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Federal Law No. 354-FZ: new

rules governing convertible loans

Federal Law No. 354-FZ of 2 July 2021 “On Amendments to
Certain Legislative Acts of the Russian Federation”
(hereinafter, “the Law"), which introduces provisions regarding
convertible loans as an instrument of investment to Russian
legislation, came into force on 13 July 2021. The Law makes
amendments to the following acts:
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> Federal Law No. 208-FZ of 26 December 1995
"Concerning Joint Stock Companies”

> Federal Law No. 39-FZ of 22 April 1996 “Concerning the
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> Federal Law No. 14-FZ of 8 February 1998 “Concerning
Limited Liability Companies”

> Federal Law No. 129-FZ of 8 August 2001 “Concerning
the State Registration of Legal Entities and Private
Entrepreneurs”
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Purpose of the Law

Convertible loan mechanisms are nothing new
and are widely used in foreign jurisdictions.
According to information supplied by the
authors of the law, the world's top venture funds
make up to 35% of their investments through
convertible loan arrangements. In Russia,
however, the lack of direct regulation of this
mechanism or safeguards for the parties to such
agreements has forced many start-ups to apply
for foreign financing, making their
arrangements subject to foreign law, or to seek
work-arounds and mechanisms provided for in
Russian law, which placed major constraints on
business activity and the development of
domestic start-ups. The new Law is intended to
address this problem, stimulate the growth of
private investments in business projects at the
initial stages and balance the interests of the
investor and the investment recipient,
particularly in the area of high-risk high-
technology projects.

What's new?
1. Essence of a convertible loan

A convertible loan is a loan taken out by a
business company that gives the lender the right
to opt for the acquisition of an equity interest in
that company in place of repayment of the loan
principal and interest (or part of the loan
principal and interest due) when a certain date
specified in the agreement is reached and (or)
other events occur.

The acquisition of the equity interest occurs as
follows:

Joint stock companies
(non-public)

Limited liability
companies

The acquisition of the
equity interest occurs
through the allocation to
the lender of shares of a
particular class (type) by
means of a private
subscription, i.e., charter
capital is increased by
means of an issue
(additional issue) of
shares.

The acquisition of the
equity interest occurs
through an increase of
charter capital and the
acquisition of an
ownership share (@n
increase in the amount of
an ownership share if the
lender is a member of
the company)
accompanied by a
reduction of the
ownership shares of
company members.

2.

Restrictions on attracting
investments through a convertible
loan

In accordance with the Law, the following types
of companies are barred from acting as
borrowers under convertible loan agreements:

>

>
>
>

public joint stock companies
credit organizations
non-credit financial organizations

companies that are of strategic
significance for national defence and state
security

companies that were created in the
process of privatization and whose shares
are state or municipally owned and
account for more than 25 per cent of votes
at the general meeting of shareholders

The charter of a limited liability company may
restrict third parties that are not company
members from acting as lenders.

3.

Conditions and procedure for raising
investments through a convertible
loan

General conditions for joint stock companies
and limited liability companies:

>

The general meeting of
members/shareholders must give
unanimous prior consent to the conclusion
of a convertible loan agreement by all
members @Il shareholders holding all
classes/types of shares) by passing a
decision to increase charter capital. The
decision must set out all the essential
terms of the convertible loan agreement
and the parties to the convertible loan
agreement.

The essential terms of a convertible loan
agreement (besides the essential terms of
the loan agreement itself) include:

> the date and/or other events at the
occurrence of which the lender has
the right to present a demand to
acquire an equity interest

> the amount or method for
determining the amount of the
nominal value of the equity interest



to be acquired by the lender (in the
case of an LLC) / the price at which
additional shares will be issued
pursuant to the convertible loan
agreement or the method for
determining it (in the case of a JSC)

Information on the conclusion of the
convertible loan agreement must be
entered in the Unified State Register of
Legal Entities (USRLE) (in the case of an
LLC the information is entered by the
notary who registers the convertible loan
agreement; in the case of a JSC it is
entered by the register-keeper).

A demand to acquire an equity interest in a
company may be presented by the lender
within three months (unless the
convertible loan agreement specifies a
lesser period) after the occurrence of the
date and/or other events that trigger the
lender’s right (in the case of an LLC the
demand is presented to the notary; in the
case of a JSC it is presented to the
register-keeper).

The lender's claims against the borrower
under the convertible loan agreement are
offset against the cost of the equity
interest/shares in the company acquired by
the lender.

If no objections are raised by the company
and its members/shareholders, the notary
will make amendments to information in
the USRLE to reflect the increase in
charter capital and the acquisition of an

equity interest by the lender (in the case of
an LLC) / the register-keeper will allocate
shares to the lender (in the case of a JSC).
If the lender’'s demand is not met, the
lender may seek to enforce its rights
through the courts.

Particular aspects of the conclusion of a
convertible loan agreement

The Law requires the participation of a notary in
the process of the conclusion and performance
of a convertible loan agreement in which the
borrower is a limited liability company. A
convertible loan agreement must be concluded
in written notarial form by means of the drawing
up of a single document signed by the parties.
Failure to meet the notarial form requirement
will render the agreement void.

Other features of a convertible loan agreement

As arule, if the lender assigns rights under the
convertible loan agreement the equity interest
does not pass to the assignee (unless otherwise
provided by the convertible loan agreement or
an agreement on the assignment of the right to
compulsory acquisition of an interest, which
must likewise be unanimously approved by the
general meeting of members/shareholders).

4. Process of the acquisition of an
ownership share in a company with
the aid of a convertible loan
agreement



Prior consent of the
company's general
meeting to the conclusion
of a convertible loan

Conclusion of a
convertible loan
agreement

Entry of information on
the conclusion of the
convertible loan

agreement

agreement in the USRLE

Occurrence of events that
trigger the lender's right to
acquire an ownership
interest

Lender presents a demand
to exercise its rights

Amendments are made to
the company's charter
documents and to the

USRLE / register of
shareholders

What are the implications?

The changes made by the Law will aid the
development of Russia's investment and
business infrastructure. They provide a
convenient mechanism that accommodates the
interests both of the investment recipient, which
needs immediate access to funds for its
development with a minimum of delay and
difficulty in obtaining investments, and of the
investor, which has a choice of options for the
settlement of its claim on the borrower
depending on the borrower's economic

performance and development. The authors of
the Law predict that the use of convertible loans
should soon account for between 70% and 90%
of transactions and will fuel a large percentage
of successful business projects.
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