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In the modern world, one company is often insufficient to operate a large-scale enterprise,
especially if it covers different industries. In such cases, entrepreneurs establish holding
companies — structures that bring together several vertically and horizontally related
companies. The entrepreneurs themselves hold shares in the authorized capital of a single
top-tier company. This company will hereinafter be referred to as the parent company,
its associated companies as subsidiaries, and the owners of the holding company as
beneficiaries.

A properly structured holding company enables the unification of management processes,
reduces the number of decisions made by beneficiaries, and optimizes cash flows, including
dividends. The holding structure ensures efficient management of assets and resources, as well
as contributing to the achievement of strategic business goals. It allows beneficiaries to focus
on the overall direction of the holding's development by delegating operational tasks to the
heads of subsidiaries. To achieve these advantages, it is essential to establish sound corporate
governance across the entire group structure.

In this article, we will consider the following questions:

e restrictions on beneficiaries' opportunities in relation to subsidiaries in the holding
structure;

e mechanisms for organizing the management of subsidiaries within the holding
company;

e features of building up the management of subsidiaries in the presence of closed-end
mutual investment and personal funds in the holding structure;

e actions to be taken by subsidiaries in preparation for an IPO.



RESTRICTIONS ON THE RIGHTS OF BENEFICIARIES WITH RESPECT TO
SUBSIDIARIES IN A HOLDING COMPANY

Each company — whether a parent or a subsidiary — has its own corporate governance bodies:

The General Meeting of Shareholders is the highest management body of any company,
which resolves the most important issues: determines the company’s principal business
activities, forms the Board of Directors, decides on the reorganization and liquidation of the
company.

The Board of Directors or Supervisory Board is a collegial body responsible for the overall
strategic oversight. As a rule, it is not formed in small companies. The Board of Directors
resolves issues that are not within the competence of the general Meeting, for example, makes
recommendations on the amount of dividends, makes decisions on the use of the reserve fund,
approves the registrar of the joint-stock company, and in certain cases approves transactions.

General Director or President —the sole executive body of the company that acts on behalf
of the company without a power of attorney. It is the General Director who represents the
company at general meetings of subsidiaries, issues powers of attorney, and signs orders for
employee appointments and dismissals. The functions of the CEO can be divided between
several persons or transferred to a legal entity — a management company.

The Management Board or directorate is a collective executive body whose powers are
determined by the company’s charter. It is not necessary to form a management board or
management board. These bodies often operate in large companies, such as banks.

By default, beneficiaries manage only the parent company, participating in general meetings of
shareholders and exercising other rights granted by law to owners of shares.

Subsidiaries are de facto under the control of the sole executive body of the parent
company. It is this body — not the beneficial owners — that holds all decision-making
authority in the subsidiary. Although beneficial owners ultimately own the entire holding
group, they do not possess shareholder rights in the subsidiaries that are positioned below
the parent company in the corporate structure.

In addition, as a general rule, beneficiaries cannot expect to be required to provide them with
information regarding subsidiaries. The right to access such information belongs exclusively to
direct shareholders of the relevant company.

In certain cases, the beneficiary may request such information in court, for example, if corporate
control is lost due to illegal actions. However, this method is not always effective, as by the
time a lengthy trial is completed, the necessary information may lose its relevance.

Failure to establish a proper system of corporate governance within the holding or poor design
thereof may lead to serious risks. These risks may not only hinder the beneficiary's influence
on the business, but may also result in the complete suspension of operations in one or more
group companies, as well as lead to the loss of assets.

For example, the sole executive bodies of the parent company or its subsidiaries may make
decisions that do not correspond to the interests of the beneficiaries or the strategic goals of the
holding company. Such decisions may include asset withdrawal transactions, the formation of
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inefficient management bodies in subsidiaries, as well as transactions in the personal interests
or in the interests of third parties. At the same time, beneficiaries may not be aware of what is
happening in the lower-level structures of the holding.

In practice, the beneficiary's ability to protect its rights in relation to subsidiaries through
judicial proceedings is also limited. In most cases, the courts do not recognize the right of
participants of the parent company to challenge the decisions of subsidiaries in the holding
company with reference to the principle of non-interference in private affairs. Although an
alternative judicial approach is gradually being formed, such cases remain rare exceptions.

MECHANISMS FOR STRUCTURING THE MANAGEMENT OF SUBSIDIARIES
WITHIN THE HOLDING

Various mechanisms can be used to improve the efficiency of business management, strengthen
corporate control, and minimize risks. Before implementing them in the holding structure,
beneficiaries are advised to specify in detail in the corporate contract how these mechanisms
will work.

In particular, the shareholders’ agreement can specify which transactions and actions of
subsidiaries require control, what information must be disclosed how management bodies
in subsidiaries will be appointed, and other key governance parameters. This approach
helps reduce the risks associated with the implementation of new governance mechanisms
and quickly adjust their operation if necessary.

Cascading approval system

One of the most effective and at the same time simple tools for optimizing corporate governance
in the holding is the introduction of a system of "cascade" approvals for the execution of key
transactions or other significant actions by the directors of subsidiaries.

The system of ""cascading" approvals is a mechanism for consistent corporate decision-
making at different levels of the structure.

For example, consider a situation in which a subsidiary is planning to conclude a major
transaction that requires the approval of its sole shareholder. In a holding company, such a sole
shareholder is usually represented by the CEO of the parent company.

For the CEO of the parent company to sign the approval, they must first obtain authorization
from the board of directors or the general meeting of the parent company, represented by the
beneficiaries or their appointees.

In practice, a cascading approval system can include anywhere from two to four or five
levels of approval. The relevant wording should be included in the charters of both the
parent and subsidiaries of the holding.

The primary advantage of this mechanism is its relative simplicity and ease of implementation,
as well as its proven efficiency. However, it should be taken into account that corporate
decision-making, especially in joint-stock companies, may take a significant amount of time,
and waiting for all approvals in the cascade may take several weeks or even months.
Alternatively, the parent companies of large holdings can pre-approve the planned transactions
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of subsidiaries within the scope of the annual budget previously approved by the beneficial
owners.

Board of Directors and audit bodies at the level of subsidiaries

Another effective method of improving corporate within a holding structure is the establishment
of boards of directors and audit bodies in subsidiaries. These bodies may include both members
of the board of directors of the parent company and other individuals nominated by the
beneficiaries.

Members of the boards of directors and audit bodies have access to information from
subsidiaries, which enables them to quickly respond to issues arising in the activities of these
companies and ensure uniform management. The mechanism guarantees the implementation of
beneficiary decisions and the consistency of actions of subsidiaries.

However, the establishment of separate boards of directors in several companies has its
drawbacks. This process requires significant financial costs, the search for qualified and
loyal directors who are ready to manage several companies at once, and also complicates
management mechanisms. In small structures, such measures may not be justified.

As a compromise boards of directors and audit bodies may be established only in key
subsidiaries responsible for managing major business lines.

This will allow you to optimize costs and simplify management, while maintaining control over
strategically important divisions of the holding.

The “Double Key” Mechanism

A non-obvious way to strengthen corporate control in the holding is to form two sole
executive bodies in the parent company and those subsidiaries that own shares in the
authorized capital of other companies of the group.

These two executives must act jointly when voting at general meetings of shareholders in
subsidiaries. This mechanism provides a safeguard against potential abuses that may arise
where a single executive is granted broad discretionary authority in the form of "cascading"
approvals or broad board competence.

However, this approach may reduce the flexibility of management in the event of a conflict
between directors or the absence of one of them.

Other mechanisms

In practice, other non-obvious mechanisms may be used to ensure control over the adoption of
certain decisions. For example, in subsidiaries that are joint-stock companies, it is possible to
issue preferred shares in favor of beneficiaries with the right to vote only on certain material
issues. This approach allows the beneficiary to have a veto on the specified issues. If the
beneficiary is not present at the meeting where the relevant issue is being considered, this will
be considered as the absence of the necessary quorum for making a decision on it.
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FEATURES OF BUILDING UP THE MANAGEMENT OF SUBSIDIARIES IN THE
PRESENCE OF CLOSED-END MUTUAL INVESTMENT AND PERSONAL FUNDS IN
THE HOLDING STRUCTURE

In recent years, large entrepreneurs, especially those who move their holdings to Russia, have
increasingly incorporated closed-end investment funds (CEIFs) or personal funds (PFs) in the
holding structure for asset ownership and management. This is due to a number of advantages
that these structures offer: confidentiality, tax benefits, professional asset management, and the
preservation of continuous asset management in the event of bankruptcy or death of the
beneficiary. The CEIF (closed-end investment fund) or personal fund (PF) effectively acts as
the parent company of the holding company. However, when building management in holdings
with the participation of these structures, it is necessary to take into account their legal features.

It is important to understand that the CEIF (closed-end investment fund) is not a legal entity.
The formal owner of the assets transferred to the CEIF (closed-end investment fund) is the CEIF
(closed-end investment fund) management company (CEIF Management Company), which
makes management decisions in relation to subsidiaries. The CEIF Management Company
reports to a specialized depository and the Central Bank of the Russian Federation, and not to
the former owners of assets who become shareholders in the CEIF (closed-end investment
fund).

Therefore, the beneficiaries of the holding company should carefully consider the
possibility of restricting the actions of the Criminal Code of the CEIF Management
Company in relation to subsidiaries. The usual tools may not work in a CEIF in the same
way as in business entities. For example, it will be extremely difficult to enter into a flexible
and confidential corporate agreement between the CEIF Management Company and
shareholders, since any agreements to which the CEIF Management Company becomes a party
are subject to approval by a specialized depository.

Nevertheless, the CEIF provide certain instruments that allow unit holders to influence the
actions of the CEIF Management Company on property management:

Investment Committee. The law provides shareholders with the opportunity to set up an
investment committee with the right of veto on various issues, such as approving transactions
in relation to subsidiaries. The powers of the investment committee are included in the rules of
trust management of the CEIF and may be similar to the powers of the board of Directors or
the general meeting of shareholders of the parent company.

Change of management company. Shareholders have the right to change the management
company at any time. In practice, this fact encourages management companies to take into
account, first of all, the interests of shareholders when managing the assets of a CEIF.

Shareholders' agreement. The law does not restrict shareholders from entering into an
agreement among themselves, which, like a corporate agreement, can set out key agreements
regarding the management of the property of a CEIF.

Assets of a personal fund can be managed by any individual or legal entity. This activity, unlike
that of the CEIF Management Company, is not licensed and is less subject to the influence of

regulators.

The beneficiary who has transferred assets to the Personal Fund has the right to control
the actions of the manager through the board of trustees, the highest collegial body or the

5/6



supervisory body of the Personal Fund. To do this, the relevant powers must be included
in the charter of the Personal Fund.

When planning an IPO

Companies considering an IPO should pay special attention to building an effective corporate
governance system, including in relation to subsidiaries. To do this, you can use the
recommendations of the Moscow Stock Exchange. According to them, in advance of entering
the stock exchange, you must:

1. conduct an analysis of the issuer's corporate governance practices;
appoint independent directors to the board of the parent company — experienced
professionals who are not related to the company's executive bodies and shareholders;
3. expand the authority of the board of directors of the parent company;
4. establish an internal control and audit system.

On the issue of managing subsidiaries, the Moscow Exchange recommends implementing
a "cascade'" approval mechanism for all subsidiaries or only particularly significant ones
(holding at least 5% of the consolidated value of the group's assets or generating at least
5% of the group's consolidated income). A board of directors may also be established in
particularly important subsidiaries.

Conclusion

Managing a holding structure entails risks that may result not only to corporate conflicts and
financial losses, but also to the inability to conduct business. Modern practice does not always
guarantee the protection of the interests of beneficiaries in court.

To protect the interests of business owners and ensure its sustainable development, special

attention should be paid to building effective corporate governance mechanisms throughout the
holding's structure. This is especially critical for large and expanding businesses with IPO plans.
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