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IDGC  of the Central region  2008, F 

Fair M.Cap, mn $ 2,115 

Fair price per share, $ 0.0498 

IDGC of the Central and Volga regions  2008, F 

Fair M.Cap, mn $ 1,887 

Fair price per share, $ 0.0167 

IDGC of the Nord -West  2008, F 

Fair M.Cap, mn $ 1,070 

Fair price per share, $ 0.0112 

IDGC of the Urals  2008, F 

Fair M.Cap, mn $ 3,071 

Fair price per share, $ 0.0352 

IDGC of the Volga region  2008, F 

Fair M.Cap, mn $ 1,581 

Fair price per share, $ 0.0089  

IDGC of Siberia  2008, F 

Fair M.Cap, mn $ 940 

Fair price per share, $ 0.01047 

IDGC of the South  2008, F 

Fair M.Cap, mn $ 1,877 

Fair price per share, $ 0.0288  

IDGC of the North Caucasus  2008, F 

Fair M.Cap, mn $ 124 

Fair price per share, $ 4.22 

IDGC of the Moscow region  2008, F 

Fair M.Cap, mn $ 8,316 

Fair price per share, $ 0.17 

MGESK  2008, F 

Fair M.Cap, mn $ 2,971 

Fair price per share, $ 0.11 

ȲOESK  2008, F 

Fair M.Cap, mn $ 5,328 

Fair price per share, $ 0.19 
 

 Havenôt all short-term ideas in the generation sector been already 
used? If so, it is high time to focus on grid companies: and while, after 
the consolidation process, the Federal Grid Company (FGC) will  only 
be available for purchase in July, the shares of most interregional 
distribution grid companies (IDGCs) will start trading on  the stock 
exchange in the next few weeks.  

  In a couple of years, after the IDGCs shift to a new tariff regulation 
based on the Regulatory Asset Base (RAB), investments in these stocks 
may be comparable with  municipal bonds in terms of reliability and 
yield.  Isnôt it a little boring? The anticipated changes in some IDGCs 
offer an opportunity to  earn even greater profit!   

 We valued the IDGCs cash flows up to 2015. For the valuation we 
proceeded on the assumption that a large-scale shift towards the new 
tariff regulation will take place starting from 2009, wh ich means that 
the IDGCsô revenues will be generated based on fundamentally new 
principles which imply  return on capital employed and yield on new 
investments.  Although the document issued by the government, 
stipulating the basis of the new regulation has not yet been adopted, its 
details can be judged from FGC managementôs forecasts (which 
controls the IDGCs), interviews with officials and comments from 
consultants involved in this process.   

  Based on our valuation, we initiate  coverage of the IDGC sector. We 
issue a BUY  recommendation on the Central and Volga regionôs MRSK 
with a target price of $0.0167, implying potential upside of 41.5%. This 
MRSK is already trading  on the stock exchange. Regarding the 
remainder  of the IDGCs, we only indicate target prices (see the Table 
on the left), with recommendations to be issued as soon as these 
companies start trading on  the stock market. Our target prices for 
MGESK and MOESK, which will be merged to form a single 
distribution company i n mid -2008, are $0.11 and $0.19 respectively. 
At the same time, we believe that the valuation of MGESK and MOESK, 
undertaken for  purposes of the merger, will limit  the growth of the 
companiesô share prices. Hence, we recommend that only those 
investors, who expect to benefit from MGESKôs and MOESKôs merger,  
BUY these stocks.  

 In future, the growth of the IDGCsô prices may be influenced by a 
privatization decision in the sector. FGC considers it possible that there 
will be a decision to transfer control over two or three IDGCs to global 
strategic partners as early as 2008-09, with privatization of the 
remainder to take place in 2010-15. Officials involved with this process 
welcomed the idea. As for minority shareholders in the IDGCs, t he 
consequences of the decision are clear ï when a new investor 
purchases more than 30% of a company, he inevitably has to make an 
offer to the companyôs remaining shareholders, at a price equal to the 
acquisition price and including a premium for the stake. In order t o 
illustrate the possible price ranges, we would like to mention  the 
privatization of the WGCs and TGCs, which is drawing to a close now, 
when strategic investors, in making their investment decisions, were 
governed not only by fundamental  ind icators, but also by the premium  
to be paid for the right to enter the sector.  
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What  is  an  IDGC?  
 
IDGC is an interregional  distribution  grid  company. Under the reorganization plan, IDGCs will consist of regional grids of 
0.4-110 kW across Russia, except for the Far East, where an interregional company ï the Far East Distribution Grid Company 
(FEDGC) - is to be established to unite distribution grid companies such as Dalenergo, Khabarovskenergo, and Amurenergo. 
However, FEDGC will not be listed on the stock exchange, since it is 100% owned by the Far East Energy Company.  
 
IDGCs together with  WGCs, TGCs, FGC and sales companies are key players in the future Russian electric power market. WGCs and 
TGCs produce electric power which is then transmitted via FGCôs high-voltage lines to the lower voltage lines owned by the IDGCs, 
and then reaches the end users ï customers of the sales company.  
 
Before the establishment of the IDGCs, these low voltage grids belonged to the distribution companies established within the 
framework of the reorganization of the regional AO -energo. The plan was to spin off  generation, supply units and trunk grids during 
the reorganization, and keep the distribution grids in the co mpany. Thus, the distribution  companies retained the AO-energo brand 
and their tickers, except for Mosenergo, Tomskenergo and Kuzbassenergo, which transferred their brand to generation companies.  
 
Distribution companies have air and trunk lines stretching  out over more 2 mn km, as well as substations with a total capacity of 
371 k MVA. Annually, they transmit 649.3 bn kWh in electric power to low voltage lines.  
 
Distribution grids were merged through the transition of the IDGCs to a single share (including  regional companies). The IDGC 
structure was approved by the Russian Government and UES, which was, at that time, the main shareholder of the following 
distribution companies (as of April 27):  
 
- IDGC of the Northwest: Archenergo, Vologdaenergo, Karelenergo, Kolenergo, Komienergo, Novgorodenergo, Pskovenergo; 
 
- IDGC of the Center and Volga region: Vladimirenergo, Ivenergo, Kalugaenergo, Kirovenergo, Marienergo, Nizhnovenergo, 
Ryazanenergo, Tulenergo, and Udmurtenergo;  
 
- IDGC of the Center: Belgorodenergo, Bryanskenergo, Voronezhenergo, Kostromaenergo, Kurskenergo, Lipetskenergo, Orelenergo, 
Tambovenergo, Smolenskenergo, Tverenergo, and Yarenergo; 
 
- IDGC of the South: Astrakhanenergo, Volgogradenergo, Kubanenergo, Rostovenergo, and Kalmenergo; 
 
- IDGC of the North Caucasus: Dagenergo, and companies controlled by KUEK, Nurenergo and Stavropolenergo; 
 
- IDGC of Siberia: Altayenergo, Buryatenergo, Krasnoyarskenergo, Kuzbassenergo, Omskenergo and the Tomsk distribution  
company, Tyvaenergo, Khakasenergo, and Chitaenergo; 
 
- IDGC of Volga: Mordovenergo, Orenburgenergo, Penzaenergo, Volga IDGC, and Chuvashenergo; 
 
- IDGC of the Urals: Kurganenergo, Permenergo, Sverdlovenergo, and Chelyabenergo; 
 
- Tyumenenergo; 
 
- Lenenergo; 
 
- MOESK, MGESK and Moscowôs municipal  grids. 
 
The IDGCsô integration was based on the size of their assets and their territorial proximity (as long as they did not overlap the areas 
in which the TGCs are located ï which have consolidated their generation assets).  Besides, the establishment of such a number of 
IDGCs was due to the need to attract strategic investors, increase the responsibility of the companiesô management towards their 
shareholders and consumers with respect to their financial performance and reliability, and enable the regula tor to compare the 
operating results of the companies, which is essential for the new tariff system based on return on capital invested.  
 
The initial integration structure elaborated by UES in 2004 implied the establishment of 4 large IDGCs plus the Far E ast. However, 
after consultation with the minority shareholders of the distribution companies such as KES and FGC, which control the IDGCs,  
UES opted for the current structure.   
 
In some cases, there is an additional link between the AO-energo distributio n grids and consumers: grids held by other owners, for 
instance, municipalities. This is particularly true for large cities such as Moscow and Saint -Petersburg. Numerous grids owned by 
municipalities, enabled the city authorities to propose the consolidati on of the distribution grid companies and claim a significant 
stake in the new distribution grid companies. Thus, Saint -Petersburgôs municipal authorities will obtain a controlling stake in 
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Lenenergo, whilst Moscowôs municipal authorities will receive a blocking stake in the integrated company established on the base of 
MGESK and MOESK after the consolidation.  
 
The consolidation process for most of the IDGCs has already been completed.  A pilot company ï IDGC of the Center and Volga 
region ï completed its consolidation process on February 29 and was admitted to the stock market. Another six IDGCs ï the IDGCs 
of the Center, the Northwest, the South, Volga, Siberia and the North Caucasus ï merged on April 1, with investors able to trade 
their shares on the OTC market.  The merger of the Urals distribution grid companies with the remaining IDGC in the Urals took 
place on April 30. The IDGCs are expected to start trading on the Russian stock exchanges in the second half of May.  The merger of 
MGESK and MOESK in the first stage of the consolidation of Moscowôs and the Moscow regionôs distribution grid companies is 
scheduled to be completed on July 1.  
 
How do IDGCs make money and on what do they spend it? 
 
The main source of income for distribution grid companies is generated by a tariff established by the regulator (the Federal Tariff 
Service establishes marginal increases in tariffs on electric power for the regions, and the local bodies peg those tariffs to certain 
lines of business).  
 
Tariffs on electric power transmission are calculated based on a cost plus method, under which the revenues required by a 
distribution grid company to cover their expenses are divided into the volume of the scheduled electric power supply. Distrib ution 
grid companies deliver not only power transmission services, but also connect new customers. Subscription charges are calculated 
in accordance with the Resolution of the Russian Government regarding compensation for connecting new subscribers to the 
distribution grid.  
 
IDGC charges: 
 
- consumers who connect to the grid for the first time or increase their consumption rates;  
- producers who connect for the first time  or increase their  output;  
- other electric grid companies. 
 
The connection charge is a one-time charge. Below, we have given a breakdown of expenses by cost items. 
 

 
 
 
MOESKôs IFRS report states that ñOther revenuesò include rental proceeds, as well as revenues from maintenance and installation 
services.  
 
IDGCôs main cost items include expenses related to production activities and services, with FGCôs services accounting for the bulk of 
those. In addition , the IDGCs have to buy electric power on the market to compensate consumers for the losses incurred in the 
grids, which is the second biggest cost item in their cost structure.  
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Production cost structure for the IDGC of the Center:  
 

  
 
 
However, the current cost plus method has its disadvantages, as it does not allow infrastructure companies to raise sufficient capital 
to undertake the necessary investments: annual tariff revisions make it almost impossible to take up loans with longer maturities, 
whilst revenues which may only cover expenses are of no interest to strategic investors.  
 
For this reason, investments of distribution grid companies are limited by depreciation . They lack the funds to maintain their grids 
in operating condition. As a result, the companies suffer significant depreciation, rising losses, and turn down new customer  
connections. Although hook-up charges may resolve the last issue, they cannot stop the continued depreciation of the existing grids. 
The system has already been heavily criticized by the Russian Government as the main obstacle for small and medium-size 
businesses.  
 
Thus, investors in the Russian energy sector, UES and the Russian Government realized the need for electric grid companies to 
transfer to a new tariff  regulation . A tariff regulation using RAB, whose efficiency has been proven in global markets ï applied in 
over 20 countries, including the UK, Germany, Switzerland, Canada, etc. ï was recognized as the best option.  
 
What is  RAB?  
 
RAB stands for the regulatory  assets base and is used to denote tariff regulations under which the return on invested capital is 
ensured. It is assumed that an infrastructure company will be able to raise such investments as a loan or from its shareholders, and 
then invest the funds in the projects approved by the regulator. Loan servicing costs for capital raised are recorded as a ñprotectedò 
item in the gross revenues of the monopoly at a fixed rate. Thus, the greater the capital expenditures (as permitted by the regulator), 
the higher the tarif f, and, accordingly, reliability and service quality. The system has in-built mechanisms that will result in tariff 
reductions over the long-term in real terms.  
 
Five factors that play a role in RABôs success 
 
In this section we will discuss the main term s and interpretations of the method.  
 
Regulatory  Asset Base refers to a value established by the regulator, which reflects the economic value of a companyôs assets 
engaged in its core activities. During transition to the RAB, the asset base is valued based on an independent appraisal. According to 
FGC, an initial asset base should consist of an asset replacement value, including assets created from hook-up charges, and also 
make allowances for the physical depreciation and efficient use of the grids. ñIn particular, tariffs in distribution grid companies 
with substantial  assets and few consumers would increase excessively, providing  the company with more money than it needs. In 
such cases, an asset base enhancement procedure, which makes allowances for the load of the grids will be appliedò, explained 
Alexey Makrushin , a department head at the Russian Ministry for Economic Development , in his recent interview with  Interfax.   
 
FGCôs management has made a forecast of the initial asset base, based on the anticipated regulatory parameters, which we used for 
valuing the IDGCs: 
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The regulatory asset base has been established for a long-term period and is to be revised for every new period. During the revision, 
the regulator  will include the previous yearôs asset base and investments made over the period, in agreement with the regulatory 
bodies. At the same time, the asset base will exclude the return on the assets base over the previous regulation period, proceeds 
from hook -up charges and extra-charges for utility companies.  
 
Gross revenues required  ï the grid companyôs revenues, secured by the regulator. Revenues of a distribution  grid  company using 
the new tariff regulation based on RAB, consist of operating and investment components. Operating revenues cover core operating 
expenses. Investment revenues are divided in two parts:  
 
The first part ï the so called capital depreciation (or return on assets base)  ï serves to repay the principal, provided investments 
are made using borrowings, or to maintain existing assets provided shareholdersô equity is used; the second part ï to repay interest 
or dividends to the shareholders. The second part is the yield on the assets base and equals the regulatory WACC multiplied by the 
regulatory asset base, investments and net working capital. 
 
Thus, the regulatory asset base (RAB) is an investment in a regulated company, which is replenished with new investments and is 
returned through asset depreciation. 

RAB depreciation is fixed over the average life of an asset in the industry, which is about 20 years, and does not relate to ñfixed asset 
depreciationò used in accounting, in order to rule out any manipulations with RAB, which may be carried out on fixed assets 
(appreciation, retirement, accelerated depreciation, etc.) . 

 
Operating  expenses ï electric power transmission expenses, excluding depreciation, interest expenses and FGC services. FGC 
services (or other regulated companies) and lease payments for equipment other than grids are included in revenues in accordance 
with the tariffs established. The regulator establishes the basic operating expenses, based on the ñcost plusò method. The operating 
expense rate change index is fixed for a long-term period based on analogous methods, ranging from 1% to 2.5% of operating 
expenses and is not revised during the regulatory period. The annual reduction of operating costs is recorded in revenues over 5 
years. The regulator shall take such cost reductions into account during the next revision of the basic level.  
 
Thus, RAB tariffs are established for 5 years with an annual breakdown. There are a number of parameters that are not revised 
during the regulatory period, such as: 
 
- basic operating expenses; 
- the operating expense rate change index; 
- volume of investment capital;  
- standard increases in working capital;  
- period of return for capital i nvested; 
- reliability level of electric power supplies;  
- reduction factors or premiums applied in case of variations in reliability levels.  
 
However, tariffs are annually adjusted during the regulation period against:  
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- deviations from the required level of revenues, including due to changes in the electric power supply; 
- deviations of inflation rates from those taken into account when setting tariffs;  
- deviations in expenses for other regulated companiesô services; 
- changes in the asset base or regulations; 
- implementation of the approved investment programme ; 
- changes in returns on public -sector debts used when calculating WACC; 
- a deviation of over 1% from the reliability level . 
 
The RAB tariff regulation is outlined in the  diagram below: 
  
 
 
 
 
 
 
 
 
 
 
 

  
 
 
 
 

 

 

 
 
 
 
 
 
 
 
 
 
 

 
 
How will the shift to RAB be made in Russia ? 
 
A shift to RAB in Russia will take some time. Some of the utilities will start switching to RAB as  pilot projects on July 1, 2008, with 
most of them switching to RAB in 2009. The first regulation period will be a transitional one and will cover 3 years, with su bsequent 
periods covering 5 years.  

The yield on the asset base is calculated as the weighted average shareholdersô equity and borrowings cost used in regulated 
activities.  The rate is given in real terms before profit tax (real pre-tax rate). According to FGC, the average regulatory WACC in 
Russia is to be set at 12%. This average rate is likely to vary by region, by adjusting the coefficients as explained by Makrushin from 
the Ministry for Economic Development in his interview with  Interfax.  For instance, according to Makrushin, the rate in Moscow 
will obviously be lower than the average rate used throughout Russia. During the transitional  period, according to FGC, the FTS 
may introduce a reduced ROE of 6% for the first year of the new system, 9% for the second, and 10% after 2011. 
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Source: Ministry for Economic Development, FGC 
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- production supply adjustment  



 
 

 

 
 YOUR FIRST CALL ï FOR THE SECOND TIER    

May 21, 2008 

 

 

 Tel.: +7 495 967 1300   

 Fax: +7 495 967 1311 

 

research@sovlink.ru   7 
 

IDGC  shareholders ï who are they ? 
 
With the consolidation of the sector, the IDGCsô shareholder structure has already taken shape. UESôs stake, the founder and 
formerly the only shareholder of the IDGCs, has been reduced from 100% to a controlling stake. In addition, former minority 
shareholders of the distribution AO -energo company have obtained a stake in the IDGCs. In future, after the reorganization of UES, 
IDGC Holding will receive a controlling stake in the IDGCs. The company will be spun-off from UES on July 1 on a pro rata basis, 
which means that UESôs shareholders will receive stakes in it in proportion to their stakes in UES. Thus, the state, which now holds 
a 52.7% stake in UES, will control the distribution companies referred to as monopoly businesses in the energy industry through 
IDGC Holding, and regulate their activities via their tariffs. Gazprom will be the biggest minority shareho lder in IDGC Holding. It 
currently holds a 10.5% stake in UES, with Nornickel the second largest minority shareholder with a 3.5% stake. 
 
Below we have given an indicative shareholder structure for IDGC and IDGC Holding: 
 

 UESôs stake* Minority shareholder s Including large ones  
IDGC of Center and Volga 
region  

50.4% 49.6% NRGL, Prosperity Capital Management Fund, 
holds 13%** 

IDGC of the Center 50.20% 49.77% 18.5% held by NRGL**  
IDGC of the Northwest  55.38% 44.62%  
IDGC of the Urals ~51-52% 48.00% about 25% held by IES 
IDGC of the Volga 68.00% 32.00%  
IDGC of Siberia 52.88% 47.12% SUEK holds 28.05%, SMC Norilsk  Nickel holds  

8.22% 
IDGC of the South 51.65% 48.35% Promregionholding will obtain about 2 5% 
IDGC of the North Caucasus 57.70% 42.30%  
IDGC of Moscow 51.00% 49.00% Gazprombank will obtain about 2 5% 
Tyumenenergo 100%   

 State UES minority 
shareholders 

 

IDGC Holding  52.7% 47.3% Gazprom will  obtain about 10.5%, Nornickel  ï 
3.5% 

* After UESôs reorganization, its stake will be transferred to IDGC Holding, which will be spun off from UES  on July 1, 2008 
** Prosperity Capital Management  data  
Source: Company data, Sovlink estimate s, media-reports  
 
IDGC Holding vs. FGC? 
 
FGC has been managing the IDGCsô shares since December 1, 2005 (when there were 4 large IDGCs). UES took this decision ï at 
the time it was assumed that it would remain in effect during the transition until UESôs reorganization is completed ï based on the 
following:  
 
-  the presence of a team of experts at FGC, experienced in managing the grid complex; 
- the need for a unified methodology regarding technical policy, business planning, tariff setting, HR policy, and investment   

activities;  
-  the need to elaborate the best and unified development strategy for the whole of the grid complex, taking into account the interest 

of other electric power market participants . 
 
By transferring IDGCôs shares to beneficial ownership, UES set a series of goals for FGC such as, forming the organizational charts 
of the distribution companies, their positioning on the market, the tariff system, development of the grids, and minimizing l osses 
during power transmission. In  our view, FGC succeeded in carrying out  these tasks: the regulator is implementing the new RAB 
tariff regulation system, the formation of the IDGCs in a new more operable configuration  is almost complete, etc. However, UESôs 
reorganization is drawing to a close, and FGC has proposed extending the IDGCsô share management agreement for another 3 years 
after July 1, 2008. However, what about IDGC Holding? Which functions, other than nominally holding the IDGCsô shares, will be 
transferred to the Holding?  
 
Executives responsible for decision-making in the power industry are divided on the issue. According to media reports, the 
Chairman of UES, Alexander Voloshin, opposes extending this agreement for an additional period. He declared his position in a 
letter to the Government in January 2008, Interfax reports.  Voloshin be lieves that IDGC Holding should manage the distribution 
companiesô shares, which will allow the government to be actively involved in low voltage grids, which are potentially hazardous due 
to a lack of financing over a long period of time. Furthermore, he pointed out, that FGCôs management is located in one place, 
whereas the grids need to be managed on site. In the letter, he also indicated a possible conflict of interests between trunk and 
distribution grids with respect to tariffs. According to Interfax,  UESôs CEO Anatoly Chubais holds the same view.  
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However, FGC also has powerful allies such as the Ministry of Industry and Energy and the Ministry for Economic Development 
and Trade (MEDT). ñIt is clear that in the long run, the grids should neither be held nor controlled by FGC. But at this stage I would 
not risk tearing the cord connecting them in terms of management and technical policyò, explained Kirill Androsov, the deputy head 
of MEDT.  
 
Whilst minority shareholders in the grids have unanimously v oted against FGCôs management of IDGCsô shares since the idea first 
emerged; at UESôs Board meetings, the extension of FGCôs management by 3 years on July 1 has already been raised twice, without 
a unanimous position emerging so far. 
 
The advantages and disadvantages of keeping the IDGCsô shares in FGCôs beneficial ownership: 
 

Disadvantages  Advantages  

- Hindered control over IDGC activities for IDGC Holding 
shareholders; 
- more red tape for IDGCs  

 

Lower dividends due to a) lack of interest by FGC in growing 
dividends ï as FGC does not receive them; b) additional 
management expenses; c) additional taxes 

FGC proved its efficiency as a manager: according to its data, the 
gridsô revenues rose 1.4 times and net profit 2.2 times over its 
period of management 

Conflict of interest between FGC and the IDGCs with possible 
impact on consumers 

 

- FGC operates on the wholesale market , whereas the IDGCs 
are engaged in the retail sector, and the business models of 
the two segments differ significantly  
- Different regulation levels ï FTS sets the tariffs for FGC, 
and the Regional Energy Commissions ï for the IDGCs 

FGC, owing to its close cooperation with FTS, can effectively 
lobby for the new RAB tariff regulation system and also influence 
its contents, which is good for the IDGCs 
 

Different  requirements for  HR management and 
technological peculiarities  

Profound changes in the IDGCsô management structure at a 
stage when the reorganization process has not been completed 
increases the risks in terms of reliable energy supplies 

 
We are sure that supporters in favour of retaining FGCôs management could find additional advantages, and those against FGCôs 
continued management of the IDGCs could find additional disadvantages. Discussions regarding the advantages and disadvantages 
of keeping the IDGCsô shares in FGCôs beneficial ownership are still continuing ï however, in our opinion , their outcome will 
directly affect the price of IDGC Holding, which according to FGCôs management, is scheduled to be listed on the stock exchange in 
November. 
 
How  much  does  IDGC  Holding  cost?  
 
Dividends and the appreciation of investments in the shares of grid companies will be IDGC Holdingôs main source of income and 
profit. Hence, we will evaluate its market by analogy with UES over the past 18 months ï based on the sum of the components and 
the Holdingôs stake in the IDGCs. We believe it is useful to estimate IDGC Holdingôs share price before it is listed on the OTC market 
or the stock exchange.  
 
Will the sector be privatized?  
 
Everybody from government officials to UESôs top managers and IDGCsô minority shareholders has talked about the need to go 
private, or reduce state control over the IDGCs in favour of strategic investors. Since only private controlling shareholders will 
provide an opportunity to raise funds from profile investors to develop the segment and enable the IDGCs to significantly cut t heir 
costs.  
 
Privatization, along with the shift to RAB regulation and changes in the IDGCsô configuration, was part of the strategy proposed by 
FGC for the development of the grid complex. FGC considered it realistic to transfer control over 2-3 IDGCs to strategic investors in 
2008 -09, and the remaining IDGCS in 2010-15. It is quite likely that the first decision in this area will b e critical: earlier, the head of 
FGC, Andrey Rappoport admitted the possibility of granting concessions for IDGCs with investment obligations as pilot project s. 
However, UES CEO Anatoly Chubais opposed the immediate privatization of IDGCs, saying that he is ñagainst privatizing IDGCs 
immediately after their foundation. They need to operate for 3 -4 years in the emerging marketò. 
 
In our opinion, a positive signal, indicative of privatization in the future regards the ruling excluding natural monopolies in electric 
power transmission from the list of industries not accessible to foreign investors. According  to Vedomosti, the decision was taken at 
the meeting with the head of the Presidential Administration, Sergey Sobyanin, during the preparation of the second reading of the 
draft law.  
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Clearly, privatization may boost the IDGCsô prices to levels comparable with their foreign peers. It reminds us of  the privatization of 
the WGCs and TGCs, which is drawing to a close now, when strategic investorsô investment decisions were governed not only by the 
companyôs performance indicators, but also by the premium  to be paid for the right to  enter the sector. The consequences of the 
decision are evident ï when a new investor purchases more than 30% of a company, he inevitably has to make an offer to the 
companyôs shareholders at a price equal to the acquisition price , which includ es a premium paid for the stake. 
 
IDGC  valuation model: basic assumptions  
 
We decided not to use a comparative valuation analysis, as comparing Russian IDGCs with their foreign peers, which already use 
the RAB regulation system, leads to an excessively wide range of the discount applicable to IDGCs, merely for their anticipated shift 
to RAB. That is why we used a simplified DCF model for valuation purposes.  
 
When calculating the IDGCsô financials for 2008, we relied on FGCôs revenue forecast, based on the business plans of the grid 
companies:  
 

 
 
We estimated revenues for future years based on the RAB systemôs principles laid down in the draft resolution of the Russian 
Government. 
 
We estimated the IDGCsô operating expenses (excluding amortization costs) for 2008 based on an average 35% EBITDA margin for 
the IDGCs in 2007. The level of this indicator was based on hook-up charges; hence, for those IDGCs with a low share of charges in 
their revenues we used a 25% EBITDA margin. At the same time, for companies in Moscow with a high proportion of hook-up 
charges, we used an EBITDA margin of almost 70%. We used the current expense level and adjusted it for inflation in future years, 
except for the last two years where we did not raise operating expenses. This is because our indicative model with expenses growing 
in line with inflation indicated a gradual decline in the IDGCsô profitability rates: with revenues growing, and EBITDA and EBIT 
remaining at the same level. Fixing operating expenses over the last two years of the period under consideration enabled us to set 
terminal growth at zero . We realize that this is a very conservative estimate for the RAB regulation system, which encourages the 
companies to invest, build up their asset base and at the same time cut costs. However, it is too early to predict which cost-reduction 
programmes will be used by each of the IDGCs (our model only makes allowances for the task set by FTS to cut costs by 2.5% over 
the regulation period stated in the draft RAB resolution), as well as the IDGCsô investment plans beyond 2015. 
 
Fixed asset depreciation  was taken to be the same as in previous years. However, we raised the indicator for the next year 
proportionally to the increased investment of the IDGCs .   
 
Working  capital  was calculated based on average returns for the grid segment: we used 30 days for receivables and payables and 22 
days ï for inventories .   
 
Investments  were estimated based on FGC managementôs forecasts. Below, we have given our forecast until 2010 (in RUR bn): 
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According to FGC, investments in MGESK and MOESK are estimated at RR70.7 bn, RR76.9 bn and RR 77.01 bn respectively for 
2008 -10. However, we used more conservative estimates in our model, which had been declared earlier by the companiesô 
managements or published on their websites. 
 
Since we do not know the rate of the regulatory WACC to be set by FTS for each company, we set it at 12% for each of the grids at 
12%, except for the companies in Moscow. The representative of the Ministry for Economic Development and Trade stated that the 
rate would be reduced (see above), and, hence, we assumed it at 8%.  
 
Given the fact that the cash flow forecast is made in Russian Rubles, and the discount rate is calculated in USD, we translated the 
cash flows into USD based on our projected exchange rate. We estimated the IDGCsô net debt as the net debt of the grid companies 
based on their 3Q07 figures. We did the same for the Debt/Equity ratio used to calculate the discount rate. In addition, when  
calculating the discount rate, we proceeded from FGCôs assumption that debt will reach 40% by 2015. 

We calculated the total number of IDGC shares based on the charter capital of the grid companies and their swap ratios, 
excluding, for example, securities offered to be bought out by AO-energoôs shareholders who voted against the reorganization. 
Therefore, we realize that the final shareholdersô equity stated by the IDGCs may be different from our estimates. We will revise 
our estimates after the release of their figures. 

We will also revise our IDGC valuation in case the regulator sets the initial asset base at a level different from the one we used. We 
do not rule out such a possibility  since some experts consider it incorrect to only take into account external depreciation to 
determine RAB, whereas FTS insists on it, as it is concerned about the rapid growth of tariffs in case of a higher asset base. 
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IDGC  of the Center  

Forecast financials  

RUR mn  2008  2009  2010  2011 2012  2013  2014  2015  

Revenues 41,436 46,291 51,318 53,535 57,209 59,538 59,616 59,682 

Operating expenses 26,934 29,492 31,911 34,304 35,721 37,935 37,935 37,935 

EBITDA 14,503 16,799 19,407 20,089 21,488 21,603 21,680 21,747 

Depreciation 4,167 5,461 5,461 5,461 6,196 6,196 6,196 6,196 

EBIT 10,335 11,338 13,947 14,628 15,292 15,407 15,484 15,550 

         

Working capital  2,854 3,202 3,567 3,699 3,974 4,118 4,125 4,130 

DCF 

RUR mn  2008  2009  2010  2011 2012  2013  2014  2015  

EBIT*(1-t)  7,855 8,617 10,600 11,118 11,622 11,709 11,768 11,818 

Depreciation 4,167 5,461 5,461 5,461 6,196 6,196 6,196 6,196 

Change in  WC -23.7 -347.7 -365.2 -131.6 -274.7 -144.9 -6.5 -5.5 

Capex -8,436 -8,864 -8,992 -10,198 -10,405 -10,650 -10,858 -11,153 

Cash Flow 3,563 4,866 6,703 6,249 7,138 7,110 7,100 6,856 

Cash Flow $ mn 147 198 260 233 257 248 241 228 

Discount factor 0.9 0.8 0.7 0.7 0.6 0.5 0.5 0.4 

Discounted Cash Flow, $ mn 132 162 194 158 159 143 126 109 

Target price by the end of 2008:  

Present value of cash flow, $ mn 1,184 

Terminal Value, $ mn 1,126 

Fair EV, $ mn 2,310 

Net debt, $ mn 195 

Mcap, $ mn 2,115 

Shares outstanding 42,466,162,598 

Price $ 0 .0498  

Below, we have given some physical  IDGC performance indicators:  

 Line length , km  Electric power transmission,  kWh mn  

Belgorodenergo 39,759 9,580.4 

Bryanskenergo 27,162 3,767.5 

Voronezhenergo 52,246 7,282.1 

Kostromaenergo 24,830 2,484.9 

Kurskenergo 33,553 5,152.0 

Lipetskenergo 29,924 6,954.6 

Orelenergo 28,092 2,248.8 

Tambovenergo 29,995 3,192.0 

Smolenskenergo 40,575 3,265.5 

Tverenergo 51,961 4,498.7 

Yarenergo 26,914 5,743.4 

IDGC of the 
Center  385 ,011 54 ,170 
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IDGC of the Center and Volga region  

Forecast financia ls 

RUR mn  2008  2009  2010  2011 2012  2013  2014  2015  

Revenues 35,034 37,458 40,854 43,118 47,323 49,263 49,306 49,351 

Operating expenses 22,772 24,936 26,980 29,004 30,202 32,074 32,074 32,074 

EBITDA 12,262 12,522 13,874 14,114 17,121 17,189 17,232 17,277 

Depreciation 3,291 4,388 4,388 4,388 5,441 5,441 5,441 5,441 

EBIT 8,971 8,134 9,486 9,726 11,680 11,747 11,791 11,836 

         

Working capital  2,413 2,567 2,805 2,949 3,272 3,392 3,396 3,400 

DCF 

RUR mn  2008  2009  2010  2011 2012  2013  2014  2015  

EBIT*(1-t)  6,818 6,182 7,209 7,392 8,877 8,928 8,961 8,995 

Depreciation 3,291 4,388 4,388 4,388 5,441 5,441 5,441 5,441 

Change in  WC -68 -154 -238 -144 -324 -120 -4 -4 

Capex -9,984 -8,327 -6,095 -7,197 -7,354 -7,539 -7,728 -7,921 

Cash Flow 57 2,089 5,265 4,439 6,640 6,710 6,671 6,511 

Cash Flow, $ mn 2.4 85.1 204.6 165.5 239.3 234.2 226.8 216.6 

Discount factor 0.9 0.8 0.7 0.7 0.6 0.5 0.5 0.4 

Discounted Cash Flow, $ mn 2.14 69.49 152.68 112.55 148.16 134.57 118.80 103.45 

Target price by the end of 2008:  

Present value of cash flow, $ mn 842 

Terminal  Value, $ mn 1,069 

Fair EV, $ mn 1,911 

Net debt, $ mn 24 

Mcap, $ mn 1,887 

Shares outstanding 113,271,777,183 

Price, $ 0 .0167  

Below, we have given some physical IDGC performance indicators:  

 Line length, km  Electric power transmission,  kWh mn  

Vladimirenergo  20,005 5,605 

Ivenergo 16,298 3,640 

Kalugaenergo 25,278 3,301 

Kirovenergo 37,595 5,379 

Marienergo 12,270 2,402 

Nizhnovenergo 53,108 15,635 

Ryazanenergo 31,757 4,210 

Tulenergo 29,408 6,415 

Udmurtenergo  24,089 7,026 

Center and Volga region  249 ,808  53,613 
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IDGC of the Northwest  

Forecast financials  

RUR mn  2008  2009  2010  2011 2012  2013  2014  2015  

Revenues 26,904 28,641 31,937 33,716 33,906 35,346 35,348 35,236 

Operating expenses 17,487 19,149 20,719 22,273 23,193 24,631 24,631 24,631 

EBITDA 9,416 9,492 11,218 11,443 10,713 10,715 10,717 10,606 

Depreciation 2,597 3,403 3,403 3,403 3,709 3,709 3,709 3,709 

EBIT 6,819 6,089 7,815 8,040 7,004 7,006 7,008  6,897 

         

Working capital  1,853 1,961 2,201 2,315 2,310 2,398 2,398 2,389 

DCF 

RUR mn  2008  2009  2010  2011 2012  2013  2014  2015  

EBIT*(1-t)  5,183 4,628 5,940 6,111 5,323 5,325 5,326 5,242 

Depreciation 2,597 3,403 3,403 3,403 3,709 3,709 3,709 3,709 

Change in  WC -126 -108 -240 -114 5 -88 0 9 

Capex -3,749 -4,128 -5,002 -5,515 -5,621 -5,759 -5,901 -6,047 

Cash Flow 3,904 3,795 4,101 3,885 3,416 3,186 3,134 2,913 

Cash Flow, $ mn 161 155 159 145 123 111 107 97 

Discount factor 0.90 0.81 0.73 0.66 0.6 0.54 0.48 0.44 

Discounted Cash Flow, $ mn 145.03 125.68 116.81 95.78 73.37 59.77 51.63 42.34 

Target price by the end of 2008:  

Present value of cash flow, $ mn 710 

Terminal  Value, $ mn 438 

Fair EV, $ mn 1,148 

Net debt, $ mn 78 

Mcap, $ mn 1,070 

Shares outstanding 95,698,372,991 

Price, $ 0 .0112 

Below, we have given some physical IDGC performance indicators:  

 Line length, km  Electric power transmission,  kWh mn  

Archenergo 23,789 3,444 

Vologdaenergo 38,811 9,781 

Karelenergo 11,625 6,433 

Kolenergo 3,898 10,879 

Komienergo 17,948 51,823 

Novgorodenergo 22,828 2,653 

Pskovenergo 43,290 1,803 

Northwest  162,189  86 ,816  
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IDGC  of  the  Urals  

In contrast to other IDGCs, the IDGC of the Urals failed to complete the consolidation of its assets, with the shareholders of 
Kurganenergo (part of IDGC of the Urals) voting against the merger. As a result, the IDGC of the Urals converted to a single share 
with Sverdlovenergo, Permenergo and Chelyabenergo, whilst UES invested in Kurganenergo (acquiring 53.81% of the companyôs 
total number of  ordinary shares). Hence, we valued the IDGC of the Urals based on the performance forecasts of the 3 
AO-energos, and treated Kurganenergoôs shares as a financial investment at the closing price on the RTS ($0.55 per share) on May 
11, 2008. 

Forecast financials  

RUR mn  2008  2009  2010  2011 2012  2013  2014  2015  

Revenues 40,843 43,929 48,788 52,185 52,798 55,040  55,071 55,102 

Operating expenses 26,548 29,070 31,453 33,812 35,209 37,392 37,392 37,392 

EBITDA 14,295 14,859 17,334 18,372 17,589 17,648 17,679 17,710 

Depreciation 2,908 4,362 4,362 4,362 4,187 4,187 4,187 4,187 

EBIT 11,387 10,498 12,972 14,011 13,401 13,461 13,491 13,523 

         

Working capital  2,814 3,012 3,363 3,592 3,612 3,751 3,755 3,759 

DCF 

RUR mn  2008  2009  2010  2011 2012  2013  2014  2015  

EBIT*(1-t)  8,654 7,978 9,859 10,648 10,185 10,230 10,254 10,277 

Depreciation 2,908 4,362 4,362 4,362 4,187 4,187 4,187 4,187 

Change in  WC -345 -201 -352 -231 -20 -138 -3 -3 

Capex -4,460 -3,951 -3,728 -5,288 -5,397 -5,529 -5,664 -5,802 

Cash Flow 6,756 8,188 10,141 9,491 8,955 8,750 8,775 8,660 

Cash Flow, $ mn 278 334 394 354 323 305 298 288 

Discount factor 0.90 0.82 0.74 0.68 0.62 0.57 0.52 0.48 

Discounted Cash Flow, $ mn 252 273 292 240 200 175 156 138 

Target price by the end of 2008:  

Present value of cash flow, $ mn 1,725 

Terminal  Value, $ mn 1,422 

Fair EV, $ mn 3,147 

Investment in Kurganenergo,  $ mn 43 

Net debt, $ mn 120 

Mcap, $ mn 3,071 

Shares outstanding 87,341,867,674 

Price, $ 0 .0352  

Below, we have given some physical IDGC performance indicators:  

 Line length, km  Electric power transmission,  kWh mn  

Kurganenergo 27,298 3,654.4 

Permenergo 48,700 17,240.0 

Sverdlovenergo 34,700 36,422.0 

Chelyabenergo 41,268 36,059.8 

Urals  151,966  93 ,376 .2 
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IDGC of the Volga  

Forecast financials  

RUR mn  2008  2009  2010  2011 2012  2013  2014  2015  

Revenues 34,017 36,965 40,380 43,361 46,340 48,347 48,397 48,443 

Operating expenses 23,812 26,074 28,212 30,328 31,581 33,539 33,539 33,539 

EBITDA 10,205 10,891 12,168 13,033 14,759 14,808  14,859 14,905 

Depreciation 4,174 5,963 5,963 5,963 6,857 6,857 6,857 6,857 

EBIT 6,031 4,928 6,206 7,071 7,903 7,952 8,002 8,048 

         

Working capital  2,306 2,501 2,738 2,939 3,160 3,284 3,288 3,292 

DCF 

RUR mn  2008  2009  2010  2011 2012  2013  2014  2015  

EBIT*(1-t)  4,584 3,745 4,716 5,374 6,006 6,043 6,081 6,116 

Depreciation 4,174 5,963 5,963 5,963 6,857 6,857 6,857 6,857 

Change in  WC -796 -195 -237 -201 -220 -124 -4 -4 

Capex -5,509 -5,184 -5,008  -7,430 -7,589 -7,781 -7,978 -8,181 

Cash Flow 2,453 4,328 5,434 3,705 5,054 4,995 4,956 4,789 

Cash Flow, $ mn 101 176 211 138 182 174 168 159 

Discount factor 0.90 0.82 0.74 0.68 0.62 0.57 0.52 0.48 

Discounted Cash Flow, $ mn 91 144 158 94 113 100 88 76 

Target price by the end of 2008:  

Present value of cash flow, $ mn 864 

Terminal  Value, $ mn 786 

Fair EV, $ mn 1,650 

Net debt, $ mn 69 

Mcap, $ mn 1,581 

Shares outstanding 178,514,837,609 

Price, $ 0 .0089  

Below, we have given some physical IDGC performance indicators:  

 Line length, km  Electric power transmission,  kWh mn  

Mordovenergo 18,256 2,412.1 

Orenburgenergo 44,000  11,700.0 

IDGC of Volga 109,626 33,217.3 

Penzaenergo 31,671 3,678.7 

Chuvashenergo 20,409 4,688.0 

Volga  223 ,962  55,696 .1 
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IDGC of Siberia  

At the moment, a large minority shareholder (a subsidiary of Rosneft) in Tomsk Distribution Grids (TDGC) is challenging the 
merger resolution undertaken at the shareholdersô meeting stating that he was not properly notified of the meeting. The court has 
not reached a decision yet, and TDGCôs shares have not been converted into the IDGCôs shares together with the shares of other 
companies. Therefore, we did not include the conversion results in our DCF model. 

Forecast financials  

RUR mn  2008  2009  2010  2011 2012  2013  2014  2015  

Revenues 33,178 38,336 42,378 45,538 48,066 50,292 50,335 50,379 

Operating expenses 26,211 28,701 31,054 33,383 34,762 36,917 36,917 36,917 

EBITDA 6,967 9,636 11,324 12,154 13,304 13,375 13,418 13,462 

Depreciation 2,909 3,711 3,711 3,711 4,115 4,564 5,062 5,613 

EBIT 4,059 5,925 7,613 8,443 9,188 8,811 8,356 7,848 

Working capital  2,182 2,557 2,841 3,053 3,233 3,371 3,374 3,378 

 

DCF 
 

RUR mn  2008  2009  2010  2011 2012  2013  2014  2015  

EBIT*(1-t)  3,085 4,503 5,786 6,417 6,983 6,696 6,351 5,965 

Depreciation 2,909 3,711 3,711 3,711 4,115 4,564 5,062 5,613 

Change in  WC -1,659 -375 -284 -212 -180 -138 -4 -4 

Capex -3,287 -3,893 -4,428 -8,056 -8,196 -8,383 -8,573 -8,768 

Cash Flow 1,047 3,946 4,785 1,860 2,722 2,740 2,835 2,806 

Cash Flow, $ mn 43.1 160.7 185.9 69.4 98.1 95.6 96.4 93.3 

Discount factor 0.90 0.81 0.74 0.68 0.62 0.57 0.52 0.47 

Discounted Cash Flow, $ mn 38.9 130.7 138.7 47.2 60.8 54.9 50.5 44.6 

Target price by the end of 2008:  

Present value of cash flow, $ mn 566.3 

Terminal  Value, $ mn 460.7 

Fair EV, $ mn 1,027.0 

Value of TDGCô shares 92 

Net debt, $ mn 179 

Mcap, $ mn 940 

Shares outstanding 89,780,680,817 

Price, $ 0 .0105  

*When calculating the number of shares, we assumed the number of additional shares required by the IDGC to swap UESôs block i n TDGC 
 

Below, we have given some physical IDGC performance indicators:  
 

 Line length, km  Electric power transmission,  kWh mn  

Altayenergo 61,575 7,372 

Buryatenergo 22,974 3,402 

Krasnoyarskenergo 42,431 32,617 

Kuzbassenergo RGC 26,640 13,144 

Omskenergo 42,737 8,075 

TTG 16,191 5,562 

Khakasenergo 9,326 12,000  

Chitaenergo 32,618 4,193 

Tyvaenergo 6,612 334 

Siberia  261,104 .0  86 ,699 .0  
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IDGC of  the South  

Kubanenergo, which is a part of the IDGC of the South, is facing similar claims. Its shares were not converted pending the courtôs 
decision on the validity of the takeover. As with Kurganenergo and TDGC, we did not take into account Kubanenergoôs cash flows, 
and only included the value of its stake in Kubanenergo.  

Forecast financials  

RUR mn  2008  2009  2010  2011 2012  2013  2014  2015  

Revenues 19,208 25,257 28,188 28,831 29,525 30,658 30,693 30,714 

Operating expenses 13,445 14,723 15,930 17,125 17,832 18,938 18,938 18,938 

EBITDA 5,762 10,534 12,259 11,706 11,693 11,720 11,756 11,777 

Depreciation 2,299 3,388 3,388 3,388 3,388 3,388 3,388 3,388 

EBIT 3,463 7,146 8,870 8,318 8,305 8,332 8,368 8,389 

Working capital  1,302 1,778 1,995 2,022 2,064 2,134 2,137 2,139 

DCF 

RUR mn  2008  2009  2010  2011 2012  2013  2014  2015  

EBIT*(1-t)  2,632 5,431 6,742 6,322 6,312 6,333 6,359 6,376 

Depreciation 2,299 3,388 3,388 3,388 3,388 3,388 3,388 3,388 

Change in  WC -745 -476 -217 -27 -42 -70 -3 -2 

Capex -3,904 -4,220 -4,472 -4,262 -4,343 -4,434 -4,527 -4,623 

Cash Flow, RUR mn 282 4,123 5,441 5,421 5,315 5,217 5,217 5,139 

Cash Flow, $ mn 11.62 167.95 211.41 202.16 191.53 182.08 177.36 170.97 

Discount factor 0.90 0.81 0.73 0.67 0.62 0.57 0.52 0.48 

Discounted Cash Flow 10.47 136.37 155.14 136.41 118.60 104.61 92.91 81.66 

Target price by the end of 2008:  

Present value of cash flow, $ mn 836 

Terminal  Value, $ mn 844 

Fair EV, $ mn 1,680 

Value of Kubanenergoô shares 245 

Net debt, $ mn 48 

Mcap, $ mn 1,877 

Shares outstanding* 65,088 ,466,605 

Price, $ 0 .0288  

*  When calculating  the number  of shares, we assumed the number  of additional  shares required  by the IDGC to swap UESôs block in  Kubanenergo 

Below, we have given some physical IDGC performance indicators:  

 Line length, km  Electric power transmission,  kWh mn  

Astrakhanenergo 18,817 3,158.0 

Volgogradenergo 52,394 14,951.2 

Kubanenergo 91,508 24,901.0 

Rostovenergo 74,398 12,222.8 

Kalmenergo 20,989 495.3 

South  258 ,105 55,728 .3 
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IDGC of the North  Caucasus  

Forecast financials  

RUR mn  2008  2009  2010  2011 2012  2013  2014  2015  

Revenues 10,263 11,005 12,146 13,446 14,667 15,328 15,347 15,369 

Operating expenses 7,697 8,429 9,120 9,804 10,209 10,841 10,841 10,841 

EBITDA 2,566 2,576 3,026 3,642 4,458 4,486 4,506 4,528 

Depreciation 942 984 984 984 1,260 1,260 1,260 1,260 

EBIT 1,624 1,592 2,042 2,658 3,198 3,226 3,246 3,268 

Working capital  1,039 684 735 814 902 991 1,033 1,036 

DCF 

RUR mn  2008  2009  2010  2011 2012  2013  2014  2015  

EBIT*(1-t)  1,234 1,210 1,552 2,020 2,431 2,452 2,467 2,484 

Depreciation 942 984 984 984 1,260 1,260 1,260 1,260 

Change in  WC 354.8 -50.8 -79.0 -88.5 -88.1 -42.1 -3.8 -10.7 

Capex -1,374 -1,303 -1,321 -3,377 -3,435 -3,520 -3,607 -3,696 

Cash Flow 1,157 841 1,136 -461 167 149 116 37 

Cash Flow, $ mn 47.67 34.24 44.14 -17.20 6.03 5.22 3.94 1.22 

Discount factor 0.90 0.82 0.75 0.68 0.62 0.57 0.52 0.48 

Discounted Cash Flow, $ mn 43.03 27.97 32.94 -11.70 3.73 3.00 2.07 0.58 

Target price by the end of 2008:  

Present value of cash flow, $ mn 102 

Terminal  Value, $ mn 6 

Fair EV, $ mn 108 

Net debt, $ mn -16 

Mcap, $ mn 124 

Shares outstanding* 29,386,405 

Price, $ 4,22  

Below, we have given some physical IDGC performance indicators:  

 Line length, km  Electric power transmission,  kWh mn  

Dagenergo 32,950 2,611.1 

KEUK 41,279 2,243.3 

Stavropolenergo 48,187 4,999.5 

North Caucasus  122,416 9,853 .9 
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IDGC of Moscow  

This company has still not been formed ï it will be established by merging MGESK and MOESK. We expect MOESK will conduct 
the SPO, with the shares to be converted into MGESKôs shares with the following conversion factor: 1.38 MGESK shares per 1 
MOESK share. Shareholders of both companies have already voted in favour of the merger.  

Financials forecast  

RUR mn  2008  2009  2010  2011 2012  2013  2014  2015  

Revenues 91,669 119,408 133,515 85,880 89,417 92,576 92,789 92,865 

Operating expenses 35,715 39,108 42,315 45,488 47,367 50,304 50,304 50,304 

EBITDA 60,440 86,523 102,699 57,503 64,173 65,612 66,992 68,170 

Depreciation 4,486 6,223 11,499 17,111 22,123 23,340 24,507 25,609 

EBIT 55,954 80,300 91,200 40,392 42,050 42,272 42,485 42,561 

Working capital  9,071 10,242 6,131 6,383 6,583 6,601 6,618 5,940 

DCF 

RUR mn  2008  2009  2010  2011 2012  2013  2014  2015  

EBIT*(1-t)  42,525 61,028 69,312 30,698 31,958 32,127 32,289 32,347 

Depreciation 4,486 6,223 11,499 17,111 22,123 23,340 24,507 25,609 

Change in  WC -7,030.6 -1,171.7 4,111.2 -252.1 -200.1 -17.8 -16.8 678.2 

Capex -53,383 -60,514 -62,342 -16,706 -22,123 -23,340 -24,507 -25,609 

Cash Flow -13,403 5,566 22,580 30,851 31,758 32,109 32,272 33,025 

Cash Flow, $ mn -552 227 877 1,151 1,144 1,121 1,097 1,099 

Discount factor 0.91 0.82 0.74 0.67 0.61 0.56 0.52 0.48 

Discounted Cash Flow, $ mn -500.1 186.1 652.7 776.3 708.7 643.9 574.7 524.7 

Target price by the end of 2008:  

Present value of cash flow, $ mn 3,550 

Terminal  Value, $ mn 5,422 

Fair EV, $ mn 8,973 

Net debt, $ mn 673 

Mcap, $ mn 8,299 

Shares outstanding 48,710,747,427 

Price, $ 0 .17 

In order to  estimate MGESKôs and MOESKôs target price, we divided the target price of the merged company in the ratio 
corresponding to the conversion factor.  

MOESK  

Fair Mcap, $ mn 5 328 

Shares outstanding 28 249 359 700 

Target Price, $ 0 .188  

Current market price, $  0.074 

Upside, % 154.89% 

 
At the same time, we believe that the valuation of MGESK and MOESK before the merger will restrict  the growth of the companyôs 
share price. Hence, we recommend that only those investors, who expect to benefit from MGESK and MOESKôs merger, BUY these 
shares. 

 

 

MGESK  

Fair Mcap, $ mn 2 971 

Shares outstanding 28 249 359 700   

Target Price, $ 0 .11 

Current  market price, $ 0.056 

Upside, % 87.82% 
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STOCK RATING  POLICY  
 

STRONG BUY: Upside over 25%; confidence level ï high /  

upside over 100%; confidence level - low 

BUY: Upside between 15 and 25%; confidence level ï high / upside 

between 25% and 100%; confidence level ï low 

HOLD:  Upside of less than 15%; confidence level ï high /  

upside of less than 25%; confidence level ï low 

SELL:  Target price at or below current price levels 
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is not intended for use by citizens of the USA or legal entities registered in the USA. Nothing contained in the Information is, or should be interpreted as being 

information intended for an undetermined audience.  

 

The Information is exclusively of an informational/analytical nature, and should not be interpreted as a recommendation to take any particular investment action. The 

Information should not be relied upon as a justification for the execution of any transactions, and should not be referred to as such. Sovlink LLC takes no 

responsibility for any actions taken on the basis of the Information. The enclosed Report does not contain an offer or an invitation to make an offer to buy or sell any 

securities or any options, futures or other derivatives related to such securities.  

 

This Report does not have regard to any specific investment objectives, financial situation and the particular needs of any specific person who may receive this 

Information. Investors should seek financial advice regarding the appropriateness of investing in any securities mentioned and should understand that statements 

regarding future prospects may not be realized. Investors should note that income from such securities, if any, may fluctuate and that each securityôs price or value 

may rise or fall. Accordingly, investors may earn less than originally invested. Past performance is not necessarily a guide for future performance. Foreign currency 

exchange rates may adversely affect the value, price or income of any security mentioned in the Report. Please bear in mind that investment activity in emerging 

markets is very risky, and investors should conduct their own due-diligence prior to making an investment decision. 

 

The individual(s) responsible for the preparation of this Report (the Author(s)), or Sovlink LLC may hold short- and long-term positions in any of the securities 

mentioned in the Report, and may take part in investment activities with companies mentioned in the Report.  

 

In preparing this Report, the Author(s) assumed that the issuers mentioned in the Report disclose information in the amount and under the procedure stipulated by the 

securities legislation of the Russian Federation for issuers who publicly place securities.  

 

This Report and the Information is based exclusively on publicly-available information, which is deemed to be reliable, however Sovlink LLC makes no 

representation that this Information is accurate or comprehensive, and it should not be relied upon as such. Sovlink LLC makes no representation that this Report has 

been released to all readers simultaneously, nor that Sovlink LLC will update this material on a regular basis, or that it will correct inaccuracies contained in this 

Report. 

 
 


