
 

 

 
YOUR FIRST CALL ð FOR THE SECOND TIER   

August 13, 2008 

 

1 

 Company 

Research  

BUY FGC: high voltage ð low risks 

Upside: 52% 

Target Price: $0.022 

 
Analyst: Tripoten Ekaterina  

tripoten@sovlink.ru

Stock data 

Ticker  FEES M.Cap, $ mn 16,957 
Shares Ords ô000  1,153,514,196 Free Float, %    22.3 
Shares Pref ó000 --- Free Float, $ mn 4,008 
Bid Ords, $ 0.0143 Offer Ords, $ 0.0147 

 
Financials, 2008E                        Operative characteristics 

Revenue, $  mn 2,908 Line length, km 122,398 
EBITDA, $  mn 1,108 Transformer capacity, MVA  297,005 
Net income, $  mn 41   

 
Multiples (forecast) 

 2008E 2009E 2010E 

EV/S 1.86 1.03 0.76 
EV/EBITDA 4.92 1.63 1.06 
P/S 6 3 2 
P/E 410 10 7 
EV/length, $/km  44,225   
EV/capacity of transformers, $/MVA 18,225   

 
   DCF 

Present value of cash flow, mn $ -6,853 
Terminal Value, mn $ 19,517 
Fair EV, mn $ 12,664 
Net debt, mn $ -11,544 
Mcap, mn $ 24,207 
Shares outstanding 1,153,514,196,362 
Price $ 0.021 

 
FGC- Relative performance 

 

 

Å We have prepared a research report on the Federal Grid 
Company (FGC) ï one of the worldôs largest companies of 
this type in terms of length of lines and transformer capacity 
ï which is expected to be the successor to UES on the 
Russian stock market . 
 
Å We used different approaches to evaluate the company ï a 
peer comparison based on financial and industr y indicators , 
and a DFC study, taking into consideration the shift to RAB.  
FGCôs shift to the new RAB tariff system is critical, as it will 
allow the company to attract sufficient debt and equity 
capital to finance its huge investment program even with the 
budgeted capital allotted for 2008 -10. However, both of 
these factors ï increased assets and higher return on 
investments ï will be the main driver s boosting FGCôs price. 
 
Å The preliminary parameters of the new regulation, which is 
scheduled to be used by FGC starting in  2010, have already 
been announced by the company. However, the key 
parameter ï the initial  regulatory assets base - still needs to 
be formulated.   According to Pavel Shpilevoy, the manager 
in charge of RAB-related matters at FGC, discussions are 
still continuing on whether the assets, based on state 
funding, should be included in IRAB.   
 
Å According to our  DCF evaluation the present value of the 
companyôs cash flow is negative ï as a result of the huge 
investments made by the company. Nevertheless, this is 
compensated by cash raised through the sale of the stateôs 
stakes in the OGKs and TGCs that were inherited by the 
company as a result of UESô reorganization. 
 
Å We consider investor  pessimism in relation to FGCôs share 
price, which has fallen since it started trading on the stock 
market, is receding and major market  players interested in 
investing in  big infrastructure compan ies will be attracted to 
FGC, a large infrastructure company. 
 
Å We chose the average value estimated from our different 
valuation  models as FGCôs target price. We initiate coverage 
of FGC by issuing a BUY  recommendation with a year-end 
target price of $0 .02 2 per share, which gives potential 
upside of 52%. 
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Company description  
 

Operative  characteristics  
 
The Federal Grid Company (FGC) manages the Unified  National  Electricity Network ( UNEN) ï consisting of high 
voltage trunk transmission lines. FGȷ was founded in 2002 in the course of the restructuring of the Russian electricity 
industry by UES and until  2007, remained a 100-percent owned subsidiary of UES. On FGCôs foundation, USE 
transferred its  trunk transmission lines to the company.  Other high-voltage networks belonged to a number of 
regional trunk grids companies (MSK s). The MSKs were established on the basis of the property of the trunk electricity 
grids that were spun off during the r eorganization of the AO-energos as generating and sales entities.  From July 1, 
almost all  trunk grid companies  (except those listed below) were merged into FGC, thus almost completing the 
formation of a unified system to manage the countryôs high-voltage power lines. 
 
FGC owns not only power transmission lines, but also transformer substations. The diagrams below reflect the 
structure ( by voltage) of FGCôs assets: 
 

Source: FGC 

 
FGCôs principal activity is the bulk transfer of electricity from a power generation station through the trunk electricity 
grids, constituting the  UNEN, to distributors ï namely, the distribution grid companies  (which further transmit 
electricity  over regional high voltage transmission networks and distribute electricity across lower voltage local 
networks to end-consumers), and connecting the consumer to the trunk electricity grids.  
 
In terms of the spread of its network, FGC is the worldôs second largest company of this type, behind (according to 
FGC) the State Grid Company of China, which owns 426.5 thousand km of high -voltage transmission lines.  On the 
other hand, FGC is the leader in terms of transformer capacity  ï 310 k MVA against 275 k MVA of its closest rival ï the 
Indian Grid Company.  
 
In 2007 , FGC ensured balanced UES power supply of 464 bln kW, which is an increase of 7% over the previous year.  
 
FGC is also engaged in the transmission of electricity under electricity export and import  contracts entered into 
between ZAO Inter RAO UES and consumers located in Belarus, Ukraine, Kazakhstan, Azerbaijan, China, Georgia, 
Mongolia, Finland and the Baltic states. In 1H07, FGC transmitted approximately 8 billion kWh (under export 
contracts) and approximately 4 billion kWh of electricity (under import contracts ). 
 
Besides FGC, there are also other owners of grids in Russia, which qualify as trunk electricity grids , but are not 
registered in the special government register. They include Gazprom, Russian Railways and the Ȧȴ-energos, which 
have traditionally been independent of UES as well as Irkutskener go, Tatenergo, Bashkinrenergo and 
Novosibirskenergo. Pursuant to the Electricity Utilities Law, all of them  except Russian Railways (which has sought 
legislative exclusion of their trunk grids from UNEN)  are to transfer their high -voltage transmission networks to the 
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ownership or the management of FGC. At present, FGC is negotiating the terms of purchase and/or operation or 
management of such trunk electricity grids.  
 

Financ ial s 
 

FGC is a regulated company, deriving its  main proceeds from  the rates, fixed by the federal authorities.  The company 
has not yet published its 2007  IFRS report, promising to issue it at the end of August.  
 
Financial results for the six months ended 30 June, 2007 and 30 June, 2006  
 

RUR, mln  
For the six months ended 

30 June, 2007 30 June,2006 

Revenues 31,276 26,756 

Operating expenses 22,698 20,831 

Operating profit * 5,957 5,508 

Profit before tax 5,175 4,868 

Total profit tax charge 1,110 1,205 

Profit for the period  4,065 3,663 

* Operating profit is lower than it would be after adjusting for the companyôs PPE revaluation  
Source: FGC 

 
1H07 results show that 95% of FGCôs revenues were derived from power transmission, 1.3% form power sales (via 
Nurenergo), 0.8% from  repair  and maintenance services and 2.6% from  telecommunication services, management 
fees, connection charges and sales of by-materials.     

 
As of June 30, 2007, FGC had signed over 90 electricity transmission agreements, of which 78% were with regional 
distribution grid companies, 13% with end -consumers and 9% with electricity supply companies. 
 
During 1H07, FGCôs ten largest customers accounted for approximately 47% of FGCôs revenues compared to 
approximately 45% in 1H06. 
 
FGC also generates income from one-off connection charges for connecting customers to UNENôs trunk electricity 
grids. The connection fee is determined on an individual basis and set by the Federal Tariff Service. The connection fee 
is determined based on compensating the expenses incurred by FGC related to the connection, for example, line 
construction.  
 
According to data as of June 30, 2007, FGC entered into 23 connection agreements for a total amount of 
RUR3,694 mln (U.S.$143 mln) for a total capacity of 4,600MVA a s compared to RUR2,151 mln for a total capacity of 
4,577MVA at the end of 2006.  In 1H07, FGC connected 14 consumers as compared to one consumer in 1H06, and eight 
consumers in 2006. For implementing these  connections FGC earned revenues of approximately RUR80 mln in 1H07 
and approximately RUR72 mln in the whole of 2006.  
 

Breakdown of 1H07 revenues, mln RUR

Transmission fees

Electricity sales

Rental income

Grids repair and maintenance services

Other revenues

Source: FGC
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However, FGC charges connection fees not only from consumers, but also from generation companies, which need 
networks to supply their  electricity . The launch of UESô large-scale program for the construction of new generating 
capacities guaranteed FGC an inflow of orders for additional power transmission lines for OGKs and TGKs (wholesale 
generating companies and regional generating companies respectively). For instance, if in 2008 FGC expects collection 
charges to raise 1.6 bln rubles, in 2009  the figure are expected to grow to 45.9 bln rubles and are expected to continue 
increasing up to 2012.    
 
FGC incurs electricity losses, during the transmission of electricity . With effect from 1 January 2006, FGC is required 
to compensate these losses through purchases on the wholesale market. In 1H07, FGC purchased electricity to 
compensate transmission losses of approximately RUR5,359 mln as compared to RUR5,522 mln for the same period in 
2006 (and RUR9,705 mln in 2006). This constitutes the biggest expense item in the companyôs cost structure.   
 
FGC operating costs include: 
 

Source: FGC 
 

FGC is working on reducing these losses. For instance, transmission losses in 1H07 amounted to 10.6 bln KWh, 4% 
less than in  1H06.  
 
Moodyôs has assigned FGC Baa2 and AAA ratings with respect to its international and national rating scales 
respectively and S&P has assigned it BBB and ruAAA ratings. 
 
Upcoming changes to the regulato ry system   
 
A major flaw in the  current cost plus method is that it does not allow infrastructure companies to raise sufficient 
capital to undertake the necessary capital 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.  
 
Thus, UES and the Russian Government, as investors in the Russian energy sector, 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 in over 20 countries, including the UK, Germany, Switzerland, Canada, etc. ï was recognized as the 
best option. The governmental decree, creating the legal basis for the shift to a new system, was adopted at the end of 
June, 2008.    
 

  6 months ended 30 June 

Operating expenses  2007 % of costs 2006 % of costs 

Purchased electricity 5,924 26.1% 6,011 28.9% 

Depreciation  5,558 24.5% 4,472 21.5% 

Employee benefit expenses and payroll taxes 4,606 20.3% 3,418 16.4% 

Repair and maintenance  services 2,223 9.8% 2,509 12.0% 

Rent  837 3.7% 591 2.8% 

Materials   and suppliers 509 2.2% 351 1.7% 

Security services 337 1.5% 254 1.2% 

Insurance 307 1.3% 392 1.9% 

Research  and development 233 1.0% 223 1.1% 

Loss on disposal of property, plant and equipment  218 1.0% 413 2.0% 

ȷonsulting, legal and auditing services 203 0.9% 174 0.8% 

Taxes, other than on income 200 0.9% 195 0.9% 

Communication services  165 0.7% 59 0.3% 

Transport ation services  154 0.7% 202 0.9% 

Amortization of intangible assets  138 0.6% 32 0.2% 

Business trip  and field travel  expenses   111 0.5% 95 0.4% 

Doubtful debtor (income)/expense  (260)  (1.1%) 1,022 5.0% 

Other 1,235 5.4% 418 2.0% 

Total  22, 698  100%  20, 831 100%  
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The term RAB stands for the regulatory assets base and is used to denote tariff regulations under which the return on 
invested capital is ensured. It assumes that an infra structure company will be able to raise such investments as debt or 
equity capital , and then invest the funds in the projects approved by the regulator. Loan servicing costs for the capital 
raised are recorded as a ñprotectedò item in the gross revenues of monopol ies at a fixed rate. Thus, the greater the 
capital expenditures (as permitted by the regulator), the higher the tariff,  reliability and service quality. The system has 
in-built mechanisms that will result in tariff reductions over the long -term in real terms. (More details on the RAB 
system and the parameters of its implementation in Russia are given in our research on Interregional Distribution Grid 
Company issued on May 12, 2008 ñJust gRAB it!ò.) FGC is scheduled to shift to RAB in 2010.  
 

Shareho ld er  structure  
 
The State became a shareholders in FGC prior to UESô reorganization ï the Federal Property Management Fund 
received a 16% stake in the company in exchange for budgetary funds paid in two tranches  ï in 2007 and in 2008.  
After the integrat ion of FGC and other trunk grid companies and the separation of FGC from UES, the stateôs stake in 
the company increased to 77.7%. According to our estimations, the minority shareholders of  UES received just under 
19%, whil st the rest of the shares (3.4%) were transferred  to the minority shareholders of the trunk grind companies.  
Hence, after the reorganization, the shareholding structure of FGC will be as follows:  
 

 
 

 
FGC will then have 1,153,514,196,362 shares outstanding , with a nominal of 50 kopecks each. 
 
According to Kommersant, the largest minorities in FGC are: Gazprom (4%), Bank of New York International 
Nominees (2%), Financial Corporation Otkritie  (1.7%),  Index of the power industry FGC and Index of the power 
industry RusHidro  (these organizations received stakes in all companies created during UESôs reorganization through  
UES treasury stocks and together they own 1.6% of FGC), Interros (1.4%), and the Far East Energetic Company 
(received 1.1% of FGC in exchange for trunk lines in the Far East). 
 

The  consolidation  process  and s pin -off from  UES  
 
FGCôs conversion to a single share, including  trunk grid companies was complicated by the necessity to comply with 
the part of the law, which required a guarantee that a 75% stake will be owned by the state. Many trunk grid companies 
have minority shareholders, so if  they converted to a single share in FGC, they would dilute UESô stake, which would 
lead to the state, the controlling majority owner in UES , failing  to receive not just a 75% stake in FGC, but even a 51% 
stake.  Initially , there were several draft  schemes aimed at ensuring that the state received the stake, provided for by 
the law, including the purchase of shares from the minority shareholders. At one point  it appeared that the regional 
trunk grid companies would be consolidated at the intermediary level by establishing an Interregional Trunk Grid 
Company, ITGC. This plan had been considered as the plan most likely to be implemented, until early 2007, when 
UESô management suggested a plan for r eorganizing UES, which allowed it to consolidate FGC and ensure that the 
state required received a 75% stake and at the same time allowed for the reception of funds for investment . Eventually, 
UESôs proposal was implemented.  
 

76.6%

20%

3.4%

Shareholder structure

The state

Minority shareholders of UES

Minority shareholders of MSK

Source: FGC
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According to the proposal, in the final stage of UESô restructuring ï consisting of spinning off the  intermediary holding 
companies ï shares belonging to the state and minority UES shareholders in FGC, as well as the OGKs and TGKs, 
would be distributed to different intermediary holdin gs. Such a division allowed the government to receive other assets 
in its holding ï in addition to its  stake in FGC ï such as the shares of thermal generation companies or cash from their 
sales ï and thus receive a higher number of shares than required by law.  On the day of the foundation of the company, 
the state-owed holding and minority -owned holding were merged into FGC. In this way  UES shareholders became 
shareholders in FGC. 
 
For the purposes of consolidation, one FGC share was valued at 0.60 rubles (the evaluations of all trunk grid 
companies, as well as the technical specifications of their assets are given in Appendix 1). During the consolidation 
process, 54 trunk grid companies were merged into  FGC and two ï the Tomsk and Kuban transmission networks ï 
became its subsidiaries. However, Rosneft, their principal minority shareholder, challenged the decision to merge into  
FGC, adopted at the shareholdersô meeting, in court, and the court decided in favor of Rosneft.  In response, UES gave 
up its stakes in the two trunk grid companies in payment for supplement ary shares in FGC. However, the failure to 
include these two companies will not  do any substantial harm to FGCôs cash flows. Before the trunk grid companiesô 
shareholdersô meetings on consolidation were held, FGC had issued a warning that the companies which would refuse 
to join it, would still be subject to the capital lease scheme, under which FGC receives tariffs from the trunk  grid 
companies.   
 

Valuation  
 
We used two valuation methods ï the discounted cash flow method and comparative analysis. 
 
DCF 
 
We estimated FGCôs cash flows until 2020, including a potential shift towards the new RAB tariff regulation, starting 
in 2010.  Our DCF-estimate is based on FGCôs managementôs financial forecast for 2008 -10, listed in the table below. 
 
  2008  2009  2010  

Revenues, 70,592 129,178 164,095 

including  connection charges   1,578 45,896 64,049 

Gross revenue  6,574 57,054 82,132 

EBITDA 26,697 84,150 113,555 

Net profit  1,003 41,374 60,160 

Source: FGC 

 
From 2010 onwards, FGCôs financial forecasts are based on RAB-regulation  principles  (plus receipts from connection 
fees until  2012). Under the new regulatory system the companyôs revenue is made up of three constituents: operating 
costs, RAB depreciation and return on invested capital. Two of the three constituents depend on the initial regulatory 
assets base (IRAB) evaluation, which will be established by an international valuator . The evaluation principle is 
provided by the decree of the Russian government on RAB ï IRAB equals the total asset replacement cost minus wear 
and tear costs.  Here, we used the valuatorsô (who determined the value of the trunk grid companies for the calculation 
of the share swap ratio used for the share swap between FGC and the trunk  grid companies) estimates. FGCôs 
management has stated that this valuation is most probably the one that will be used in the transfer to RAB. 
 
This valuation is  based on the cost and income methods, weighted equally. It values FGCôs RCN less all wear and tear 
costs at close to RUR230 bln, and the DRC of the trunk grid com panies at RUR65.5 bln, which in total  amounts to 
almost RUR300 bln  or $12.5 bln. We added this amount to investments less connection charges in 2008 -09 ï for the 
period before the transfer  to RAB. 
 
In addition, we assume that FGCôs operating expenses will increase year by year in line with inflation, as forecast by 
Sovlink. In our  EBIT estimates, we took into account a reduction in  operating expenses of 1% per annum (compared to 
the previous year) in the second period that RAB is used by the company. At the same time, we estimate revenues for 
this period based on expenses growing in line with inflation . This assumption is based directly on RAB principles , 
according to which 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.  



 

 

 
YOUR FIRST CALL ð FOR THE SECOND TIER   

August 13, 2008 

 

7 

 
The experience of other countries, which adopted the RAB-system earlier than Russia, shows a gradual decrease in 
expenses as a percentage of revenues. This improves the yield on new investments and the RAB amortization . British 
distribution companies , after transition to the RAB-system in the beginning of the nineties, reduced their operating 
costs several times. According to the Ministry of Economy, this  allowed transmission  tariffs to be lowered by 50% in 
real terms with  increased investments. 
 
We assume the rate of return on newly invested capital at 9% after tax for the first regulated period and 8% for 
subsequent periods, and RAB depreciation at 6% in the first period , and 9% for subsequent periods.  
 
Revenue/prof it forecasts: 2008 -20 
 

 
2008 2009  2010  2011  2012  2013  2014  2015  2016  2017  2018  2019  2020  

Revenues  70,592 129,178 182,101 236,089 239,250 217,422 235,219 277,056 270,522 279,540 288,469 297,314 326,674 
Including connection 
fees 1,578 31,727 64,050 69,787 42,684 0 0 0 0 0 0 0 0 

Operating expenses 64,018 74,846 84,693 90,188 94,891 98,760 102,634 106,513 111,392 113,741 116,096 118,456 120,820 
Operating expenses 
less depreciation 43,895 47,846 51,252 50,739 50,232 49,729 49,232 48,740 50,762 50,254 49,751 49,254 48,761 

Gross profit 4,996 54,332 97,408 145,901 144,359 118,662 132,586 170,543 159,130 165,798 172,373 178,859 205,854 

Depreciation  20,123 27,000 33,441 39,449 44,659 49,030 53,402 57,773 60,630 63,487 66,345 69,202 72,059 

EBITDA  26,697 81,332 130,849 185,350 189,018 167,693 185,987 228,317 219,761 229,286 238,717 248,060 277,912 

Source: Company data, Sovlink estimates  

 
Our investment  forecast is based on FGCôs investment program for 2008-12, as (recently) presented by management. 
We reduced managementôs investment plans only by the state-allotted sums to be directly invested in FGCôs federal 
target projects (such as the Federal Task Program for development in the Far East). 
 

 
 
According to management, after 2012 FGC will need RUR153 bln per year for three years. We assume annual 
investments of RUR100 bln  after 2015.  
 
The main constituents of working capital ï accounts receivable, levels of inventory and accounts payable ï are linked  
to revenues (less connection charges) and operating costs, correspondingly.  
 
WACC calculation 
Risk-free premium  $ 5.77% 

Beta* 0.70 

Risk premium for investments in Russian stocks  6.88% 

Company risk  premium  4.82% 

Cost of equity 10.59% 

Cost of debt 8.00% 

Tax rate 24% 

Cost of debt after tax 6.08% 

WACC 10.5% 

* As FGC has only recently started trading on the market, we have used  the average beta of its foreign peers for calculating the companyôs WACC.  
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We also expect an increase of debt in  the companyôs capital structure from 30%, projected by FGC for 2012, to 45% in 
2015 and thereafter . This was included in our WACC calculation.  
 
DCF 
 

DCF, mln $ 2 008  2 009 2 010 2 011 2 012 2 013 2 014 2 015 2 016 2 017 2 018 2 019 2 020 

EBIT*(1-t)  156 1,682 2,877 4,135 3,954 3,250 3,631 4,671 4,358 4,541 4,721 4,898 5,638 

Depreciation  829 1,100 1,299 1,471 1,609 1,767 1,924 2,082 2,185 2,288 2,391 2,494 2,597 

Change in WC -30 -52 -38 -53 -25 -19 -20 -68 48 -16 -17 -17 -52 

CAPEX -6,518 -7,045 -8,690 -7,427 -6,263 -5,514 -5,514 -5,514 -3,604 -3,604 -3,604 -3,604 -3,604 

Cash Flow -5,563 -4,315 -4,552 -1,874 -724 -516 22 1,171 2,987 3,209 3,491 3,772 4,579 

WACC 10.5% 9.9% 10.0% 9.9% 9.8% 9.7% 9.6% 9.4% 9.4% 9.4% 9.4% 9.4% 9.4% 

Discount factor 0.91 0.83 0.75 0.69 0.63 0.57 0.53 0.49 0.44 0.41 0.37 0.34 0.31 

Dicounted Cash Flow -5,036 -3,574 -3,419 -1,285 -454 -296 12 570 1,328 1,304 1,297 1,280 1,420 

Source: Company data, Sovlink estimates  

 
Calculation of net debt  
 
We estimate the companyôs net debt to be negative, due to cash received from the sale of OGK/TGK shares, which were 
due to the state under UESô reorganization. (FGC has not published an official report regarding these figures. )  
 
We calculated the amount of funds, raised by FGC through the sales of the stateôs stakes in the OGKs and TGKs, based 
on the distribution of the number of shares included in  the separation balance sheet (as quoted by Interfax ) and the 
prices at which the shares were sold to strategic investors during the privatization of the heat generation sector.  
 
 The number  of shares due to FGC, based 

on the separation balance sheet 
Sale price per share, 

rubles  
Capital raised, mln  rubles 

OGK-1 18,015,639,455 2.487 44,804.9 

OGK -3 2,403,129,109 4.54 10,910.2 

OGK -4 19,749,723,309 3.3503 66,167.5 

OGK -6 3,098,020,532 3.8  

TGK-1 1,104,735,971,816 0.035 38,665.8 

TGK -2 372,338,966,983 0.025 9,308.5 

TGK -3 9,749,771,368 6.5 63,373.5 

TGK -4 448,073,145,367 0.027 12,097.97 

TGK -6 439,217,262,097 0.025 10,980.4 

TGK -7 9,645,676,890 2.848 27,470.9 

TGK -9 1,933,621,188,037 0.00801 15,488.3 

TGK -10 255,455,754 111.8 28,559.95 

TGK -11 148,226,781,050 0.0403  5,973.5 

Kuzbassenergo 133,768,659 75  

TGK -14 259,701,823,454 0.0074 1,921.8 

Total   335,723.2  

Source: Interfax, UES, Sovlink estimates  

 
We discounted these cash receipts according to the terms agreed. UES granted a number of investors that participated 
in the recent share placements, a respite in payment (until 2009) for the assets purchased. This applies to buyers of 
stakes in OGK-1, TGK-6, TGK-7 and TGK-11, and their stakes in these companies remain in FGCôs ownership until  full 
payment is made. However, as the sales prices for these stakes have already been settled, we consider these future 
receipts as short-term financial investments. (With the exception of OGK-1, which has not been sold yet, but according 
to reports in the media, the sale has been scheduled for September and future buyers have confirmed their availability 
to participat e in it.  
 
Apart from  funds, FGC also received a stake in the generating companies ï in particula r, in OGK-6, left over from the 
exchange between Gazprom and the state prior to the reorganization, and the stateôs stake in Kuzbassenergo, whose 
sale by UES has not yet been supported by a Russian government decree. FGCôs management has stated that the 
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company is interested in selling the rest of its stakes as soon as possible, however the precise sales terms have not been 
announced yet and we consider these stakes as long-term financial investments.  
 
We did not take into account the value of energy companiesô shares, which were due to FGC through the Index of the 
power industry FGC in exchange for treasury shares of UES, because we do not know the exact number of shares, the 
sales terms, or the sales prices. 
 
Calculation of FGCôs fair value, based on our DCF model, mln $ :  
 
Present value of cash flow -6,853 
Terminal Value 19,517 
Fair EV 12,664 
Net debt -11,544 
M.Cap 24,207 
Shares outstanding 1,153,514,196,362 
Price $ 0. 021  

 
 
Peer comparison  
 
For our peer analysis, we selected companies, which are similar to FGC, such as, the State Grid  Corporation  of China, 
RTE (EDF division ) and Fingrid  Oyj, which are not listed. However, we also included companies that are listed on 
stock exchanges, such as Red Electrica (Spain) and the Power Grid Corporation ( India ).  In  choosing companies to be 
included in the peer comparison, we used information from  FGCôs advisors, who prepared the Investment 
Memorandum, which was written in connection with  FGCôs listing on the stock market.  
 
Financial multiples c omparison  
 
Mln  $ ticker  M.Cap EV Sales 2007 Earnings EBITDA P/S P/E EV/EBITDA  EV/S 

POWER GRID CORP OF INDIA PWGR I 9,689 15,474 2,055 706 1,785 4.72 13.72 8.67 7.53 

NATIONAL GRID  NG/ LN  32,398 68,345 25,867 2,685 8,221 1.25 12.07 8.31 2.64 

ELIA SYSTEM OPERATOR  ELI BB 1,895 5,380 1,172 121 476 1.62 15.66 11.31 4.59 

RED ELECTRICA DE ESPANA REE SM 7,626 12,268 1,785 453 1,267 4.27 16.83 9.69 6.87 

TERNA TRN IM  8,022 12,891 2,155 505 1,514 3.72 15.87 8.51 5.98 

CIA DE TRANSMISSAO  TRPL4 4,723 5,172 939 455 748 5.03 10.37 6.92 5.51 

INTERCONEXION ELECTRICA ISA CB 4,675 6,846 1,172 121 476 3.99 38.64 14.40 5.84 

Average       4 18 10 6 

Source: Bloomberg (11/08/08)  

 
Applying the deduced ratios to FGC (2007 figures), we obtain the following values, $ mln:  
 

M.Cap based on P/S 10,219.5 

M.Cap based on P/E 727 

M.Cap based on EV/S 28,449 

M.Cap based on EV/EBITDA  22,994.8 

 

We have excluded the P/E and P/S ratio s from our  fair value calculation for the company as they do not take into 
account FGCôs high cash balances. Based on a combination of EV/S and EV/EBITDA ratios  (weighted equally), FGCôs 
fair market capitalization equals $25.4 bln, or $0.022  per share. 
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We chose the EV/length and EV/transformer capacity multipliers, using only four companies with stable indicators  for 
comparison purposes.  
 

 Ticker Length, km ȸȲ, ȲVȦ EV, mln  $ EV/ km, $/kV  EV/ȲVȦ 

ELIA SYSTEM OPERATOR SA/NV ELI BB 8,276 8,406 5,380 650,032 639,979 

RED ELECTRICA DE ESPANA REE SM 33,669 58,000  12,268 364,380 211,523 

TERNA SPA TRN IM  39,446 114,145 12,891 326,795 112,933 

CIA DE TRANSMISSAO DE ENE-PF TRPL4 12,144 42,556 5,172 425,848 121,522 

Average     490,328 325,238 

Source: Bloomberg , FGC, Company data, Sovlink estimates  
 

Applying the deduced figure to FGC, we obtained the following fair values ($ mln) for FGC: 
 

 
 
 

 

Nonetheless, we believe that it is not feasible to apply these estimates directly  due to a number of risks, inherent in the 
Russian electric power industry, which has only recently entered the transformation stage (no Russian company has 
implemented RAB and there are plenty of issues that need to be clarified with respect to FGC). That is why we apply a 
discount of 70% to the deduced values. Thus, we estimate a fair value for  FGC, based on industry  multipl es, of 
$27.2 bln or $0.0 24  per share. 
 

Summary  
 
We used the DCF-valuation despite the fact that key RAB parameters still need to be clarified . Within the next few 
years, FGC will accumulate assets, through  budget funding or the sale of stocks that  were intended to be given up to 
the state when UES was reorganized. Currently , according to FGCôs management, discussions are being held, in order 
to decide whether these assets should be included in IRAB ï their inclusion (or exclusion)  will result in a significant 
change in FGCôs fair value estimate.  
 
Nevertheless, we believe that investor optimism regarding FGCôs prospects will be renewed after the correction on the 
stock market, due to profit taking by investors in MSK and UES and the negative mood prevalent on global stock 
markets. This interest will be maintained  until the emergence of some negative news concerning, for instance, the 
delay in the implementation of RAB or complications in the  negotiations between FGC and the state on the 
continuation of budget financing. Accordingly, we initiate coverage on FGC by issuing a BUY  recommendation , with a 
target price of $0.022  per share. This is the average value of our three evaluations and offers potential upside of 52%.  

M.Cap, EV/ length 72,274.8 

M.Cap, EV/transformer capacity  108,857 
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Appendix  1 

Company  Ticker  
Route 
length,  km  

Network 
length , km  

Transform er 
capacity , MVA  

Value per  
share  

Ratio , 1 
share  = # 
FGC shares  

Arkhangelsk trunk  grid  
company  

arms  1,465 1,548 1,162 0.42 0.702 

Arkhangelsk trunk  grid  
company 

armsp     0.38 0.643 

Astrakhan transmission  
networks  

asms  1,255.5 1,171 1,344.2 0.91 1.531 

Belgorod trunk  grid  
company 

blms  154.4 154.4 125.8 252.38 422.894 

Belgorod trunk  grid  
company 

blmsp     231.13 387.286 

Bryansk trunk  grid  
company 

brms  788.25 873.19 1,147 42.46 71.142 

Bryansk trunk  grid  
company 

brmsp     38.88 65.151 

Buryati a trunk  power 
networks  

bums  878.373  1,081.926 5.1 8.545 

ȨɑɆɊɎɒɎɖɗɐɎɋ trunk  
networks  

vlms  576.3 614.7 1,672 29.86 50.042 

Volgograd trunk  networks vgms  11,254.26 11,424.68 5,728.8 3.06 5.121 

Volgograd ɋ trunk  
networks 

vgmsp     2.8 4.690 

Vologda trunk  networks voms  904.185 1,082.74 1,849 40.47 67.817 

Voronezh trunk  grid  
company 

vrms  571.921 869.212 2,069.75 5.58 9.351 

Voronezh trunk  grid  
company 

vrmsp     5.11 8.563 

Dagestan trunk  networks dams  382.2 382.2 999 0.1 0.160 

Ivanovo trunk  networks ivms  472.715 472.715 979.5 0.25 0.417 

Ivanovo trunk  networks ivmsp     0.23 0.382 

Kaluga trunk  grid  company klms  798.25 774.5 1,390 4.92 8.246 

Karelia trunk  networks Karel  1,122.6  933.34 0.87 1.465 

Kirov  trunk  power 
networks 

kims  913.34 1,002.3 1,598 0.15 0.249 

Kirov trunk  power 
networks 

kimsp     0.14 0.228 

Kolôskiye trunk  networks koms  770.59 772.15 2,287.89 2.61 4.369 

Kola Peninsula trunk  
networks 

komsp     2.39 4.001 

Kostroma trunk  networks ksms  495.5 573.1 1,798.18 0.74 1.240 

Kostroma trunk  networks ksmsp     0.68 1.135 

Krasnoyarsk trunk  
networks 

 2,213.66 2,930.44 4,744 3.17 5.307 

Krasnoyarsk  trunk  
networks 

    2.9 4.860 

Kuban trunk  networks  2,524.009  2,542.15 3,371.9 10.69 17.910 

Kurgan trunk  grid  
company 

 694.5 694.5  2.92 4.892 

Kurgan trunk  grid 
company 

    2.67 4.480 
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Company  Ticker  
Route 
length, km  

Network 
length, km  

Transformer 
capacity, MVA  

Value per  
share  

Ratio,  1 
share  = # 
FGC shares  

Kursk trunk  networks kums  352.42 374.48 2,730 0.48 0.799 

Kursk trunk  networks kumsp     0.44 0.732 

Lipetsk trunk  networks lims  674.7 800 .5 3,171.6 5.78 9.686 

Mari -El trunk  networks mims  381.1 400 .1 1,256 1.98 3.317 

Mari -El trunk  networks mimsp     1.81 3.038 

Mordova trunk  grid  
company 

mrms  393.86 424.16 1,001 0.19 0.316 

Trunk  grid  company msms  2,214.798 3,147.664 1,4561 0.11 0.178 

Rostovenergo trunk grid  
company  

rtms  2,097.987 2,275.84 5,836.446 0.2 0.335 

Rostovenergo trunk grid  
company  

rtmsp     0.18 0.307 

Republic of Komi trunk  
power network  

kmms  1,534.88 1,534.88 1,749.42 0.34 0.576 

Republic of Komi trunk  
power network   

kmmsp     0.31 0.527 

Kuzbassenergo trunk 
power networks  

kbms  1,275.78 1,953.41 4,863.4 4.64 7.782 

Nizhny Novgorod trunk  
grid  company 

nnms  1,639.69 1,738.09 48,440.3 342.5 573.914 

Nizhny Novgorod trunk  
grid  company 

nnmsp     313.67 525.590 

Omsk trunk  grid  company omms  710 863 1,686 120.19 201.394 

Omsk trunk  grid  company ommsp     110.07 184.436 

Orenburg trunk  networks  1,542.573 1,573.77 3,034.545 8.8 14.749 

Orel trunk  grid  company orms  446.1 446.1 1,167.5 1.16 1.939 

Orel trunk  grid  company ormsp     1.06 1.775 

Penza trunk  grid  company pnms  681.3 681.3 1,006.5 1.33 2.221 

Penza trunk grid  company pnmsp     1.21 2.034 

Perm trunk  grid  company pmms  681.3 681.3 1,006.5 21.77 36.473 

Perm trunk  grid  company pmmsp     19.93 33.402 

St. Petersburg trunk  
networks 

pbms  1,404.35 1,725.8 1,162 3.19 5.348 

St. Petersburg trunk  
networks 

pbmsp     2.92 4.898 

Ryazan trunk  networks rzms  803.6 913.7 1,566.5 2.91 4.883 

Samara trunk  company  srms  1,891.29 1,337 5,580 0.55 0.922 

Samara trunk  company  srmsp     0.5 0.844 

Saratov trunk company  sams  1,533.223 1,533.223 3,814.4 0.21 0.358 

Saratov trunk company  samsp     0.2 0.328 

Sverdlovsk trunk  networks svms  2,926 3,248 11,697.80 3.3 5.531 

Sverdlovsk trunk  networks svmsp     3.02 5.065 

Smolensk trunk  power 
networks 

smms  558.79 707.04 1,307.5 2.04 3.414 
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Company  Ticker  
Route 
length, km  

Network 
length, km  

Transformer 
capacity, MVA  

Value per  
share  

Ratio,  1 
share  = # 
FGC shares  

Smolensk trunk  power 
networks 

smmsp     1.87 3.127 

Tambov trunk  grid  
Company  

tams  723.02 731.32 2,265.44 0.24 0.399 

Tambov trunk  grid  
company 

tamsp     0.22 0.365 

Tver trunk  networks tvms  654.63 688.73 877 0.84 1.409 

Tver trunk  networks tvmsp     0.77 1.291 

Tomsk trunk  networks toms  1,084.3 2,048 2,763 0.38 0.632 

Tomsk trunk  networks  tomsp     0.35 0.579 

Tula trunk  grid  company  tlms  1,015.02 1,064.84 2,881.5 0.35 0.591 

Tula trunk  grid  company  1,084.3 2,048 2,763 40.58 67.989 

Udmurtia  trunk  networks udms  1,120.62 1,169.38 2,046 2.89 4.846 

Udmurtia  trunk  networks udmsp     2.65 4.438 

Khakassia trunk company  953.782 1,095.368 952.75 910.56 1525.763 

Chelyabinsk trunk powrer 
networks 

clms  1,219.817 1,408.647 2,734.863 0.15 0.254 

Chelyabinsk trunk  power 
networks 

clmsp     0.14 0.233 

Chita trunk  networks chms  3,554.11 3,554.11 1,589.34 1.17 1.964 

Chita trunk  networks chmsp     1.07 1.798 

Chuvashia trunk  networks  371.86 426.916 878 0.49 0.829 

Ulyanovsk trunk company  yrms  633.35 658.4 1,231 54.06 90.590 

Ulysnovsk trunk company  yrmsp     49.51 82.963 

Source: Company data  
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