DALEKOVOD d.d.
Zagreb, Ulica Marijana Čavića 4
26th May 2011

Management Board
According to the provision of Article 308, paragraph 5 of the Companies’ Act (Official Gazette number 111/93, 34/99, 52/00, 118/03, 107/07, 146/08 and 137/09), and according to item VIII of the Decision on an increase in share capital and issuance of new shares of 26th May 2011 (hereinafter referred to in the text "Decision on an increase in share capital"), the Management Board of the company Dalekovod d.d. with registered seat in Zagreb, Ulica Marijana Čavića 4 (hereinafter referred to in the text: "Company"), for the purpose of enforcement of the Decision on an increase in share capital submits the below Report to the Supervisory Board of the Company 
REPORT ON REASONS FOR FULL EXCLUSION OF PRE-EMPTIVE RIGHT WHEN SUBSCRIBING NEW SHARES 
According to Article 18.c) of the Memorandum of Association of the Company, the Management Board of the Company may, with consent by the Supervisory Board of the Company, during the period of five years running from the date of entry in the court register  of changes and amendments  to the Memorandum of Association according to which such authorization is granted to the Management Board of the Company to make a decision on an increase in share capital of the Company by payment of contribution in cash, and also may with prior consent by the Supervisory Board of the Company in respect of shares that are issued according to the Decision by the Management Board exclude the pre-emptive right of shareholders of the Company when subscribing new shares. 
According to the Decision on an increase in share capital of the Company, the share capital of the Company is increased by issuing new non–materialized bearer ordinary shares with payment of contribution in cash  from the amount of HRK 229,381,200.00 (two hundred and twenty-nine million three hundred eighty one thousand and two hundred Kuna) by the amount of HRK 40,870,000.00 (forty million eight hundred and seventy thousand Kuna) to total amount of HRK 270,251,200.00 (two hundred and  seventy million two hundred and fifty one thousand  and two hundred Kuna), by payment for 408,700.00 (four hundred and eight thousand and seven hundred) of new non-materialized ordinary bearer shares, each having nominal amount of 100 (one hundred Kuna) and total nominal amount of  HRK 40,870,000.00 (forty million eight hundred and seventy thousand Kuna). The new ordinary bearer shares are issued for the amount of HRK 245.00 (two hundred and forty-five Kuna) for every new ordinary share.
The Management Board has requested from the Supervisory Board of the Company to give its consent to make a Decision on an increase in share capital and to exclude the pre-emptive right of the existing shareholders at the time of subscribing new shares in favor of qualified investors. The Management board has mentioned the following reasons for full exclusion of the pre-emptive right when subscribing the shares: 
Overview of the business operations of the Company in 2010 and the first quarter of 2011
The Management Board of the Company has determined the operating results for the year 2010 and placed a special emphasis on the discussion of extremely negative operating results in the fourth quarter that greatly affected the reduction of profitability and generation of minimum profit for the year 2010.  Although the Company forecasted a substantial decrease in revenues for the year 2010, which turned out to be a valid assumption, the Management Board’s concern are the operating results of the last quarter of 2010 which negatively effected Group’s profitability and which resulted in minimum profit for the whole Group at the year end.
According to the explanation, the primary reasons for decrease in profitability, especially in the fourth quarter, include: 
· Negative macroeconomic movements reflected in reduction of liquidity and extension of the days receivable;
· Low levels of liquidity of the Company led to higher prices of material and other inputs;
· Acceptance and implementation of projects with low profitability margins in conditions of very tough competition
· Significant underutilization of production and installation capacities of the Company;
· Use of more conservative cost policies.
According to the forecasted continuation of bad economic environment on the key, local market and uncertainty regarding initiation of investment projects by the Government and public companies to which the Group’s operations are traditionally directed, the Management Board had in late 2010 undertaken necessary measures and prepared the company for a significant restructuring process in order to ensure long-term competitiveness and ongoing and stable business operations of the Company. Applying such measures, the Company decided to:
· Increase its productivity and profitability, mainly by optimizing the number of employees and restructuring of business processes
· Strengthen the balance sheet by reducing dependency on short-term liabilities 
· Start investing in project with stable cash flow to reduce the dependency on winning tendering processes on both the local and international markets in the future.
Although the operating results in the first quarter of 2011 indicated the first positive results of the above indicated measures, including contracting a long-term loan with HBOR (Croatian Bank for Reconstruction and Development) with very favorable lending conditions, reduction of accounts payable and an increase in operating profitability compared to the last quarter in 2010, the Management Board is aware that the announced restructuring process should be intensified in order to achieve the recovery of business operations and accomplishment of historic operating margins.  
Furthermore, the Management Board being aware that indebtedness of the Group is not proportionate to operating performance and bearing in mind the continuation of bad macroeconomic environment on the local market and reduced scope of operations, has assessed as necessary to implement the process of recapitalization of the Company as one of the steps in the process of restructuring and within the strategy of further internationalization of business operations.
Company’s Restructuring Plan
Increase in profitability 
Although the forthcoming period should bring moderate growth of business revenue, the Company is determined to intensify the business process restructuring in the course of 2011, the process which has started in Q4 of 2010. 
The restructuring costs will mostly effect business performance in 2011 which will in return put significant pressures on profitability indicators in the upcoming year. Restructuring includes reorganization of business processes on the Group level, a significant decrease of fixed expenses, abandonment and disinvestment of non-core activities and projects, restructuring of the balance sheet and improving the Lt vs. ST debt ratio, which should all in return lower the cost of capital. Non-core assets which the Group is planning to disinvest has already been identified and the Group. The Group plans to disinvest these assets either by finding a strategic partner in areas for which the company believes that are strategically important while in remaining by selling complete stakes under current shareholding. Employed capital in the identified non-core Group’s assets currently amounts to HRK 450 million.
Savings and cost rationalization should be carried out through all parts of the Company and the Group. The initiative not only relates to the segment of procurement (prices, deadlines, amounts, etc) but for all corporate spending in general. In order to rationalize expenses it is necessary to meet the standards when developing projects, including performing detailed calculations and profitability indicators, as well as tracking expenses per projects in every stage of their performance. All other expenses for which the company believes can be further deleveraged have been put under control of responsible personnel. 

Having in mind the abovementioned measures, the beginning of May has been scheduled as the date for the reorganization within the Company which would lead to the integration of Construction’s and Engineering’s activities into one business unit. This measure will enable the newly formed business unit to add commercial activities to its scope of business ( as it currently is with Production) and thus, both of these business units will present well true and independent profit centers.

All other affairs are an integral part of the Business Support Unit which is a strictly monitored centre. Furthermore, in the following period the Production’s activities are to be removed from the parent Company, where those activities shall be terminated, and will become an independent limited liability company within the Group. This activity will be put in place once all necessary preconditions are met, including, among other, when new production facilities are built in Dugo Selo. In relation to this reorganization process Cinčaonica (Galvanizing Plant) is to be renamed to Proizvodnja d.o.o.,(Production Ltd.). 

Furthermore, the company identifies workforce surplus in every business unit and thus the redundant 

amount of workers shall be put on hold due to insufficient amount of work. Further, the Company begun, talks on ensuring simulative severance pays for people who either have the possibility of early retirement and those who are identifies as surplus under current conditions. In that respect, beside the already implemented salary decrease of appx. 1/3. In order to ensure higher competitiveness of products and services rendered by the Company and the Group the Management Board is within the process of restructuring planning to offer stimulating severance pay and the termination of employment with the Company, (upon reorganization and cancellation of technological process at the parent company), for the surplus of some 300 employees (approx. 15% of the overall number of employees) of the Dalekovod Group.
In case these measures are not put in place or carried out in due time, the competitive position of the Company and the Group as a whole would be permanently impaired, which would negatively effect the financial position of the Group and cause potential loss of all competitive advantages and future prospects. 
Improvement of the Company’s business model
With anticipated deceleration of the investment cycle on the domicile market (especially in road construction and other infrastructure related projects), the Group has duly undertaken activities in order to enhance the existing business model which is almost entirely (save the production of suspension and jointing equipment) based on the tendering process, i.e. on contracting and performing projects by participating in public biddings. Thus the Company decided to diversify its activities to investments which have a stable and continuous cash flow generation which is not reliant on economic cycles. 
The Management Board has decided to invest into renewable energy sources since this is a complementary area of business for the Group in which the Group possesses significant expertise and know how. As Croatia (and the regional countries in the mid term) should join EU in the forthcoming period the EU accession members must be compliant with the EU regulations and guidelines on a share of renewable energy sources in total generation of electricity and thus this area of activity represents a significant potential for the Group.  
Refinancing of the Company and explanation of the exclusion of existing shareholders’ pre-emptive right when implementing refinancing of the Company 
When analyzing the possibilities for improving the financial structure and prolongation of the debt maturity profile, the Management Board has considered several models, from issuance of convertible bonds, capital increase on the international and local capital markets. According to recommendations of the leading European and local investment companies, the Management Board has considered all available methods of refinancing of the Company. As a result of this, in mid April 2011 the Company started negotiations with institutional investors in Warsaw considering a possibility of a capital  increase on the foreign capital market.  Introduction of  Dalekovod and the strategy focused on international markets with reputable references possessed by the Company were accepted as a very attractive investment proposition, but the investors  also confirmed the view by the Company and its advisors that the Company needs to conduct an overall restructuring process with a special emphasis placed deleveraging, optimization of fixed costs and ensuring a stable and continuous cash flow by investing in renewable energy projects that are independent of economic cycles. 
Considering previously mentioned, a high indebtedness of the Company and toughened liquidity as a consequence of significant short-term debt, and for the purpose of creating conditions for restructuring of indebtedness, the Management Board of the Company has expressed its opinion that the capital increase of the Company  has to be conducted as soon as possible as to create all prerequisites for the implementation of the restructuring process – providing funds for stimulating severance pays, investment in renewable energy projects and reduction of short-term liabilities.  
Having analyzed the financial position of the Company and bearing in mind a high level of indebtedness, financing of the above mentioned activities through financing further debt would be very unfavorable and it would endanger competitiveness of the Company, profitability and the position of the existing shareholders. Accordingly, the capital increase of the Company would result in a significant improvement of debt-and-equity ratio which is a very important factor when contracting future financial arrangements and providing new bank guarantees necessary for the achievement of growing plans and upcoming projects on international markets. 
The Management Board’s assessment and the assessment of its advisors is that at this moment only refinancing on the local capital market may be conducted through offering of new shares to high quality local institutional investors, mainly to the Croatian pension funds.  Furthermore, the Management Board and its advisors assess that the most effective capital increase at the moment for the Company includes exploitation of statutory options enabling the Management Board of the Company to issue up to 25% of new shares of the Company thereby excluding pre-emptive rights of the existing shareholders. 

The Management Board and its advisors assess that in the event of conducting a capital increase without exclusion of  the pre-emptive right, the majority of demand for shares would be coming  from the same investors, or in other words, that the public offerings of shares to all shareholders with no exclusion of pre-emptive rights would not generate additional demand for shares that would justify conducting the full process of public offering which is much more demanding, more expensive as well as requires significantly more time. This option would prevent the company from timely provision of funds for the implementation of planned restructuring activities.  In other words, conducting of the public offering of shares to all shareholders in the Management Board’s opinion would not result in additional demand for shares that would justify the cost of implementation of the process and prolonged term of such process would prevent the company from timely implementation of the restructuring plan and settlement of its debts. 
The Management Board has considered the fact that the shareholders’ structure is very diverse and the major number of shareholders is small shareholders and that it would be very difficult to mobilize them to collect sufficient amount of new capital. The Management Board has also considered the fact that the Company’s share had one of the worst performances from all Croatian shares in 2011. 
Two quarters with negative operating results adversely affected the investment decisions of existing and potential investors which is visible in reduced volume of trading in this share on the Zagreb Stock Exchange during the last few months.
While making a decision on exclusion of pre-emptive right of the existing shareholders, the Management Board stresses the urgency of providing high quality financing sources assuming that minority shareholders would not be in position to provide larger funds and that the public offering at this moment would extend the time of receiving new capital for the implementation of the announced activities which would additionally make the financial position harder and which would result in an implication on the price of the share.
In conducting the above-mentioned process, the Management Board tried to achieve a price of the share above the average price achieved in trading on the Zagreb Stock Exchange that preceded making the decision, enabling the existing investors wishing to avoid dilution of their equity portion to increase their share by buying the share on the market on more favorable conditions or on the same conditions that the qualified investors are entitled in public offering.
Having considered all above mentioned, the Management Board of the Company thinks that the price at which the new shares are offered for subscription to amount of HRK 245 is appropriate. 
Finally, the Management Board of the Company states that the exclusion of the pre-emptive right would enable the Company to make use of the exception referred to in Article 351, paragraph 1, item 1 of the Capital Market Act and conduct the public offering of new ordinary shares without publicizing prospectus and related costs. Taking the above-mentioned into consideration, the Management Board of the Company suggests that the Supervisory Board should give its consent to exclusion of the pre-emptive right of shareholders when subscribing new shares.
On behalf of the Management Board:
Luka Miličić, M.Sc.
President of the Management Board
