RISK MANAGEMENT

Risk management is an integral part of corporate management system of “IDGC of the South”, JSC. It makes it possible for the authorities of the Company to make economically efficient decisions it is closely connected with the process of strategy and operating planning and presupposes active participation of all the structures of the Company in risks revelation and evaluation.

Risks identification and evaluation are made in all spheres of the Company activity.

The order of managerial decisions made in financial and economical activities of the Company and the system of executive powers accountability reduce the risks of discrepancy in managers’ and shareholders’ interests.

 “IDGC of the South”, JSC recognizes the importance of timely external menace revelation. The company regularly observes and analyses information, characteristic of external and inner risk factors capable of negative influence on stated goals achievement. Thus, the Company precedes broadening its spheres of investigation.

In order to define the strategy of arising risk search and leveling, proceeding from the Company’s strong and weak points as well as facilities it uses methodology of SWOT- analysis.

In “IDGC of the South”, JSC a number of domestic standardized documents are in force which regulate Company’s activity in different spheres of its financial and economic activity. The above-mentioned documents regard the order of identification and validity estimation of risks arising as well as prevention of the latter which includes:

· Regulation on procedure of internal control in “IDGC of the South”, JSC having as the main goal Company’s activity risks (financial, economical, investment and others) preventing, timely measurements for their elimination, revelation and domestic opportunities and recourses mobilization for profit gaining  as well as assistance to  the Company’s management in efficient managerial functions.

· The conception of “IDGC of the South”, JSC corporate security is aimed at economical, staff, industrial and technological, information, physical, environmental security providence.

“IDGC of the South”, JSC results are influenced by the factors that the Company can not fully control. Though many of them are of a macroeconomic nature and influence all companies, some business aspects can be especially sensitive to certain risk factors.
The main risk groups that can affect Company results are:
Country- and regional-level risks

The main country-level risks are political and economical risks. 
Russian economy stability depends a lot on economic reforms process, legal, tax, administrative infrastructure development, the efficiency of governmental measures in the sphere of finance and monetary policy. 
Economic situation aggravation in the country and the regions of Company activities is a risk factor that affects “IDGC of the South”, JSC to a large degree by influencing purchasing ability of the Company consumers due to the recession. 
The regions where IDGC of the South, JSC conducts its industrial activities are politically stable and have virtually no risks of military conflicts and extreme situations. Nevertheless, there are risks of terrorist attacks; to minimize them the Company takes steps to protect production facilities. 
The social situation in these regions is stable, with no obvious ethnic conflicts or religions extremism, which enables the company to carry out its activities with minimal social and political risks. 
In case of destabilization of the political and economic situation in Russia, or separate regions, the Company will take Anti-crisis measures in order to minimize the situation negative impact on “IDGC of the South”, JSC, including reduction of production and other costs, and investment volumes. 
There is a small risk probability connected with natural disasters and nature and climate negative impact, in the result of which the population, housing and public utilities, social facilities, transportation, heating and electricity provision can be affected. In order to compensate the damage from extreme conditions, connected, among other things, with natural disasters, the Company has agreements on property insurance. Also, preparation activities are carried out, emergency supply of material and equipment is created, Emergency Response and Restoration Teams are trained, special anti-crisis programs are developed.
Industry risks

“IDGC of the South”, JSC — is a large interregional distribution grid company that conducts its industrial activities on the territory of Astrakhan, Volgograd, Rostov Regions and Republic of Kalmykia. It also performs the function of “Kubanenergo”, JSC sole executive body. “Kubanenergo”, JSC conducts its industrial activities on the territory of Krasnodar Territory and Republic of Adyghea. The Company does not export goods, works or services. Due to it, industry risks connected with its activities are found only on the internal market.

The main risks:

· Uncertainty with regard to “IDGC of the South”, JSC relation with contractors and controller, as a result of a lack of maturity and , therefore, instability of legislature in the sphere of electric energy that is expressed in its frequent alteration;

· Deficiency of funds for expenditures financing and development connected with the political electricity tariff restraint;

· Decrease of the volumes of energy transmission services by the Company due to transfer of a number of consumers to “UES FGC”, JSC; Increase of electric grid business share of neighboring grid companies of the region by means of enhancing their investment programs and construction of mew grid facilities;

· Absence of legally approved rules of electric energy and capacity commercial accounting, which leads to disputes with со supplier companies regarding the

· volumes of electricity services;

· Large degree of Company fixed assets wear and fund deficiency to finance investment programs;

· Revenue reduction due to the change of actual structure of energy transmission according to voltage levels in comparison with the originally agreed;

· Additional expenses due to cross-subsidization. Cross-subsidization does not allow the Company to fix economically justified tariffs according to voltage levels, due to the possibility of being sued by consumers;

· RAB-method carries additional risks;

· Refusal to coordinate the results of the initial investment capital evaluation carried out by independent estimators by regulating authorities;

· Rate of return can be fixed at the level below the equitable which will lead to difficulties with finding investment loans.

In order to decrease the risks, the steps are taken:

· IDGC Holding”, JSC developed the strategy of electric grid asset integration;

· IDGC of the South, JSC signed agreements with regional authorities where contract party responsibilities are fixed in terms of tariff regulation, coordination and investment program fulfillment;

· Cost saving activities are taken; gradual transfer to RAB-regulation is going on.

· IDGC of the South, JSC branches transfer to RAB-regulation allows to:

1) enhance Company investment program, which will lead to the decrease of fixed assets wear and productive supply increase;

2) enhance Company investment attractiveness;

3) thanks to long-term tariff policy on planning efficiency of industrial and business activities of the Company in mid- and long-term prospective, to stabilize its cash flow;

4) synchronize Company and responsibility zone development at the level of local authorities and the RF subjects; work is going on with Federal Tariff Service and

regional tariff services on financial justification of expenditures included into the tariffs, on alteration of the RF legal acts relating to setting prices for natural monopoly services in order to consider the interests of the distribution grid system at electricity

tariff setting on the retail market.

Technological risks

The following risks are identified in this group: 
· risk of transition to the operating mode with compelled (acceptable under abnormal conditions) flows;

· risk of single sharp increase in loading above the plan due to acts of nature;

· technical risks connected with operation of the equipment that are caused by such factors as operation of the equipment with maximum deviations from the norm and technical requirements; operation personnel errors; infringements of the dispatching schedule and discipline.

Actions of the Company for reduction of the given risks:

· analysis of possible risks in order to predict risks at introduction of the production program and take preventive measures;

· commercial insurance of property, dangerous industrial objects, automobiles, civil liability, insurance of the personnel upon accidents and illnesses;

· execution of actions for increase of reliability of the power supply system, including at the expense of constant replenishment of stocks of fuel, spare parts

· and materials.

During the period of economic instability, connected with the recession there is a risk of price increase of goods, works and services that the Company uses for its activities. In order to reduce such risk IDGC of the South, JSC is planning to:

· Use its position as a major consumer to obtain reasonable prices;

· Where possible, to obtain goods, works and services on a competitive market;

· To optimize consumption of goods, works and services of other companies.
Environmental risks

IDGC of the South, JSC industrial activity is connected with waste production, vehicle exhaust fumes, transformer oil leakages, that impact the environment.

Understanding the importance of environmental safety, the Company considers environmental protection as an integral part of its business.

In order to fulfill its responsibilities in this sphere, the Company follows the principles and requirements of ISO-14001-2004 Environmental management, as well as local legal acts that have force at IDGC of the South, JSC: 

· Company standard “Identification of ecological aspects and their importance for IDGC of the South, JSC”;

· Company standard Planning in the sphere of environmental safety;

· Environmental policies. 

Among the technological steps aimed at minimizing the risk of environment pollution, there are replacement of oil circuit breakers to gas insulated ones, replacement of oil circuit breaker oil-filled high voltage bushing to more reliable and environment friendly ones with solid insulation. Circuit breakers of new generation are more reliable, environment friendly and fire proof. 

IDGC of the South, JSC on a regular basis carries out recycling of capacitor bank units filled with polychlorinated biphenyls — substances highly dangerous for the environment. Recycling of this equipment is carried out beyond the boundaries of the Southern Federal District of Russian Federation, on special grounds, with help of

specialized companies that have all the necessary equipment and licenses.

Besides, all project work and new construction are conducted strictly according to the environmental law requirements. 

Annually the company coordinates the Ecology policy program that contains the list of actions to decrease environmental risks.


Financial risks

IDGC of the South, JSC, as well as other business entities, has the following risks:

· market risks;

· liquidity risks;

· credit risks.

Market risks:

Possible negative economic tendencies and decrease of Russia economic conditions.

Decrease of industrial production and liquidation of small business subjects in the regions of Company activities create profit risk due to the reduction of energy consumption in comparison with the tariffs and balance. 

There are risks of non-payment for energy transportation services by supply companies. The Company takes steps on normalizing accounts with supply companies: introduction of direct electricity transportation services agreements with customers, settlement of disputes at contracting, cooperation with administrative and regulating bodies.

Interest rates

At present the situation at financial markets is becoming more stable, which allows the Company to reduce the cost of borrowed reserves under existing and new agreements.

Currency risks

· Currency exchange rate risks are minimal, because: “IDGC of the South”, JSC revenue from services provided is received in RUB; 

· The imported equipment and materials volume in the Company expenditure is comparatively small.

Inflation

Inflation risk can occur when “IDGC of the South”, JSC monetary revenue loses value in real purchasing power faster than grows nominally. Inflation growth can lead to company expenditure increase (due to prices increase for fixed assets, materials, works, services of third parties). This can lead to the reduction of the Company’s revenue and profitability of its activities, as well as to appreciation of loan funds for the Company, which will lead to deficiency of working capital.

In case of fast inflation growth the Company is planning to pay special attention to the improvement of working capital turnover, in the first place by means of reduction of supplies, also by existing customer agreements review in order to decrease the turnover of accounts receivable.

Liquidity risks

Liquidity risks — probability losses due to funds deficiency at given time and, therefore, inability of the Company to fulfill its commitments. Such a risk can lead to fines, surcharges, injury to the reputation of “IDGC of the South”, JSC, etc.

Liquidity risks administration is carried out by “IDGC of the South”, JSC by means of cash flow planning, analysis of the planned and actual cash flow in total of “IDGC of the South”, JSC, and also by branch. Problems with absolute liquidity are solved by loans and borrowings, as well as by payment priority and reduction of investment program.

Credit risks

Credit risks are possible losses connected with contractor inability or refusal to fulfill his commitments under an agreement in full or in part. 

The Company minimizes credit risks by its allocation to a large number of contractors, setting credit limits based on contractor financial state analysis, using the methods and approaches that are practiced at “IDGC of the South”, JSC.

Corporate governance risks

The risk of reduction of the corporate governance quality that can be a result of the change of the corporate relations structure.

In order to reduce this risk, the following steps are taken:

· Improvement of corporate governance practice by means of securing in the Company internal documents certain provisions of the RF Code of Corporate Conduct recommended by Federal Securities Commission of Russia (including the requirements

· to the composition of executive bodies);

· Increase of informational transparency of the Company;

· Stable and mutually beneficial relations with the shareholders and investment community.

Conflict of interest risk between different shareholder groups.

To reduce this risk, internal documents of the Company stipulate responsibilities of the members of management:

· To refrain from activities that lead or may lead to a conflict of their interest with the interest of the Company, in case of such conflict — obligation to disclose the information about it to the Board of Directors;

· To declare their affiliation (which can lead to a conflict of interest).

Besides, the Company has Regulations on insider information, that secure the responsibility of the people having access to insider information to inform the Board of Directors on their intention to trade shares of the Company and its Associated and Dependent Companies, as well as disclose the information on such transactions.

Shortcoming and unsteadiness of the legal environment of corporate interaction.

In order to decrease risks, corporate legislation is monitored on a regular basis, to identify and in due course prevent negative consequences that the Company can have after adoption of new laws.

Company market capitalization decrease and the decrease of the liquidity of financial instruments issued by the Company during world share index decrease.

To minimize this risk the Company takes steps on enhancing its attractiveness and its shares marketability, among them — market maker agreement with “Unikom Partner”, LLC, plans to transfer shares of the Company from the non-listed stock to the quotation list B of MICEX Stock Exchange.

Legal risks

Legal risks can be conditioned; by the specifics of the active legislation and court system i. e. for example in different legal practice on the same issues, legal interpretation in general, conflict of jurisdiction, as a result of which there is a risk of subjective and judgmental evaluation of facts by courts.

To minimize this risk any business process of the Company subject to risk undergoes compulsory legal expertise.

IDGC of the South, JSC carries out its activities strictly in accordance with the active legislation, the negative consequences of court practice changing for the Company are only possible in the case of supervisor body position change or Company illegal activities.

The change of the requirements on licensing the main activities of the Company may extend the time of preparation of documents necessary to extend the license, as well as make it necessary to conform to the new requirements. On the whole, though, this risk can be considered minor, except for the cases where the requirements to the Company to extend the license or to carry out licensed activities will be reviewed, and the Company will not be able to conform, or it will be connected with excess expenditure, which may lead to cessation of performance of this activity. RF currency and customs legislation changes do not affect Company activities and, therefore, do not lead to

legal risks.

Tax risks

As IDGC of the South, JSC activities are not subject to special taxation modes, and the Company does not have overdue tax payments into all kinds of budgets, tasks risks of the Company are seen as minimal within the activities of a good faith taxpayer.

In short-term perspective the Company does not see in its financial and business activities any substantial risks connected with the changes in tax law, nor with civil law.

The Company builds up its activities on conforming to the requirements of the active legislation of the RF; it carries out regular monitoring of its augmentation. Nevertheless, one can not exclude the risk of tax legislation changes concerning tax rates increase and/or introduction of a different order and time of tax accounting and payment. This can lead to the reduction of the Company net profit and dividends paid.

In case of augmentations of the active taxation order and requirements the Company is going to plan its financial and business activities inclusive of these changes.
Labor safety risks

The specific of work in the Company implies serious professional training of the personnel, inclusive of labor safety.

Occupational accidents can harm people’s health and lives, can become a reason of work suspension and property loss. To reduce the risks of staff injuries the Company follows the corporate Labor and industrial safety policy approved by the Board of Directors of IDGC of the South, JSC.

The Company regularly undertakes activities on personnel and labor safety specialists training and professional enhancement — instruction and teaching of the staff to use safe work methods, safety knowledge assessment, anti-damage and fire-protection training, doubling and other personnel related activities stipulated by law. Together with the required by law activities the best world and Russian experience is studied on

improving labor safety, on its implementation at IDGC of the South, JSC divisions.

· To carry out the commitments in the sphere of labor safety the Company follows the requirements of OHSAS-18001-2007 Occupational Health and Safety Management System, as well as local legal acts of IDGC of the South, JSC:

· Health protection and labor safety policy;

· Standard Identification of threats and risk evaluation in the sphere of Health protection and labor safety;

· Standard Planning in the sphere of Health protection and labor safety.

Annually, the Board of Directors of the Company approves the program of reduction of staff injuries for the current year. It contains the main activities, including cost-based ones, aimed at prevention of IDGC of the South, JSC staff injuries.

Contact persons:

Head of the Department of Corporate Governance, Natalya Olegovna Bondar,
tel. (861) 279-86-35, e-mail: bondarno@mrsk-yuga.ru;

Deputy Head of the Corporate Management Department — Head of the Corporate Management and Reforming Department Natalia Sergeevna Peredkova,
tel. (861) 279-85-42, e-mail: peredkovans@mrsk-yuga.ru

Head of the Securities and Shareholders Department of the Corporate Management Department Anna Ivanovna Jurchenko, tel. (861) 279-85-38, 

e-mail: yurchenkoai@mrsk-yuga.ru
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