.
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Figure 4: Preparation for the AGM

Step 1: | Step 1a: Submit proposals for consideration

Draw up the AGM

agenda | Step 1b: Review proposals

=» See also B.1 | Step 1¢: Notify shareholders about rejected agenda items

( | Step 2a: Make the decision to conduct the AGM |
| Step 2h: Draft the final agenda |
Step 2: o | Step 2c: Approve the date, place and time |
'gzl;iesﬁ)rﬁélmlnary < | Step 2d: Approve return address for sending completed ballots |
=» See also B.2 | Step 2e: Approve the voting ballots and notification procedures |
| Step 2f: Approve the list of materials and documents |
L | Step 2g: Approve the record date |

( Step 3: \

Compile

the shareholder list | Compile the shareholder list

\ =>See also B.3

Step 4: | Step 4a: Notify shareholders

Notify shareholders | Step 4b: Allow shareholders to familiarize themselves with informationl

= See also B4 | Step 4c: Send voting ballots, if required by legislation or the charter

( Step 5: )

Preliminarily approve

the annual report | Preliminarily approve the annual report

\ =>See also B.5 )

Source: [FC, March 2004

The signatory of the proposal is considered the individual who submits the

proposal.'” The date on which a shareholder’s ownership should be
the date of legal submission.'®®

17 FCSM Regulation No. 17/ps, Section 2.2.
108 FCSM Regulation No. 17/ps, Section 2.3.
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b) How and When to Submit Agenda Proposals
Shareholders must submit proposals in writing:'®

+ By regular mail to the General Director (or the External Manager). The postal
address must be included in the State Register of Legal Entities, the charter, or
the relevant by-laws. Proposals are considered submitted as of the postmark
date; or

By hand to the General Director (or to the Chairman of the Supervisory Board,
the Corporate Secretary, or any other person entitled to receive mail on behalf
of the company). The delivery must be verified by dated receipt. The date
of receipt of such a proposal is deemed to be the date of submission; or

+ By other means, such as e-mail or fax (if allowed by the charter and/or
by-laws). In this case, the charter or by-laws determine the date of
submission.

The company must receive proposals no later than 30 days after the end of
fiscal year, unless the charter allows for a later submission.'"

¢) Required Proposal Information

A shareholder (or a group of shareholders) owning 2% or more of voting
shares may propose any number of issues for the agenda. Each proposal must
contain:'"

+ The name of the submitting shareholder(s);

+ The number, types, and classes of shares held by the shareholder(s);

+ The text of the proposal (it may also contain proposed wording for share-
holders to vote on); and

+ The signature(s) of the submitting shareholder(s).

If a shareholder representative signs the proposal, a valid power of attorney
must be attached.!*

19 LJSC, Article 53, Clause 3. FCSM Regulation No. 17/ps, Sections 2.1 and 2.4.
10 LJSC, Article 53, Clause 1.

1 TJSC, Article 53, Clauses 3—4.

12 FCSM Regulation No. 17/ps, Section 2.7.
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Best Practices: Shareholder proposals should be included as separate items
on the agenda. However, certain agenda items should be grouped together.
For example, a decision on reorganization through spin-off may only be approved
if the AGM also approves the following related issues:

The spin-off procedure;

Terms and conditions of the spin-off;

The establishment of new companies as a result of reorganization;

The procedure to convert the reorganized company’s shares into shares of
new companies; and

The approval of a transfer balance sheet.

body specified in the charter or by-laws.
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d) Information to Be Included in Candidate Proposals
A shareholder (or a group of shareholders) owning at least 2% or more of
voting shares may propose candidates for the:

Supervisory Board;

General Director and Executive Board;'"?
Counting Commission; and

Revision Commission.

The number of candidates that may be proposed is limited to the size of the

114

Candidate proposals must contain the:'"

113

114

Name of candidates;

Name of the body for which candidates are nominated;

Name(s) of the shareholder(s) submitting the proposal;

Number, types, and classes of shares held by the submitting shareholder(s);
and

Signature(s) of the shareholder(s).

LJSC, Article 53, Clause 1. Note that shareholders have the right to propose candidates for
the position of General Director and Executive Board members only if the establishment of
the company’s executive bodies falls within the authority of the GMS. The charter must
specifically address this.

LJSC, Article 53, Clause 1.

> LJSC, Article 53, Clause 4; FCSM Regulation No. 17/ps, Section 2.8.
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The charter, by-laws, or other internal documents of the company may require
additional information.

As under item B.1.c above, if a shareholder representative signs the proposal,
a valid power of attorney must be attached.'®

Best Practices: Candidates should be informed of their nomination. In addition,
the AGM documents should contain an agreement that, if elected, candidates
will accept the position."” In the absence of such an agreement, it is recom-
mended that the candidate physically attend the AGM and verbally confirm his
acceptance if elected, before shareholders vote on his candidacy.

e) Proposal Review by the Supervisory Board

The Supervisory Board must decide whether to accept or reject shareholder
proposals within five days after the submission deadline. It may reject a pro-
posal only when:"®

The proposal is not submitted within the period determined by law and the
charter;

A submitting shareholder (or a group of shareholders) does not possess at
least 2% of voting shares;

The proposal is incomplete or does not meet the legal requirements for pro-
posals;

The AGM does not have the authority to decide on the proposed item;
or

The proposal does not otherwise comply with legislation (for example, if the
shareholder proposes to declare dividends when this recommendation may
only be made by the Supervisory Board).

116 FCSM Regulation No. 17/ps, Section 2.7.
17 FCSM Regulation No. 17/ps, Section 2.8; FCSM Code, Chapter 2, Section 1.3.6.
18 TJSC, Article 53, Clause 5.
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The Supervisory Board may not invoke any other grounds for rejecting pro-
posals.

Best Practices: Companies should check the shareholder register to verify
shareholders’ right to participate in the AGM, rather than require shareholders
to submit supporting documents.''®

f) The Notification of Shareholders of Rejected Proposals

The Supervisory Board must notify shareholders within three days of making
the decision if their proposals are rejected.'”® It must provide them with the text
of its decision stating the reasons for the rejection. Legislation does not specify
how shareholders should be notified when proposals are rejected. It is, however,
recommended that they be notified by registered mail.

The rejection of or failure to make a decision on shareholder proposals may
be appealed to a court.'!

The Company Law does not require shareholders to be notified if their pro-
posals are accepted.'? It is assumed that they will receive sufficient notification
when they receive the agenda.

2. Making Key Decisions

As depicted on Figure 5, the Supervisory Board must make a number of key de-
cisions in preparing for the AGM.'*

119 FCSM Code, Chapter 2, Section 1.5.
120 TJSC, Article 53, Clause 6.
121 LJSC, Article 53, Clause 6.
122 1JSC, Article 53, Clause 6.

12 1JSC, Article 54, Clause 1. LJSC, Article 60, Clause 2, Paragraph 2. The distribution of vot-
ing ballots prior to the AGM is mandatory for companies with 1,000 or more shareholders
with voting rights; for companies with fewer than 1,000 shareholders with voting rights,
only if required by the charter. (=» For more information on voting ballots, see Section B.4 of
this Chapter.) LJSC, Article 60, Clause 1, Paragraph 2. Voting during the AGM must be done
by ballot if the company has more than 100 shareholders with voting rights.
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Figure 5: Issues that the Supervisory Board Must Decide

Mailing address to which shareholders
send their completed voting ballots

Date, place, and time of the AGM A Agenda
The form of the GMS Record date, i.e. date on which the list
(an AGM is always held with the of persons who are entitled
physical participation of shareholders) to participate in the AGM is compiled

Format and text of the voting ballot D v Q Pfr(;ﬁedxge Mfor notifying shareholders
ot the

List of materials that
will be made available to shareholders prior to the AGM

Source: [FC, March 2004

In addition to the requirements of the Company Law, the FCSM requires that
the Supervisory Board decide on:'**

+ Which classes of preferred shares grant voting rights to their owners on each
agenda item; and
+ When the registration of participants at the AGM shall start.

a) The Decision to Conduct the AGM

The Supervisory Board must decide to conduct the AGM before its prepara-
tion may start. As part of this decision, the Supervisory Board decides as to the
final agenda; date, place, and time; address to which completed ballots must be
sent; notification procedure and text of the voting ballot; list of materials; and
record date.

b) The Date of the AGM
The company must conduct its AGM on a date that is determined by the charter.

Company Practices in Russia: In practice, the charter typically provides for
a period of time within which the AGM must be held. The Supervisory Board
then determines the exact date for each AGM, within the period stipulated by
the charter.

124 FCSM Regulation No. 17/ps, Section 2.10.
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¢) The Place of the AGM
The company is required to conduct the AGM where it has its registered seat
unless otherwise specified by the charter or by-laws.'”

Figure 6: Common GMS Locations

In the Company’s Head Office

Within the Region Where the Company’s
Head Office is Located

Outside the Region Where the Company’s
Head Office is Located

50%
% of Companies

12> FCSM Regulation No. 17/ps, Section 2.9.

126 TFC Survey on Corporate Governance Practices in Russia’s Regions, Section 2.3.1, page 32,
August 2003 (see www.ifc.org/rcgp).
127 FCSM Code, Chapter 2, Section 1.2. and 1.6.
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e The premises should be able to accommodate all shareholders who want
to participate; and

e Companies should estimate how many participants are likely to attend the
AGM and plan accordingly.

d) Approving the Agenda

The Supervisory Board must approve the final AGM agenda. The agenda is
composed of items that are:

+ Proposed by shareholders; and

+ Included upon the Supervisory Board’s initiative.

The Supervisory Board must include all shareholder proposals on the agenda
that were not rejected. The Supervisory Board may not change the wording of any
proposal, or the wording of the proposed decision to be taken on that item.'® Once
the Supervisory Board has approved the final agenda, it may not be changed.

The Supervisory Board may include:'®

+ Items in addition to those required by the Company Law or those proposed

by shareholders; and

+ Additional candidates for governing bodies if shareholders failed to propose

a sufficient number. It is good practice for the Supervisory Board to include
a sufficient number of candidates to fill all positions for governing bodies.

Figure 7 shows the items that the agenda must include.'

Figure 7: Required AGM Agenda ltems

Election of Revision Commission members Approval of the External Auditor

’ : <I Required Approval of the annual report
Election of directors I> and annual financial statements

ltems:

Decision to declare dividends Allocation of profits and losses

Source: [FC, March 2004

128 1JSC, Article 53, Clause 7, Paragraph 1.
129 LJSC, Article 53, Clause 7, Paragraph 2.
130 1JSC, Article 54, Clause 2.

o1
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e) The Record Date

The record date, sometimes referred to as the fixing date, is the date used
to determine who is entitled to participate in the AGM. The record date must
be set by the Supervisory Board prior to the AGM, and may not be set at a date
that is:"!

+ Earlier than the Supervisory Board’s decision to conduct the AGM;
+  More than 50 days prior to the AGM; and
+ Less than 45 days prior to the AGM, if voting ballots must be sent.

3. Preparing the Shareholder List

The next step in preparing for the AGM is to compile the list of shareholders who
are entitled to participate in the AGM. The shareholder list is based on informa-
tion from the Registrar on the record date.'

Once the Supervisory Board has set the record date, the General Director must
tell the Registrar to compile the shareholder list."** The shareholder list is prepared
for the Supervisory Board to:

+  Determine which shareholders are entitled to participate in the AGM;

+ Notify shareholders of the AGM;

+  Determine which shareholders have the right to receive dividends; and

*  Give shareholders the opportunity to verify that their rights are registered

properly.

a) Who Should Be Included on the Shareholder List
Only persons included on the shareholder list are entitled to participate in the
AGM. Figure 8 depicts who should be included on the shareholder list:'**

1B 1JSC, Article 51, Clause 1.
132 LJSC, Article 51, Clause 1, Paragraph 1.

13 The holder of the shareholder register will typically be the company or an External Registrar.

See also: Chapter 7, Section D.

3 FCSM Regulation No. 17/ps, Section 2.11. All shares of the company must be fully paid.
LJSC, Article 34, Clause 1, Paragraph 3 specifies that shares that are held by the founders of
the company, but are not fully paid do not grant voting rights to their owners, unless the
charter provides otherwise. Because of amendments to the LJSC, preferred shares with voting
rights cannot be placed after January 1, 2002. Securities convertible into preferred shares
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Figure 8: Who Should Be Included on the Shareholder List

Other persons as specified by law

Representatives

of the Russian Federation,
representatives of the
subdivisions of the Russian
Federation, and/or municipal
entities if the right to participate
in the management of the
company has been established
as part of a golden share
arrangement

Owners of preferred shares
of a particular class, if the agenda
includes the approval of charter

ad

Owners
of common shares

U=
LA

=

Owners of preferred shares
of a particular class that have
voting rights according

to the charter

Owners of non-cumulative
preferred shares for which
the company made the
decision not to declare
dividends or to declare
partial dividends during
the previous AGM

Owners of cumulative preferred
shares for which the company
made the decision not to declare
dividends or to pay partially

accumulated dividends during the
previous AGM

amendments that limit the rights
of these preferred shareholders

Owners of preferred shares
if the agenda includes the
reorganization or liquidation
of the company

Source: IFC, March 2004

b) Nominal Shareholders and the Shareholder List

To ensure that all shareholders are included in the shareholder list, nominal
shareholders (such as brokers, banks, and investment funds that manage shares
on behalf of shareholders) are required to provide the company with information
on the ultimate or beneficial owners they represent.'”

=>» See also Part IV, Chapter 13, Section B.3 for more information on the disclosure
of beneficial ownership.

with voting rights can not be converted into voting preferred shares after January 1, 2002.
The amendments to the LJSC have eliminated the possibility of issuing preferred shares that
have voting rights if this is specified by the charter. FCSM Regulation No. 17/ps does not
specify these other persons.

135 LJSC, Article 51, Clause 2.
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c) Information in the Shareholder List

The shareholder list must contain information on each individual and legal
entity including:'*

+  Name;

+ Identification details;

+  The number, type, and class of shares held; and

+ A mailing address in the Russian Federation.

d) Disclosure of Information in the Shareholder List

Two information disclosure situations may be differentiated:'*”
+ Disclosure to larger shareholders; and

+ Verification by a shareholder of his own holdings.

In the first situation, the shareholder list should be made available to all share-
holders who own at least 1% of voting shares. Information regarding physical
persons, including their mailing address, may however only be disclosed with their
permission.'*

In the second situation, shareholders are entitled to verify the accuracy of the
information in the register about themselves and their holdings. If the share-
holder is unable to verify his inclusion on the shareholder list, the company must
issue a statement within three days of the request.

The Supervisory Board may amend the shareholder list after the record date
only to restore the rights of persons who were omitted or to correct other er-
rors.'?’

e) Shareholder Obligations When Selling Shares After the Record Date
But Prior to the Annual General Meeting of Shareholders
Shareholders lose voting rights when they sell their shares, as voting rights are
transferred automatically to the new owner. However, as the shareholder list is
not updated after the record date, the selling shareholder must ensure that the new
shareholder may vote at the AGM. There are two ways for the selling share-
holder to fulfill his obligation:'*

136 1JSC, Article 51, Clause 3.
137 LJSC, Article 51, Clause 4.
138 1JSC, Article 51, Clause 4.
139 LJSC, Article 51, Clause 5.
140 1JSC, Article 57, Clause 2.

%4
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+ Grant a power of attorney to the new owner; or
+ Participate in the AGM and vote in accordance with the instructions of the
new owner.

In practice, these two options only work when the shareholder knows:

+ The identity of the buyer: In Russia, as elsewhere in the world, shares are
generally sold anonymously through intermediaries thus making it impossible
for the seller to identify and contact the buyer. It gets more complicated when
shares are sold to multiple shareholders or during multiple and sequential
transactions.

+ The record date: In practice, shareholders are not notified about the record
date before they are notified of the AGM. This makes it difficult for the
seller to know if he is obliged to act in order to allow the new shareholder to
participate in the AGM.

Securities legislation further regulates this issue. In particular, if a share-
holder sells his shares after the record date to multiple shareholders, then he is
required to either: 1) vote based on the instructions of the new owners; and/or
2) give a power of attorney to all new owners specifying the number of shares the
new owner may vote in accordance with the following:'"!

« If the instructions of the new owners coincide, their votes must be com-
bined;

« If the instructions of new owners do not coincide, the seller must vote in
accordance with the instructions of new owners;

+ If the new owners receive power of attorney from the seller, the new share-
holders must be registered in order to participate in the AGM, and they must
be given new voting ballots;

+ If voting shares are being circulated in foreign markets in the form of
depositary receipts, voting must be based on the instructions of the depositary
receipt holders.

=» For more information on depositary receipts, see Chapter 11, Section G.

41 FCSM Regulation No. 17/ps, Section 2.12.

95

Part_III_Ch-07-09.indd 55 @ 17.09.2004 11:34:41



®

The Russia Corporate Governance Manual

4. Providing Proper Notice

Once the procedures set out in Section B.3 are completed, all shareholders of record
must be notified of the AGM:'*

+  No later than 20 days prior to the AGM; or
+  No later than 30 days prior to the AGM if the agenda includes the reorgani-
zation of the company.

Best Practices: It is good practice that notification of the AGM:'4®

e Allows sufficient time for all shareholders to prepare for the AGM;

e |Is given to all shareholders;

e Allows sufficient time for shareholders to contact other shareholders; and
e Occurs at least 30 days in advance.

a) How to Notify
Shareholders must be notified of the AGM by:!*

+ Registered mail, unless the charter provides otherwise; or

+ Hand delivery with a delivery receipt; or

+ Publication in a newspaper or other printed media with a large circulation, if
provided by the charter.

Company Practices in Russia: An IFC survey of corporate governance prac-
tices in Russia’s regions shows that most companies send announcements by
registered mail and/or publish them in the print media, as shown in Figure 9
below.

142 1JSC, Article 52, Clause 1.
4 FCSM Code, Chapter 2, Section 1.1.1.
144 LJSC, Article 52, Clause 1, Paragraph 3.

145 TFC Survey on Corporate Governance Practices in Russia’s Regions, Section 2.3.1, page 31,
August 2003 (see www.ifc.org/rcgp).
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Figure 9: Method of AGM Notification

Registered Mail 74%
Publication in the Press

Announcement in the Company Office
Hand Delivered upon Receipt
Announcement on the Company Website

Announcement by Electronic Mail

Other

T T T T 1
0% 20% 40% 60% 80%
Percentage of Companies

Source: IFC, Regional Survey on Corporate Governance Practices, August 2003

The company may also notify shareholders of an AGM by television or radio,
or other methods such as the internet.'** These other methods may not, however,
replace those required by the Company Law and those specified in the charter.

Best Practices: Every reasonable effort should be made to inform shareholders
of an upcoming AGM."” A broader reach may be achieved by:
e Permitting the use of e-mail and the internet;

e Using widely read print media to disseminate notice; and
e Using no less that two and, ideally, several publications to give notice.

b) Information that Is Included in the AGM Notification
The AGM notification must include information required by the Company
Law and the FCSM.'*® In addition, the FCSM Code states that notification should

16 LJSC, Article 52, Clause 1, Paragraph 4.
147 FCSM Code, Chapter 2, Sections 1.1.3 and 1.1.4.

148 1JSC, Article 52, Clause 2; FCSM Regulation No. 17/ps, Section 3.1; FCSM Code, Chapter 2,
Section 1.1.2.

a7
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contain sufficient information to enable shareholders to decide whether they will
participate and how they will participate. Legal requirements and the FCSM Code’s
recommendations are summarized in Table 1.

Table 1: Information to Include in the AGM Notification

Information Required | Recommended

Full name and location of the company v v

Date, place, and time of the AGM

Mailing address for sending voting ballots (if applicable)

Record date of the AGM

Agenda

Procedures for receiving background materials

NAYRIRYAYA

The time when the registration of participants starts

The place where registration takes place

SNTSNISNSTISNSINISNIN S

The person to whom shareholders may report violations of the
registration procedure

¢) Information and Materials for the AGM
The Company Law and securities legislation list the background materials that
must be made available to shareholders before the AGM.'*¥

Best Practices: Companies should identify additional materials that may need
to be provided to shareholders in their charter.'®

Legal requirements and the FCSM Code’s recommendations are summarized
in Table 2.

149 LJSC, Article 52, Clause 3, Paragraph 1; FCSM Regulation No. 17/ps, Sections 3.2 to 3.5;
150 FCSM Code, Chapter 2, Section 1.3.1.
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Table 2: AGM Materials

Information (Materials) Required | Recommended
Annual report and annual financial statements v v
Report of the Revision Commission v v
Report of the External Auditor v v

Recommendations of the Supervisory Board regarding the distribution
of profits, including the amount of dividends and the procedure for the v v
payment of dividends, and regarding the distribution of losses

Draft charter amendments, draft of the new version of the charter,

; v v
if any

Draft by-laws, if any v v
Drafts of decisions of the AGM v v

Information on proposed candidates for the position of General Direc-
tor, and for members of the Executive Board, Supervisory Board, Revi- v v
sion Commission, and Counting Commission

Consent of nominees to accept the position if they are elected v v

Materials that must be made available when the agenda includes items

that may trigger redemption rights:

 The report of an Independent Appraiser on the market value of the
company shares;

« The net assets of the company based on the financial statements
for the last reporting period; and

« The minutes of the Supervisory Board meeting, which determined
the redemption price for shares, including the redemption price.

Materials that must be made available when the agenda includes the

reorganization of the company:

« The justification of the terms and procedures of the reorganization,
contained in the decision on the division, separation, or transforma-
tion, or in the contract on merger or accession approved by the
Supervisory Board;

« The annual reports and financial statements of all companies involved
in the reorganization for the last three fiscal years or for all com-
pleted fiscal years if the company was established less than three
years ago; and

» The quarterly accounting documents for the quarter that precedes
the date of the AGM.
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Table 2: AGM Materials

Information (Materials) Required | Recommended

The position of the Supervisory Board on each agenda item and any v
dissenting opinions.™"

d) When and Where Materials Must Be Made Available

AGM materials must be made available at the premises of the company where
the General Director is located and any other places specified in the AGM notifi-
cation:'*?

+ 20 days prior to the AGM; or
+ 30 days prior to the AGM, if the agenda includes the reorganization of the
company.

Information may also be made available at other places, preferably in an area
where a significant numbers of shareholders reside,'™ as long as the address is
specified in the AGM notification.

Best Practices: AGM materials should be posted on the internet, preferably on
the company’s website. Electronic dissemination is a simple and cost-effective
method of allowing broad public access.

Each shareholder of record has the right to receive copies of AGM materials.
The company may recoup the actual cost of making copies from shareholders.'*
Copies must be provided within five days of the request, unless the charter or
by-laws specify a shorter period.'*

e) When and How Voting Ballots Are Sent to Shareholders
The Company Law dictates when the company is required to use voting ballots
and when to distribute these in advance.

51 FCSM Code, Chapter 2, Section 1.3.3.

192 LJSC, Article 52, Clause 3, Paragraph 3.
153 FCSM Code, Chapter 2, Section 1.3.5.

194 LJSC, Article 52, Clause 3, Paragraph 4.
155 FCSM Regulation No. 17/ps, Section 3.8.
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Companies with more than 100 shareholders with voting rights must always
use voting ballots.”® Companies with fewer shareholders may use voting ballots
if required by the charter.

The company is required to distribute voting ballots if it has more than 1,000
shareholders with voting rights or the charter requires so.'”

Voting ballots must be distributed to all shareholders of record:'**

*  No later than 20 days prior to the AGM; and
By registered mail, if the charter does not provide otherwise; or
+ By hand with a delivery receipt.

For companies with more than 500,000 shareholders with voting rights, the

charter may allow for the publication of voting ballots in the print media.'®

f) Information on Voting Ballots
Voting ballots must include the information summarized in Table 3.1

Table 3: Information That Must Be Included on the Voting Ballot
Required Information The Company | The FCSM
Law Code
The full name and location of the company v v
The form of the AGM (either in the presence of shareholders or by v v
written consent)
The date, place, and time of the AGM
v v
Deadline prior to which completed ballots must be sent to the v v
company
The mailing address to which completed ballots must be sent v v

156 1LJSC, Article 60, Clause 1.

17 1JSC, Article 60, Clause 2, Paragraph 2.

198 LJSC, Article 60, Clause 2, Paragraphs 2 and 3.
199 LJSC, Article 60, Clause 2, Paragraph 4.

10 LJSC, Article 60, Clause 4. FCSM Letter on Information that is Contained in the Voting
Ballot for the General Meeting of Shareholders, 16 June 2000, Section 4; FCSM Regulation
No. 17/ps, Sections 2.13. and 2.14.
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Table 3: Information That Must Be Included on the Voting Ballot

Required Information The Company | The FCSM

Law Code

The wording of decisions on each issue and the names of candi- v v
dates
The instruction that the ballot must be signed by the shareholder v v
The exact wording “for,” “against,” or “abstain” alongside each v v
decision
An explanation of cumulative voting with the following text: “When
Supervisory Board members are elected with cumulative voting, the

: . v
shareholder may cast all his votes for one candidate or for several
candidates”
The ballot must have a designated area where shareholders must v
insert the number of votes they cast for each candidate
The ballot must contain an explanation that fractions of a vote may v

only be cast for one candidate

The ballot must show the number of votes each shareholder may
cast to decide on each decision based on information from the v
shareholder list

Instructions on how to complete the ballot
=>» See also Section C.11 in this Chapter.

The instruction that a shareholder who is a physical person must
write his last name when he signs the ballot

The instruction that an individual who completes the ballot on behalf
of a shareholder that is a legal entity must indicate his name and v
position, and the full name of the legal entity which he represents

The instruction that a copy of the power of attorney must be attached
to the ballot, and that the representative of the shareholder must v
sign the voting ballot (if the voting is by proxy)

g) Nominal Shareholders and Shareholder Notification

The AGM notification must be sent to nominal shareholders if the mailing
address of the beneficial owner is unknown.

If notice is sent to a nominal shareholder, the nominal shareholder must inform
the beneficial owner of the AGM. The nominal shareholder must give notice in
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accordance with the procedure and time specified by legislation, or by agreement
with the beneficial owner.'®!

9. Preliminarily Approving the Annual Report

The last step in preparing for the AGM is for the Supervisory Board to preliminarily
approve the annual report, which must occur no later than 30 days prior to the
AGM.'? Before it does so, the Revision Commission must verify the annual re-
port.'® The AGM then approves the final version of the annual report.

C. Conducting the Annual General Meeting of Shareholders

The company may conduct the AGM once all the preparatory steps have been
completed. The AGM is a key corporate governance event, and its proper imple-
mentation thus takes on added importance.

Best Practices: The AGM should be used to inform shareholders about com-
pany activities, achievements, and plans, and to involve shareholders in impor-
tant decisions. For a minority shareholder, the AGM is often the only chance
to obtain detailed information about the company’s operations, and to meet
management and directors.'®*

Convening and conducting the AGM is a complex task and a number of steps
must be followed to ensure that the AGM meets legal requirements and the FCSM
Code’s recommendations.

Best Practices: The AGM should not start prior to 09.00 and should end not
later than 22.00.'¢5 Clearly, one should steer away from a marathon AGM in
order to avoid exhausting participants. This may pose considerable organiza-
tional challenges when the issues to be decided are either complex, contentious,
and/or numerous.

1o TJSC, Article 52, Clause 4.

102 TJSC, Article 88, Clause 4.

13 LJSC, Article 88, Clause 3, Paragraph 1.
14 FCSM Code, Introduction to Chapter 2.
15 FCSM Code, Chapter 2, Section 1.6.3.
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The overriding principle for organizing the AGM is that it should be conducted
in such a manner so as to facilitate effective shareholder participation and
decision-making.

An overview of the steps necessary to organize the AGM is provided in
Figure 10.

1. Shareholder Participation Options

Shareholders may attend the AGM in person or grant a power of attorney to a
representative (proxy) who attends the AGM on the shareholder’s behalf.'*
Shareholders may also participate in the GMS by sending completed voting bal-
lots to the company (if voting ballots are distributed in advance). If participa-
tion is by proxy, the power of attorney must be drafted in compliance with
legislation or notarized to become valid.'®” It may be revoked and/or transferred
to another person at any time by the shareholder. In addition, the shareholder
may change the terms of the proxy and give his representative different instruc-
tions at any time.

=>» See Part VI, Annexes 22 and 23 for a model proxy from an individual and a legal
entity, respectively.

In case of joint ownership of shares, proxy voting may be by:'

* One of the owners, acting on behalf of all owners on the basis of a valid
proxy; or
+ A joint representative, acting on the basis of a valid proxy.

If an individual shareholder dies or a legal entity shareholder reorganizes after
the record date, the legal heir or the new shareholder may attend.'®

16 LJSC, Article 57, Clause 1, Paragraph 1.
17 LJSC, Article 57, Clause 1, Paragraph 3.
168 1JSC, Article 57, Clause 3.

1 FCSM Regulation No. 17/ps, Section 4.1.
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Figure 10: Steps for Conducting the AGM

Step 1:
The Counting Commission registers persons attending the AGM. C.2

Step 2:
The Counting Commission verifies and announces the quorum. C.3

Step 3:
The Chairman of the Supervisory Board opens the AGM, unless the charter provides otherwise. C.4

Step 4:
Shareholders elect a new Counting Commission if its term has expired. C.5

Step 5:
Shareholders elect the AGM Chairman, if the charter does not define who is to preside. C.6

Step 6:
Shareholders elect the AGM Secretary, if the charter does not define the Secretary. C.7

Step 7:
Shareholders decide on the presence of outside guests (other than those allowed by the charter). C.8

Step 8:
The AGM Chairman presents the agenda and the rules of order. C.9

Step 9:
The AGM Chairman opens the discussion on agenda items. C.10

Step 10:
Shareholders vote on agenda items. C.11

OPTION 1: ANNOUNCING VOTING OPTION 2: ANNOUNCING VOTING
RESULTS DURING THE AGM RESULTS AFTER THE AGM

Step 11.1: The Counting Commission counts votes and Step 11.2: The AGM Chairman closes the AGM.
prepares the minutes on the voting results. C.12 c.14

Step 12.1: The AGM Chairman announces voting results Step 12.2: The Counting Commission counts votes and
and decisions. C.13 prepares the minutes on the voting results. C.12

Step 13.1: The AGM Chairman closes the AGM. C.14 Step 13.2: The Counting Commission archives voting
o o ballots. €15

Step 14.1: The Counting Commission archives voting Step 14.2: Shareholders are notified of the official voting
ballots. C.15 results and AGM decisions. C.17

Step 15:
The AGM Secretary prepares and archives the AGM minutes. C.16

Source: [FC, March 2004
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2. Shareholder Registration

The previous year’s Counting Commission registers shareholders or shareholder
representatives before the AGM may begin.'”® Participants must be registered to
verify the quorum. In the absence of a quorum, the AGM must be rescheduled.
It should be noted that shareholders whose voting ballots were received at least
two days prior to the AGM are automatically registered.'”

Best Practices: To avoid company officials preventing shareholders from par-
ticipating in the AGM, e.g. by blocking registration, the registration procedure
should be described in detail in the internal documents of the company, and in
the GMS notification.'”

a) Who Registers Shareholders
Registration of participants must be done by:

+  The body specified by the charter when the company has 100 or fewer share-
holders with voting rights, or by the External Registrar;'”* or

+ The Counting Commission'”* when the company has more than 100
shareholders with voting rights;'” or

+ The External Registrar if it is assigned to perform such functions;'”® or

+  The External Registrar when the company has more than 500 shareholders
with voting rights.

b) Who Must Be Registered
The following persons must be registered before they may participate in the
AGM:'77

170 1JSC, Article 56, Clause 4.

171 FCSM Regulation No. 17/ps, Section 4.6.
172 FCSM Code, Chapter 2, Section 2.2.1.

173 FCSM Regulation No. 17/ps, Section 4.4.

7 Hereinafter, any references to the Counting Commission include other bodies fulfilling the

function of the Counting Commission, as specified by the Company Law and/or the charter.
175 LJSC, Article 56, Clause 1, Paragraph 1.
176 LJSC, Article 56, Clause 1, Paragraph 2.
177 FCSM Regulation No. 17/ps, Section 4.6.
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+ Shareholders, or shareholder representatives who did not return voting ballots;
and

+ Shareholders, or shareholder representatives who acquired shareholder rights
due to the reorganization of the company or death of a shareholder.

c¢) What Documents Must Be Verified for the Registration
To register participants of the AGM, the registering body must verify:'”®

+ The identity of the participants;
+ That participants are on the shareholder list; and
+  That shareholder representatives, or proxies, have a valid power of attorney.

d) Registration of Participants and Voting Ballots
The registering body must provide voting ballots to participants after registra-
tion is complete, unless voting ballots were sent prior to the AGM.

e) The Time for the Registration of Participants

The registration of participants of the AGM officially starts at the time stated
in the notice of the AGM and ends after the discussion of the last agenda
item.'”

Best Practices: The registration of participants should be carried out on the
same day just prior to conducting of the AGM.'® Poorly organized registration
may result in shareholders having to wait in line while the AGM starts. Ac-
cordingly, companies should make every effort to ensure that the registration
process is quick and efficient, and that participants are not prevented from
participating in the AGM due to administrative delays. This means that the
registration desk needs to be adequately staffed, and open well in advance of
the AGM.

178 FCSM Regulation No. 17/ps, Section 4.8.
17" FCSM Regulation No. 17/ps, Section 4.9, Paragraph 1.
180 FCSM Code, Chapter 2, Section 2.2.2.
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f) Where Participants Must Be Registered
Registration must take place where the AGM is held.'®!

3. Verifying and Announcing the Quorum

The Counting Commission must verify and announce that a quorum is present
for the AGM after registration is complete and before shareholders may vote.'®

Owners of more than 50% of voting shares must participate in the AGM for
it to commence and its decisions to be valid."®® The shareholders participating in
the AGM are those who:

+ Are registered (in person or by proxy); or
+ Have returned voting ballots no later than two days prior to the AGM.!#

If the agenda of the AGM includes items with different voting requirements
for common shareholders and preferred shareholders, a quorum must be deter-
mined separately for each item. The absence of a quorum for any one agenda
item does not prevent shareholders from voting on other agenda items for which
a quorum exists."*> A quorum must be re-verified for each agenda item.'®

A quorum is verified by counting the number of registered shares. Frac-
tional shares must be counted for a quorum, and may not be rounded off.'¥

The Chairman opens the AGM when there is a quorum for at least one
agenda item. If there is no quorum, the AGM must be postponed in accordance
with the charter or by-laws. The AGM may not be postponed for more than two
hours.'™ If the charter or by-laws do not specify how long the AGM may be
postponed, it must be postponed for only one hour. The AGM may be postponed
only once.

'8 FCSM Regulation No. 17/ps, Section 4.5.

182 LJSC, Article 56, Clause 4.

18 LJSC, Article 58, Clause 1, Paragraph 1.

18 LJSC, Article 58, Clause 1, Paragraphs 1 and 2.

185 1JSC, Article 58, Clause 2.

18 FCSM Regulation No. 17/ps, Section 4.11.

87 FCSM Regulation No. 17/ps, Section 4.15.

18 FCSM Regulation No. 17/ps, Section 4.9, Paragraphs 2 and 3.
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In the absence of a quorum for at least one agenda item, the AGM must
be rescheduled. The rescheduled AGM must be conducted with the same
agenda.'®

The rescheduled AGM may be conducted and will be deemed valid if the
owners of not less than 30% of voting shares participate in the rescheduled AGM.'
The charter of a company with more than 500,000 shareholders with voting rights
may set a lower quorum requirement for any rescheduled AGM.

Best Practices: Charters of companies with more than 500,000 shareholders
(with voting rights) should require the registration of no less than 20% of voting
shares for a rescheduled AGM."

If the rescheduled AGM is held within 40 days of the original AGM, it is not
necessary to prepare a new shareholder list.'"> The rescheduled AGM may only
be held if persons included on the shareholder list are notified in a timely manner
according to procedures for the original AGM.'*

4. Openinyg the Annual General Meeting of Shareholders

The AGM may be opened if a quorum exists on at least one agenda item. The
person who opens the AGM, typically the Chairman of the Supervisory Board,
must invite shareholders to vote on:

*+ The Counting Commission members if their terms have expired;

+  The AGM Chairman (unless the charter defines who presides over the GMS);'"**
and

+  The AGM Secretary (unless the charter defines who the Secretary is).

18 LJSC, Article 58, Clause 3, Paragraph 1.

% 1JSC, Article 58, Clause 3, Paragraphs 1 and 2.
191 FCSM Code, Chapter 2, Section 2.3.

92 LJSC, Article 58, Clause 4.

195 LJSC, Article 58, Clause 3, Paragraph 3.

194 1JSC, Article 67, Clause 2.
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9. Electing the Counting Commission

The AGM must elect Counting Commission members when the company has more
than 100 shareholders with voting rights and the term of the previous Counting
Commission has expired.'”

If the company has more than 500 shareholders with voting rights, an Exter-
nal Registrar must perform the functions of the Counting Commission."”® A com-
pany with 500 or fewer shareholders with voting rights may voluntarily retain an
External Registrar to perform the functions of the Counting Commission.'?’

The functions of the Counting Commission may also be assigned to an Ex-
ternal Registrar when:'*®

+ The terms of Counting Commission members have expired; or
«  The number of its members is less than three; or
+  Fewer than three Counting Commission members are present at the AGM.

There are no term-limits for Counting Commission members.

Figure 11 depicts the various responsibilities of the Counting Commission.

The Counting Commission must have at least three members.”” To ensure
that it performs its functions independently of the General Director, the Executive
Board, and the Supervisory Board, the following individuals may not be mem-
bers: !

+  Supervisory Board members, and candidates for the Supervisory Board;

« Revision Commission members, and candidates for the Revision Com-
mission;

+ The General Director, and candidates for the position of General
Director;

+ Executive Board members and candidates for the Executive Board; and

+ The External Manager, and candidates for the External Manager.

199

195 1LJSC, Article 56, Clause 1.
1% LJSC, Article 56, Clause 1.
197 LJSC, Article 56, Clause 1, Paragraph 2.
198 1JSC, Article 56, Clause 3.
199 LJSC, Article 56, Clause 4.
200 LJSC, Article 56, Clause 2.
201 TJSC, Article 56, Clause 2.
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Figure 11: The Functions of the Counting Commission

Registers AGM participants

Transfers the voting ballots to the

company archives v
Prepares the minutes <
on the voting results

Verifies the right of persons to

4 participate in the AGM
> Verifies the quorum

l Explains voting procedures and

Cqunts v%tes cast qn eachh agenlda the voting rights of shareholders
item and summarizes the results and their representatives

The Counting
Commission:

Ensures that the AGM complies with voting
procedures and makes sure that all decisions meet
the voting requirements of each agenda item

Source: IFC, March 2004

6. Electing the Chairman of the Annual General Meeting of Shareholders

The Chairman of the Supervisory Board presides over the AGM if the charter
does not provide otherwise.”®> In all other cases, shareholders must elect the
AGM Chairman.

7. Electing the Secretary of the Annual General Meeting of Shareholders

The AGM must have a Secretary.””® The AGM Secretary ensures that discussions
and decisions are duly recorded in the AGM minutes. Shareholders elect the AGM
Secretary if the charter does not define who the Secretary is or when his term
expires.

Best Practices: A qualified Corporate Secretary is an excellent candidate to
serve as the AGM Secretary.2%

202 LJSC, Article 67, Clause 2.
203 1JSC, Article 63, Clause 1.
204 FCSM Code, Chapter 5, Section 1.1.7.

n
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8. Inviting Outside Guests as Ohservers

As a practical matter, the company may invite creditors, potential investors, em-
ployees, government officials, journalists, experts, and other individuals and or-
ganizations that do not own company shares to the AGM. The charter and by-laws
may specify procedures on inviting guests to the AGM.

9. Presenting the Agenda and the Rules of Order

The Chairman of the AGM presents the agenda to the AGM participants. In ad-
dition, the AGM Chairman explains the rules of order as specified either in the
charter, by-laws or a decision of the GMS. Per request of the AGM Chairman,
the Counting Commission explains the voting procedures.

10. Discussing Agenda Items

The AGM Chairman may invite Supervisory Board members, the General Director,
and Executive Board members to comment on agenda items before the share-
holders vote. He may also ask invited experts to explain agenda items to share-
holders.

Best Practices: It is good practice that:2%

e Shareholders have the opportunity to question Revision Commission mem-
bers and the External Auditor;

e Shareholders receive clear answers to questions;

e Questions from shareholders are answered immediately. If a question can-
not be answered immediately, a written response should be given as soon
as possible after the AGM,;

e The AGM be conducted so that all shareholders have an opportunity to
make balanced and informed decisions on all agenda items;

e The External Auditor, the General Director, and members of the Supervisory
Board, the Revision Commission, and the Executive Board are present at the
AGM. If they are not, the AGM Chairman should explain their absence;

e Key officers of the company, including the chairmen of Supervisory Board
committees, speak at the AGM;

* The agenda set aside some time for presentations by shareholders; and

e The Chairman of the AGM interrupt speakers only to maintain order or
comply with procedural requirements.

25 FCSM Code, Chapter 2, Section 2.1.
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11. Voting

After one or several agenda items have been thoroughly discussed, the Chairman
of the AGM invites shareholders to vote. Voting is based upon the principle of
“one voting share — one vote,” except for cumulative voting when directors are
elected® or when the charter includes voting limitations.*"”

Shareholders have the right to vote on all agenda items from the moment the
AGM is opened until the moment it is closed when voting results are not announced
during the AGM.>®

When the charter, by-laws, or a decision of the AGM requires voting results
to be announced during the AMG, all shareholders have the right to vote on all
agenda items from the moment the AGM is opened until the counting of votes
begins.?”

The format of a ballot depends on the voting procedures. Ballots document
how shareholders voted on agenda items. Further, they may help shareholders to
prove how they voted in the event that there are subsequent legal actions. The
ballot is typically a document that:

+ Contains all agenda items on which shareholders may vote. In this case, the
Counting Commission presents voting results to the Chairman of the AGM
after shareholders have voted on all agenda items; or

+ Consists of separate pages, each containing one or several items on which
shareholders may vote. In this case, the Counting Commission presents the
voting results to the Chairman of the AGM every time that shareholders vote
on the items listed on one page.

=» For more information on voting ballots, see Section B.4.f of this Chapter.

A ballot is valid if a shareholder marks only one of the possible options for a
particular item. A failure to do so invalidates the ballot with regard to that item.

206 LJSC, Article 59.

07 LJSC, Article 11, Clause 3.

% FCSM Regulation No. 17/ps, Section 4.10.
29 FCSM Regulation No. 17/ps, Section 4.10.
210 LJSC, Article 61.

IS}

)
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Improperly completed voting ballots with respect to one or more items do not
cause the voting ballot to be invalid for other agenda items.

Best Practices: The procedure for counting votes should be transparent. To
avoid any (perception) that the voting results have been manipulated, the Count-
ing Commission be should independently monitored when counting votes. The
charter and other internal regulations should provide for such monitoring and,
additionally, define the authority of those persons appointed to monitor the
counting process.?'!

12. Counting and Documenting Votes

The Counting Commission must count the number of votes cast during the AGM
and summarize voting results in its minutes. The Counting Commission presents
the voting results to the Chairman of the AGM, who then announces the results
(if the company decides to announce results immediately).

The FCSM requires that the Counting Commission minutes contain specific
information.*?

=>» See Section C.18 of this Chapter.

All Counting Commission members must sign the minutes on the voting re-
sults.?® If the External Registrar performs the functions of the Counting Com-
mission, the person(s) authorized by the Registrar must sign the minutes.*'*

13. Announcing the Voting Results and Decisions

The Chairman of the AGM announces the voting results by reading the Counting
Commission minutes and the AGM decisions.*"

211 FCSM Code, Chapter 2, Section 2.4.2.

212 FCSM Regulation No. 17/ps, Section 5.3.
23 1JSC, Article 62, Clause 1.

214 FCSM Regulation No. 17/ps, Section 5.4.
215 LJSC, Article 62, Clause 4.
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Best Practices: The voting results should be counted and announced prior to
the closing of the AGM.2'®

14. Closing the Annual General Meeting of Shareholders

The Chairman of the AGM closes the AGM when:
+ All agenda items have been discussed and voted upon; and
+ The voting results have been announced (if the company decides to announce
results immediately).
An AGM may not be closed if a quorum does not exist on outstanding
agenda items by the end of the registration.?"”

Best Practices: The company should close the AGM on the same day to avoid
unnecessary (extra) expenses for shareholders. If the AGM cannot be com-
pleted within one day, the company should continue the Meeting on the next
day_218

15. Archiving Voting Ballots

After the AGM, the Counting Commission must ensure that the voting ballots are
sealed and transferred to the archives.?'”

16. Preparing the Annual General Meeting of Shareholders Minutes

The company must prepare the AGM minutes within 15 days of its closure.?®
The AGM Chairman and Secretary must each sign two original copies of the
minutes.

o

1o FCSM Code, Chapter 2, Section 2.4.3.

7 FCSM Regulation No. 17/ps, Section 4.11.
218 FCSM Code, Chapter 2, Section 2.4.1.

29 1JSC, Article 62, Clause 2.

20 LJSC, Article 63, Clause 1.

o
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The AGM minutes must include specific information.?!

=» For more information on the information that must contained in the AGM minutes,
see Section C.18 of this Chapter.

The AGM minutes are inserted in the minute book. The company must pro-
vide a copy of the AGM minutes to shareholders upon request.”> Shareholders
may be asked to reimburse the company for reasonable copying costs.?®

The following documents must be attached to the AGM minutes:***

*  The Counting Commission minutes on the voting results; and
+  Documents approved by the AGM.

17. Notifying Shareholders of Voting Results and Decisions (After the Annual
General Meeting of Shareholder)

If the voting results are not announced during the AGM, shareholders should
receive a report detailing the results no later than 10 days after the minutes on the
voting results are drafted.?® The report on the voting results should contain the
information specified in Section C.18 below, and should be signed by the Chair-
man and Secretary of the AGM.** The company should follow the same procedure
as required for notifying shareholders of the AGM.

18. Documents of the Annual General Meeting of Shareholder

Table 4 presents a summary of information that must be included in the Count-
ing Commission minutes on the voting results, as well as the AGM minutes (re-
gardless of whether the results are announced during or after the AGM). It also
covers the information required in the report on the voting results that must be
furnished to shareholders in the event that decisions are not announced during
the AGM.

21 1JSC, Article 63, Clause 2; FCSM Regulation No. 17/ps, Section 5.1.
22 1JSC, Article 91, Clause 1.

223 LJSC, Article 52, Clause 3, Article 91, Clause 2.

24 1JSC, Article 62, Clause 3; FCSM Regulation No. 17/ps, Section 5.2.
225 LJSC, Article 62, Clause 4.

226 FCSM Regulation No. 17/ps, Section 5.6.
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Table 4: Information Related to the Results of the AGM

Must Be Included in:

Information The Minutes | The AGM | The Report on the
on the Voting | Minutes Voting Results
Results
Full name and location of the company v v v
AGM address, i.e. location where it was held v v v
Date of the AGM v v v
Number of votes cast on each agenda item v v v

Number of votes on each agenda item and the

. v v v
required quorum
Agenda v v v
Voting results (number of votes “for,” “against,”
and “abstained” on each agenda item with a v v v
quorum)
Type of GMS (AGM or EGM) v v v
Form of AGM (by physical attendance or written v v v
consent)
Time when registration of participants started and

v v
ended
Number of votes on each agenda item that were
L v

not counted because they were invalid
Names of Counting Commission members v v

Full name and location of the External Registrar
or of persons authorized by the Registrar to act v v v
as the Counting Commission

Date of writing the Counting Commission minutes
on the voting results of the AGM

Name of the AGM Chairman and Secretary v v

17
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Table 4: Information Related to the Results of the AGM

Must Be Included in:

Information The Minutes | The AGM | The Report on the
on the Voting | Minutes Voting Results
Results
Text of approved decisions v v
Summary of speeches and discussions v
Time when the AGM was opened and closed v

Time when the calculation of votes started, if the
decisions approved by the AGM and the voting v
results were announced during the Meeting

Mailing address of the company to which the
completed voting ballots were submitted by share-

holders, if the company distributed ballots prior v
to the AGM
Date when the AGM minutes were prepared v

D. An Overview of the Extraordinary General Meeting
of Shareholders

An EGM may be convened for the company to make important decisions between
two AGM. The organization of an EGM resembles that of the AGM. The par-
ticularities of the organization of an EGM are the focus of this section.

Company Practices in Russia: 38% of companies in Russia’s regions con-
ducted an EGM during 2001 and 2002.22” As depicted in Figure 12, the two
most frequent reasons for calling an EGM are: (1) changes to the company
charter (61%) and (2) the election of new management (37%). In 70% of the

27 TFC Survey on Corporate Governance Practices in Russia’s regions, Section 2.3.1, page 34,
August 2003 (see www.ifc.org/rcgp).
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companies holding an EGM, the Supervisory Board called the Meeting. Share-
holders called an EGM in only 6% of companies. In only one case did a Revi-
sion Commission initiate an EGM.

Figure 12: Reasons for Calling an EGM

Amendments to the Charter 61%
Election of New Management

Additional Issue of Shares

Reorganization of the Company 10%

Approval of Extraordinary
Transactions

Other

10%

10%

0% 20% 40% 60% 80%

Percentage of Companies That Held Extraordinary Meetings

Source: IFC, Regional Survey on Corporate Governance Practices, August 2003.

1. When to Conduct an Extraordinary General Meeting of Shareholders

An EGM may be called under a number of different circumstances:
a) When Required by Law
The Supervisory Board is required by law to conduct an EGM when:

+ The Supervisory Board is unable to perform its duties due to the lack of a
quorum, i.e. when the number of serving members becomes less than the
quorum as specified by the charter;*® or

+ Theexecutive bodies are suspended or unable to perform their duties as shown
in Table 5.

28 1JSC, Article 68, Clause 2.
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Table 5: When the Supervisory Board is Required to Conduct an EGM??

Circumstances

Agenda Items

The Supervisory Board suspends the authority of the General Direc-
tor and appoints an interim General Director?®®

The election of a new General
Director

The Supervisory Board appoints an interim General Director because
he cannot perform his duties due to illness, death, resignation,
etc.!

The election of a new General
Director

The Supervisory Board suspends the authority of the External
Manager and appoints an interim General Director®®?

The approval of the External
Manager/General Director

The Supervisory Board appoints an interim General Director because
the External Manager cannot perform the duties of the General
Director due to illness, death, resignation, or the liquidation and
bankruptcy of the Managing Organization

The approval of the External
Manager/General Director

The number of serving Executive Board members becomes less
than the quorum as specified by the charter?®

The election of a new Execu-
tive Board

b) Who May Request an Extraordinary General Meeting

of Shareholders

A number of parties have the right to request an EGM, including:***

« The Revision Commission;
» The External Auditor; and

29 1JSC, Article 69, Clause 4, Paragraphs 3 and 4; Article 70, Clause 2, Paragraph 1.

20 The Supervisory Board has this authority when the establishment of executive bodies falls
within the authority of the GMS, and the charter provides that the Supervisory Board has
the authority to suspend the powers of the General Director and to appoint an interim Gen-
eral Director.

#1 The Supervisory Board has this authority when the establishment of executive bodies falls
within the authority of the GMS.

#2 The Supervisory Board has this authority when the charter provides that the Supervisory
Board has the right to suspend the powers of the external manager and to appoint an in-
terim General Director.

233 The Supervisory Board has this authority when the establishment of the Executive Board falls
within the authority of the GMS.

4 1JSC, Article 55, Clause 1, Paragraph 1.
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Th
rarely

A shareholder (or a group of shareholders) owning at least 10% of voting
shares.

e power to request an EGM is an important shareholder right. Though
exercised in practice, it allows the controlling bodies of the company to

convene an EGM when they deem it necessary and appropriate.

2. Preparatory Procedures

An EG

M and AGM have some procedural differences. These differences relate to

the drafting of the agenda, timing requirements for notifying shareholders, and
providing access to documents (information).

a)
Th

Initiating Preparation
e Supervisory Board initiates preparations if required by the Company Law

or at its own discretion. When the request to convene an EGM comes from an-
other party, the Company Law prescribes the following procedure:

The Supervisory Board must review the request within five days;**

The Supervisory Board decides to hold the EGM. The decision of when to
hold the EGM will differ, in part, according to whether or not the agenda
involves cumulative voting for directors;***and

The Supervisory Board must notify the requesting party within three days of
the decision.?”’

The Supervisory Board has the right to reject the request when:**

The request to conduct the EGM is inconsistent with the requirements of the
Company Law;

A shareholder (or a group of shareholders) does not own at least 10% of
voting shares; or

The proposed agenda items do not fall within the authority of the EGM and/or
the proposal is inconsistent with legal requirements.

Rejection may be appealed to the courts.?*’

»5 1JSC, Article 55, Clause 6, Paragraph 1.
»6 LJSC, Article 55, Clause 2, Paragraphs 1 and 2.
»7 1JSC, Article 55, Clause 7, Paragraph 1.
28 LJSC, Article 55, Clause 6, Paragraph 2.

239
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When the Supervisory Board makes no decision or decides to reject conduct-
ing an EGM, the requesting party has the right to conduct the EGM without the
Supervisory Board’s consent. In this case, the requesting party has the same rights
and obligations as the Supervisory Board with respect to preparing and conducting
the EGM.*** The company may be required to reimburse the expenses of the
requesting party by a decision of the EGM.*!

b) Drafting the Agenda

The initiating party, i.e. the Supervisory Board or the requesting party, drafts
the agenda of the EGM.

The agenda may include different items, including the election of directors.
However, in the event that the number of directors becomes less than the quorum
as specified by the charter, the agenda of the EGM may only include a single item,
that to elect the new Supervisory Board. For another mandatory EGM, the
agenda may include additional items.

c) Specific Requirements Depending on the Agenda Item

Different time periods exist for different procedural steps, depending on
whether the election of Supervisory Board members, which must be conducted
by cumulative voting, is on the agenda. These differences are summarized in
Table 6.

Table 6: Specific Timelines for an EGM

Standard Voting or

Cumulative Voting Other Agenda Items

Maximum period between the decision to conduct a | 70 days 40 days
mandatory EGM and the Meeting

Maximum period between the request to conduct a | 70 days 40 days
voluntary EGM and the Meeting

The record date is not earlier than (and no later than) | 65 days (45 days) | 50 days (45 days)

The notification of shareholders is not later than 50 days 20 days (30 days
in case of
reorganization)

20 1JSC, Article 55, Clause 8, Paragraph 1.
21 1JSC, Article 55, Clause 8, Paragraph 2.
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3. Conducting the Extraordinary General Meeting of Shareholders by Written
Consent

The EGM may be held by written consent.?” The EGM is held by written consent
when shareholders do not have the opportunity to attend the EGM, and discuss
and vote on agenda items. This is mainly useful when the EGM must make deci-
sions on administrative matters, for example, increasing the number of Counting
Commission members.

The section below describes the specific Company Law requirements in rela-
tion to an EGM conducted by written consent.

a) Decision-Making Powers of an Extraordinary General Meeting
of Shareholders Held by Written Consent
An EGM held by written consent may decide all issues that fall within the
GMS authority except for:**

*+ The election of Supervisory Board members (mandatory and voluntary);

+  The election of Revision Commission members;

+  The approval of the External Auditor; and

+ The approval of the annual report, financial statements, the distribution of
profits, and the payment of dividends.

An EGM by written consent may not be held in place of an AGM that is re-
scheduled because of the lack of a quorum.

b) Additional Information

Certain information, in addition to that available at an AGM, must be pro-
vided to shareholders in the notification, the voting ballot, and the EGM minutes,
such as the deadline for accepting voting ballots and the mailing address to which
completed ballots should be sent.***

242 1JSC, Article 50, Clause 1.
23 1JSC, Article 50, Clause 2.

24 LJSC, Article 52, Clause 2; Article 60, Clause 4, Paragraph 1; FCSM Regulation No. 17/ps,
Section 5.1.
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c) The Date and Quorum of an Extraordinary General Meeting of Share-
holders Held by Written Consent
The date on which an EGM is held by written consent is also the deadline for
accepting voting ballots.**
An EGM by written consent is valid if the owners of more than 50% of voting
shares participate. The shareholders who participate are those whose completed
ballots have been received by the deadline.**®

E. Decisions of the General Meeting of Shareholders

It is important to follow procedures for preparing and conducting the GMS to en-
sure the validity and lawfulness of decisions reached by this governing body.

1. Decisions Requiring a Simple Majority Vote

Most decisions of the GMS can be approved by a simple majority vote of par-
ticipating shareholders, as depicted in Table 7.2

Table 7: Decisions that Require a Simple Majority Vote

Decisions Related to the Governance of the Company Reference
Approve the by-laws for the company’s Supervisory Board, and | LJSC, Article 48, Clause 1,
executive bodies Section 19
Approve the by-law for the Revision Commission LJSC, Article 85, Clause 2,

Paragraph 2

Determine the list of additional documents that must be kept by the | LJSC, Article 89.
company

Related to the Supervisory Board, General Director, and Executive Board

Approve the remuneration of Supervisory Board members LJSC, Article 64, Clause 2

Appoint and dismiss the General Director and Executive Board mem- | LJSC, Article 48, Clause 1,
bers Section 8

25 FCSM Regulation No. 17/ps, Section 4.19.
26 LJSC, Article 58, Clause 1, Paragraph 2.
27 1JSC, Article 49, Clause 2, Paragraph 1.
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Table 7: Decisions that Require a Simple Majority Vote

Transfer (and terminate the transfer) of the General Director’s author-
ity to the External Manager

LJSC, Article 69, Clause 1,
Paragraph 3

Related to the Audit Function

Request an extraordinary inspection of the financial and economic
activities of the company by the Revision Commission

LJSC, Article 85, Clause 3,
Paragraph 1

Elect and dismiss Revision Commission members or the individual
performing the functions of the Revision Commission

LJSC, Article 48, Clause 1,
Section 9

Approve the terms of compensation and reimbursement of Revision
Commission members

LJSC, Article 85, Clause 1,
Paragraph 2

Appoint the External Auditor

LJSC, Article 48, Clause 1,
Section 10

Approve annual reports, annual financial statements, including
profit and loss statements, the distribution of profits and losses, and
the payment of dividends

LJSC, Article 48, Clause 1,
Section 11

Related to Shareholder Rights

Declare and pay dividends

LJSC, Article 48, Clause 1,
Section 10.1

Establish procedures for the organization of the GMS if this is pro-
vided be the charter or by-laws

LJSC, Article 48, Clause 1,
Section 12

Elect and dismiss Counting Commission members

LJSC, Article 48, Clause 1,
Section 13

Determine the number of Counting Commission members

LJSC, Article 56, Clause 1

Approve the reimbursement of expenses if the EGM is conducted
by parties other than the Supervisory Board

LJSC, Article 55, Clause 8

Increase the charter capital by increasing the nominal value of issued
shares

LJSC, Article 48, Clause 1,
Section 6

Increase the charter capital by issuing additional shares (if this
power has not been delegated to the Supervisory Board by the
charter)

LJSC, Article 48, Clause 1,
Section 6; Article 39, Clau-
se 4
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85

17.09.2004 11:34:46



‘ Part_I1I_Ch-07-09.indd 86

®

The Russia Corporate Governance Manual

Table 7: Decisions that Require a Simple Majority Vote

Reduce the charter capital by decreasing the nominal value of placed
shares or by reducing the number of placed shares by retiring
treasury shares

LJSC, Article 48, Clause 1,
Section 7

Decrease or increase the nominal value of shares (split or consolidate
shares)

LJSC, Article 48, Clause 1,
Section 14

Approve related party transactions in cases specified by the Com-
pany Law (only by shareholders who are not interested parties in a
transaction)

LJSC, Article 48, Clause 1,
Section 15

Approve extraordinary transactions involving 50% or less of the book
value of company assets

LJSC, Article 48, Clause 1,
Section 16

Waive the obligation of the controlling shareholders to make a man-
datory bid in case of control transactions

LJSC, Article 80, Clause 2,
Paragraph 2

Issue bonds or other convertible securities through open subscription
if these bonds and other securities may be converted into 25% or
less of already issued common shares (if this power has not been
delegated to the Supervisory Board by the charter)

LJSC, Article 33, Clause 2,
Paragraph 2

Participate in holding companies, financial industrial groups, asso-
ciations, or other groupings of commercial entities

LJSC, Article 48, Clause 1,
Section 18

2. Decisions Requiring a Supermajority Vote

a) Per the Company Law

Table 8 summarizes decisions that must be approved by a 3;-majority vote of

participating shareholders.*®

Table 8: Decisions Requiring a 3/3-Majority Vote

Decisions

References

Amend the charter or approve a new version of the charter

LJSC, Article 48, Clause 1,
Section 1

Reorganize the company

LJSC, Article 48, Clause 1,
Section 2

248 1JSC, Article 49, Clause 4.
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Table 8: Decisions Requiring a 3/4-Majority Vote

Decisions

References

Liquidate the company and appoint Liquidation Committee members

LJSC, Article 48, Clause 1,
Section 3

Approve the interim and final liquidation balance sheets

LJSC, Article 48, Clause 1,
Section 3

Determine the number, nominal value, types, and classes of authorized
shares

LJSC, Article 48, Clause 1,
Section 5

Approve extraordinary transactions involving more than 50% of the
book value of company assets

LJSC, Article 79, Clause
3

Approve the buy-back by the company of its issued shares

LJSC, Article 48, Clause 1,
Section 17

b) Per the Charter

Some GMS decisions must be approved by a supermajority vote if specified

in the charter, as depicted in Table 9.

Table 9: Decisions Requiring a Supermajority Vote as Per the Charter

Decision Percentage of Votes

Reference

and

« A separate 3/4-majority vote of all other
shareholders with voting rights participat-
ing in the GMS (if the charter does not
require a higher percentage of votes).

Amend the charter that limit the | « A 3/4-majority vote of preferred share- | LJSC, Article 32,
rights of preferred shareholders holders of a specified class whose rights | Clause 4

will be affected as a result of charter
amendments (if the charter does not
require a higher percentage of votes);

Issue additional shares through | A 3/z-majority vote of shareholders

partici- | LJSC, Article 39,

closed subscription pating in the GMS (if the charter does not | Clause 3
require a higher percentage of votes).
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Table 9: Decisions Requiring a Supermajority Vote as Per the Charter

Decision

Percentage of Votes

Reference

Issue convertible securities
through closed subscription

A 3/s-majority vote of shareholders partici-
pating in the GMS (if the charter does not
require a higher percentage of votes).

LJSC, Article 39,
Clause 3

Issue additional shares through
an open subscription that are
more than 25% of the outstand-
ing common shares

A 3/4-majority vote of shareholders participat-
ing in the GMS (if the charter does not re-
quire a higher percentage of votes).

LJSC, Article 39,
Clause 4

Issue bonds or other convertible
securities through open subscrip-
tion if such bonds and other se-
curities may be converted into
more than 25% of the outstanding
common shares

A 3/4-majority vote of shareholders participat-
ing in the GMS (if the charter does not re-
quire a higher percentage of votes).

LJSC, Article 39,
Clause 4

3. Decisions Requiring a Unanimous Vote

The decision to reorganize the company into a non-commercial partnership must
be approved by a unanimous vote of all shareholders.**

4. Appealing Decisions

Under certain circumstances, GMS decisions may be appealed to (and potentially
invalidated by) the courts. Decisions may be appealed when legal and/or charter
requirements have not been met.*® GMS decisions may be appealed by:

+ A shareholder (or a group of shareholders) who did not participate in the
GMS that approved the decision that is being appealed; or

+ A shareholder (or a group of shareholders) who voted against the approval
of the decision that is being appealed; if

+ The decision violates his rights and lawful interests.

A decision of the GMS may be appealed within six months from the date the
shareholder knew (or should have known) about the decision.

29 LJSC, Article 20, Clause 1, Paragraph 2.

230 LJSC, Article 49, Clause 7.
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The court may leave the contested decision intact when the:

+  Vote of the claimant would not have changed the outcome; and

+ Violation of the legal and/or the charter requirements are not significant;
and

+ Decision caused no losses to the claimant.

The following violations are significant enough to revoke a decision taken by
the GMS:*!

+ Failure to provide timely notice of the GMS to all shareholders;

+  Depriving the shareholder of the opportunity to familiarize himself with the
materials for the GMS; or

+ Failure to distribute voting ballots on a timely basis.

Even if a shareholder did not file a claim, the court can still invalidate a deci-
sion of the GMS, under the following conditions:**

+  Parties in another court proceeding base their arguments on a particular deci-
sions of the GMS; and

+ The court learns that the decision has been approved in violation of the GMS’
authority; or

+  The GMS lacked a quorum; or

+ The issue in question was not included in the agenda.

F. The General Meeting of Shareholders in Companies
with a Single Shareholder

When the company has only one shareholder who possesses all of the voting rights,
this shareholder may make all decisions that fall within the authority of the GMS.
All decisions must be approved in writing by the single shareholder.?®> The pro-
cedures established by the Company Law for preparing and conducting the GMS
do not apply to a company with a single shareholder, except for the requirement
that the AGM must be held no earlier than two months and no later than six
months after the end of the fiscal year.

»1 Resolution No. 19 of the Plenum of the Supreme Arbitration Court, on Certain Issues of

Application of the Law on Joint Stock Companies (Resolution No. 19), 18 November 2003,
Section 24.

252 Resolution No. 19, Section 26.
253 LJSC, Article 47, Clause 3.
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The Chairman’s Checklist
|
v Has the Supervisory Board ensured that the company’s founders have paid
their initial contributions and that in-kind contributions have been properly
valued?

v Does the Supervisory Board understand the financial needs of the com-
pany and the different techniques of corporate finance? Is the Supervi-
sory Board authorized to increase the charter capital? Is the Supervisory
Board careful not to dilute the ownership of shareholders?

v Are capital increases justified?

v Does the Supervisory Board ensure that the charter capital and conse-
quently the creditors are adequately protected in cases of charter capital
decreases? In such cases, does the Supervisory Board make decisions
regarding the buyback of company shares? Has the Supervisory Board
ensured that all shareholders who submit their shares are treated equi-
tably?

v How does the Supervisory Board ensure that the reserve fund is utilized in
the best interests of the company? What other funds has the company
established?

The concept of charter capital is still largely embedded in continental European
law. The same holds true for Russia. The Company Law in particular attaches
certain protective functions to charter capital, protecting shareholders from dilu-
tion and providing a minimum guarantee that obligations toward company
creditors will be fulfilled. Although the charter capital per se cannot fulfill that
role, it is still considered one of the elements guaranteeing the interests of credi-
tors. Regarding shareholders, the charter capital plays an important role since
many shareholder rights are directly linked to the size of their investment in the
charter capital.

Charter capital has a legal, rather than economic meaning. It only exists in
accounting terms, as fixed in the balance sheet. For this reason, its protective
function is often criticized as a formality. Regardless, it is a legal requirement
when establishing and operating a company. Legislation provides for certain rules

93
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that govern both increases and decreases in the charter capital. In addition, there
are other procedural guarantees of shareholder and creditor rights, such as the
buyback by the company of its own shares, the redemption of shares, reciprocal
shareholdings, and the maintenance of statutory reserves, all of which are discussed
in this chapter.

A. General Provisions Related to the Charter Capital

The charter capital is an important element of the legal definition of a joint stock
company, which is defined as a commercial entity, whose charter capital is di-
vided into a specified number of shares, certifying the company participants’
(shareholders’) rights in relation to the company.” The charter capital has im-
portant legal implications for:

+  Determining the minimum amount of a shareholder’s liability;**

+  Determining shareholder rights in relation to their proportionate share in the
charter capital; and

+  Offering support to protect creditor rights by setting the minimum amount
of assets a company must have; this is one of the legal instruments upon
which creditors can rely when seeking to ensure that the company will fulfill
its contractual obligations.?

1. The Definition of Charter Capital

The charter capital is defined as the par value of the company’s shares that are
issued and outstanding.”” Only shares that have been issued comprise the charter
capital. This includes treasury shares, i.e. shares repurchased by the company for
re-sale or for retirement that are issued but not outstanding. Bonds and other
credit instruments are not part of the charter capital.

»4 Civil Code (CC), Article 96, Clause 1; Law on Joint Stock Companies (LJSC), Article 2,
Clause 1, Paragraph 1.

25 1JSC, Article 2, Clause 1, Paragraph 2.
»6 LJSC, Article 25, Clause 1, Paragraph 3.
257 LJSC, Article 25, Clause 1.
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The total amount of the charter capital cannot exceed a maximum of 25%
preferred shares and must contain a minimum of 75% common shares.”*

2. Minimum Charter Gapital

Legislation requires that every company have minimum charter capital of at least
1,000 times the minimum monthly wage (effective on the date of the company’s
state registration).”” This amount is intended to dissuade smaller undertakings
from registering as joint stock companies, and provide start-up capital to newly
established companies that cannot be distributed to shareholders.

3. Charter Capital and Authorized Shares

The Company Law provides that the charter may specify the number and nomi-
nal value of authorized shares of each type and class, as well as the rights attached
to them.”® Authorized shares are the maximum number of shares of any class
that a company may create under the terms of its charter, in addition to already
issued shares.

The company is not required to issue all shares it has authorized. If the
company chooses not to issue authorized shares, these shares are referred to as
authorized but not issued. Only those shares that are issued constitute the char-
ter capital.

A shareholder vote is required to increase the number of authorized shares.
In order to avoid costly and time-consuming GMS organization procedures
every time the company seeks additional capital, a company may issue some
of its authorized but previously un-issued shares by a Supervisory Board
decision.

The total authorized capital that a company sets forth in its charter is
based upon the amount of money that the company requires at its estab-
lishment and the percentage of dilution its founders are willing to accept
in the future.

258 1JSC, Article 25, Clause 2.

»9 LJSC, Article 26; The Law on the Minimum Amount of Payment for Labor, Article 4. Cur-
rently, the minimum monthly wage is set at RUR 100.

260 LJSC, Article 27, Clause 1, Paragraph 2.
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Best Practices: Good corporate governance practice stipulates that the charter
should authorize the Supervisory Board to increase the charter capital by issu-
ing authorized shares. When doing so, the charter should include the following
information:

e Maximum number of authorized shares. In general, the maximum amount
must not exceed 100% of the charter capital at the moment of the au-
thorization for the Supervisory Board to issue authorized shares;

e Types and classes of authorized shares; and

e Form of payment for additionally issued shares.

4. Full Payment for Shares

Shares issued and placed during the establishment of the company must be paid
in full within one year from the moment of the company’s state registration, un-
less the founders’ contract provides for a shorter period.* Full payment should
guarantee that shareholders contribute the minimum amount of assets and that
the charter capital is duly formed. If shares have not been fully paid upon expi-
ration of a specified period, the unpaid shares must be returned to the company.
The founders’ contract may also provide penalties in cases of non-payment or
failure to pay in full. At least 50% of the shares placed to the founders at the
establishment of the company must be paid within three months after the com-
pany’s state registration.” The company is prohibited from engaging in any
activity, other than those related to the establishment of the company, before
receiving payment for 50% of the shares.?”

5. Contributions to the Charter Capital

The form of payment for shares during the establishment of the company must be
specified by the founders’ contract.** In general, the shares issued during the estab-

201 LJSC, Article 34, Clause 1.
262 1JSC, Article 34, Clause 1, Paragraph 2.

LJSC, Article 2, Clause 2, Paragraph 2. This provision is unclear as to whether these shares have
to be paid in full and who is responsible for verifying that full payment has been made.

204 LJSC, Article 34, Clause 2.
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lishment of the company can be paid with money or contributions in-kind, includ-
ing shares and securities of other companies, tangible or intangible assets, property
rights, and/or other rights that have monetary value.*® In-kind contributions are,
however, subject to certain rules. The valuation of in-kind contributions must be
agreed upon by the founders* and supported by the valuation of an Independent
Appraiser. Founders are prohibited from setting the value of assets, property rights,
and other rights at a value higher than that determined by an Independent Ap-
praiser.”” An Independent Appraiser cannot be a founder, an owner, a shareholder,
an employee, a contractor, or any other person affiliated with the company.*® Any
individual (or a legal entity) needs a license to be an Independent Appraiser. An
Independent Appraiser must be insured against civil liability.**

In addition to the valuation of initial in-kind contributions to the charter
capital, an independent appraisal is required when the company:

« Redeems shares;?”°

+ Isengaged in a transaction that involves state property;*”*
+ Is engaged in mortgage operations;*’? or

+ Is engaged in the sale of its assets during bankruptcy.

Best Practices: A company should use a licensed Independent Appraiser to
determine the market value of property,?”® value debts, and assess liabilities.?”*
An Independent Appraiser can also play an important role in assisting manage-
ment and shareholders during the company reorganization.

205 LJSC, Article 34, Clause 2.

26 LJSC, Article 34, Clause 3, Paragraph 1.
%7 LJSC, Article 34, Clause 3, Paragraph 3.
268 Law on Appraisal Activity, Article 16.

9 Law on Appraisal Activity, Article 17.

270 LJSC, Article 75, Clause 3.

7! Law on Appraisal Activity, Article 8.

72 Law on Appraisal Activity, Article 8; Law on Mortgage of Property, Article 14, Clause 1.
23 LJSC, Article 77, Clause 2, Paragraph 1.

24 Law on Appraisal Activity, Article 5.
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B. Increasing the Charter Capital

A number of different factors, such as market conditions, reorganizations, and
growth, may necessitate an increase of charter capital. There are two methods of
increasing the charter capital:

+ Utilizing external sources, such as when the company attracts financial re-
sources from existing shareholders or third parties; and

+ From internal sources when the company uses its own funds to capitalize its
internal reserves.

1. Methods of Increasing the Charter Capital

Methods to increase the charter capital are summarized in Table 1.7

Table 1: Increasing the Charter Capital
Issuing additional shares Issuing adqmunal Incrgasmg the
. . shares without nominal value
for consideration . .
consideration of shares
Source External Internal Internal
Contributors Shareholders and third parties | The company (using | The company (using
funds available from | funds available from
internal sources as | internal sources as de-
defined by legisla- | fined by legislation)
tion)
Purpose To attract additional funding. It | To pay stock divi- | To pay stock
will, however, dilute the hold- | dends, increase the | dividends, increase
ings of existing shareholders if | company’s equity, | the company’s equity,
they are unwilling/unable to | etc. etc.
make use of their pre-emptive
rights
Recipients Existing shareholders and third | Only existing share- | Only existing
of new shares parties holders shareholders

275 LJSC, Article 28, Clause 1.
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Table 1: Increasing the Charter Capital
Issuing additional shares Issuing adt_iltmnal Incre:asmg the
. . shares without nominal value
for consideration . -
consideration of shares
Changing the Possibly No No
company’s
ownership
structure
Method Issue of additional (authorized) | Issue of additional | Issue of shares with a
of share issue shares (authorized) shares | higher nominal value
Method Subscription (open or closed) | Distribution Conversion
of placement
Approving The General Meeting of Share- | The GMS, unless The GMS
governing body holders (GMS), unless delegat- | delegated by the
ed by the charter to the Super- | charter to the
visory Board Supervisory Board
Pre-emptive Yes No No
rights

2. Methods of Placement

There are three methods of placing shares:

1) Distribution of shares among shareholders;

2) Conversion, for example when the company increases the charter capital by
increasing the nominal value of issued shares; and

3) Subscription, that is when the company floats shares for consideration.

3. Internal Sources for Increasing the Charter Capital

Depending on the method chosen to increase the charter capital, the company can
use the funds of shareholders and/or third parties; it can also choose to capitalize
using its internal resources. The company may use the following internal re-
sources for capitalization purposes:*”°

+ Additional paid-in capital;
+  Special purpose funds of the company that were not used during the previous

776 FCSM Regulation No. 03-30/ps on the Standards of Security Issue and Registration of Secu-
rity Prospectuses (FCSM Regulation No. 03-30/ps), 18 June 2003, Section 4.3.2.
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year (the reserve fund and the employees’ fund cannot however be used for
this purpose); and

+ Retained earnings/undistributed profits.

When increasing the charter capital from internal sources, the amount of the
increase cannot exceed the difference between the amount of the net assets, on
the one hand, and, on the other, the sum of the charter capital and the reserve
fund as of the date the decision to increase the charter capital is approved.*”’

There are two types of subscription available, as shown in Table 2:*

Table 2: Types of Subscription

Open Closed
[ ————— e ————
« The offer is made to an unlimited number of | « The offer is made to a limited number or a pre-
subscribers; determined group of subscribers;

« The charter or legislation cannot limit the | « The charter or legislation can limit the subscrip-
subscription. tion.

4. Ownership Rights Protection When Increasing the Charter Capital

The company’s ownership structure will likely change if the charter capital is
increased from external sources. Issuing additional shares results in the dilution
of the ownership rights of existing shareholders. Under certain circumstances,
however, existing shareholders may have pre-emptive rights to protect them from
dilution.””

=» For a more detailed discussion on pre-emptive rights, see Chapter 7, Section B.5.

When increasing the charter capital from internal sources, additional shares
must be distributed to all owners of shares of each type and class.?®® In addition,
the number of new shares of each type and class that are distributed to each
shareholder must be pro rated to the number of shares already held by him.

277 1JSC, Article 28, Clause 5, Paragraph 2.

278 LJSC, Article 39, Clause 2, Paragraph 1.

29 1JSC, Article 40, Clause 1, Paragraphs 1 and 2.

20 1JSC, Article 28, Clause 5, Paragraph 3; FCSM Regulation No. 03-30/ps, Section 4.3.4.
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Consequently, each shareholder who owns fractional shares must receive a pro-
portionate fraction of a full share of the same type and class.?®' However, Russian
legislation forbids an increase in the charter capital from internal sources if frac-
tional shares will occur as a result.”®

9. Procedural Guarantees for Increasing the Charter Capital

Company Law and securities legislation provide detailed procedures that companies
must follow in order to increase the charter capital. These procedures are aimed
at guaranteeing that shareholder rights are protected. The Federal Commission
for the Securities Market (FCSM), by registering share issues, plays an important
role in overseeing the legality of the increase, thus enforcing proper corporate
governance practices in such cases.

The GMS or the Supervisory Board plays the leading role in increasing the
charter capital, depending on the method chosen.

a) The GMS Makes the Decision to Place Shares

The decision to increase the charter capital by increasing the nominal
value of issued shares must be approved by the GMS.?®* The GMS also decides
to increase the charter capital by issuing additional shares (with or without
consideration), unless the charter has delegated this right to the Supervisory
Board.?!

First, if the decision to increase the charter capital by issuing additional shares
(with or without consideration) falls within the authority of the GMS, legislation
requires that the Supervisory Board place the proposal (or motion) to increase
the charter capital on the GMS agenda. Unless the charter provides otherwise,
only the Supervisory Board has the right to propose the item for the agenda.?®®
A simple majority vote of directors participating in the Supervisory Board meet-
ing must approve the proposal unless the charter or by-laws require a higher
percentage of votes.?¢

21 FCSM Regulation No. 03-30/ps, Section 4.3.6.
%2 FCSM Regulation No. 03-30/ps, Section 4.3.5.
23 LJSC, Article 28, Clause 2, Paragraph 1.

24 1JSC, Article 28, Clause 2, Paragraph 2.

285 LJSC, Article 49, Clause 3.
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Second, the company cannot issue shares unless it has sufficient authorized
shares for this purpose.?®” The GMS can simultaneously take the decision to in-
crease the charter capital and the decision to either amend the charter to provide
for the respective number of authorized shares or amend the charter provision
concerning the number of authorized shares.”® The GMS decision to increase the
charter capital is also called the decision to place shares. The different majority
votes required for these decisions are summarized in Table 3.

Table 3: Majority Votes Required for the Decision to Increase the Charter Capital

Simple Majority
in the Case of:2%
| —
« An issuance of additional common shares representing more than | « All other instances
25% of the total issued common shares through open subscription
« An issuance of additional preferred shares which can be converted
into common shares representing more than 25% of the total issued
common shares through open subscription
» Closed subscription

3/4-Majority in the Case of:2%°

b) The Supervisory Board Decides to Place Shares

In general, the purpose of authorized shares is to enable the company to attract
additional capital in an uncomplicated manner. Procedural requirements for in-
creasing the charter capital by the decision of the GMS are cumbersome, time-
consuming, and costly. This may make it harder for the company to attract fi-
nancing quickly in a rapidly changing business environment. For this very purpose,
the Company Law permits companies to empower the Supervisory Board to issue
authorized shares (with or without consideration). In this case, a unanimous ap-
proval of all serving Supervisory Board members is, however, required.”!

286 LJSC, Article 68, Clause 3.
27 1LJSC, Article 27, Clause 1, Paragraph 2.
28 LJSC, Article 28, Clause 3, Paragraph 2.

29 LJSC, Article 49, Clause 4; Article 39, Clause 4; Article 32, Clause 4, Paragraph 2. The char-
ter may provide for a higher percentage of votes required for a decision.

20 LJSC, Article 28, Clause 2; Article 49, Clause 2.
1 LJSC, Article 28, Clause 2, Paragraph 3.
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Best Practices: The Supervisory Board should conduct a meeting where direc-
tors are physically present to approve the decision to place shares.?%

The Supervisory Board may only approve the decision to place shares if the
number of additional shares of each type and class to be issued does not exceed
the total number of authorized shares of each type and class as set forth in the
charter.?

c¢) Information that Must Be Included in the Decision to Place Shares
Depending on the method of placement, the decision to place shares must
include the information presented in Table 4.

Table 4: Information that Must Be Included in the Decision to Place Shares

Method of Placement

Required Information Subscription

Conversion | Distribution (Open or Closed)

The types and classes of shares, the nominal

value of which will be increased v

The nominal value of shares of each type and v

class after the increase

Information that the increase of the charter

capital is from retained earnings (if it is so v

provided)

The method of placement v v v

The number of shares of each type and class
that will be issued within the limits of autho- v v
rized shares

22 Federal Commission for the Securities Market’s Code of Corporate Conduct (FCSM Code),
Chapter 3, Section 4.4.

23 LJSC, Article 28, Clause 3, Paragraph 1.

24 LJSC, Article 28, Clause 4; FCSM Regulation No. 03-30/ps, Sections 4.1.3, 5.1.1, 6.1.1 and
6.1.10.
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Table 4: Information that Must Be Included in the Decision to Place Shares

Method of Placement

Required Information Subscription
Conversion | Distribution
(Open or Closed)

The price of additional shares, or the procedure
to determine the price, of additional shares

=» For more information on the placement
price, see Chapter 11, Section C.

The price of additional shares, or the procedure
to determine the price, for shareholders who v
exercise pre-emptive rights

The form of payment for additionally issued

shares (if required) v
The list of persons (names and/or categories
of persons such as the company’s employees,
shareholders, credit institutions, etc.) to whom Y

the company intends to issue additional shares
if the issue takes place through closed sub-
scription

Depending on the method of placement, the decision to place shares can in-
clude optional information, as presented in Table 5.

Table 5: Optional Information Included in the Decision to Place Shares

Method of Placement

Optional Information —
Conversion | Distribution Subscription
(Open or Close)

The date, or the procedure to determine the
date, of placement (the dates of the beginning v v v
and end of the period of placement)

The sources from which the increase in char-
ter capital will be paid

2% FCSM Regulation No. 03-30/ps, Sections 4.1.3, 5.1.1 and 6.1.1.
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Table 5: Optional Information Included in the Decision to Place Shares

Method of Placement

Optional Information Subscription
Conversion | Distribution
(Open or Close)

The procedure and the period for making the

payment for additional shares v

The procedure for concluding contracts during

the placement of additional shares v

The number of additionally issued shares that
is necessary for the issue to be recognized as
completed, and the procedure for returning v
payments that have been made for addition-
ally issued shares?%

d) Issue of Shares for In-Kind Contributions

If the decision to place shares allows shareholders to pay for additional shares
with other securities, or with other assets having monetary value, such a decision
must also include the:*”

+ List of assets that can be used to pay for shares; and
+ Name of the Independent Appraiser(s) who will be used to determine the
market value of the assets.

C. Protecting the Charter Capital

One of the purposes of the charter capital is to provide a minimum guarantee that
the company will fulfill its obligations toward creditors. However, this function
will only exist in theory if it is not linked to preserving a minimum level of com-
pany assets. The Company Law provides that the value of a company’s net assets
at the end of the second and any subsequent year cannot be lower than the stated

#6 FCSM Regulation No. 03-30/ps, Section 6.1.11. The volume of additionally issued shares that
is necessary for the issue to be recognized as having taken place cannot be less than 75% of
the additionally issued shares.

#7 FCSM Regulation No. 03-30/ps, Section 6.1.12.
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charter capital of the company.?® Should this occur, the company must decrease
its charter capital, but not to a level lower than the minimum amount set forth in
legislation.”” Moreover, the company must liquidate if the value of its net assets
at the end of the second year, or any subsequent year thereafter, falls below the
minimum amount of the charter capital*® This is yet another safeguard for
providing protection for creditors. If the company does not make the decision to
either decrease the charter capital or liquidate within a reasonable period of time,
creditors may request either the early performance, or the early termination of
obligations toward them. In both cases, creditors can also request compensation
for losses. Finally, state oversight bodies have the right to ask the court to liquidate
the company.*”

There are other actions that may, in one way or another, affect the charter
capital and net assets. Such actions and mechanisms, which protect against the
distribution of the company’s assets to shareholders or other parties to the detri-
ment of creditors, are listed in Figure 1.

Figure 1: Protection the Charter Capital

Buyback by the company of shares
issued by the company

Decrease in the charter capital <] . |> Reciprocal shareholdings

Distribution of dividends Maintaining statutory reserves

Redemption of shares

Source: IFC, August 2003

2% LJSC, Article 35, Clause 4.

29 LJSC, Article 29, Clause 1, Paragraph 4. The company cannot decrease its charter capital

below the minimum specified by legislation, which is currently set at RUR 100,000 as of
1 January 2004. The minimum charter capital is determined as of the date of submission of
the documents for the state registration of charter amendments related to the decrease of the
charter capital. However, when the decrease is required by the Company Law, the minimum
charter capital must be determined as of the date of the company’s state registration.

300 LJSC, Article 35, Clause 5.

30 LJSC, Article 35, Clause 6. The Constitutional Court of Russia has recently upheld the legal-
ity of these rules (Decision No. 14-P, the Constitutional Court of the Russian Federation,
18 July 2003).

106

Part_III_Ch-07-09.indd 106 @ 17.09.2004 11:34:51



®

Chapter 9. Corporate Governance Implications of the Charter Capital

1. Overview of Decreasing the Charter Capital

A decrease in the company’s charter capital is generally used as a tool to create
returns for shareholders without paying dividends. Decreases in charter capi-
tal — more specifically, share buybacks — do however have the potential for
abuse. A decrease in the charter capital can favor some shareholders at the expense
of others. If a decrease in the charter capital involves a share buyback, it is es-
sential to ensure the equitable treatment of all shareholders. This holds particu-
larly true if the company has several classes of shareholders with different rights
or holders of other securities. At the same time, a decrease in the charter capital
reduces the level of shareholders’ liability and the minimum amount of assets
intended to serve as a guarantee that the company will fulfill its obligations toward
creditors.
Thus, any decrease in the charter capital can be:

+ Real when it involves a share buyback from shareholders; or

+ Nominal when the charter capital is decreased by writing off losses, intended
to either reorganize the company’s financial position or create reserves that
can be used for future distribution.

a) Methods of Decreasing the Charter Capital
The charter capital can be decreased in three different ways as summarized in

Table 6.3
Table 6: Methods of Decreasing the Charter Capital
Decrease the Nominal Value of Retire Treasury Buyback 0utstan(.img
Shares and Retire
Issued Shares Shares
These
Type of Decrease | Nominal Nominal Real
Legal Stipulation | Mandatory and/or voluntary Mandatory and/ | Voluntary
or voluntary
Charter Stipulation | Always permitted Always permit- | Only if permitted
ted by the charter

2 1JSC, Article 29, Clause 1, Paragraph 2.

107

Part_III_Ch-07-09.indd 107 @ 17.09.2004 11:34:51



®

The Russia Corporate Governance Manual

Table 6: Methods of Decreasing the Charter Capital

Decrease the Nominal Value of
Issued Shares

Retire Treasury
Shares

Buyback Outstanding
Shares and Retire
These

Who Can Propose
the Decrease

Shareholders
or the Supervisory Board

Shareholders or
the Supervisory
Board

The Supervisory Board,
unless the charter pro-
vides otherwise

Voting

holders can be limited as a result of
decreasing the charter capital

Approving The GMS The GMS The GMS
Governing Body
Class by Class Yes, if the rights of preferred share- | No No

Implementation
of the Decrease

Conversion of shares with a higher
nominal value into shares with a
lower nominal value

Retiring treasury
shares

Purchasing and retir-
ing shares

b) Mandatory and Voluntary Decreases of the Charter Capital
A decrease in the charter capital is required by legislation, if:**

+ Atthe end of the second and every subsequent financial year the value of the
net assets of the company is less than the charter capital; and

+ Treasury shares are not replaced within one year after the company has pur-
chased them.

Decreasing the charter capital by retiring treasury shares is only possible if
permitted by the charter.”*

c) Procedures for Decreasing the Charter Capital
Regardless of which method is chosen, the decision to decrease the charter
capital must be taken by a simple majority vote of shareholders participating in

the GMS.*®

3% LJSC, Article 35, Clause 4; Article 34, Clause 1, Paragraph 5; Article 72, Clause 3, Paragraph 2;
Article 76, Clause 6, Paragraph 2.

304 LJSC, Article 29, Clause 1, Paragraph 3.
305 LJSC, Article 29, Clause 2; Article 49, Clause 2.
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The proposal to decrease the charter capital by decreasing the nominal value
of issued shares, or by retiring treasury shares, can be placed on the agenda of the
GMS either by shareholder proposal or at the initiative of the Supervisory Board.
If shares are repurchased for retirement, the right to put this resolution on the
agenda of the GMS rests exclusively with the Supervisory Board, unless the char-
ter provides otherwise.**

If the proposal to decrease the charter capital is submitted by the Supervisory
Board, a simple majority vote of its members participating in the Supervisory
Board meeting is required, unless the charter or by-laws require a higher percent-
age of votes.””

Best Practices: The quorum for the Supervisory Board meeting proposing to
decrease the charter capital should be defined as 2/3 of all directors.®

d) Information Included in the Decision to Place Shares

To decrease the charter capital by reducing the nominal value of issued shares,
new shares with a lower nominal value must be issued, and the existing shares
have to be converted into these newly issued shares. In this case, the decision to
decrease the charter capital is also called the decision to place shares and must
include information on:**”

+ The types and classes of shares, the nominal value of which will be de-
creased;

+ The nominal value of shares for each type and class after the decrease has
taken place; and

+  The method of placing shares (in this case, the conversion of shares with a
higher nominal value into shares with a lower nominal value).

The decision to place shares can also include information on the date, or the
procedure to determine such date, when shares must be converted.>

306 LJSC, Article 49, Clause 3.

307 LJSC, Article 68, Clause 3.

38 FCSM Code, Chapter 3, Section 4.15.

3 FCSM Regulation No. 03-30/ps, Section 5.1.2.
10 FCSM Regulation No. 03-30/ps, Section 5.1.2.

109

Part_III_Ch-07-09.indd 109 @ 17.09.2004 11:34:51 ‘



®

The Russia Corporate Governance Manual

e) Decreases in the Charter Capital and Creditor Protection

The decrease of the charter capital typically affects creditor rights since it
decreases the minimum amount of the company’s assets serving as a guarantee
that the company can meet its obligations toward creditors. The company must
then notify creditors in writing of a reduction in the charter capital. It must
further publish an announcement in the print media that publishes information
on the state registration of legal entities regarding the decrease in its charter
capital within 30 days after the decision is taken.”' This falls under the author-
ity of the General Director who will commonly assign this task to the Corporate
Secretary or another person.

The company is required to present evidence to the state registration author-
ity of the timely notification of all creditors regarding the decrease in the charter
capital before the respective charter amendments can be registered.*?

Within 30 days after the submission of the notification to creditors, or after
the publication of the announcement, a creditor has the right to demand in
writing:*"?

+ Early termination of the company’s obligations and the reimbursement of
losses caused by early termination; or

* Early fulfillment of obligations by the company and the reimbursement of
losses related to early fulfillment.

2. Share Buyhacks

Under certain circumstances and conditions, companies have the right to repurchase
their own shares. This is called a share buyback. Share buybacks may have a
number of corporate governance implications. First, there may be a financial
planning concern: since cash is used to purchase shares, fewer funds may be avail-
able for further business development. Second, shareholder rights can be abused
if the company does not provide equal opportunity to all shareholders to sell their
shares back to the company. Third, the company distributes cash directly to sell-
ing shareholders and may therefore diminish the company’s ability to service its
debts or otherwise meet its obligations to creditors.

31 LJSC, Article 30, Clause 1.

312 1JSC, Article 30, Clause 2.
313 LJSC, Article 30, Clause 1.
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Certain rules specify how to conduct a share buyback and are summarized in
Table 7. They differ depending on whether the buyback is to decrease the charter
capital (specific buyback) or for any other reason (general buyback).

Table 7: Types of Buybacks

Specific®'*

f
The shares issued by the company are repurchased
and retired to decrease the charter capital

General®"®

f‘
The shares issued by the company are repur-
chased for any reason

The repurchase is carried out by decision
of the GMS to decrease the charter capital

The purchase is carried out by decision of the
GMS, unless the charter delegates this right to
the Supervisory Board

The share buyback is only permitted if allowed by
the charter

The share buyback is only permitted if allowed
by the charter

Shares must be retired upon buyback

Purchased shares must be re-placed or retired
within one year

a) Buyback Procedures

To repurchase its own shares, a company must follow steps, as summarized

in Table 8.

Table 8: Buyback Procedures

Specific

General

On the basis of the decision to
decrease the charter capital

Initiation

At the discretion of the Supervisory Board
or a shareholder proposal

Decision-making | The GMS

The GMS, unless delegated to the Supervisory
Board

Purchase price | Market value

Market value

Limitations The charter capital may not be-
come less than the legal mini-

mum

The nominal value of the outstanding shares
must not be less than 90% of the charter
capital after the shares have been repur-
chased®'®

14 LJSC, Article 72, Clause 1, Paragraph 1.
5 LJSC, Article 72, Clause 2, Paragraph 1.
316 1JSC, Article 72, Clause 2, Paragraph 2.
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Table 8: Buyback Procedures

Specific General

Share retiring Must be retired upon purchase | Must be retired within one year or re-placed

The decision to buyback shares issued by the company must be approved by
either:*"”

+ A 34-supermajority of shareholders participating in the GMS, upon the
proposal of the Supervisory Board, unless the charter provides otherwise;
or

+ A simple majority vote of directors participating in the Supervisory
Board meeting, if the charter delegates this authority to the Supervisory
Board.

The Supervisory Board must set the purchase price of shares for each type and
class, which is always the market value of shares.’'

The Supervisory Board must also define the form of payment for the shares.
As a rule, a company must pay in cash unless the charter provides otherwise.’"

In addition, the Supervisory Board must set the period within which the share
buyback must take place. This period cannot be less than 30 days.**

b) Information Included in the Buyback Decision
The decision to buyback shares must include information on:*

+  The type and class of shares to be repurchased;

+ The number of shares of each type and class;

+ The purchase price;

+  The form of payment;

+  The period for making payments to shareholders; and
+ The period within which the buyback will take place.

317 LJSC, Article 49, Clause 3; Article 49, Clause 4; Article 68, Clause 3.
318 LJSC, Article 72, Clause 4, Paragraph 2; Article 77.

19 1LJSC, Article 72, Clause 4, Paragraph 2.

320 LJSC, Article 72, Clause 4, Paragraph 2.

21 LJSC, Article 72, Clause 4, Paragraph 1.
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c) Limitations on Share Buybacks

Several limitations are placed on the repurchase of shares as summarized in
Table 9.

Table 9: Limitations on Share Buybacks

Common Preferred

The Company Cannot Repurchase if: Shares? Shares®

The nominal value of the outstanding shares will be reduced to less

than 90% of the charter capital after repurchase®** v v

The charter capital is not fully paid

The company is bankrupt

The company would be bankrupt as the result of a buyback

The company had not redeemed the shares upon the demand of
shareholders®?

The value of the company’s net assets is less than the sum of the
charter capital, the reserve fund, and the positive difference between
the liquidation value of preferred shares of all classes and their nomi-
nal value

The value of the company’s net assets will become less than the sum
of the charter capital, the reserve fund, and the positive difference
between the liquidation value of preferred shares of all classes and v
their nominal value specified by the charter as a result of the repurchase
by the company of common shares

The value of the company’s net assets is less than the sum of the
charter capital, the reserve fund, and the positive difference between
the liquidation value of preferred shares of a specified class, the own-
ers of which have priority in receiving the liquidation value of their
shares in relation to the preferred shares of the specified class that
must be purchased by the company, and their nominal value

322 1JSC, Article 73, Clause 1.
323 LJSC, Article 73, Clause 2.
324 LJSC, Article 72, Clause 2, Paragraph 2.
325 1JSC, Article 73, Clause 3.
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Table 9: Limitations on Share Buybacks

Common Preferred

The Company Cannot Repurchase if: Shares®?? Shares®

The value of the company’s net assets will become less than the sum
of the charter capital, the reserve fund, and the positive difference
between the liquidation value of preferred shares of a specified class,
the owners of which have priority in receiving the liquidation value of
their shares in relation to the preferred shares of the specified class
that shall be purchased by the company, and their nominal value
specified by the charter as the result of the repurchase by the com-
pany of preferred shares

d) Implementing a Share Buyback

A company must notify shareholders 30 days before the beginning of the pe-
riod during which a buyback will take place. The shareholder notification must
contain the same information as required for the decision on the buyback.?

Any shareholder who owns shares of the type and class that shall be repur-
chased by the company has the right to sell shares to the company within the
specified period. The company must pay for these shares within the period that
has been specified in the decision and communicated to shareholders in the no-
tice.’”’

If shareholders offer more shares for sale than the company intends to buy
according to the decision on the repurchase, the company must purchase shares
from all shareholders in a number that is proportionate to the number of shares
that have been offered by shareholders for sale (see Mini-Case 1).%%

3. Redemption of Shares

The redemption of issued shares is another transaction that may affect the char-
ter capital, and consequently, the rights of shareholders and creditors. Shares
redeemed by a company are commonly retired so as to reduce the charter capi-
tal. During a reorganization, repurchased shares must be retired upon re-

326 1JSC, Article 72, Clause 5.
7 LJSC provides no statutory period for such payment.
2 LJSC, Article 72, Clause 4, Paragraph 3.
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Mini-Case 1
Charter capital = RUR 300,000 (10,000 common shares with a nominal value of RUR 30 each).
The company has decided to purchase 1,000 of its own shares.
Five shareholders offer to sell 2,000 shares.
The company must purchase shares in proportion to the shares offered by shareholders

for sale.

Shareholders Number of shares offered to the Number of shares the company
company: must purchase:

Shareholder 1 400 200

Shareholder 2 200 100

Shareholder 3 600 300

Shareholder 4 300 150

Shareholder 5 500 250

Total: 2.000 1.000

Source: IFC, March 2004

demption.”” The Company Law provides for certain procedures to protect the
rights of creditors; in particular, a company cannot use more than 10% of its
net assets to redeem shares.**® If shareholders request the redemption of shares
with a total value of more than 10% of the company’s net assets, the company
must redeem shares from all shareholders pro rata to the number of shares of-
fered for redemption.

=» For more information on redemption rights, see Chapter 7, Section B.6.

4. Reciprocal Shareholdings

Reciprocal or cross-shareholdings are quite common between different companies
and may be set up to establish mutual influence or diversify portfolios. Such
shareholding structures between two or more companies often cause governance
problems. For example:

+ If companies increase their charter capital by means of reciprocal subscrip-
tions to shares, the same initial contribution serves to cause two capital
increases;

39 1JSC, Article 76, Clause 6, Paragraph 1.
30 LJSC, Article 76, Clause 5.
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+ When two companies create a reciprocal shareholding by acquiring issued
shares of each other, they are causing, at least partially, an indirect distribution
or repayment to shareholders whose shares are purchased; or

+ Reciprocal shareholdings can decrease the normal influence of independent
directors in both companies, and replace the normal control exercised
by the shareholders over directors and officers, with a self-controlling
system.

Russian legislation, however, does not provide any specific rules regarding
reciprocal shareholdings, unless the relationship of dominance and subordination
in groups of companies appears.

=>» For more information on groups of companies, see Part V, Chapter 15.

D. Statutory Reserves

Protecting the charter capital to safeguard creditor rights is further extended by
the requirement and possibility of creating certain additional reserves. As with
the charter capital, such reserves only exist in accounting terms.

1. The Reserve Fund

Every company must have a reserve fund.”! This fund is used to cover (a portion
of) the company’s losses, and covers the costs of redeeming shares and bonds
when company profits are insufficient for such payment. A company may also
establish other funds and additional paid-in capital. The decision as to whether
and when to use the reserve fund and the additional paid-in capital is made by
the Supervisory Board.

The amount of the reserve fund must be specified by the charter, and cannot
be less than 5% of the charter capital. Its main purpose is to protect creditors by
ensuring that part of the company’s assets, in addition to the charter capital, can-
not be distributed among shareholders.

The reserve fund must be funded by annual deductions from the company’s
net profits. The amount of such annual deductions must be specified in the
charter, and cannot be less than 5% of its net profits.**

31 LJSC, Article 35, Clause 1, Paragraph 1.
2 1JSC, Article 35, Clause 1, Paragraph 2
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Only if, and to the extent that the company does not have other resources,
the reserve fund may be used to:**

+ Write off/cover losses of the company;
+  Redeem bonds; and/or
«  Redeem shares from shareholders.

The reserve fund may only be used upon a decision by the Supervisory Board.***
The GMS has no authority in this regard.

2. Other Funds

a) Employees’ Fund

The GMS can establish a special fund from its net profits for company em-
ployees.**® The Company Law does not require or define specific requirements
for such a fund. Its establishment is therefore optional, and all provisions govern-
ing such a fund must be specified in the charter.

This fund can only be used for acquiring shares, provided that such shares
are to be transferred to the company’s employees. Accordingly, the Com-
pany Law provides for one specific source for replenishing the employees’
fund: if a company has transferred shares purchased by using the employees’
fund to its employees, the funds collected must be re-directed to the employ-
ees’ fund.>*

b) Other Funds of a Company

The charter or a decision of the GMS may establish other internal funds, such
as for stock option plans or dividend payments. Such internal funds are financed
through a deduction from the company’s net profits. An example of such funds
is the special fund for the payment of dividends on preferred shares.* Such funds
can only be used upon a decision of the Supervisory Board.**

33 LJSC, Article 35, Clause 1, Paragraph 3.

34 1JSC, Article 65, Clause 1, Paragraph 3, Section 12.
35 LJSC, Article 35, Clause 2, Paragraph 1.

36 1JSC, Article 35, Clause 2, Paragraph 2.

37 LJSC, Article 42, Clause 2.

38 1JSC, Article 65, Clause 1, Paragraph 3, Section 12.
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3. Additional Paid-In Capital

Additional paid-in capital is part of the company’s equity and is typically composed
of the following sources:

* Any increase resulting from the re-valuation of non-current assets; and
+ The positive difference between the nominal value and the placement value
of the company’s shares.

Additional paid-in capital has an accounting meaning only, and there is no
actual accumulation of funds. Additional paid-in capital can be used, for ex-
ample, to:

+  Offset the losses as the result of re-valuating non-current assets; and
+ Increase the charter capital from internal resources of the company.
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The Chairman’s Checklist
|
v Has the Supervisory Board developed a dividend policy? What are the
primary issues addressed in this policy?

v Does the Supervisory Board properly weigh using net profits for the payment
of dividends versus re-investing these profits?

v Does the Supervisory Board properly communicate its dividend policy to
shareholders and potential investors, and, if it deviates from this policy, the
reasons for doing so?

v Does the company properly disclose information about its dividend policy
and dividend history in a timely manner?

v Does the Supervisory Board propose intermediary dividends? How does
the Supervisory Board ensure that this is done in the best interests of the
company?

v How does the company calculate its dividends? Does the Supervisory
Board ensure that preferred and common shareholders are treated equitably
when distributing dividends?

v Does the Supervisory Board ensure that creditor rights are protected when
it declares and pays dividends to shareholders?

Successful companies produce profits that can either be retained in the com-
pany or distributed to shareholders as dividends. In Russia, there is an expec-
tation, in particular among minority shareholders with small holdings, for
companies to make (a reasonable amount of) dividend payments, and not ex-
clusively retain its earnings. The vast majority of Russian companies need
additional capital, for which there is no immediately alternate source other than
company earnings. Since internally generated financing is one of the few vi-
able sources of funding, the decision to pay dividends is often difficult for
Russian companies.

This chapter discusses dividends from both the shareholder and creditor
protection perspectives, the procedure for declaring and paying dividends, as well
as a company’s dividend policy.
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A. General Provisions on Dividends

1. The Definition of Dividends

Shareholders have a right to share in the profits of the company. They may do
so by enjoying capital gains (an increase in the market value of shares they hold
in the company) and/or through receiving dividend payments. From this perspec-
tive, dividends are an important shareholder right.

In addition, the payment of dividends means paying out cash to share-
holders, which may decrease the company’s cash and assets needed to service
debt on a timely basis. From this vantage point, dividends are also viewed in
light of preserving creditor rights by following certain rules. To protect credi-
tor rights, legislation imposes certain limitations on the types and payment of
dividends.

2. Distributable Profit

The accounting treatment of dividend payments is determined both by the Com-
pany Law and accounting standards. Dividends can only be paid out of the net
profits of the company.*® Dividends on preferred shares can, however, be paid
out of funds that are specifically established for that purpose. Under no circum-
stances can dividends be paid out of the charter capital.

3. Dividend Rights

Owners of common and preferred shares have different dividend rights. Distrib-
uting dividends on common shares is solely at the discretion of the company.**
On the other hand, owners of preferred shares have a right to dividend payments.

3 Law on Joint Stock Companies (LJSC), Article 42, Clause 2.
30 TJSC, Article 31, Clause 2.
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If the company does not declare dividends, or declares only a partial payment of
dividends to owners of preferred shares, these shares are automatically granted
voting rights.

Figure 1: Percentage of Companies that Paid Dividends

60% 1 52%
50% 1
40% A
30%
20%
10%

0% -
Common Shares Only Common and Preferred Shares

I 2000 [ 2001

4. Types of Dividends

A company may declare dividends for common and preferred shares as shown in
Figure 2.

31 TFC Survey on Corporate Governance Practices in Russia’s Regions, Section 2.3.2, page 36,
August 2003 (see www.ifc.org/rcgp).

32 1JSC, Article 32, Clause 2, Paragraphs 1 and 3.
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Figure 2: Types of Dividends

Fixed dividends are defined by the charter as
Interim dividends can be paid a fixed percentage of the nominal value of

quarterly or semi-annually. v 4 preferred shares.
Dividends at a variable rate stipulate a

Annual dividends variable percentage of dividends that is

are paid annually. |> based on the nominal value of preferred
shares or a percentage of the net profits

of the company.
l Participating dividends when owners of

Types of
Dividends:

Cumulative dividends when the charter Z

stipulates that undeclared or partially preferred shares for which the charter does
declared dividends on preferred shares not define an amount of dividends have
must be accumulated, declared, and the right to receive dividends that are equal
paid during a certain period. to dividends declared on common shares.

Source: IFC, March 2004

5. Forms of Dividend Payments

As a rule, dividends are paid in cash, though the charter may allow other forms
of payment.’*

Best Practices: Companies should pay dividends in cash, since non-cash
transactions are generally unsuited for dividend payments.3*

6. Decision-Making Authority Regarding Dividends

The Supervisory Board has the authority to recommend the amount of dividends
to pay out to the General Meeting of Shareholders (GMS). The authority to ap-
prove dividends, however, rests with the GMS. The GMS approves or disapproves
the Supervisory Board’s recommendation by a simple majority vote of partici-
pating shareholders.”® The amount of dividends declared by the GMS may not
exceed that recommended by the Supervisory Board.*®

3 LJSC, Article 42, Clause 1, Paragraph 2.

4 Federal Commission for the Securities Market’s Code of Corporate Conduct (FCSM Code),
Chapter 9, Section 2.1.1.

345 1LJSC, Article 42, Clause 3; Article 49, Clause 2.
36 LJSC, Article 42, Clause 3.
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Chapter 10. Dividends

The following rules apply to the payment of dividends on preferred shares:

+ If the amount of dividends on preferred shares is less than that required by
the charter, the owners of preferred shares receive voting rights;

+ Dividends on preferred shares may not exceed the amount specified in the
charter; and

+ If the amount of dividends on preferred shares is not specified in the charter,
the amount of dividends is the same as that paid on common shares.

7. The Amount of Dividends

The Supervisory Board should seek to maximize shareholder value when formulat-
ing its recommendation on the amount of dividends to be distributed. The target
payout ratio — defined as the percentage of net income to be paid out as cash
dividends — should be based on shareholder preferences. More specifically, the
Supervisory Board will want to determine shareholder preferences for capital gains
(for example, using excess cash to buyback shares or re-invest in the company)
versus receiving dividends. The Supervisory Board will then need to define its
optimal dividend policy, which ideally should strike a balance between current
dividends and future growth. For any given company, the optimal payout ratio
is determined by four factors:

1. Investor preference for capital gains versus dividends;

2. The company’s investment opportunities (for example, companies with excess
cash but limited investment opportunities would typically distribute a large
percentage of their income to shareholders via dividends, while companies
in high-growth sectors typically reinvest their earnings in the business);

3. The company’s target capital structure; and

4. The availability and cost of external capital.

Company Practices in Russia: The results of a 2003 IFC Survey®* show a slight
decline in dividend payments among companies in Russia’s regions between
2000 and 2001. This decrease occurred mainly among companies with over
300 employees. In contrast, the percentage of companies paying dividends with
less than 300 employees has remained stable. Although fewer companies paid
dividends, the percentage of net profits allocated to dividend payment increased
from an average of 16% in 2000, to 21% in 2001 (see Figure 3).

7 TFC Survey on Corporate Governance Practices in Russia’s Regions, Section 2.3.2, page 36,
August 2003 (see www.ifc.org/rcgp).
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Figure 3: Percentage of Companies that Paid Dividends and an Average Percentage
of Net Profits Allocated to Dividend Payments
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Source: IFC, Regional Survey on Corporate Governance Practices, August 2003

Figure 4: Correlation Between the Percentage of Companies in Russia’s Regions
that Paid Dividends and Company Sales
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8. The Importance of Receiving Stable Dividends

The stability of dividends is important to shareholders. Dividend payments tend
to vary over time, since company cash flows may fluctuate. Many shareholders
rely on dividends to meet expenses, however, and would consequently suffer from
unstable dividend streams. A company needs to carefully balance between the
stability and dependability of its dividend policy.
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Chapter 10. Dividends

Best Practices: Ideally, the company should formulate and communicate a
dividend policy to its shareholders, for example to “pay approximately 30% of
its current year’s earnings as dividends, which will permit the company to retain
sufficient capital to provide for future growth.”

B. Procedures for Declaring and Paying Dividends

To declare and pay dividends, the company must follow specific steps, summarized
in Figure 5.

Figure 5: The Procedure for Declaring and Paying Dividends

e ——

Step 1: The Supervisory Board recommends that the GMS declare dividends, as well as the amount of

Step 2: The Supervisory Board prepares a list of shareholders entitled to receive dividends.
Step 3: The GMS votes to declare a dividend payment.

Step 4: The company pays declared dividends.

e

Source: IFC, March 2004

1. How Dividends Are Declared

A company may declare dividends annually, or more frequently if stipulated in
its charter.**® The decision to declare interim dividends, based on quarterly results,

38 1JSC, Article 42, Clause 1, Paragraph 1. The text of this provision contains the phrase “unless
the law provides otherwise” which refers to circumstances when the company cannot declare
dividends that are specified by LJSC, Article 43.
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must be made within three months of the end of the dividend period.** The
decision to declare annual dividends is based on the decision regarding the distri-
bution of profits (losses) of the company and can be taken by a simple majority
vote of shareholders participating in the GMS.*°

Best Practices: In order to help shareholders properly assess a company’s
capacity to make dividend payments, companies are advised t0:%!

e Establish a transparent and shareholder-friendly mechanism for evaluating
the payment of dividends;

e Provide sufficient information to shareholders to enable them to understand
the conditions that must be met before the company will pay dividends;

e Provide sufficient information to shareholders to enable them to understand
the procedures for the payment of dividends;

e Prevent the dissemination of any misleading information on the company
that might influence shareholders’ assessment of policies governing dividend
payments;

e Provide simple dividend payment procedures; and

¢ Impose (financial) sanctions on the General Director and Executive Board
members for incomplete or delayed payments of declared dividends.

Dividend reports are a useful tool for assessing a company’s dividend policy
and its dividend payment record. Dividend reports are published by commercial
firms that track the dividend performance of companies. These reports are
usually available for a fee.

The Company Law also stipulates a certain sequence for declaring dividends
when the company has issued shares of different types and classes as illustrated
in Figure 6.

Figure 6: Order of Declaring and Paying Dividends

2. The dividends on prefer- 3. The dividends on prefer-
ziivﬁjgr?ggufrgrutajﬁ?ulative red shares as specifie_d by red shares, fo_r which_the
preferred shares that were the charter starting with the amoynt of dividends is not
not declared and paid highest and ending with the specified in the charter,

' lowest priority. and on common shares.

Source: [FC, March 2004

9 LJSC, Article 42, Clause 1, Paragraph 1.
350 TJSC, Article 48, Clause 1, Section 11; Article 49, Clause 2.
#1 FCSM Code, Chapter 1, Section 1.3.
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Chapter 10. Dividends

In other words, until the company has declared and paid all dividends (includ-
ing accumulated dividends) for preferred shares in full, as specified by the charter,
it cannot declare and pay dividends for other preferred or common shares.***
Further, the company cannot declare dividends if the claims of a higher priority
shareholder are not satisfied in full.**

Company Practices in Russia: The Company Law is not clear as to whether
the distribution of annual dividends must be a separate agenda item of the An-
nual General Meeting of Shareholders (AGM) or a part of the decision on the
distribution of profits (and losses). Russian companies commonly treat these
decisions separately. However, there is a risk of making conflicting decisions
on the amount of dividends as part of the decision on dividend payments and
the decision on the distribution of profits. As long as shareholders agree with
the recommendation of the Supervisory Board on the amount of dividends, there
should be no conflict. However, voting on the dividend payment as part of the
more general decision on the distribution of profits appears to be a safer solu-
tion. Interim dividends do not present a problem as there is no requirement for
approving the distribution of interim profits.

2. The Shareholder List for Dividends

The list of shareholders entitled to receive dividends for a specific period includes
shareholders of record entitled to participate in the GMS.** This date upon which
such record is to be compiled is called the “ex-dividend date”. Shareholders in-
cluded on this list as of the ex-dividend date are entitled to receive any dividends
that the company pays out to shareholders. Consequently, shareholders who own
shares on the ex-dividend date, and who sell them after that date, retain the right
to receive dividends; shareholders who purchased shares after the ex-dividend date
are not entitled to receive dividends until the next declaration of dividends. How-
ever, the contract of sale for the shares may provide that the right to receive de-
clared dividends shall be transferred to the new owner of shares.

32 LJSC, Article 43, Clause 2.
353 LJSC, Article 43, Clause 3.
34 1JSC, Article 42, Clause 4, Paragraph 2.
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In the event that dividends on shares of a specified type and class are declared,
each shareholder must receive dividends in accordance with the number of shares
of the type and class he owns.

3. When Declared Dividends Are Paid

A company is obliged to pay dividends once they have been declared.” The
period for paying dividends is established either in the charter or by decision of
the GMS. If not specified, companies must pay dividends no later than 60 days
after they are declared.”®

Company Practices in Russia: The results of a 2003 IFC survey show that
arrears on dividend payments are an enormous problem among Russian com-
panies (see Figure 7). According to the Company Law, and as recommended
by the Federal Commission for the Securities Market’'s Code of Corporate Con-
duct (FCSM Code), companies are required to pay declared dividends within
60 days. However, in 2001, only 18% of companies paid dividends within one
month after their declaration, and only 36% paid within three months.%”

Figure 7: Timeliness of Dividend Payments

Shareholders Have Not Received
Dividends for This Year

More than 12 Months
6-12 Months

3-6 Months

36%

1-3 Months 35%

18%
19%
0% 10% 20% 30% 40%
Percentage of Companies
W 2000 2001

1 Month After Declaration

Source: IFC, Regional Survey on Corporate Governance Practices, August 2003

35 LJSC, Article 42, Clause 1.
36 1JSC, Article 42, Clause 4, Paragraph 1.

%7 TFC Survey on Corporate Governance Practices in Russia’s Regions, Section 2.3.2, page 36,
August 2003 (see www.ifc.org/rcgp).
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Chapter 10. Dividends

The accumulation of declared but unpaid dividends gives shareholders the
right to file a claim in court against the company demanding payment.

Best Practices: The FCSM Code recommends that companies penalize the
General Director, Executive Board members, or the External Manager when
dividend payments are incomplete or in arrears. In particular, it is recom-
mended that the Supervisory Board have the authority to reduce the remu-
neration of the General Director, Executive Board members, and/or the External
Manager, or to terminate their authorities, when the company fails to pay de-
clared dividends in full and/or on time.3%®

4. When the Company Cannot Declare Dividends

The company is prohibited from declaring dividends under the circumstances il-
lustrated in Figure 8.>

Figure 8: When the Company Cannot Declare Dividends

The company has not redeemed all

The company is bankrupt
shares upon demand of shareholders v

The net assets of the company will Z x The net assets of the company are less
become less than the sum of the charter than the sum of the charter capital, the

capital, the reserve fund, and the positive
difference between the liquidation value
of preferred shares of all classes and
their nominal value specified by the
charter as a result of paying dividends

reserve fund, and the positive difference
between the liquidation value of preferred
shares of all classes and their nominal
value

8 FCSM Code, Chapter 9, Section 3.

39 LJSC, Article 43, Clause 1.
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This list of circumstances is not exhaustive. The Company Law stipulates that
legislation may specify further circumstances under which the company cannot
declare dividends. In addition, both the charter and the company’s debt instru-
ments can specify circumstances under which the company is prohibited from
declaring dividends.

9. When the Company Gannot Pay Declared Dividends

As some time may pass between the decision to declare dividends and the actual
payment, the company may find itself in contravention of some of the require-
ments for the declaration of dividends noted above. The company may not pay
declared dividends under the circumstances illustrated in Figure 9.%%°

Figure 9: When the Company Cannot Pay Declared Dividends

The net assets of the company are less than the sum of the charter capital,
the reserve fund, and the positive difference between the liquidation value of
preferred shares of all classes and their nominal value, as specified by the charter

The company will become

The company is bankrupt Circumstances bankrupt as the result of the

payment of dividends

The value of the net assets of the company will become less than the sum of the charter capital,
the reserve fund, and the positive difference between the liquidation value of preferred shares
of all classes and their nominal value, as specified by the charter because of a share buyback

Source: IFC, March 2004

360 LJSC, Article 43, Clause 4, Paragraph 1. Note that a court decision declaring the company
bankrupt is not required; the factual features of the company’s bankruptcy suffices to pro-
hibit the payment of dividends.
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This list of circumstances is not exhaustive. As mentioned above, legislation
may specify further grounds, as can the charter and corporate debt instruments.
As soon as the specified conditions cease to exist, the company is obliged to pay
declared dividends.**!

C. The Disclosure of Information on Dividends

Securities legislation regulates the information disclosure as pertaining to dividends.
A company must make available to all its shareholders the recommendations of
the Supervisory Board regarding the distribution of profits, including the amount
of proposed dividends on all types of shares, and the procedure for the payment
of such dividends.*

A company needs to address two basic issues in deciding to declare divi-
dends:

1) The percentage of profits to be distributed; and
2) The frequency of payments, i.e. should the dividends vary from year to year,
or remain stable over time.

A company is also required to provide a report on its dividend payment record
in its annual report.**

Best Practices: The FCSM Code recommends that the company adopt a by-
law on information disclosure, and that this by-law include a list of information,
documents, and materials that must be submitted to shareholders to enable
them to make decisions regarding dividends. The information should refer to
agenda items for the GMS, such as:®*

e Recommendations of the Supervisory Board regarding the distribution of

profits;
e Recommendations of the Supervisory Board on the payment of dividends; and

1 LJSC, Article 43, Clause 4, Paragraph 2.

%2 FCSM Regulation No. 17/ps on Additional Requirements for the Procedure of Preparing,
Calling and Conducting the General Meeting of Shareholders (FCSM Regulation No 17/ps),
31 May 2002, Section 3.2.

3 FCSM Regulation No. 17/ps, Section 3.6.
%4 FCSM Code, Chapter 7, Section 3.2.1.
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e Reasons for each recommendation.

Companies should also disclose information on dividend payments, or when
dividends have not been paid, the reasons for dividend non-payment.®6®

Companies are required to include the following information on dividends in
the prospectus and quarterly reports:**

+  Theamount of dividends declared within the last five years or, if the company
has been in operation for less than five years, during each year of operation;
and

+  The procedure for dividend payment.

D. Dividend Policy

Companies are best served by adopting a clearly stated and rational dividend
policy, in-line with shareholder preferences.

Best Practices: Companies should inform the markets of their dividend policy,
for example, through the print media. This disclosure should be in the same
publication specified by the charter for publishing notice for the GMS. The
company should also consider using the internet for this purpose.3”

It is essential that shareholders receive information — at a very minimum — on
the following issues:®¢®

e The method the company uses in determining the portion of profits that

may be paid as dividends;

e The conditions under which dividends may be paid;

e The minimum amount of dividends payable for shares of each type and
class;

65 FCSM Code, Chapter 7, Section 3.3.2.

%6 FCSM Regulation No. 03-32/ps on the Disclosure of Information by Security Issuers, 2 July
2003, Annexes 4 and 11.

%7 FCSM Code, Chapter 9, Section 1.1.3.
8 FCSM Code, Chapter 7, Section 2.1.3.
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The criteria the Supervisory Board uses in deciding on the recommendation
to declare dividends; and

The procedure for dividend payment, including the time, place, and form of
payment.

Companies should further implement a transparent and easy-to-understand
mechanism for determining dividends. To do so, the company should approve
a by-law on dividends that includes information on:%°

L]

The percentage of net profits for dividend payments;

The terms and conditions for dividend payments;

The amount of dividends payable for shares of a specific type and class if
this amount is not specified by the charter;

The minimum amount of dividends payable for shares of each type and
class;

The procedure for the payment of dividends, including the schedule, place,
and methods; and

Circumstances when dividends will not be declared, or when dividends may
be partially declared on preferred shares.

Companies are free to change their dividend policies at any time; however,

corporate officers should be aware that this may cause inconveniences for their
shareholders and send adverse, if unintended, signals to the markets.

%9 FCSM Code, Chapter 9, Section 1.1.2.
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The Chairman’s Checklist
|

v When was the last time the company rigorously examined its financial
needs?

v If the company is in need of external financing, what are the alternative
sources? What are the advantages and disadvantages of debt versus
equity financing? What are the costs? What is the company’s optimal
debt-to-equity ratio? What are the corporate governance implications of
each of the alternatives?

v What is the most appropriate financing method for the company, and
why?

v Has the company explored international financing options?

v What are the advantages and disadvantages of accessing capital in foreign
markets? What are the corporate governance implications of listing on
foreign exchanges?

v What are the disadvantages and advantages of stock options?

Companies have a number of financing options. They may fund their in-
vestment needs from internally generated capital or seek external financing.
Among external sources of funding, they may borrow from banks or issue
securities.

Financing decisions are usually quite complex. The method(s) that a com-
pany chooses to finance its operations will depend upon a large number of inter-
nal and external factors. Some of the company specific factors include the in-
tended use of the funds (whether for short-term working capital needs or long-term
capital investment), the capacity to service interest payments and repay principal,
and the nature (and the degree of risk) of the business. Important external factors
include the level of a country’s economic development, political stability, its bank-
ing system, and financial markets.
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Each financing option (whether bank lending or the sale of equities or bonds)
has different financial and legal characteristics and will have different corporate
governance implications. In addition, each form of capital has a different cost.
Equity finance has some important differences and advantages for companies.
Although it is not the cheapest source of funding, equity finance has the advantage
of permitting companies to access large amounts of capital that do not need to be
paid back in the same manner as debt financing.

However, access to the enormous potential of securities markets — with its
millions of potential investors — comes at a price. Securities markets are tradi-
tionally tightly regulated to limit the manifest potential for abuse. Regulators
therefore make significant demands on companies. They require that investors
receive complete information on the risks of investment; and they also go to great
lengths to protect investor rights. While market regulators are often criticized
for the burdens they impose on companies, real and potential abuses are, ulti-
mately, the reason for the imposition of regulation and of corporate governance
standards.

This chapter discusses the different types of securities that companies may
issue and their corporate governance implications.

A. An Overview of Corporate Securities

1. Equities and Bonds

There are two basic types of securities that companies use to raise capital:
1) equities (also referred to as stocks or shares); and 2) corporate bonds.
Equities represent an ownership position in the company and come with cer-
tain ownership rights. Bonds, on the other hand, represent a creditor relation-
ship with the company. Unlike shareholders, bondholders have no corporate
ownership rights, although they may be accorded a significant degree of con-
trol over (certain) corporate activities during the life of the creditor/debtor
relationship.
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Bonds envisage the repayment of the principal as well as periodic interest pay-
ment until the bond reaches maturity and the obligation of the borrower (the
company) to make any further payments of principal/interest is terminated. Cor-
porate bonds come in many different forms and may be structured in a number
of ways. For example, there is no provision for interest payments on “zero cou-
pon” bonds. The bondholder in such a case is compensated by a discounted
purchase price and the gradual appreciation in the price of the bond, which is
then redeemed at its face value on its maturity date. Despite the many differ-
ences, bonds have one element in common in that they come with a predictable
and contractually fixed repayment.

Equities function differently. Companies can use equity capital for an unlim-
ited period and are under no immediate obligation to repay investors. Investors
are compensated for their investment either through the possibility of receiving
capital gains (an increase in the value of their shares) and/or the possibility of
receiving dividend payments in addition to governance rights. From an investor
point of view, equities — as an investment class — are normally riskier than
bonds. Capital gains are never guaranteed (share prices go up and down) and
companies are not obligated to make any dividend payments to holders of com-
mon shares.

An important implication of the difference in risk is that equity capital is
often more expensive than bonds or bank lending. One of the most fundamental
rules of finance is: the higher the level of risk, the greater the level of return that
investors will expect (demand) for taking such risk. Given — as mentioned — that
the risk of receiving a return on one’s investment is higher for equities than for
bonds or other types of loan transactions, investors will demand a higher price
for the use of their capital by the company and will charge what is referred to as
a “risk premium.”

One of the methods to manage equity risk is by granting shareholders govern-
ance rights (a full set of rights in the case of common shares and a limited set of
rights in the case of preferred shares). Another method of managing risk — and,
by extension, of reducing the cost of capital — is to ensure that these rights are
uniformly respected and adequately protected. This, from a financial perspective,
is what helps to define good corporate governance.

Equities and bonds offer different advantages and disadvantages for investors
and companies as outlined in Table 1.
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Table 1: Comparison of Equities and Bonds

Equities

Bonds

Duration of
investment

Unlimited. The company does not repay the
investment. The company is not restricted
in how it may invest funds.

Bonds have a maturity date. While
bonds differ, the principal is gener-
ally repaid with interest. Repayment
is predictable and regular, which
reduces bondholder risks.

Obligations
in return for
the invest-
ment

Investors may expect dividend payments when
the company generates sufficient cash flow.
However, dividend payments are made at the
discretion of the company.

The company must repay the prin-
cipal and generally makes coupon
payments.

Governance
rights

If common shares are issued, the investor is
granted governance rights. If preferred shares
are issued, the investor holds governance
rights only in specific circumstances. Govern-
ance rights and their enforcement reduce the
equity investment risk.

No governance rights are granted to
bondholders.

Ease of
securing the
investment

The ease of securing equity investment de-
pends on numerous external and internal
factors. Ultimately, the attractiveness of a
share offering depends on the company’s
future prospects and its ability to assure
investors that good governance and, in par-
ticular, investor rights to the company’s free
cash flow, will be observed.

In addition, the company’s health, including
compliance with good corporate governance
practices, influences the price it pays for
equity capital.

Bonds are attractive to investors
interested in predictable, secure re-
turns. The company’s health, includ-
ing compliance with good corporate
governance practices, is important
for the credit rating of the company
and will influence the price at which
it may borrow.

Cost

From the company’s perspective, equities can
be more expensive than bonds. Investors
charge a risk premium for the higher risk
associated with equities.

Bonds are less risky, and investors
charge a lower risk premium. Bonds
are, consequently, less expensive
for the company than equities.
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Table 1: Comparison of Equities and Bonds

Equities

Bonds

Advantages

Most investors are compensated through
capital gains (the increase in share prices
on the equities markets). If the company
generates sufficient free cash flow, the share-
holder may receive a dividend.

The potential long-term returns on equities as
an investment class are higher than bonds.

The bondholder receives his princi-
pal back with some compensation
for the investment, usually in the
form of interest. Generally, interest
payments are fixed in advance and
predictable.

If the company defaults, the bond
may, under certain circumstances,
still be sold on the market at a dis-
count, meaning that the bondholder
may not lose the full amount of his
investment.

Risks

The higher returns on equities are in exchange
for a higher level of risk. Share prices go
up and down, at times quite dramatically.
Capital gains on shares are uncertain and
dividend payments are not guaranteed.

If the company becomes insolvent, sharehold-
ers are typically last in line to receive com-
pensation. In practice, shareholders may lose
the full value of their investment in case of
bankruptcy or liquidation.

Once the company has the cash, it
may use the money for riskier ac-
tivities than those foreseen by the
bondholder. In this case, the bond-
holder may have little recourse.

In case of default, the bondholder
is granted a set of legal mechanisms
to enforce his contractual rights,
including seeking the insolvency of
the company. However, seeking
insolvency is not generally in the
interest of the bondholder. If the
bond is secured, the risk of the
bondholder may be minimized.

2. Primary and Derivative Instruments

Shares and bonds can be described as primary securities, i.e. such which directly
certify a specified set of rights. Companies can also issue derivative instruments

that embody rights dependent on the performance of underlying or primary se-
curities, assets, or other property. Such instruments can, in international practice,

relate to both equities and debt securities.
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Best Practices: The issuance of derivatives is associated with the existence
of mature capital markets. Derivatives are used by companies mainly as a
risk-reduction instrument. At the same time, their existence necessitates special
regulation to ensure accounting and information transparency.

According to Russian law, options are recognized as the main form of de-
rivatives. Stock options can play an important role in the context of executive
remuneration programs and, consequently, may have important corporate govern-
ance implications.

=» For more information on stock options and executive remuneration, see Part I,
Chapter 5, Section G, as well as Section F of this Chapter.

3. Securities in Paper and Paperless Forms

Securities must be issued in certain forms and comply with legal requirements.>”°
Securities may take two main forms: tangible securities issued in paper form and
intangible securities (also known as “paperless” or “dematerialized securities”).””!
The rights of the holders of tangible securities are embodied in a certificate. The
rights of the holders of dematerialized securities are based upon an entry into a
bond or shareholder register (similar to an entry in a bank account reflecting the
depositor’s rights to funds). In Russia, shares may only be issued in paperless
form, unless a law provides otherwise,*”> while bonds can take both forms.

4. Domestic and International Markets

Companies may choose to raise capital in domestic as well as international capi-
tal markets. In doing so, they may issue shares and bonds directly on foreign
exchanges; they may also issue shares indirectly through depositary receipts. De-
positary receipts require the registration of the original security in the name of a
foreign trust company or, more commonly, a bank. The bank holds the share in

370 Civil Code (CC), Article 142.

71 Law on Securities Markets, Article 2. Tangible and intangible securities may be referred to
in translations of Russian documents as “documentary” and “non-documentary” securities.

72 Law on the Securities Market, Article 16, Paragraph 1.

144

Part_III_Ch-10-12.indd 144 @ 17.09.2004 11:35:47



®

Chapter 11. Corporate Governance Implications of Corporate Securities

safekeeping and issues receipts against shares. These receipts are referred to as
“depositary receipts.” This system was developed because investors in the world’s
largest capital markets discovered it could take several months to have their foreign
share purchases registered in their name. The system is also attractive for com-
panies, since it allows them to establish a presence in foreign markets without
having to go through the process of a complete issue. The corporate governance
implications of this system are that Russian issuers of depositary receipts must
comply, to varying degrees, with foreign standards of corporate governance, as
well as with those applicable specifically to the Russian market.

=» Raising capital in foreign markets is discussed at slightly greater length in Section
G of this Chapter.

B. Types of Securities

1. Shares

Shares (stock or equities) entitle their holder to a set of property and governance
rights, and have several fundamental characteristics:

+ Name of the holder: Shares in Russia can only be issued as registered secu-
rities.””?> This means that the identification of their holder is mandatory to
exercise shareholder rights, and the shareholder identity is entered in a share-
holder register.””* Registered securities help to make the company’s ownership
structure more transparent and assist in protecting shareholder rights.

=>» For a discussion on transparent ownership structures, see Part IV, Chap-
ter 13, Section B.3.

* Rights of the holder: Shares may be common or preferred. Rights pertaining
to particular shares are specified in the charter*”® and certified by decision of
the Supervisory Board.?”

373 Law on Joint Stock Companies (LJSC), Article 25, Clause 2; Law on the Securities Market, Article 2.
374 Law on the Securities Market, Article 2.

375 LJSC, Article 27, Clause 1.

376 Law on the Securities Market, Article 18.
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« Nominal value: Each share has a nominal value (also referred to as “par value”
or “face value”).?”” The nominal value of shares is established in the charter
and is used to calculate the charter capital.””® Russian law does not require
minimum or maximum nominal values of shares. The nominal value of all
common shares issued by the company must be the same.””

At the time of its formation, the company must issue shares at a price no
lower than their nominal value.”®® The company issues shares after its formation
to attract new investors at a price equal to their market value, as long as this
value is not lower than their nominal value.”® Changing the nominal value of
shares for the purposes of increasing, decreasing, or restructuring the company’s
capital must comply with a special procedure.

=» For more on shareholder rights in this respect, see Chapter 7, Section B; for more
on procedures for increasing, decreasing, or restructuring the charter capital, see
Chapter 9.

The nominal value of shares rarely reflects the true value of the company.
The differences between the nominal value of shares and the price at which they
trade on the market can be enormous. In addition, market prices constantly
fluctuate.

The value of shares may be determined by the discounted free cash flow
that a company generates. The assessment of such cash flow is, in turn, de-
termined by a great number of factors, including the current performance and
future prospects of the company, its dividend policy, the reputation of the
company and its management, the macroeconomic situation, and government
support for (or interference in) business development. The level of demand
also affects share prices.

Not least of these factors is the quality of the company’s governance. Ulti-
mately, the free cash flow of a company has little value to shareholders unless
they can assert their rights.

377 LJSC, Article 25, Clause 1.
378 LJSC, Article 11, Clause 3.
379 LJSC, Article 25, Clause 1.
380 TJSC, Article 36, Clause 1.
381 LJSC, Article 36, Clause 1.
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2. Bonds

Bonds are securities through which companies raise debt capital. A bond has the
following legal characteristics:

a) Registered and Bearer Bonds

As with shares, bonds can be issued as registered securities.’® In such cases,
the bondholder is identified in a bondholder register, which the company is re-
quired to maintain. If the number of bondholders exceeds 500, the register must
be maintained by an external organization, which is registered as a professional
participant in the securities market.*®

Unlike shares, however, bonds can also be issued as bearer securities.® Bearer
bonds have the advantage of privacy for the bondholder. Bearer bonds are issued
with certificates, which contain certain legal requirements.”® If a bearer bond is
lost, the rights of its holder can only be affirmed by a court through special pro-
cedures.*®® Bearer bonds may facilitate the transfer of bonds and reduce the ad-
ministrative costs for the company of maintaining a bond register.

384

Best Practices: Despite these advantages, the use of bearer bonds may result
in violations of securities and tax laws. Because they are easy to transfer,
owners of bearer bonds may not be as precise about adhering to the laws when
they sell bearer bonds to another person as they would need to be in the event
of registered bonds. Thus, for example, bearer instruments have the great
disadvantage that they may conceal assets from creditors or the tax authori-
ties.

b) Nominal Value

Bonds are issued at a certain nominal value.®® The nominal value of bonds
is most often referred to as their “face value”. In the interest of bondholders (and,
one could argue, of shareholders as well), the face value of all bonds issued by

32 LJSC, Article 33, Clause 3, Paragraph 8.

33 Law on Securities Markets, Article 8, Clause 1.

34 LJSC, Article 33, Clause 3, Paragraph 8.

35 Law on Securities Markets, Article 16; Article 18, Article 27.2, Clauses 2 and 3.
3¢ LJSC, Article 33, Clause 3, Paragraph 8.

7 1LJSC, Article 33, Clause 3, Paragraph 3.
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the company must not exceed: 1) the value of the charter capital, or 2) the value
of a guarantee submitted to the company by a third party for the purposes of the
bond issue.*®® In any event, bonds may not be issued before the charter capital
has been paid in full.

c) Rights of Bondholders
The bondholder has the rights of a creditor, and is entitled to:

+ Redeem the bond at maturity for its face value.*® A company can issue bonds
with different redemption alternatives. It can issue bonds that have the same
payment period or a series of bonds with different payment periods. The
company can also envisage the possibility of early payment at the request of
the holder;

* Receive interest payable on the bond.”® Interest payments on bonds are
generally referred to as coupons. (Historically, bonds were issued with
detachable coupons that were submitted in exchange for payment.)

Since bonds are freely transferable, the bondholder can sell his bond to an-
other investor. As with equities, bonds are subject to a market pricing mechanism.
This means that bond prices are constantly fluctuating, and that bondholders can
both make and lose money from buying and selling bonds.

d) Secured and Unsecured Bonds

Companies may issue both unsecured and secured bonds,”" although they may
not issue unsecured bonds during the first three years of their existence.** This rule
is intended to protect bondholders from the risks associated with a new business.

Secured bonds provide additional protections to bondholders in case the com-
pany defaults on its obligations. The law provides the following guarantees:

+ Pledges of property. Only securities or “immovable property” can be the
subject of the pledge (security).”® Immovable property includes land, or a
building together with any machinery, plant, furniture, or fittings that are

8 1LJSC, Article 33, Clause 3, Paragraph 3.

3 LJSC, Article 33, Clause 3, Paragraph 4; Law on the Securities Market, Article 2.
0 LJSC, Article 33, Clause 3, Paragraph 1; Law on the Securities Market, Article 2.
¥ LJSC, Article 33, Clause 3, Paragraph 6.

32 CC, Article 102, Clause 2; LJSC, Article 33, Clause 3.

3 Law on the Securities Market, Article 27.3, Clause 1.
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fixed to the property. It may also include rights with respect to land or a
building. Immovable property is subject to a valuation of an Independent
Appraiser. All secured bondholders of the same issue have equal rights with
regard to the pledged property.

+ A third party guarantee can be submitted to the company for the purposes
of the bond issue. This can be a bank guarantee or a corporate (for example,
submitted by a parent company for bonds issued by a subsidiary) or personal
guarantee. The guarantor is jointly and severally liable for the redemption
of the bond. In case of a bank guarantee, the law prohibits the revocation of
the guarantee.”* It requires that the period of validity of the guarantee be at
least six months longer than the bond redemption date.

The issue of secured bonds means that guarantee requirements must be fulfilled
(pledges, mortgages, or bank guarantees, as well as the notarization and the state
registration of a mortgage) in addition to the normal requirements associated with
a bond issue.”

In principle, the redemption of bonds is protected by the requirement in the
Company Law for the company to maintain a reserve fund that can be used,
among other things, for the redemption of bonds.**

=» For more information on reserve funds, see Chapter 9, Section D.]I.

e) Convertible Bonds

Companies can also issue bonds that can be converted into shares.*” In in-
ternational practice, convertible bonds may: 1) grant bondholders the right to
subscribe for shares at a later date and specified price (also referred to as “sub-
scription warrants”, or “warrants” for short); 2) be directly convertible into shares;
or 3) be reimbursable by shares.

In any case, the Company Law requires that the conversion of bonds
be authorized by the charter. A company cannot issue bonds if the amount

of the authorized shares is insufficient to allow for the conversion of
bonds.**

¥4 Law on the Securities Market, Article 27.5.
%5 Law on the Securities Market, Article 27.3.
¥ LJSC, Article 35, Clause 1.

7 LJSC, Article 33, Clause 2, Paragraph 2.

8 LJSC, Article 33, Clause 4.
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f) Differences Between Bondholder and Shareholder Interests

Both shareholders and bondholders are interested in the profitability and health
of the company. For shareholders, a healthy company generates free cash flows
that generally lead to a higher market valuation. Healthy companies are also more
likely to pay dividends than unhealthy ones. For bondholders, a healthy com-
pany reduces the risk of default on its obligation to repay the bond principal and
interest. In short, for both, a successful and profitable company can lead to an
increase in the market value of their respective securities.

There are, however, some important differences between the interests of these
two types of investors.

* Interests diverge most distinctly during insolvency. During insolvency pro-
ceedings, different priorities are assigned to different types of claimants. In
general, creditor claims (including those of bondholders) are always satisfied
before those of shareholders.

* Another difference is in the conversion of bonds. Shareholders are always
interested in minimizing the dilution of their holdings. Itis, in part, for this
reason that they enjoy certain governance rights, and that decisions that would
result in the dilution of share ownership are always subject to the approval of
the company’s governing bodies.*” Similarly, holders of convertible bonds are
interested in preventing the reduction of capital or the redemption of shares
when this conflicts with the exercise of their conversion rights.

* Theinterests of shareholders and bondholders also diverge with respect to
risk. Shareholders generally accept a higher level of risk than bondholders
in exchange for potentially higher returns. If a company successfully takes
higher risks, returns to shareholders will be higher. If a company fails in its
risk-taking, the losses will be greater. Bondholders will, on the other hand,
always receive the same contractually stipulated return regardless of the level
of risk of the projects that the company undertakes; bondholders only stand
to lose if the level of risk to the enterprise ultimately results in corporate
insolvency. This holds particularly true for holders of unsecured bonds.
Bondholders always hope to see a predictable, stable cash flow, and, if possible,
a reduction in the company’s risk profile.

9 Shareholders are not necessarily always opposed to dilution. They may accept some level of
dilution as a necessary cost to achieving the goals of the enterprise. A common example is
the issue of stock options as part of incentive compensation programs. The cost of share
dilution is, arguably, less than the benefits achieved by a highly motivated workforce.
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Best Practices: In some countries, company laws incorporate special measures
for balancing the conflicting interests of shareholders and bondholders by:

e Granting bondholders consultation rights. In France, for example, the
meeting of bondholders must be consulted in a number of circumstances,
such as the reorganization or issuance of bonds that are secured by sig-
nificant company assets.

e Allowing bondholders to inspect documents during the General Meeting
of Shareholders (GMS), as is the case in Germany.

e Prohibiting the redemption of shares or reduction of capital while bonds
are open for conversion or subscription, for example in France.

Russian law does not provide bondholders with special rights, although nothing
prohibits Russian companies from inviting bondholders to the GMS or even to
Supervisory Board meetings. As in France, information can also be sent to
bondholders on issues that may be of special concern to them. Companies may
wish to develop specific policies with respect to bondholders and are encouraged
to integrate them into their overall programs on corporate governance.

C. Issuing Securities

Issuing securities is a complex process involving a transfer of funds in exchange
for specific control and cash flow rights, all subject to different levels of assurance
and guarantee. Efficient capital markets help companies raise capital for produc-
tive uses. They also allow investors to reap returns on their capital (that might
otherwise lie dormant) and to select investments that correspond to their desired
level of risk and return.

Capital markets cannot bring users and providers of capital together effi-
ciently if the markets are subject to misuse. Unfortunately, the history of finan-
cial markets both in Russia and throughout the world is rife with such examples.
Securities legislation has developed largely in response to abuse and market failure.
Its purpose is to protect the interests of companies and investors, and to enhance
the function and efficiency of capital markets.*”® Accordingly, the issuance process
of all securities in Russia is subject to state registration, during which the Federal

40 At the same time, market regulators must make sure that they do not strangle entrepreneurial
drive or company growth. Companies are wealth generators in every economy, and elaborate
regulation usually entails costs. The challenge for regulators is to develop intelligent regulations
that meet its goals while imposing the minimum level of costs upon the economy and society.
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Commission for the Securities Market (FCSM)*! uses its powers to ensure the
transparency and legality of the issuance.

Legal requirements for issuing equities differ according to the method of
placement and, more specifically, according to the type and number of investors
involved. These differences are summarized in Table 2.1

Table 2: Overview of Share Issue Methods

Method of Placement Legal Requirements

Closed subscription, if « The decision to issue securities, and the report on the results thereof,
the number of potential are subject to state registration; and
investors is less than 500 | « A prospectus may be registered on a voluntary basis.

Closed subscription, if » The decision to issue securities, and the report on the results thereof,
the number of potential are subject to state registration;
investors is more than - |t is mandatory to prepare and register a prospectus with contents

500 prescribed by law;
A securities market financial consultant may be invited to certify the
prospectus;*® and
« Specific information must be disclosed at every step of the issue
process.
Open subscription“%  The decision to issue securities, and the report on the results thereof

are subject to state registration;

« |t is mandatory to prepare and register a prospectus with contents
prescribed by law;

« The prospectus must be certified by a securities market financial
consultant;*® and

« Specific information must be disclosed at every step of the issue
process.

401

402

403

404

405
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In late March 2004 under government reorganization, the FCSM was replaced by the Fed-
eral Service for Financial Markets (FSFM). Its authorities are expected to be widened, with
additional supervisory authority from the Antimonopoly and Finance Ministries. At the time
of publishing this Manual, the authority of the new FSFM had not been finalized.

Law on the Securities Market, Article 19, Clause 2.

According to Article 2 of the Law on the Securities Market, a securities market financial
consultant is a legal entity licensed to carry out broker’s and/or dealer’s activity in the secu-
rities market and/or perform services in relation to preparing the securities prospectus of an
issuing company. Common usage in English would be “securities market professional.”
Article 2 of the Law on the Securities Market refers to open subscriptions as “public subscriptions.”

Law on the Securities Market, Article 22.1, Clause 2.
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The process of issuing securities involves a number of steps, as illustrated in
Figure 1.4 Option A illustrates the procedure when a prospectus is not required
and Option B when it is required.

Figure 1: Securities Issue Procedure

Step 1: Making the decision to place securities

Option A Option B

Step 2.2: Adopting a decision to issue securities

Step 2.1: Adopting a decision to issue securities :
and approving the prospectus

Step 3.1: Registering the issue with the FCSM Step 3.2: Registering the issue and the prospectus
with the FCSM

Step 4: Placing securities

Step 5: The FCSM registers the report on the results of the issue

Source: IFC, March 2004

The following section discusses the above-mentioned steps in greater detail
and highlights the differences between equities and bonds.

1. Making the Decision to Place Securities

The decision to place securities is made by different governing bodies, depend-
ing on the type of issue and the charter requirements, as summarized in Ta-
ble 3.

46 Law on the Securities Market, Article 19, Clause 1; FCSM Regulation No. 03-30/ps on the
Standards of Security Issue and Registration of Security Prospectuses (FCSM Regulation
No. 03-30/ps), 18 June 2003, Section 2.1.1.
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Table 3: The Decision to Place Different Types of Securities

Shares The GMS generally approves the decision.
=> For more information on the decision to place shares, see Chapter 9, Sec-
tion B.2.
Convertible bonds | The GMS (or the Supervisory Board, if specified in the charter) approves the
(or options) decision.*”
Bonds The Supervisory Board approves the decision, unless otherwise provided for

by the charter.®® The decision-making procedure for issuing bonds may be
simpler than for other securities, which may serve as an additional incentive
for their use. However, the charter can provide for stricter approval require-
ments, for example, with regard to specific types of bonds.

2. Adopting the Decision to Issue Securities

The decision to issue securities is made by the Supervisory Board*” based on, and
in compliance with, the decision to place them.”® This decision must then be
adopted within six months.*"" This requirement is important, in as much as the
decision to issue securities becomes the main document certifying the rights of
the holders of securities and of the company.*?

Although the contents of the decision depend on the circumstances of each
issue, it must generally include information on the:*"?

+ Issuing company, i.e. full name, place of business, and postal address;
+ Decision to place securities, i.e. date and the decision-making body;
+ Decision to issue securities, i.e. date and the decision-making body;

407 TJSC, Article 33, Clause 2; Article 65, Clause 1, Section 6.
408 LJSC, Article 33, Clause 2; Article 65, Clause 1, Section 6.
49 TLaw on the Securities Market, Article 17, Clause 2.

410 FCSM Regulation No. 03-30/ps, Section 2.3.1.

411 FCSM Regulation No. 03-30/ps, Section 2.3.3.

42 Taw on the Securities Market, Article 18.

43 Law on the Securities Market, Article 17, Clause 1; FCSM Regulation No. 03-30/ps, Sec-
tion 2.3.4.
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+  Securities to be issued, i.e. type and class, their nominal value, the rights of
the holders of securities, and number to be issued; and
+ Conditions of the placement.

In the case of bonds, the decision must include information on the:**

+  Form of bond redemption (monetary or in-kind);

+  Maturity date (and details regarding early redemption, where applicable);

+  Other terms of redemption, i.e. the value of the payment, if early redemption
is possible;

« If convertible bonds are issued, the procedure for their conversion into
shares;*!

+ If secured bonds are issued, information on the security or the person
submitting the guarantee and the conditions of the guarantee (in the latter
case, the decision must also be signed by the guarantor);*'¢and

+ If registered bonds or bonds in paper form are issued with mandatory
centralized storage, the date of record for compiling the bondholders list. This
date may not be earlier than 14 days before the maturity date. Payments are
made to the bondholders of record even if the bond has been transferred to
another bearer after the record date.*"”

Copies of the decision to issue securities are kept with the registration author-
ity, the company, and, when the shareholder register is maintained externally, by
the External Registrar.*'®

3. Approving the Prospectus

The prospectus is a document through which investors obtain information about
securities, including the risks and returns associated with the investment. For this
reason, legislation requires that a prospectus be prepared in the case of: 1) any
open subscription; and 2) a closed subscription to more than 500 investors.*'

414 LJSC, Article 33, Clause 3.

45 LJSC, Article 37, Clause 1.

46 Taw on the Securities Market, Article 17, Clause 2; Article 27.2, Clause 2.
47 Taw on the Securities Market, Article 17, Clause 2.

418 Law on the Securities Market, Article 17, Clause 4; FCSM Regulation No. 03-30/ps, Sec-
tion 2.3.5.

49 TLaw on the Securities Market, Article 19, Clause 2.

155

Part_III_Ch-10-12.indd 155 @ 17.09.2004 11:35:49 ‘



®

The Russia Corporate Governance Manual

Best Practices: Even if a registered prospectus is not required for the issue,
companies can still register one voluntarily after filing the report on the results
of the securities issue.*®

There are costs attached to the preparation of a prospectus that some compa-
nies may wish to avoid. However, the short-term costs of preparing the pro-
spectus are likely to be greatly outweighed by the long-term benefits (e.g.
lower cost of capital) that can be achieved by clarifying the risks and returns
of the company to investors.

Investor interests are protected by the information that must be included in
the prospectus, the liability attached to those who have signed it, and the require-
ment for its state registration.

a) The Contents of the Prospectus
Securities legislation contains detailed provisions outlining what must be dis-
closed in the prospectus.”! These provisions are summarized briefly below:

1) Information about members of the company’s governing bodies, the bank
accounts of the company, the bodies controlling its financial and economic
activities, the External Auditor, the Independent Appraiser, and other persons
signing the prospectus;

2) Information on the terms and procedures for the issue of securities, including
information on the volume, terms, and procedures;

3) Essential information about the financial health of the company, including
risk factors;

4) Detailed information on the issuing companys;

5) Information on the financial and economic activities of the issuing company;

6) Detailed information about the members of the governing bodies of the issuing
company, and the bodies controlling its financial and economic activities;
and

7) Information on the company’s shareholders, related parties, and related party
transactions.

420 Law on the Securities Market, Article 19, Clause 3; FCSM Regulation No. 03-30/ps, Sec-
tion 10.1.

21 Taw on the Securities Market, Article 22.
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Additional information must be included in the prospectus when bonds are
issued. For example, the prospectus must include information on the guarantor,
and conditions of the guarantee, and be signed by the guarantor when secured
bonds are issued.*?

Best Practices: It is good practice to disclose all material information about
the company in the prospectus.?®> The company should seek to provide share-
holders and potential investors with all information that may be important in
valuing the company.

b) Prospectus Approval and Certification

The Supervisory Board must approve the prospectus.** The following indi-
viduals must sign the prospectus to certify the truthfulness and completeness of
the information included therein:*

*  The General Director and the Chief Accountant (or the person fulfilling this
function);

« The External Auditor;

+ The Independent Appraiser in circumstances envisaged by the FCSM; and

+ The (securities market) financial consultant in the case of a public offering,
except with regard to information already certified by the External Auditor
and/or the Independent Appraiser.

The most important feature of this requirement is the liability of those who
have signed the prospectus. They are jointly and severally liable with the issuer
for any damage caused to investors because of untruthful, incomplete, and/or
misleading information.*® If investors believe that they have suffered damages,
they can file claims with a court within three years after the issue. If there is no
mandatory requirement for the registration of the prospectus, this period begins
with the public trading of securities.

422 TLaw on the Securities Market, Article 22.1, Clause 1; Article 27.2, Clauses 2 and 3.
423 FCSM Code, Chapter 7, Section 2.1.

424 Law on the Securities Market, Article 22.1, Clause 2.

425 Taw on the Securities Market, Article 22, Clause 2.

426 Taw on the Securities Market, Article 22.1, Clause 3.
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c¢) Disclosure
When state registration of the issue includes the registration of a prospectus,
every stage of the issue process is accompanied by public disclosure.*?’

=» For more on information disclosure and the prospectus, see Chapter 13, Section C.1.

4. The Gontrol over Securities Issue

Registering of the issue and prospectus is an important investor protection
mechanism. This is a form of state control over the securities issue process.
Without proper registration, securities cannot be considered issued and sold to
investors. The FCSM has the power to verify that the legal requirements of the
issue have been satisfied (e.g. that the charter capital has been paid in full, or op-
tions are issued for no more than 5% of issued shares).*”® It also is charged with
verifying the completeness of the information disclosed and taking actions to
guarantee its truthfulness. Securities legislation:

+ Ensures the quality and availability of information to users;

+ Encourages the timely registration of the issue, which is essential for business
operations;

+ Allows companies to remedy minor defects and thus postpone registration
refusal; and

+ Guarantees companies the right to appeal if there has been an arbitrary
refusal.

For registration purposes, the company is required to submit certain docu-
ments required by securities legislation.”” The FCSM registers the issue and the
prospectus and assigns a registration number to the issue.*® However, there are
no provisions in the Law on the Securities Market that allow a claim to be made
against the FCSM for the truthfulness of information, even if it conducted an
investigation.*!

427 Law on the Securities Market, Article 19, Clause 2 and Article 30.
48 Such as the requirements provided in LJSC, Article 33, Clause 3; FCSM Regulation No. 03-30/ps,
Sections 2.4.20 and 2.4.21.

422 FCSM Regulation No. 03-30/ps on the Standards of Security Issue and Registration of Secu-
rity Prospectuses, 18 June 2003, Section 2.4.2.

40 Taw on the Securities Market, Article 20, Clause 4.
1 Law on the Securities Market, Article 20, Clause 5.
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FCSM control over securities issue procedures extends beyond the registration
of the issue and prospectus. If it discovers legal violations after registration, it
can request that a court invalidate the issue.**> The FCSM can deem that the issue
was not undertaken in good faith in the case of violation of legal requirements in
the process of the issue or discovery of untruthful information in the documents
that have served as the basis for the registration.**

In such cases, the FCSM can temporarily stay the procedure until defects are
remedied. More importantly, the FCSM can invalidate the issue. This can be done
within three months from the date of registration of the report on the results of
the issue. If an issue is invalidated, securities must be returned to the company
and issue proceeds refunded to investors. Figure 2 illustrates the steps required
for the state registration of securities issues.

Figure 2: Procedures for the Registration of Securities Issues

Step 1: The FCSM reviews submitted documents.

Step 2: The FCSM makes a decision on the state registration within 30 days of the date when all
documents have been received, or conducts an investigation of the truthfulness of the information,
included in the prospectus and other required documents, of no longer than 30 days.

Step 3.a: The FCSM grants a registration number to each issue.

Step 3.b: The FCSM can refuse the registration under certain circumstances.

Step 3.c: The issuing company may be granted an opportunity to remedy technical shortcomings.

Step 4: In the case of refusal, the FCSM notifies the company of its refusal within three days
of adopting the decision.

Step 5: In the case of refusal, the issuing company has the right to appeal in court.

Source: IFC, March 2004

#2 FCSM Regulation No. 03-30/ps, Section 2.6.13.
43 Law on the Securities Markets, Article 26.
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9. The Sale of Securities

The issuer can begin selling securities once the state registration of the issue has
been completed, unless otherwise provided by law.*** The placement is the ac-
tual transaction between the company and the investor.**® This transaction is
subject to a number of legal requirements and only takes effect upon the registra-
tion of its results, as discussed hereinafter.

a) Number of Securities Placed

The number of securities placed should be no more than indicated in the
decision to issue securities.*** If a company places more than the number indi-
cated in the prospectus, it is obliged to repurchase the surplus securities and can-
cel them within two months.*” If the company fails to do so, the FCSM can file
a claim in court for the return of the issue proceeds.

The number of securities placed may, however, be less than the number
indicated in the prospectus. In practice, the ability of a company to sell se-
curities depends on investor demand. Whatever its stated goal, the actual
number of securities placed must be disclosed in the report on the results of
the issue.**

b) The Timing of the Placement
The placement of securities must occur within a legally defined period
of time:**

+  Minimum: When securities are placed by subscription requiring the regis-
tration of a prospectus, the subscription cannot start earlier than two weeks
after the publication of the announcement of the state registration of the
issue. This requirement aims to provide a minimum period for investors to
effectively acquaint themselves with the conditions of the investment. The

44 Taw on the Securities Market, Article 24.
45 Law on the Securities Market, Article 2.

436 Taw on the Securities Market, Article 24.
47 Law on the Securities Market, Article 26.
4% TLaw on the Securities Market, Article 24.

49 Law on the Securities Market, Article 24.
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subscription price, however, can be disclosed on the day when the placement
of securities begins.

+  Maximum: The placement must be completed no later than one year after
the date of the state registration.

To carry out a legally valid securities issuance several deadlines must be met,
as illustrated in Figure 3.

Figure 3: Share Issue Time Chart

Decision to Place:
Date of the initial
decision to issue
securities.

Document Submission:
Period for submitting
documents for state
registration of the se-

Refusal of Notification: Latest
date to notify the company of a
refusal to register the security
issue (prospectus), which is no

Results Registration: Latest date to
submit the report on the results of
the security issue to the state regis-
tration authority, which must be done

curity issue (prospec- || later than three days after the || not later than 30 days after the issue

tus). decision is taken. is completed.
— % —N
'] | | '] ']
‘ | I | | | | > t

6 months 3 months \3 days

N

Issue Registration: Latest date to register the
security issue (prospectus), which cannot be
later than 30 days (+30 days, if additional inves-
tigation) as of the submission of documents.

1 year

| |
Decision to Issue: Latest date for
taking the decision to issue securities

(cannot be later than six months
after the decision to place securities).

Share Placement: Placement
must be completed no later
than one year after the issue
(prospectus) is registered.

Source: [FC, March 2004

¢) Issue Price

The Supervisory Board has the right to determine the issue price of securities.**
The discretionary powers of the Supervisory Board are limited, however, to prevent
directors or large shareholders from acquiring securities below market price when
the issue is done by subscription (see Table 4).

440 TJSC, Article 36, Clause 1; Article 38, Clause 1.

161

Part_III_Ch-10-12.indd 161 17.09.2004 11:35:50



®

The Russia Corporate Governance Manual

Table 4: Issue Price

Security Price

Shares + The issue price must correspond to the market value.*' An Independent Ap-
praiser can determine the market value of shares. The use of an Appraiser is not
mandatory when share prices are quoted; and

 The issue price cannot be lower than the nominal value.

When shareholders exercise pre-emptive rights, the price cannot be lower than 90%
of the market value.*

Convertible | » The issue price must correspond to the market value;*® and
bonds » The issue price cannot be lower than the nominal value of the shares into which
(or options) they are to be converted.*

In this case, similar to shares, shareholders, when exercising their pre-emptive right,
can acquire convertible bonds at a price no more than 10% lower than the price
determined for other investors.*®

Bonds « The issue price must correspond to the market value.*¢

D. The Conversion of Securities

Companies not only issue securities when seeking to raise capital, but also when
existing securities, or rights embodied in them, must be restructured. A conversion
of securities occurs in the following circumstances:*’

* Increasing the charter capital by increasing the nominal value of shares;

+ Decreasing the charter capital by decreasing the nominal value of shares;

+ Consolidating or splitting shares;

+ Converting one type and class of shares into another type and class of shares;

4“1 1JSC, Article 77.

442 LJSC, Article 36, Clause 1; Article 38, Clause 2.
443 TJSC, Article 38, Clause 1; Article 77.

444 LJSC, Article 38, Clause 1.

45 LJSC, Article 38, Clause 2.

4o JSC, Article 77.

#7 FCSM Regulation No. 03-30/ps, Section 5.1.1.
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+ Converting bonds into shares; and
+ Reorganizing the company.

In these cases, new investors are not involved. Shares are placed with existing
shareholders or other investors holding securities that grant them a conversion
right. The procedure for converting existing shares is simpler and quicker than
for issuing additional shares: no prospectus needs to be prepared and registered
and the conversion of shares must be completed no later than one month from
the date of the state registration of the issue.*®

E. Share Splits and Consolidations

Shares are issued in specific quantities and at a given nominal value. Yet, during
the life of a company, the nominal value can be altered without changing the
amount of the charter capital. This can occur either through share splits or con-
solidations:

+ Shares are split when the company exchanges one share of the company for
two or more shares of the same type and class.*”’ The result is an increase in
the number of shares with a lower nominal value and lower market value per
share. The most common share splits are 3-for-2, 2-for-1, and 3-for-1.

+ Shares are consolidated when the company exchanges two or more shares for
a lesser number of shares of the same type and class.*® The result is fewer
shares with a higher nominal value and a higher market value per share.

There are three main reasons for a share split: affordability, message, and
psychology. Since shares are generally traded in blocks, splitting the shares and
price reduces the minimum investment required to purchase a block of shares.
Share splits can then make shares more affordable for small investors, and the
increase in the number of shares may improve liquidity. Moreover, splits are
often used to send “a message” to the markets that management is confident in
the future of their company and it expects the share price to increase. There also

8 FCSM Regulation No. 03-30/ps, Section 5.3.1.
449 LJSC, Article 74, Clause 2.
450 TJSC, Article 74, Clause 1.
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may be a psychological benefit in that shareholders own two (or more) shares for
the price of one.*!

The decision to split or consolidate shares is subject to special procedures, as
illustrated in Figure 4.

Figure 4: The Procedure for Splitting and Consolidating Shares

Step 1: The Supervisory Board submits a proposal to the GMS agenda to split or consolidate.

Step 2: The GMS approves the decision to split or consolidate.

Step 3: The Supervisory Board makes a decision to issue shares.

Step 4: The FCSM registers the share issue.

Step 5: The company converts issued shares.

Step 6: The FCSM registers the report on the results of the issue.

Step 7: The company amends the charter.

Step 8: The state registration authority registers the charter amendments.

Source: IFC, March 2004

The discussion in the following section will focus on the steps related to the
decision-making requirements within the company (steps 1 and 2) and the char-
ter amendments (steps 7 and 8). Steps 3 to 6, which represent the process of
converting shares with a higher or lower nominal value into shares with a respec-
tively lower or higher nominal value, have already been addressed in Section C of
this Chapter.

#! None of these reasons are corroborated by financial theory. Finance theory argues that splits
and consolidations are largely irrelevant. Nevertheless, many western companies continue to
split and consolidate shares.
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1. Agenda Proposal to Split or Consolidate Shares

The decision to split or consolidate shares must be approved by the GMS.** How-
ever, only the Supervisory Board has the authority to propose splits or consolida-
tions to the agenda of the GMS, unless the charter provides otherwise.*** A simple
majority vote of directors participating in the Supervisory Board meeting must
approve the decision, unless the charter or by-laws require a greater percentage of
votes.**

2. Decision to Split or Consolidate Shares

The GMS approves the decision to split or consolidate shares by a simple major-
ity vote of participating shareholders.*>

If the decision to split shares results in charter amendments that limit the rights
of preferred shareholders, separate votes of the following groups of shareholders
are required with the following majorities:

+ A 3j-majority vote of preferred shareholders whose rights are being limited,
unless the charter requires a greater number of votes;*** and
+ A 3j-majority vote of all other shareholders participating in the GMS.

Information included in the decision to split or consolidate shares is summa-
rized in Table 5.

452 1JSC, Article 48, Clause 1, Section 14.

3 LJSC, Article 49, Clause 3.

#4 1JSC, Article 68, Clause 3, Paragraph 1.

45 LJSC, Article 74, Clause 1; Article 49, Clause 2.
46 LJSC, Article 32, Clause 4, Paragraph 2.

~
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Table 5: Information Included in the Decision to Split or Consolidate Shares

Required

Optional

Consolidation*”

Types and classes of shares to be consolidated;
The number of shares of each type and class to
be consolidated into one share of the same type
and class (the consolidation ratio). The ratio must
be a whole number. Fractions of a whole number
are not allowed; and

The form of placement of shares (in this case the
conversion of placed shares into shares of the same
type and class but with a higher nominal value).

The date, or the procedure
for determining the date,
when shares must be con-
verted; and

Other significant terms and
conditions of the consoli-
dation.

Split‘ss

Types and classes of shares to be split;

The number of shares of each type and class into
which one issued share of the same type and class
will be split (the split ratio). The ratio must be a
whole number; and

The form of placement of shares (in this case, the
conversion of issued shares into shares of the
same type and class but with a lower nominal
value).

The date, or the procedure
for determining the date,
when shares must be con-
verted; and

Other significant terms and
conditions of the split.

3. Charter Amendments

Companies are required to make charter amendments related to:**®

+  The nominal value of issued and authorized shares;

«  The number of issued shares; and
«  The number of authorized shares.

4. Registration of Charter Amendments

Charter amendments for share consolidations or splits must be registered with the

state registration authority.

460

%7 FCSM Regulation No. 03-30/ps, Section 5.1.4.
#8 FCSM Regulation No. 03-30/ps, Section 5.1.5.
49 LJSC, Article 74.
40 TJSC, Article 14.
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F. Stock Options

A company may also issue options on securities.*' Options are complex and

often extremely risky derivative instruments (see Mini-Case 1).

Mini-Case 1: A simple explanation of how an option functions is that it gives
the holder the right to buy (or sell) an asset (generally share) at a pre-deter-
mined price. For example, an option may give the holder the right to buy
company shares at today’s price (e.g. RUR 1,000) in three months time. The
holder of an option expects a change in the price of the underlying share from
which he hopes to benefit. He may expect the price to rise to RUR 1,500. In
this case, the option holder stands to gain RUR 500. On the other hand, if
the price of shares falls, the option has no value. There are many different
types of options that can be used to create complex tools for managing and
trading risk.

In the corporate governance context, a relatively mundane form of op-
tion — the incentive stock option — is used to provide performance-enhancing
incentives to management and employees. In some countries, options are the
primary component of remuneration packages for top executives. They are
popular because the returns to executives can be large, they ostensibly align the
interests of management and shareholders, and because the true cost of options
(the dilution of other shareholders) is not readily apparent under current ac-
counting standards.

Best Practices: Stock option compensation is a complex and contentious re-
muneration technique that requires close examination by the governing bodies
of the company.

The issue of stock options must normally be accompanied by the issue of new
shares. For this reason, the decision to place options must be carried out in ac-
cordance with the rules on convertible securities.*> More specifically, a company

461 Taw on the Securities Market, Article 2.

42 Law on the Securities Market, Article 2.
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can only sell options after the charter capital is fully paid and if the number of
authorized shares is not less than the number of shares subject to the exercise of
the options rights.*¢

The quantity of shares that can be obtained when the option is exercised can-
not exceed 5% of the shares of this type and class issued on the date of the sub-
mission of the documents for state registration of the options issue. Treasury
shares may also be used for the exercise of stock options.

Best Practices: The use of other derivative instruments is important from a risk
management perspective. The power of derivatives and similar instruments,
such as hedges and futures, lies in their capacity to adjust the company’s cir-
cumstances to any particular situation that arises. Options can be speculative
or conservative. This means that various goals can be pursued, ranging from
protecting companies from changes in commodity prices to gambling on the
movement of shares. However, derivative and related instruments are complex
and can be extremely risky. Supervisory Boards, and indeed shareholders, need
to be aware of the company’s use of these tools since they could potentially
expose companies to unexpected and significant risks.

G. Raising Capital in the International Markets

Russian companies are increasingly seeking capital in international markets. List-
ings on foreign exchanges often bring advantages including a lower cost of capital,
higher liquidity, and, last but not least, greater prestige. The world’s largest foreign
markets tend to have higher standards of corporate governance than the Russian
markets. The most popular markets are in the U.S., the U.K,, and continental
Europe, which arguably have some of the most rigorous governance standards in
the world.

The Law on the Securities Market allows Russian companies to issue shares
abroad, after receiving permission from the FCSM.** Permission is generally
granted subject to the following conditions:

43 Law on the Securities Market, Article 27.1.

44 TLaw on the Securities Market, Article 16.
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+ The state registration of the issue;

+  The securities of the Russian issuer have been listed on at least one exchange
in Russia;

+ The quantity of securities placed abroad does not exceed a quota established
by the FCSM; and

+ The contract embodying the derivative rights to the company’s shares cannot
contain a clause that under a foreign law might grant a right to vote the
securities without investor instructions.

The FCSM must decide on the foreign issue within 30 days of the submission
of the required documentation.

There are two principal means for companies to establish a presence in the
international securities markets. Companies can either: 1) issue securities di-
rectly; or 2) issue depositary receipts. Depositary receipts are contracts with
foreign financial institutions, pursuant to which certificates are traded in lieu of
shares. Depositary receipts are an increasingly popular form of accessing foreign
capital. Depositary receipts are also used to give their holders the benefit of
being able to have recourse to Russian law, with which they are familiar. De-
positary receipts also contribute to increasing the liquidity of the issuing com-
pany’s shares.

There are different types of depositary receipts, depending upon the market
where they are traded. American Depositary Receipts (ADRs) circulate in U.S.
stock markets, European Depositary Receipts (EDRs) circulate in European markets,
and Global Depositary Receipts (GDRs) circulate in both.

The issue of depositary receipts is negotiated with individual banks as part of
a contract that results in depositing the company’s shares with the bank. De-
positary receipts are popular with investors in foreign countries because of the
added credibility given to them by the issuing banks, and because the investment
is de facto a domestic investment. Depositary receipts offer a number of advan-
tages over direct issues:

+ Contracts are easier to satisfy than direct listings;
+  Depositary receipts are less expensive than direct listings; and

+ The placement of depositary receipts is often easier than the issue of shares
on foreign stock exchanges, especially if the company is not well known on
the foreign market.
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Best Practices: Depositary receipts have corporate governance implications
for investors. Shares are typically voted by the bank within which they are
deposited, rather than by the holders of the receipt. This could be an advantage.
Banks are able to combine the votes of many shareholders and thus be more
effective in exerting influence over companies. On the other hand, it may be a
disadvantage since the investor is unable to assert his views. In addition, in-
termediaries often vote with management as a matter of practice. The serv-
ices of depository banks are an extra tier of relationships between the com-
pany and the ultimate investor, and can lead to additional costs. Thus,
depositary receipts, like any other investment vehicle, require careful evaluation
from the perspective of both the issuer and the investor.
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The Chairman’s Checklist

Extraordinary Transactions:

Do all directors understand the concept of extraordinary transactions? Does
the company charter specify additional criteria for identifying transactions
that are to be treated as extraordinary beyond the minimum criteria man-
dated by law? Does the Supervisory Board distinguish between extraordinary
transactions and those entered into in the ordinary course of business?

How does the Supervisory Board ensure that extraordinary transactions
are properly evaluated and approved by the Supervisory Board or share-
holders? Does the Supervisory Board ensure that an Independent Ap-
praiser is engaged to ascertain the market value of assets involved in the
transaction?

What steps are taken to protect the rights of shareholders who do not ap-
prove of extraordinary transactions?

Does the company properly disclose information on completed extraordinary
transactions?

Control Transactions:

Has the company ever been involved in control transactions? How does
the Supervisory Board make sure that minority shareholder rights are prop-
erly protected in control transactions?

Does the Supervisory Board take adequate measures to inform shareholders
of the advantages and disadvantages of a change in control? Does the
Supervisory Board allow unwarranted takeover defenses?

Does the Supervisory Board ensure that any new controlling shareholder
extends a mandatory bid at a fair price for outstanding common shares and
convertible securities?

Related Party Transactions:

Does the Supervisory Board ensure that related parties properly disclose
their interest in transactions? Do related parties abstain from participating
in discussing and voting on such transactions?

Does the Supervisory Board ensure that all legal requirements for the ap-
proval of related party transactions are adhered to? What role do independ-
ent directors play in related party transactions?
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Does the Supervisory Board take adequate measures to disclose information
on related party transactions and related parties?

Do all directors understand their liability for violating procedures for approv-
ing related party transactions?

Shareholders are legally protected when the company is involved in extraordinary,
control, and/or related party transactions. Such protection is essential because of
the impact that these transactions can have on the value of the company, the price
of its shares, and the property rights of shareholders. Nevertheless, corporate
governance abuses in these types of transactions continue to take place. For
example, beneficial ownership structures typically remain non-transparent, making
it near impossible to identify related parties in a transaction. In the meantime,
insiders continue to develop complex structures and sophisticated techniques that
allow them to tunnel assets, profits, and corporate opportunities away from the
company and its shareholders.

The protection of shareholders under these circumstances receives consider-
able attention in the Federal Commission for the Securities Market’s Code of
Corporate Conduct (FCSM Code) and is described in detail in this chapter.

A. Extraordinary Transactions

1. Definition

The Company Law refers to and defines extraordinary transactions.*® The Supreme
Arbitration Court has interpreted the legal definition and applied it to specific
transactions.*® Furthemore, companies have the right to set additional criteria for
defining extraordinary transactions, which is most commonly done in the com-
pany charter.

4> Law on Joint Stock Companies (LJSC), Article 78, Clause 1.

¢ Information Letter No. 62, Overview of Practices of Resolving Disputes Related to the Con-
clusion by Commercial Companies of Extraordinary and Related Party Transactions, the
Presidium of the Supreme Arbitration Court of the Russian Federation, 13 March 2001, Sec-
tions 1, 4 and 6.
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A transaction (or several related transactions) is extraordinary when it meets
all five of the following criteria:

a) The Nature of the Transaction

+ The transaction directly or indirectly involves the acquisition, sale, or the
possibility of sale of corporate assets;

+ The transaction is a credit, pledge, or guarantee transaction; and

« The transaction is not related to the issue of additional common shares or
securities convertible into common shares.

b) The Value of the Transaction

The assets involved have a value of 25% or more of the book value of the
company’s assets as determined by financial statements as of the most recent
reporting date.

c) The Relation of the Transaction to the Business of the Company
The transaction is not being carried out in the “ordinary course of business”
of the company.

The Company Law does not define the “ordinary course of business.” Whether
a transaction qualifies as such will depend on company-specific factors. For ex-
ample, the purchase of real estate may be an extraordinary transaction if the
company is generally engaged in the trade of consumer goods. However, the same
transaction would not be extraordinary if the core business is trading in real estate.
In other words, the same transaction that could be in the ordinary course of busi-
ness for one company may not be for another. The Supreme Arbitration Court
lists some transactions that could fall under the “ordinary course of business.”*”
In particular, they are:

+ Transactions to acquire raw materials and materials necessary for company’s
business activities;

+ Sale of produced goods; and

+ Obtaining loans to fund its ordinary operations.

47 Resolution No. 19, the Plenum of the Supreme Arbitration Court, on Certain Issues of Ap-
plication of the Law on Joint Stock Companies (Resolution No. 19), 18 November 2003,
Section 30.
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d) Related Transactions

Two or more related transactions involving company’s assets totaling 25% or
more of the book value of the company’s assets are considered a single extraor-
dinary transaction.*® Factors that determine whether several transactions must be
considered as a single transaction extraordinary include:

+  The purpose of the transactions;

+ The market conditions under which the transactions have been concluded;

+  The sphere of activities of the company; and

+ The duration of relationships between the company and its transactional
counterpart.

e) Additional Charter Criteria

The charter may define additional transactions that should be treated as ex-
traordinary transactions.*® For example, the charter may specify that transactions
involving assets with a lower percentage of the book value be considered an
extraordinary transaction. The charter can also provide that certain types of
contracts (e.g. all loan agreements or all pledges of company shares) must be
treated as extraordinary transactions, regardless of their nature. However, the
company has no right to change the legal definition of an extraordinary transac-
tion to limit cases of extraordinary transactions. For example, the company
cannot provide that only transactions involving assets with a value in excess of
30% of the book value of the company’s assets will be considered as extraordi-
nary transactions.

Best Practices: There are many cases when transactions should be subject
to special procedures for extraordinary transactions, even though they fall well
below the legislated threshold of 25%. For example, the sale of a subsidiary
of a large petroleum company that holds significant oil drilling rights may be of
such size and strategic importance that it should be considered an extraordinary
transaction regardless of the percentage of asset value it represents.

Legislation establishes a minimum standard of behavior, and there is some room
for various interpretations regarding what is extraordinary and what is not. For
this reason, it is good practice for charters to include provisions that “transac-

48 1JSC, Article 78, Clause 1, Paragraph 1.
49 LJSC, Article 78, Clause 1.
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tions that may have a significant effect on the company” be treated as extraor-
dinary (except for transactions that are concluded in the ordinary course of
business).4°

It is also recommended that the sale of shares of a subsidiary where the com-
pany would lose its majority stake be considered extraordinary transactions.

When two companies are engaged in a transaction, each company must sepa-
rately apply the criteria for extraordinary transactions. This means that the same
transaction may conceivably be an extraordinary transaction for one company but
not for the other.

2. Exempted Transactions

Under certain circumstances, companies are not required to follow all the ap-
proval procedures for concluding an extraordinary transaction. Exceptions are
granted when the extraordinary transaction is:

+ Executed by a company owned by a single shareholder who is also the General
Director;*! or

+ Simultaneously a related party transaction.** In this case, the company follows
the procedures for related party transactions.

=» For more information on related party transactions, see Section C of this
Chapter.

3. Valuing Extraordinary Transactions

An important aspect in determining whether a transaction is an extraordinary
transaction is to value the assets involved in the transaction. The value of these
assets must be determined to ascertain which governing body approves the trans-
action before the company can conclude the transaction. The Supervisory Board

470 Federal Commission for the Securities Market’s Code of Corporate Conduct (FCSM Code),
Chapter 6, Section 1.1.

471 LJSC, Article 79, Clause 7.
472 LJSC, Article 79, Clause 5.
473 LJSC, Article 77; 78, Clause 2.
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has the authority to determine the value of assets or services.*”” In doing so, the
Supervisory Board must compare the book value of the assets involved in the
transaction with the book value of the company’s assets as a whole. This com-
parison depends on the nature of the transaction whether it is an acquisition or a
sale, as illustrated in Table 1.4

Table 1: Determining a Transaction’s Value

Type of Transaction Basis of Valuation

Sale, or the possibility | The value of assets involved in the transaction as determined by reference
of a sale, of assets to the company’s financial statements as of the most recent reporting
date before the transaction.

Acquisition of assets The acquisition price of assets involved in the transaction.

Best Practices: An Independent Appraiser should assist the Supervisory Board
in determining the value of assets.*®

If the state or a municipal entity owns more than 2% of voting shares, the
Supervisory Board is required to involve the state financial control agency in
the valuation of the assets in extraordinary transactions.”’® This can be a con-
trol agency of the Ministry of Finance (such as the Department of State Finan-
cial Control and the regional Control and Revision Departments), the Chief
Control Department of the President of the Russian Federation, or a local state
financial body.

4. Approving Extraordinary Transactions

A transaction must be approved by different governing bodies depending on the
value of assets as illustrated in Table 2.

74 LJSC, Article 78, Clause 1, Paragraph 2.
475 LJSC, Article 77, Clause 2. See also: FCSM Code, Chapter 6, Section 1.3.
476 LJSC, Article 77, Clause 3.

178

Part_III_Ch-10-12.indd 178 @ 17.09.2004 11:35:54



®

Chapter 12. Material Corporate Transactions

Table 2: The Approval of Extraordinary Transaction

Value of Assets Approving Governing Body

Between 25% and 50% of the book value of the | The Supervisory Board*”
company’s assets

More than 50% of the book value of the company’s | The General Meeting of Shareholders (GMS)*7®
assets

The Supervisory Board has the authority to approve those extraordinary trans-
actions that are defined as such by the charter.*””

a) Transactions Involving Between 25% and 50% of the Book Value

of Company Assets

Unanimous approval of all serving Supervisory Board members is required to
approve an extraordinary transaction involving assets with a value between 25%
and 50% of the book value of the company’s assets.

If the Supervisory Board is not able to reach a unanimous decision, it can
request that the GMS approve the transaction. The Supervisory Board can do
this by a simple majority vote of directors participating in the Board meeting,
unless the charter or by-laws require a higher percentage of votes. The GMS can
then approve the transaction with a simple majority vote of participating share-
holders.*

b) Transactions Involving More than 50% of the Book Value
of Company Assets
The GMS must decide on whether to approve transactions involving more than
50% of the book value of company assets by a 34-majority vote of participating
shareholders.*!

477 1JSC, Article 79, Clause 2, Paragraph 1.
478 LJSC, Article 79, Clause 3.

479 This decision cannot be approved by the GMS because the company charter cannot delegate
additional powers to the GMS beyond those defined by law.

40 1JSC, Article 79, Clause 2, Paragraph 2; Resolution No. 19, Section 32.
41 1JSC, Article 79, Clause 3.

179

Part_III_Ch-10-12.indd 179 @ 17.09.2004 11:35:54 ‘



®

The Russia Corporate Governance Manual

c) Required Information for the Decision to Approve an Extraordinary
Transaction

The decisions of the Supervisory Board or the GMS must include informa-

tion on:'®

+ The parties that are involved in the transaction;

+  Other beneficiaries of the transaction (if any);

+ The price of the transaction;

+ The object of the transaction; and

+ Any other significant terms and conditions related to the extraordinary trans-
action.

5. How Shareholders Can Protest Extraordinary Transactions

If a shareholder does not agree with an extraordinary transaction conducted in
full compliance with procedural requirements and the law, he may:

+  Sell his shares. Practically, this is only possible if the company’s shares are
liquid, i.e. there are interested buyers and shareholders are able to sell their
shares at a fair price; or

+  Demand redemption of shares in part or whole: Shareholders have the right
to have their shares redeemed by the company.***

6. Disclosure Requirements

Companies are required to include the following information on extraordinary
transactions in their annual reports:**

+ Alist of all extraordinary transactions concluded by the company during the
reporting year;

42 LJSC, Article 79, Clause 4.

43 1JSC, Article 75, Clause 1 provides that redemption rights only arise when the extraordinary
transaction involves assets or services, the value of which is 50% or less of the book value of
company assets. However, the Plenum of the Supreme Arbitration Court has interpreted this
provision to include extraordinary transactions involving assets with a value of more than
50% of the book value of company’s assets (see also: Resolution No. 19, the Plenum of the
Supreme Arbitration Court, on Certain Issues of Application of the Law on Joint Stock
Companies, 18 November 2003, Section 29).

#4 FCSM Regulation No. 17/ps on Additional Requirements to the Procedure of Preparation,
Calling, and Conducting of the General Meeting of Shareholders, 31 May 2002, Section 3.6.
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+ Alistof transactions that are considered extraordinary based on the definition
in the charter;

+  Key terms of each extraordinary transaction; and

+ The governing body that approved each transaction.

Companies must also disclose information on extraordinary transactions in
their prospectus and quarterly reports.”®> For the registration of the secured bond
issue and the report on the results of issue, the company must submit the meeting
minutes of the approving body with information on the quorum and the voting
results to the registration agency.*¢

Companies are required to provide information on extraordinary transactions
in the “disclosure appendix” or notes to financial statements related to the ac-
quisition or the disposition of fixed assets and investments.**’

Audit standards provide that the External Auditor must review extraordinary
transactions with related parties to identify the true conditions under which such
transactions took place.*

7. Invalidating of Extraordinary Transactions

The company and its shareholders have the right to request the court to invalidate
an extraordinary transaction if the decision-making body of the company failed
to follow appropriate procedures.*®

However, according to the Supreme Court and the Supreme Arbitration Court,
an extraordinary transaction that was invalidated due to procedural violations may

485

Annex 4 of FCSM Regulation No. 03-32/ps on the Disclosure of Information by Issuers of
Securities, 2 June 2003, Section 10.1.6; Annex 11 of FCSM Regulation No. 03-32/ps, Sec-
tion 8.1.6.

86 FCSM Regulation No. 03-30/ps on the Standards of Security Issue and Registration of Secu-
rity Prospectuses, 18 June 2003, Sections 2.4.7, 6.5.1; Annex 9 of the Standards, Section 11.

*7 Decree No. 56n, the Ministry of Finance, on the Approval of Rules on Accounting Events

After the Reporting Date, Section 2. It is, however, unclear whether the term “extraordinary
transaction” in this act has the same meaning as in the Company Law.

8 Audit Standard on Accounting Operations With Related Parties During an Audit, Section 4.2,
a). It is not clear whether the term “major transactions” in this act has the same meaning as
in the Company Law.

49 LJSC, Article 79, Clause 6.
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be re-validated if approved after the fact by the GMS (or the Supervisory Board,
where applicable).

Best Practices: Russian legislation appears inadequate in protecting the in-
terests of the company’s counterparts in extraordinary transactions. If the
company can seek to invalidate a transaction that was not concluded in ac-
cordance with the company’s internal approval procedures then this may create
undue problems for the counterpart. It is recommended to follow the example
of some western jurisdictions where the company needs to prove that the
counterpart in the transaction knew or must have known of the irregularity of
its approval.

B. Control Transactions

Control transactions are transactions in which a person (or a group of affiliated
persons) acquires a controlling block of shares, defined in the Company Law as
30% or more of the company’s common shares.*® Control transactions are also
referred to as takeovers.

Best Practices: The market for corporate control, together with the product,
labor, and capital markets, is a distinct feature of a market economy. Gener-
ally, markets for corporate control represent the historical development of a
distinct fourth type of market, in which the trading of corporate equity occurs
on a very large scale and bestows the power to control these corporations.
Takeovers are a key mechanism in the dynamic allocation of corporate control;
they allow the removal of inefficient managers (against their will) and exploitation
of synergies between firms. Moreover, the mere threat of a takeover affects
the behavior of those entrusted with control, i.e. disciplines them. Conse-
quently, a functioning takeover market is widely considered an important com-
ponent of — if not a prerequisite for — an effective governance system.

Over the last several decades, the issue of regulating takeovers has become
increasingly important. In the EU, for example, the Thirteenth Company Law

490 TJSC, Article 80, Clause 1.
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Directive on Takeover Bids was recently adopted. In contrast to Russian law, it
attempts to apply takeover rules to listed companies and specifically deals with
voluntary bids, which are not regulated by Russian legislation. Voluntary bids,
which are also called tender offers, are a means of public offer to acquire shares
of the company leading to a change of control. There are specific rules that
deal with the disclosure and terms of such bids.*"

Takeovers result in changes to company control, strategy, decision-making,
and, generally, lead to the replacement of the acquired company’s directors and
senior managers. One of the economic benefits of takeovers is that they may
result in improved utilization of company assets. This, in turn, should benefit all
shareholders. On the other hand, takeovers have considerable potential for abus-
ing minority shareholder rights.

Best Practices: Changes of control may occur on a voluntary basis by con-
solidation or merger, as agreed upon by shareholders and managers of par-
ticipating companies. Control can, however, also pass hands in a hostile
manner, i.e. when directors and managers of the target company resist the
takeover attempt. The negative implications of change of control situations not
only relate to pre-change possibilities of abuse (for example, two-step tender
offers, during which the acquiring company offers different prices to different
groups of shareholders), but also to post-change challenges that non-controlling
shareholders might face (for example, changes to the dividend policy or in-
creases in executive remuneration, to the detriment of minorities).

In case of voluntary change of control, shareholders have a say in the results
and expressly agree with all consequences. In case of hostile takeovers,
directors and managers typically have more opportunities to resist the value-
increasing changes of control in their own interests. At the same time, if a
hostile takeover attempt succeeds, minority shareholders who did not agree
with the change of control risk being in the situation where the new controlling
shareholder may abuse its position and retaliate for such behavior of share-
holders.

#! For more information on EU Thirteenth Directive and voluntary bids, see http://europa.
eu.int/eur-lex/en/archive/2004/1_14220040430en.html.
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In Russia, companies with more than 1,000 shareholders with common shares
must follow special procedures both before and after the acquisition of 30% or
more of common shares.*”> Companies are also required to follow procedures for
control transactions each time the controlling shareholder(s) acquires an addi-
tional 5% or more of common shares (e.g. 35%, 40%, 45%, and 50%).*

Company Practices in Russia: Control transactions are of particular concern
to many Russian companies today, given the current consolidation wave taking
place in many sectors. More specifically, smaller, successful companies and
their (minority) shareholders often become subjects of abuse by large companies
through hostile takeovers. In many instances, however, takeovers are not car-
ried out through the typical market mechanisms (e.g. by extending a tender
offer to shareholders) but rather through block sales. Moreover, certain illegal
methods to overrule privatization results are used to circumvent proper control
transactions, e.g. dubious lawsuits that paralyze the company and often bring it
to the verge of bankruptcy. Under these circumstances, the role of the judiciary,
the FCSM, and other enforcement bodies becomes particularly important in
protecting companies and shareholders.

1. Affiliated Persons

The concept of affiliated persons is important in the context of control transac-
tions because shares acquired by affiliated persons are added up when determin-
ing whether a transaction is a control transaction. An affiliated person is defined
as an individual or a legal entity that can influence the activity of legal entities,
and/or individual engaged in entrepreneurial activity.** Consequently, the fol-
lowing are considered affiliated persons of a legal entity:

+ A Supervisory Board member;
« The General Director or an Executive Board member;
+ The External Manager;

492 1JSC, Article 80, Clause 1.
43 LJSC, Article 80, Clause 7.

#4 Law on Competition and Limitation of Monopolistic Activities in Commodities Markets
(Antimonopoly Law), Article 4.

184

Part_III_Ch-10-12.indd 184 @ 17.09.2004 11:35:55



®

Chapter 12. Material Corporate Transactions

* Any legal entity that is part of the same group of companies** to which the
company belongs;

+ Any individual who possesses more than 20% of votes in the companys;

+ Any legal entity, in which the company possesses 20% of votes; and

+ A member of the Supervisory Board or the Executive Board, the General
Director, and the External Manager of other members of the company’s
Financial and Industrial Group (FIG).

=» For more information on FIGs, see Part V, Chapter 15, Section B.4.

The following persons are considered affiliated persons of an individual, e.g.
Individual (B) who carries out entrepreneurial activity:

+ Any individual or legal entity belonging to the same group to which Individual
(B) belongs; and

*  Any legal entity in which Individual (B) has more than 20% of voting shares
(participatory shares, units).

=» For more information on disclosure requirements of affiliated persons, see Part IV,
Chapter 13, Section B.3.

2. Pre-Acquisition Requirements

An individual, legal entity, or group of affiliated persons must notify the com-
pany in writing when they intend to acquire:

*  30% or more of the company’s common shares; or
+ Shares that will lead to the ownership of 30% or more of common
shares.**

This notification must be sent to the company no earlier than 90 days before
the shares will be acquired, and no later than 30 days before the acquisition.*”

495

Antimonopoly Law, Article 4.
=» For more on groups of companies, see Chapter 15.

#6 LJSC, Article 80. Note that the Company Law refers only to common shares and does not
include voting preferred shares and convertible securities. Since control transactions are aimed
at acquiring control of the target company, buyers seek to acquire voting shares.

#7 LJSC, Article 80, Clause 1. Russian legislation does not specify what information must be
included in the notice of the intention to acquire 30% or more of common shares.
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Best Practices: If notice of an intent to acquire control is received by the
company, the Supervisory Board should:*%®

e Have an Independent Appraiser determine the market value of common
shares; and

e Inform shareholders of the possible consequences of the acquisition of
shares.

This should enable shareholders to make an informed decision regarding whether
to sell their shares to the person who intends to acquire a controlling block.

3. Post-Acquisition Requirements

A far more important procedural requirement found in the Company Law arises
after the acquisition of a controlling block of shares.

a) Mandatory Bid

The controlling shareholder (or group of affiliated persons) is obliged to make
an offer to purchase or buyout the remaining common shares (and other securi-
ties convertible into common shares) within 30 days after the acquisition of a
controlling block. This is referred to as a “mandatory bid” or a “fair price require-
ment.”

The mandatory bid must be sent to all common shareholders in writing and
must include:*”

+  The name and address of the acquirer of the controlling block of shares;
+ The number of acquired common shares;

+  The price offered by the acquirer to shareholders (the buyout price);

+  The period for accepting the mandatory bid; and

+  The period for making the payment for shares and convertible securities.

Best Practices: It is good practice to submit the mandatory bid to shareholders
not directly but through the company. The Corporate Secretary can assist in

4% FCSM Code, Chapter 6, Section 2.1.1.
49 LJSC, Article 80, Clauses 3 and 5.
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forwarding the mandatory bid to shareholders in accordance with the notification
procedures for the GMS.5%°

=>» See also Chapter 8, Section B.4 on notification procedures for the GMS.

Non-controlling shareholders have the right to accept the mandatory bid in
no later than 30 days after they receive it. If accepted, the controlling share-
holder is obliged to purchase the shares and/or convertible securities within 15
days of the non-controlling shareholder’s acceptance of the mandatory bid at the

buyout price.

501

b) The Buyout Price

The buyout price for common shares and convertible securities must be at mar-
ket value. At the same time, the price for common shares may not be below their
average weighted market price over the six months preceding the acquisition.”

Best Practices: Control transactions usually include a so-called control pre-
mium, which is paid by the acquirer of control to selling shareholders. Some
commentators argue that equal treatment of shareholders should also lead to
sharing the control premium. Hence, the City Code on Takeovers and Mergers
of the U.K. and EU Thirteenth Directive require that the mandatory bid equal
the highest price that was paid for buying the control.5®

c) Waiver of the Mandatory Bid Requirement
The acquirer of a controlling block of shares can be released from the obliga-
tion to make the mandatory bid in the following two situations:***

500

502

503

504

Charter exemption. The charter may exempt the acquirer from the obligation
to make a mandatory bid in relation to control transactions; or

FCSM Code, Chapter 6, Section 2.4.
LJSC, Article 80, Clause 4.

LJSC, Article 80, Clause 2, Paragraph 1. Note that this article does not specify the date on
which the market value of shares must be determined.

For more information on mandatory bids, see the EU Thirteenth Directive at http://europa.
eu.int/eur-lex/en/archive/2004/1_14220040430en.html.

LJSC, Article 80, Clause 2, Paragraph 2.
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+ Transaction-specific exemption. The GMS can exempt the acquirer from the
obligation to make a mandatory bid. A simple majority vote of participating
shareholders (excluding the votes of the acquirer of the controlling block of
shares) is sufficient.

Best Practices: Neither the charter nor GMS should release the controlling
shareholder(s) from the responsibility to buyout the shares of non-controlling
shareholders.5%

The timelines for carrying out control transactions are summarised in Figure 1.

Figure 1: Time Chart for a Control Transaction

The date of acquisition of:
e 30% or more of common shares; or
e A number of additional shares that leads to the ownership

of 30% or more of common shares.

The period during which non-controlling
shareholders have the right to accept the
mandatory bid.

-90 :ays -30 :ays 0 days +30 days .r—/%.” 5 days
. . ! \ ] +30 days .\ J
RN /| | /1

The period during which the acquirer
of the controlling block of shares must
notify the company of the intent to
acquire a controlling block of shares.

The period during which the ac-
quirer of the controlling block of
shares must make a mandatory bid
to all remaining shareholders.

The period during which the acquirer
of the controlling block of shares must
purchase shares and securities con-
vertible into common shares.

Source: [FC, March 2004

Best Practices: In addition to the mandatory bid rule, legislation in western
jurisdictions provides for an additional shareholder protection mechanism, the
sell-out right.®® The sell-out right allows minority shareholders to force the
controlling shareholders (typically those with 90-95% of the charter capital) to
purchase all their shares. The sell-out right is usually mirrored by a correspond-

5 FCSM Code, Chapter 6, Section 2.3.

¢ For more information on sell-out and squeeze-out rights, see the EU Thirteenth Directive at
http://europa.eu.int/eur-lex/en/archive/2004/1_14220040430en.html.
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ing right of the controlling shareholder to force the exit of minority shareholders, the
so-called squeeze-out right, if he owns 90-95% of the company’s charter capital.

Companies wishing to follow good corporate governance practices will include
both the sell-out and squeeze-out rights in their charter.

4. Anti-Takeover Measures

There are many legitimate reasons for opposing takeovers. Potential acquirers
may not have credible business plans, or the price offered for the company may
be too low. However, managers and directors often oppose takeovers simply
because they will likely lose their jobs.

Best Practices: A guiding principle for Supervisory Boards to follow is for
companies to never employ anti-takeover measures at the expense of share-
holder rights and interests. There are different takeover defenses available
under various legal systems. In any given jurisdiction, the application of various
defenses depends on the national legal and regulatory framework, and judicial
practice. Anti-takeover measures range from pre-takeover to post-takeover
mechanisms. Some of the more famous measures include poison pills, crown
jewels, golden parachutes, and white knights.>°”

The Supervisory Board should not issue additional shares, convertible securities,
or securities that entitle holders to purchase shares of the company during the
acquisition period of a controlling block of shares (even if an issue is authorized
by the charter).5%

07 Poison pills are designed to make a hostile takeover prohibitively expensive. For instance,
a company may issue a new series of preferred shares that grant its shareholders the right
to redeem shares at a premium price after a takeover or allow all existing shareholders of
the target company to buy additional shares at a bargain price, thereby deterring a takeover
bid by raising the acquisition cost and causing dilution. White knight provisions include
the issuance of preferred shares that the Supervisory Board may issue at any time to a
“white knight” investor, i.e. a friendly investor sought out by the target firm. For more
information on these and other anti-takeover provisions and their corporate governance
implications, see the Report of the High Level Group of Company Law Experts on Issues
Related to Takeover Bids, 10 January 2002, Annex 4, Overview of the Most Important Bar-
riers to Takeover Bids, p. 74. See also: http://europa.eu.int/comm/internal-market/en/com-
pany/company/news/hlg01-2002.pdf.

8 FCSM Code, Chapter 6, Section 2.2.
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9. Consequences of Procedural Violations

The acquirer of a controlling block may not vote shares acquired in violation
of the legal procedures for control transactions.®” Thus, the acquirer may only
exercise rights attached to shares that were lawfully acquired below the 30%
threshold.

If a controlling shareholder (who already owns at least 30% of common
shares) acquires an additional 5% or more of common shares without advance
notification or without offering to buy out the remaining common shares, he
may only exercise the rights attached to the shares that were lawfully ac-
quired.>"”

C. Related Party Transactions

Related party transactions involve insiders, such as directors, managers, large
shareholders, or parties related to them. Some related party transactions have
legitimate purposes and can be conducted fairly. Others do not. Regardless,
they are easily abused and warrant particular attention since they may reduce
the value of the company and expropriate shareholder rights. Legislation con-
tains detailed procedures to discourage insiders from entering into related party
transactions, and to help ensure fairness when a related party transaction does
take place.

Related party transactions not only occur between the company and its direc-
tors, managers, and large shareholders, but more importantly, within groups of
companies (holding structures), where transactions between the parent and sub-
sidiary companies frequently occur.

39 LJSC, Article 80, Clause 6.

*1 Note that the Company Law refers to the limitation of voting rights attached to the control-
ling block of shares that were acquired in violation of procedures for control transactions.
This means that all other rights, including the right to receive dividends, can be exercised.
To enforce the buyout requirement, the law could require that shares acquired while violating
the procedures for control transactions lose all rights and that they must be disposed of
within a specified period.
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1. Definition

For a transaction to be considered a related party transaction, each company in-
volved in the transaction must check whether two conditions are met.

a) Potentially Related Parties
A number of parties can be defined as related if they play a role in a transac-
tion. Such parties are presented in Figure 2.°!

Figure 2: Potentially Related Parties

The General Director, Executive Board
members, and the External Manager

A shareholder who, directly or
Supervisory Board members together with affiliated persons,
holds at least 20% of voting shares

Individuals and legal entities who have the right to give instructions
that are mandatory for the company (e.g. a parent company that
can give mandatory instructions to a subsidiary)

Source: [FC, March 2004

Best Practices: The list of parties defined by the Company Law as related fails
to cover key company officers in positions of control. For example, Deputy
General Directors, Chief Accountants, and directors of representative offices
and branches are not covered by the legal definition, unless they happen to
also sit on the Executive Board. Companies wishing to follow good corporate
governance practices may consequently wish to expand the list of potentially
related parties in their charter.

The OECD Principles of Corporate Governance provide a general definition of
related parties, including entities under common control, significant shareholders

S LJSC, Article 81, Clause 1.
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including members of their families and business associates, and key manage-
ment personnel.5'2

International Accounting Standard (IAS) Number 24.9 provides a more detailed
definition, and thus parties are considered to be related if one party has the
ability to control the other party or to exercise significant influence or joint con-
trol over the other party in making financial and operating decisions.*'* A party
is related to an entity if:

1.

Directly, or indirectly through one or more intermediaries, the party:

e Controls, is controlled by, or is under common control with, the entity
(this includes parents, subsidiaries, and fellow subsidiaries);

e Has an interest in the entity that gives it significant influence over the
entity; or

e Has joint control over the entity;

The party is an associate (as defined in IAS 28 Investments in Associates)

of the entity;

The party is a joint venture in which the entity is a venturer (see IAS 31

Interests in Joint Ventures);

The party is a member of the key management personnel of the entity or

its parent;

The party is a close member of the family of any individual referred to in

(1) or (4);

The party is an entity that is controlled, jointly controlled, or significantly

influenced by or for which significant voting power in such entity resides

with, directly or indirectly, any individual referred to in (4) or (5); or

The party is a post-employment benefit plan for the benefit of employees

of the entity, or of any entity that is a related party of the entity.

At the same time, IAS 24.11 specifies which parties are not deemed related:

512

@

3
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Two enterprises simply because they have a director or key manager in
common;

Two venturers who share joint control over a joint venture;

Providers of finance, trade unions, public utilities, government departments,
and agencies in the course of their normal dealings with an enterprise; and
A single customer, supplier, franchiser, distributor, or general agent with
whom an enterprise transacts a significant volume of business merely by
virtue of the resulting economic dependence.

See 2004 OECD Principles of Corporate Governance on www.oecd.org/dataoecd/32/18/31557724.pdf.

See also: the International Accounting Standard Board’s website under www.iasb.co.uk.
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The Financial Accounting Standards Board’s (FASB) Statement No. 57 finally
defines a related party as affiliates of an enterprise, trusts for benefits of em-
ployees, owners and their family members, investment entities accounted for
by the equity method by the firm, management, and other large shareholders
or parties that influence firm policy.

b) Related Parties Are Involved in the Transaction

For the purposes of defining related party transactions, the parties specified in
the previous section as well as spouses, parents, children, sisters and brothers, adopt-
ed children, and adoptive parents of other potentially related parties listed in this
Figure must be involved in the transaction in one of the following capacities:*'

+ Act as a transacting party, a beneficiary, an intermediary, or an agent in the
transaction;

+  Ownatleast 20% of voting shares (participatory shares, units)>'"* in a legal entity
which is a party, beneficiary, intermediary, or agent in the transaction;

+ Hold a position in a governing body of a legal entity which is a party,
beneficiary, intermediary, or agent in the transaction; or

+  Other instances specified in the charter.

Mini-Case 1: Company (X) concludes a contract with Company (Y) that Com-
pany (Y) will sell products of Company (X) on-line. Mr. (A) is a Supervisory Board
member of Company (X) and is also the General Director of Company (Z), which
will receive a special discount on products of Company (Y) sold to Company (Z)
if the transaction between Company (X) and Company (Y) is concluded. In such
a transaction between Company (X) and Company (Y), Mr. (A) is considered
arelated party who is a beneficiary of the transaction. The transaction will be
arelated party transaction for Company (X) and will require approval. At the
same time, it is not a related party transaction for Company (Y).

As illustrated in Mini-Case 1, it is important to note that the same transaction
can be a related party transaction for one company but not for another. In this
case, only one company needs to approve the transaction as a related party
transaction.

14 TJSC, Article 81, Clause 1.

°15 Participatory shares refer to limited liability companies, while units refer to production co-

operatives.
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Figure 3 depicts components of related party transactions, which must be

present in a transaction.

Figure 3: Components of Related Party Transactions

—| Potentially Interested Parties

| + | Position in the Transaction I—

—>| 1. Supervisory Board members;

2. The General Director, Executive Board members, and
the External Manager;

3. A shareholder that together with his affiliated persons
holds at least 20% of voting shares;

4. Individuals and legal entities who have the right to
give instructions that are mandatory for the company
(e.g. a parent company that can give instructions to a
subsidiary); and

as well as

A. Act as a transacting party, a
beneficiary, an intermediary, or
an agent in the transaction; or

B. Own at least 20% of the vot-
ing shares (participatory shares,
units) in a legal entity which is a
party, beneficiary, intermediary,
or agent in the transaction; or

C. Hold a position in a govern-
ing body of a legal entity which
is a party, beneficiary, interme-
diary, or agent in the transac-

tion; or
5. Spouses, parents, children, sisters and brothers, . —
adopted children, and adoptive parents of other related D. Other instances specified in
parties listed in 1-4 of this Figure. the charter.

Source: IFC, March 2004

To determine whether a transaction is a related party transaction, it is neces-
sary for an interested party from the left column of Figure 3, be involved in the
transaction as indicated in the right column of Figure 3. In practice, this means
that a company must create a list of potentially interested parties and always check
whether any of these parties (14 of the left column) or their affiliated persons
(5 of the left column) is involved in each and every transaction carried out by the
company, as mentioned in A — D of the right column.

Best Practices: Related party transactions are common in the context of groups
of companies, e.g. in parent-subsidiary relations. If one company dominates
another, there is a risk that the parent will utilize the subsidiary for its own busi-
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ness objectives, without care for the subsidiary’s long-term financial viability. In
these cases, the creditors and shareholders of both the subsidiary and parent
may be put at risk — often unknowingly.

e The risk for creditors at the subsidiary level is obvious. But the risk is
present at the parent level as well, as the subsidiary’s insolvency can
greatly damage the surviving parent.

e Shareholders are also put at risk, although the position of shareholders at
the subsidiary level is weaker. On the one hand, shareholders at the sub-
sidiary level often benefit from being part of the parent’s business. On the
other, they may have to contribute to the parent’s welfare to their own
detriment.

=> for more information on intra-group transactions, and the important role the Supervi-
sory Board plays, see Part V/, Chapter 15, Sections B and C.

2. Exempted Transactions

Companies are not required to comply with approval procedures if:>'°

+ The transaction is executed by a company consisting of a single shareholder
who is simultaneously the General Director;

+ All shareholders are related parties in the transaction;

+  The transaction is the exercise of pre-emptive rights by shareholders;

+ The transaction is the buyback or the redemption of shares; or

+ The transaction is a reorganization through merger (consolidation), and the
other entity that participates in the merger (consolidation) owns more than
75% of voting shares of the company being reorganized.

3. Approving Related Party Transactions

Best Practices: There are different means of regulating related party transac-
tions. Prohibitions of specific types of transactions are found in the U.K., where
the U.K. Companies’ Act prohibits directors from entering into certain transac-

316 LJSC, Article 81, Clause 2.
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tions that are deemed detrimental to the company.5’” The advantage of this
first approach is clear: all practitioners know where the boundaries are. There
will be no fine analysis as to the possibilities to circumvent the prohibition. The
disadvantage is the rule’s lack of flexibility: even economically useful transac-
tions may not come into being when the law contains a flat prohibition. Addi-
tionally, parties may also make great efforts to circumvent the rule.

In some jurisdictions there have been calls to change the approach and foster
more substantive criteria of fairness: transactions with conflicting interests should
always be open to challenge on the basis of unfairness, at least gross unfairness.
This second approach is frequently found in U.S. law, and in the U.K.5®

Russia seems to have chosen a third option, also present in developed jurisdic-
tions — to require specific approval procedures for related party transactions.

Related party transactions have to be approved by the GMS or the Supervi-
sory Board, respectively, as illustrated in Table 3.

Table 3: The Approval of Related Party Transaction

Nature of the Transaction Approving Body

« Value of assets involved in the sale (or the offer price) is 2% or
more of the book value of the company’s assets according to its
financial statements for the last reporting period; or

- Transaction relates to the placement by subscription or a sale of

519
shares that are more than 2% of issued common shares and The GMS
convertible securities; or
- Transaction relates to the placement by subscription or a sale of
convertible securities that are more than 2% of issued common
shares and convertible securities.
« All other related party transactions. } The Supervisory Board5®

°17- Section 330 (2), U.K. Companies Act.

*18 See in the UK., the Law Commission, Company directors: Regulating conflicts of interest

and formulating a statement of duty, September 1999, p. 282, document Law Com
No. 261.

519 1JSC, Article 83, Clause 4.
520 LJSC, Article 83, Clause 2; Article 83, Clause 3, Paragraph 1.
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a) Approval by the GMS

A simple majority vote of shareholders participating in the GMS (excluding
votes of related parties) is required to approve a related party transaction. The
GMS may adopt a decision to approve a future transaction between the company
and a related party, as long as it is concluded in the course of the company’s
ordinary business activities. In this case, the decision of the GMS must specify
the maximum amount of the transaction. The decision remains in force until the
next Annual General Meeting of Shareholders (AGM).**!

The GMS is not required to approve a related party transaction if the terms
of the transaction are substantially similar to past transactions with a person before
such person became a related party.®”? This exception applies to related party
transactions until the next AGM, as illustrated in Figure 4.

Figure 4: Related Party Transactions and the Ordinary Course of Business

t2 constitutes the moment that Party (A) becomes a related party according to the Company Law. From that mo-
ment, all transactions between Party (A) and Company (B) are considered related party transactions. However, if
the terms of transactions between Party (A) and Company (B) concluded before t2 are substantially the same as
those concluded after t2, then these transactions are not considered to be related party transactions.

t1 V t3
@ i i i Pt
A 2 A

t1 is the moment that Party (A) concludes a transac- 3 constitutes the moment that the company holds the
tion with Company (B). The transaction is not a next AGM. The transactions concluded between Party (A)
related party transaction since Party (A) is not a and Company (B) after t2 need not be approved as a
related party at the moment of the transaction. related party transaction by the GMS of Company (B).

Source: [FC, March 2004

b) Approval by the Supervisory Board

The Supervisory Board has the authority to approve related party transactions
if they do not fall under the authority of the GMS. The legal requirements for
decision-making thresholds differ depending upon the number of shareholders in
the company:

21 LJSC, Article 83, Clause 6, Paragraph 2.
522 1JSC, Article 83, Clause 5.
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+ In companies with 1,000 and fewer shareholders with voting rights,
the decision to conclude a related party transaction must be made by a
majority of directors participating in the Supervisory Board meeting and
who are not related parties.””® This means that directors who are related
parties:>**

— Mustinform the Supervisory Board about their interest in the transaction;
and

— Must abstain from participating in the decision of the Supervisory Board
on the transaction.

“Interested” members are not counted for the quorum. The decision to ap-
prove a related party transaction must be adopted by the GMS if the number of
disinterested directors is insufficient to meet the quorum.’”

+ In companies with more than 1,000 shareholders with voting rights, the
decision to conclude related party transactions must be made by a majority
of independent directors who are not related parties.”® Again, this means
that directors must inform the Supervisory Board of their interest in the
transaction and must abstain from voting. Furthermore, directors who are
not independent must abstain from participating in the discussion and from
voting on the issue. These members are not counted for the quorum. If all
directors are either interested or non-independent, the decision to approve
the related party transaction must be adopted by the GMS.

Mini-Cases 2 and 3:

2. The only shareholder of Company (B) is the brother of the Chairman of
the Supervisory Board of Company (A). Company (A) sold its shares to
Company (B) at a price that is below market. This is a related party
transaction for Company (A). The Chairman of Company (A) is a related
party and should not take part in decision-making on the approval of this
transaction.

523 1LJSC, Article 83, Clause 2.
24 FCSM Code, Chapter 3, Section 3.1.4.
925 LJSC, Article 83, Clause 2.

526

LJSC, Article 83, Clause 3. The independence of directors during a related party transaction
is not to be confused with independent directors as such. See Part II, Chapter 4, Section C.4
for a definition and discussion on independent directors.
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3. Company (A) transferred a significant amount of assets to Company (C),
in which companies (A) and (B) both receive shares: Company (A) receives
55% and Company (B) receives 45% without any consideration. The man-
agers of Company (A) own Company (B).

One year later, Company (A) sold 38% of its shares in Company (C) to
Company (B) for the total price of U.S. $ 2,000. In reality, these shares
were worth about U.S. $ 600 million.

The sale of a 38% stake in Company (C) by Company (A) to Company (B)
is a related party transaction and managers of Company (A) should not
participate in decision-making on the approval of this transaction.

c) Required Information for the Decision to Approve Related Party
Transactions
Depending on the nature of a related party transaction, either the GMS or the
Supervisory Board must adopt a decision on the transaction. Regardless of which
body approves, the decision must include information on:**

+ The parties that are involved in the transaction;

+  Other beneficiaries of the transaction (if any);

« The value of the transaction;

« The assets and services involved in the transaction; and

+ Any other significant terms and conditions related to the transaction.

4. ldentifying Related Party Transactions

Any related party transaction should be properly approved before it can be con-
cluded. However, in practice not all transactions follow such procedures. There
are different reasons for this, including the fact that the Supervisory Board and
shareholders may not always know whether the transaction involves related parties,
in particular when insiders concealed their affiliation and personal interest. In
such cases, non-executive and independent directors will need to play the lead role
in identifying and disclosing related party transactions. Creating the list of re-
lated parties and their position in the transaction is but one aspect, made difficult

327 LJSC, Article 83, Clause 6.
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by the fact that most ownership structures remain opaque. The materiality of
these transactions is another important issue. Indeed, while the nature of some
related party transactions is easily identifiable, others are structured in an elaborate
manner, involving complicated off-shore schemes.

Best Practices: The Supervisory Board’s composition and experience will
largely determine the success in identifying such related party transactions.
Non-executive, independent directors who enjoy an arms-length relationship with
managers will certainly play a key role in this respect. The External Auditor also
plays a key supporting role, and the Supervisory Board and its Audit Committee
will want to ensure that the company’s External Auditor uses the full range of
audit procedures to evaluate managerial self-dealings. For example, the Ameri-
can Institute of Certified Public Accountants’ (AICPA) Statement of Auditing
Standard No. 45, AU Sec. 334 (2001) sets forth criteria for identifying material
transactions, such as interest free borrowing, asset sales that diverge from ap-
praisal value, in-kind transactions, and loans made without scheduled terms.

9. Disclosure Requirements

The Company Law requires persons who are potential related parties to disclose
information to the Supervisory Board, the Revision Commission, and the External
Auditor regarding:**

+ Legal entities in which they, either independently or together with affili-
ated persons, own 20% or more of voting shares (participatory shares,
units);

*+ Legal entities in which they hold managerial positions; and

+ Pending or planned transactions in which they may be considered a related

party.

Moreover, the disclosure of beneficial ownership is an important aspect in
detecting related party transactions. If the identity of the company’s true owners
is hidden, then it is difficult, if not impossible, to establish whether the parties in
the transaction are related (as mentioned in Section C.1.a of this Chapter).

928 LJSC, Article 82.
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Best Practices: To protect shareholder interests, the Supervisory Board members
(especially independent directors) should demand that all owners of 5% and
more of common shares comply with the relevant disclosure requirements.

=» For more information on the disclosure of beneficial ownership, see Part IV, Chap-
ter 13, Section B.3.

The FCSM addresses the issue of related party transactions and requires that
companies include the following information regarding related party transactions
in their annual report:**

+ A list of related party transactions concluded by the company during the
reporting year;

+ Significant terms and conditions of each related party transaction; and

+ The governing body that approved related party transactions.

In addition, securities legislation requires that companies disclose the following
information on related party transactions:**

+  Copies of the minutes of the meeting of the approving body, including infor-
mation on the quorum and the voting results, for the registration of secured
bond issue and the report on the results of issue;

+ The list of persons, with whom transactions may be qualified as related
party transactions, and the list of those persons with whom transactions have
already been approved by the company, in case of an open subscription to
securities;

+ Information on related parties before the placement starts, in case of an open
subscription through intermediaries; and

+ The prospectus and quarterly reports must provide information on related
party transactions.**!

2 FCSM Regulation No. 17/ps on Additional Requirements to the Procedure of Preparation,
Calling, and Conducting of the General Meeting of Shareholders, 31 May 2002, Section 3.6.

330 FCSM Regulation No. 03-30/ps on the Standards of Security Issue and Registration of Secu-
rity Prospectuses, 18 June 2003, Sections 2.4.7, 2.5.3, 6.4.7, 6.5.1; Annex 9 of the Standards,
Section 11.

531 Annex 4 of FCSM Regulation No. 03-32/ps on the Disclosure of Information by Issuers of
Securities, 2 June 2003, Section VII; Annex 11 of FCSM Regulation No. 03-32/ps, Sec-
tion VI.
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Finally, accounting legislation requires companies to disclose information on
operations with related parties in their accounting documents.>*
6. Invalidation of Related Party Transactions

A court may nullify a related party transaction in a legal action filed by the com-
pany or a shareholder if procedural requirements were violated.**

Best Practices: Russian legislation seems to fall short in protecting the interests
of the company’s counterparts in related party transactions. If the company
can seek to invalidate a transaction that was not concluded in accordance with
its internal approval procedures then this may create undue problems for the
counterpart. It is recommended to follow the example of some western jurisdic-
tions where the company needs to prove that the counterpart in the transaction
knew or must have known of the irregularity of its approval.

7. Liahility for the Violation of Procedural Requirements

Related parties can be held liable for losses caused to the company because of a
transaction that was concluded in violation of procedural requirements. If several
persons are held responsible for losses, they are jointly and severally liable.>**

Best Practices: A company may wish to codify its policy regarding related
party transactions in its company-level corporate governance code, charter, or
by-laws. More importantly, the company may codify a director’'s duty of care
to properly handle related party transactions, i.e. not to authorize, procure, or
permit the company to enter into a transaction if he has an interest in the
transaction and has not disclosed this interest.

> Ministry of Finance Decree No. 5n, on the Approval of Rules on Accounting, “Information
on Affiliated Persons,” Rules on Accounting 11/2000, Section 5.

33 LJSC, Article 84, Clause 1.
34 1LJSC, Article 84, Clause 2.
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