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May of 2007: political and economic outcomes

The key events of the month took place in the sphere of foreign policy. The summit Russia— EU held in
Samara on May 18 not only failed to bring any positive results for the Russian authorities, moreover, it re-
sulted in an escalation of claims the European partners put forward with respect of Russia. Poland refused to
remove its veto on the launch of negotiations concerning the new agreement on partnership and cooperation
between Russia and the European Union, since Russia still has in place the ban on the import of Polish meat.
An attempt to “sit European countries out” failed, similarly to the hopes that other EU member countries
could somehow influence Poland, which did not come true. Moreover, Estonia and Lithuania declared that
they were ready to join the veto put by Poland. Asaresult, V. Putin stated that he hoped to “depadliticize” the
issue of Poland’'s meat imports and instructed his subordinates to settle this problem at the level of minis-
tries. There were also voiced concerns with respect to the export customs duties on unprocessed logs and
maintenance of economic embargo against Georgia. As a result, in fact for the first time since the time the
respective protocol was singed in 2004, hints were in the air that EU could revoke its agreement with Rus-
sia's accession to the WTO (these rumors were made public by some Polish officials).

However, Russia encountered even more serious troubles in the sphere of its home policy. In fact, prior to
the summit and at the summit officials from EU and EU member states (for instance, A. Merkel, the Chan-
cdlor of Germany, J. Barroso, the President of the European Commission and some others) openly spokein
defense of the Russian out-of-parliament opposition, what they had refrained from earlier. Yet prior to the
summit, Germany had brought up the issue of permission to hold the “ The Dissenters March" in Samara on
the same day as it was planned by the Other Russia coalition. As a result, such permission was granted. It
should be noted that only several hundreds of people took part in the march and it could not have become an
important event, but for that G. Kasparov, E. Limonov and a group of their supporters were hold at the
Sheremetyevo airport and their departure for Samara was blocked under the pretext that their air tickets were
alegedly counterfeit. This incident was also criticized by A. Merkel and J. Barroso, whereas V. Putin had to
give explanations at the press conference, also for thefirst time, and say that he was not against marches as a
“marginal venues hold in all countries.” Therefore, the plans of initiators of this march came true as the Rus-
sian authorities demonstrated that they were not absolutely sovereign after all as they wished to position
themselves.

Yet another bad news came from the United Kingdom, where the British prosecutor’s office brought
charges against A. Lugovoi, a former FSB officer, who allegedly murdered by poisoning A. Litvinenko, a
political emigrant, on the basis of evidence that A. Lugovoi had a meeting with A. Litvinenko and left ara-
dioactive track at the places he visited. Although in formal terms this allegation does not concern the Rus-
sian authorities, it is apparent that these charges cast an imputation primarily not on A. Lugovoi as an indi-
vidual (he could hardly get his hands on radioactive materials), but on the reputation of Russian leaders. This
version was voiced, among others, by A. Litvinenko himself at the time after the poisoning.

However, it would be wrong to discuss exceptionally failures of the Russian authorities. In May, Gazprom
and the Byelorussian Property Committee made a sale and purchase contract with respect to shares in the
public joint stock company Beltransgaz. In accordance with the terms and conditions of this agreement, the
public joint stock company Gazprom should purchase 50 per cent of shares in Beltrnsgaz for US $ 2.5 hil-
lion. The purchased shares should be paid for in four equal installments over the period from 2007 till 2010.
At each stage, Gazprom should acquire 12.5 per cent of shares in Beltransgaz. Until the transaction is com-
pleted, the shares in Beltransgaz due to be sold to Gazprom should not be sold, encumbered or pledged to
any third party. Gazprom and the Byelorussian Government also singed a supplement to the protocol of De-
cember 31, 2006, concerning the issue of creation of a joint Byelorussian — Russian natural gas transporta-
tion organization and on ddlivery of natural gas, as well as thetransit thereof viatheterritory of Byelorussia.
The supplement to the protocol envisages, among other things, atime phased (in 2008 through 2010) raising
of the level of the wholesale markup on the price of natural gas sold by the public joint stock company
Beltransgaz to end customers in the Republic, as well as an obligation of the Byelorussian party not to intro-
duce a special state right (golden share) with respect to the participation in the management of the public
joint stock company Beltransgaz. Therefore, the Lukashenko regime, which is in the situation of interna-
tional isolation and which depends on Russia more than Russia depends on it (only 20 per cent of the total
exports of Russian natural gas are transported via the Byel orussian territory) showed white flag and accepted
two conditions put forward by Russia: a time phased raise of natural gas prices and the acquisition of at |east
50 per cent of sharesin the natural gas transportation system of the Republic of Belarus.




In May, there were observed certain events related to the most popular topic of the modern Russian poli-
cies — the “succession” problem. As a result, the political weight of S. Ivanov increased. Mr. S. Ivanov, the
first deputy Prime Minister, gave a large press conference in the course of which he answered questions of
journalists for more than 2 hours. The conference was dedicated to the topic of “Industrial development of
Russia.” However, the questions asked at the conference concerned a much more broad range of issues; in
this respect, it was comparable with the annual speeches delivered by V. Putin, or the March press confer-
ence given by D. Medvedev. Among other interesting things said by S. Ivanov there should be specially
mentioned the following: the praise of Russia’s accession to the WTO and his confidence that negotiations
should be successfully completed soon, his words that Russia was de facto aready integrated with the EU
(“We are the third partner of the European Union after the USA and China in terms of the amount of trade
turnover”), the insistence that there was the necessity of symmetric actions on the part of countries partici-
pating in the Treaty on Conventional Armed Forces in Europe (CEF) (i.e. the moratorium on the compliance
with this treaty should be introduced until other countries ratify it), that Russia was not ready to cooperate
with the USA in the sphere of the anti-ballistic missile defense program; however, according to S. lvanov,
“Russiais ready to develop its cooperation with partners of the US “in many spheres.” Mr. Ivanov also criti-
cized the Organization for Security and Cooperation in Europe (OSCE) — according to S. Ivanov this organi-
zation focused on the monitoring of the situation with democracy in the CIS member countries (perhaps,
monitoring should be carried out at some other places). As concerned the declared topic of the conference, S.
Ivanov stated that he bears a heavy burden of responsibility for “very important spheres.” The first deputy
Prime Minister reminded that “| supervise 26 federal target programs, on which 1 trillion 314 billion 33 mil-
lion rubles are spent a year.” Among the priorities of Russia’ s industrial development, S. Ivanov named air-
craft and shipbuilding industries, construction of roads, scientific centers, and an increase in energy capaci-
ties. According to S. lIvanov, these problems could be settled via creation of “large holdings,” whereas the
goal of atwofold raise in GDP could be “attained in 2011 if not yet in 2010.”

As concerns D. Medvedev, in May he practically disappeared from the state television channels and dur-
ing one week of this month there were absolutely no news about his activities. However, this fact may be
explained not only by the apparent decline in his political influence, but also the total disappearance of the
issue of “national projects’ from the ideological arsenal on the whole due to the apparent prablems encoun-
tered in the course of their implementation and PR activity concerning these projects. In May, S. Chemezov,
the head of the Rosoboronexport and a personal friend of V. Putin publicly stated that he lacked presidential
ambitions and was not going to seek a place in the Russian leadership. Of course, this statement does not
mean anything in itself; however, it reflects a certain trend.

In May, the idea and supporters of the third term in office for V. Putin suffered yet another blow. The
consistent advocate of the third term idea, S. Mironov, the Chairman of the Federation Council and the Just
Russia party, in fact disavowed his statements made two months and two weeks earlier saying that “...we
will take no decisions concerning the third term. The President has said that this issue is out of question”
(just sometime earlier S. Mironov was sending letters to regional parliaments asking to approve his initiative
and assured that support for this initiative was growing day by day). In fact, the head of the aternative party
had publicly brought shame on himself by renouncing of his declared and in a certain sense electoral idea
Therefore, thereis arisk that in the course of the eection campaign he also might be guided not by the inter-
ests of his organization, but by commands from above. As concerns the third term itsdf, similarly to the
situation with Mr. Chemezov these devel opments only indicate the respective trend. The arguments put for-
ward by the ruling group in support of the third termin office for V. Putin are rather serious and it is highly
probable that this theme will be reanimated in January or February of this year.

The RF State Duma has adopted the draft budget for years 2008 through 2010 in the first reading. The de-
velopment of the draft of a three year federal budget should be welcomed, since it significantly increases the
predictability and stability of the state policy fixed by the budget. The concept of the budget and its key pa-
rameters (revenues, expenditures and budget surplus) envisages that revenues should make Rub. 6.64 trillion
and expenditures should amount to Rub. 6.57 trillion. It is planned that in 2009 and 2010 revenues and ex-
penditures will be practically equal making Rub. 7.4 trillion and Rub. 8 trillion respectively (however, all
Duma deputy groups require to raise social and infrastructure expenditures on the eve of the near parliamen-
tary elections).

It is expected that in the situation of declining prices of hydrocarbons revenues of the federal budget will
decrease from 23.2 per cent of GDP in 2006 and estimated 22.3 per cent of GDP in 2007 to 19.0 per cent in
2008, 18.8 per cent in 2009 and 18.1 per cent of GDP in 2010. However, whereas the decline in revenues of
the budget should make 14.8 per cent (in terms of their share of GDP) expenditures borne by the budget will



not be reduced and even grow significantly — up to 18.8 per cent of GDP in 2008 and 18.1 per cent of GDP
in 2010. In 2009 and 2010 the budget surplusis planned to be at zero.

The priorities of the budget for years 2008 through 2010 are as follows: expenditures for social policy (a
growth by 74 per cent) and transfers to extra-budgetary funds, primarily, the RF Pension Fund (an increase
by 73.6 per cent). These indicators apparently reflect the priority of the election campaign for the ruling
group. Expenditures for defense and law enforcement agencies grew in proportion to the general increasein
the budget expenditures; at the same time, expenditures for health care and education will grow much below
the average level of increase. It is expected that “national projects’ will be gradually returned to the budget.
Given the election nature of the budget, it is surprising that the project most close to failure, “ Affordable
housing,” is planned for continuation.

It is estimated that the amount of the domestic debt should increase two times: up to Rub. 2.8 trillion in
2010.

Therefore, it may be stated that a conservative budget policy, of which the RF Government was justly
proud of, was significantly fractured. In fact, the approved draft budget abandons the principle of maintain-
ing of a budget surplus that leading to a growth in state expenditures simultaneously with an escalation of
borrowings. An even more alarming signal to the supporters of the course pursued by the RF Government
was sent in the May statement of V. Putin, who said that the financial resources of the RF Stabilization Fund
should be spent for purchase of shares in Russian companies. Although the RF Government pretends not to
hear this statement (and the Presidential Administration refrains from reminding about it), it demonstrates
thelevel of “political correctness’ of the Russia' s leadership.

The Russian Parliament has approved the constitutional law concerning the creation of an investigative
committee under the office of the RF Prosecutor General. A Presidential Ambassador A. Kotenkov stated
that this law was initiated personally by V. Putin in spite of protests voiced by officials of the RF Prosecutor
General office. Investigation should be vested with a special separate body under the RF Prosecutor General
office — the Investigative Committee. This Investigative Committee should be headed by a Chairperson with
the status of the first deputy Prosecutor General; however, this official will not be subordinated to the Prose-
cutor General. The head of the Committee should be appointed by the RF Federation Council and nominated
by the RF President, whereas deputy Chairpersons should be appointed by the RF President and nominated
by the Chairperson of the Investigative Committee. The RF Prosecutor General will delegate to the head of
the Committee the powers related to the initiation of criminal cases against persons having immunities
(Prosecutor General, State Duma deputies, senators, judges, former Presidents, candidates running for the
office of the President, members of the Central Election Commission, the Chairperson of the Audit Cham-
ber). In fact, amendments create a “ super Prosecutor General office within the Prosecutor General office’
subordinated to V. Putin personally, what reflects his apprehensions that the present personal composition of
the RF Prosecutor General office still may pursue interests of some other person than the President in spite
of the last year purge. As a*consolation prize’ there was introduced the amendment making it not necessary
for officials of the Prosecutor General office to have a record of work at prosecutor offices of lower levels.
The main thing required of the hierarchy of prosecutors is to follow right orders. It should be noted that this
idea has nothing in common with the proposal put forward earlier by D. Kozak that investigation should be
separated from and be independent of the prosecution; the prosecutor offices should have retained only su-
pervision functions and the function of representation of prosecution in courts. However, the new law retains
investigative committees under the Ministry of Interior, the Federal Security Service, and the Russian State
Committee for Control over the Illegal Trafficking of Narcotics and Psychotropic Substances (Gosnarkokon-
trol).

In May, M. Fradkov, the RF Prime Minister, appointed one of his key aids V. Milovidov, who had already
had an experience of top administrative work at the former Federal Commission for Securities Markets
(FCSM), at the post of the Chairman of the Federal Financial Markets Service (FFMS). According to the
official report, the former head of the Commission, O. Vyugin, who was close to A. Kudrin, the RF Finance
Minister, voluntary resigned in order to work in the private sector. Therefore, there should be noted a certain
increase in the influence of the Prime Minister.

In May there were appointed two new heads of Russia’ s regions. There was registered the first instance of
resignation of a Governor appointed by the RF President dueto the “loss of trust” on the part of V. Putin. It
was L. Korotkov, the head of the Amur oblast, reappointed by the RF President at this office two years ear-
lier. Mr. Korotkov could not withstand the consolidated pressure of the prosecutor office, the United Russia
party (he was not a member of this organization), and, judging by the nomination of his successor, the forces
interested in the office he had hold (the office of the Amur oblast Governor was taken by having nothing to
do with this region N. Kolesov, a creature and former townsman from Tatarstan of K. Iskhakov, the RF
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President’s Ambassador in the Far East Federal Okrug). At the same time, A. Kuzmitsky, a resident of St.
Petersburg, was appointed as the Governor of Kamchatka. Therefore, there becomes noticeable a trend from
the earlier practices of reappointment of current Governors towards the distribution of this office in the feu-
dal ownership of persons personally closeto V. Putin or his entourage.

S Zhavoronkov

Budgetary and Tax Policy

According to the tentative performance of the budget as of January-April 2007, the level of revenue of the
RF federal budget made 21 per cent of GDP; the expenditures accounted to 15.1 per cent of GDP, budget
surplus has come up to 5.9 per cent per cent of GDP. Within January - March of 2007 the RF consolidated
budget revenues made 32.7 per cent of GDP, consolidated budget expenditures made 22.4 per cent of GDP,
and consolidated budget surplus accounted to 10.3 per cent of GDP. As of May 1, 2007 the volume of finan-
cial reserves of the RF Stabilization Fund made RUR 2 290.5 billion, as compared with RUR 2 812.2 bin on
April 1, what makes 10.6 per cent and 10.4 per cent of annual GDP accordingly.

The most noteworthy developments in the budget sphere at the end of April-May 2007 were a draft Law
“On the federal budget for 2008 and for the period to 2010 ", presented to the State Duma, the letter of the
RF President to the Federal Assembly of the Russian Federation and the amendments, introduced by the
State Duma to the Law “On the federal budget for 2007” in regard to revenues generated from "NK
YUKOS".

The State of the Federal Budget

The dynamics of basic parameters of the RF federal budget in 2005-2007 is presented in Table 1. Accord-
ing to the tentative estimates of the federal budget execution on cash basis, made by the RF Ministry of Fi-
nance, in January-April 2007 the federal budget was executed in terms of revenue in the amount of RUR 1
925,5 mipa. py6. (21 per cent of GDP), in terms of expenditures —in the amount of RUR 1 386.5 bin (15.1
per cent of GDP). The budget surplus made RUR 539.1 bin.(5.9 per cent of GDP). It should be noted that the
amount of revenues and expenditures of the federal budget within the period under review in absolute terms
were somewhat higher than the respective indicators of the relevant period of preceding year (revenues -
RUR 1 875.6 hillion, expenditures — 1 189.1 hillion). Nevertheless, in regard to GDP the indicators have
declined (25.4 per cent and 16.1 per cent of GDP accordingly). It should be noted, that the budget surplus
has decreased in both, absolute terms and in regard to GDP share versus the indicators of preceding year
(RUR 686.3 hillion, i.e. 9.3 per cent of GDP).

Table 1.
Basic Parameters of the RF Feder al Budget in 2005 — 2007 (% versus GDP)
2005 April 2006 2006 April 2007
Revenues 23, 7% 25,4% 23,5% 21,0%
Expenditures 16,2% 16,1% 16,2% 15,1%
Deficit (-)/ Surplus (+) 7,5% 9,3% 7,4% 5,9%
Source: RF Minigtry of Finance, IET estimates
Table 2.
Amount of Revenuesto the RF Federal Budget in 2005-2007 rr.
(per cent of GDP in terms of cash basis execution)
2005 April 2006 2006 April 2007
Taxes and other payments administered by the 12,33% 12,90% 11,27% 10,19%
Federal Tax Service
Taxes and other payments administered by the 9,73% 11,33% 10,76% 9,82%
Federal Customs Service
Receipts administered by the Federal Agency 0,27% 0,20% 0,26% 0,13%
for Management of Federal Property
Revenues of the federal budget administered by 1.35% 0,96% 1.25% 0,88%
other federal structures
Total revenues 23,67% 25,39% 23,54% 21,02%

Source: RF Minigtry of Finance, IET estimates




The structure of tax revenues to the federal budget for the period under review as broken by individual
federal administrative bodiesis presented in Table 2.

As one can see from the data, presented in the Table, in the first four months of 2007 the volume of tax
and other revenues as broken down by individual administrative bodies has decreased in comparison with
the data registered in the same period of preceding year. Tax revenues, administered by the RF Federal Cus-
toms Service, made 10.19 per cent of GDP, what is nearly 2.7 lower than relevant indicators of January-
April of 2006. The share of revenues administered by the RF Federal Customs Service, accounted to 9.82
per cent of GDP, (11.33 per cent of GDP in 2006, i.e., the decline made over 1.5 per cent). The scope of
revenues, administered by other Federal Agencies, as of the results of the first four months of 2007 also
demonstrated some decrease (by 0.08 per cent of GDP) and made 0.88per cent od GD as compared with the
relevant indicators of previous year and accounted to 0.88 per cent of GDP ( 0.96 per cent of GDP in 2006).

For more detailed analysis of the above mentioned tendencies there required the data, published by the RF
Treasury. Though the data is available only for the first quarter (i.e., one month less than the data, published
by the RF Ministry of Finance), the tendencies of preiminary data for the first quarter are much the same as
observed in the first four months of 2007. (See Table 3) The utmost decline in terms of GDP share in the
first quarter of 2007 was observed in the following revenue sources: import customs duties (-2,1 per cent of
GDP), VAT for the goods, sold on the RF territory(-2 per cent), tax on profit of enterprises (-1,6 per cent). It
should be noted, that those taxes totaled over 58 per cent of the gross revenues of the federal budget for
January-March 2007. The highest growth in terms of GDP share was observed in the following budget lines:
VAT on the goods, imported to the RF territory (+0.41 per cent) and import customs duties (+0.15 per cent).
The share of those taxes in the total amount of federal budget revenues has reached somewhat less than 19
per cent as per budget execution results within the first three months of 2007. As concerns other budget
lines, the changes were insignificant (within 0.1 per cent of GDP). The above changes in the budget reve-
nues, broken down by the types of taxes and duties, have resulted in the decline of the federal budget reve-
nues versus GDP level both, for thefirst quarter and for the first four months of 2007.

Table 3.

Amounts of Revenues of the RF Federal Budget ( by Basic Lines)within 2005-2007
(in per cent of GDP)

2005 |[March 2006/ 2006 |March 2007
TOTAL BUDGET REVENUES 23,72% 26,62%| 23,58% 20,95%
1. Enterprise Profit Tax 1,75% 1,86% 1,92% 1,76%
2. Unified Social Tax 1,24% 1,19% 1,19% 1,21%
3. Taxesfor Goods and Services, imported tothe RF Territory 5,16% 554%| 3,82% 3,41%
3.LVAT 4,75% 5129 3,47%) 3,08%
3.2. Excises on taxable goods 0,41% 0,42% 0,35% 0,33%
4. Taxesfor Goods and Services, imported tothe RF Territory 2,15% 2,21%| 2,27% 2,62%
4.1 VAT 2,07% 2,13% 2,20% 2,54%
4.2. Excises on taxable goods 0,08% 0,08% 0,06% 0,08%
5. Severance taxes 3,95% 4,85% 4,11% 3,27%
6. Import tax duties 1,25% 1,27% 1,28% 1,42%
7. Export tax duties 6,25% 7,98% 7,12%) 5,869

Source: RF Tressury, |ET estimates.

The preliminary data, estimated by the RF Ministry of Finance on financing of Federal Budget expendi-
turesin January-April of 2007 are presented in Table 4.

As one can see from Table 4, there was observed high volatility of total funding, depending on the period
under review. Thus, as of the year results of 2006 the expenditures amounted to about 16.4per cent of GDP,
within January-April 2007, they increased to 23.7per cent of GDP. However, there has been a decline of
funded expenditures as compared with the relevant indicator of the preceding year (25.5per cent of GDP as
of the end of April 2006).

Comparison of the structure of expenditures as broken down by sectors within January-April of 2007 with
the relevant indicators of preceding year, the changes were variable. The outmost downgrading (in terms of
GDP share) was observed in the following budget lines: Interbudgetary transfers (-1.48 per cent), Federal
issues (-0.38 per cent), National defense (-0.13 per cent) and Social policy (-0.13 per cent). The share of
expenses for those budget lines made 67.9 per cent in the total expenses of the federal budget within the first
four months of 2007. The utmost growth (in terms of GDP share) was observed in such budget lines as Na-
tional Economy (+0.18 per cent), Education (+0.11 per cent) and Housing and public utilities (+0.10 per
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cent). Expenditures under those three budget lines have accounted to 13.7 per cent of the total expenses on
the federal budget. In other budget lines there were no significant changes (less than 0.1 per cent in GDP).
The above changes in expenditures by sectors of the federal budget have reduced the share of total expendi-
turesin the GDP for January-April 2007

Table 4.
Financing of the RF Federal Budget in 2005-2007 (in per cent of GDP)
2005 April 2006 2006 April 2007

Federal issues 2,58% 3,29% 2,19% 2,91%
Including expenditures associated with
the servicing of federal and municipal 1,06% 1,20% 0,65% 0,77%
debt
Nationa defense 2,71% 4,05% 2,57% 3,92%
National security and law enforcement 2,05% 3,21% 2,08% 3,28%
Nationa Economy 1,17% 1,55% 1,31% 1,73%
Housing and public utilities 0,04% 0,22% 0,20% 0,32%
Environmental protection 0,02% 0,04% 0,03% 0,03%
Education 0,73% 1,09% 0,78% 1,20%
%‘é'(;i“f cinematography and mass 0,22% 0,28% 0,21% 0,28%
Health care and sports 0,42% 0,83% 0,56% 0,76%
Social policy 0,88% 1,32% 0,81% 1,19%
Interbudgetary transfers 577% 9,58% 5,68% 8,10%
Total expenditures 16,58% 25,45% 16,40% 23,73%

Source: RF Minigtry of Finance, IET estimates

The basic reason of reduction of the share of expenditures and revenues of the federal budget in GDP in
January-April of 2007 versus the rdevant period of 2006 is explained by accderated growth of GDP. The
GDP growth (as compared with the growth of GDP in January-April of 2006) is based on three factors. First,
abnormally warm winter allowed to continue construction works. Secondly, in early 2007, there were ob-
served increased investment and consumer activities. Third, the significant role played by the tax base ef-
fect(at the beginning of 2006 the rates of GDP growth were rather slow)1.

There can be highlighted several reasons for the growth rates of the federal budget revenues were not as
high as the rates of Russian economy in the first four months of 2007:

1) the federal budget revenues are highly dependant on proceeds from commaodity economy (about a half
of the federal budget proceeds were made by export duties and tax on extraction of mineral resources). The
volume of industrial production in the first quarter of 2007 has exceeded the same indicator of the relevant
period of 2006 (by 8.4 per cent). Apparently, the volume of mineral extraction could not grow at the same
rates. The slower growth rates of commodity sector have resulted in decrease of the share of export customs
duties and tax on mineral extraction tax in GDP.

2) it should be also mentioned that oil prices have been reduced in the first months of 2007 as compared
with the relevant period of 2006 (See Table 5).

Table 5.
Oil Pricesin the First Quarter of 2006 and 2007
: : 2
Average pricesfor Uralsail, USD per barrel 2006 2007
January 59,18 49,79
February 56,37 53,73
March 57,53 58,69

! GDPin thefirst quarter of 2007 was by 7.9 % higher than in the first quarter of 2006, the corresponding indicator for
therelevant period of 2006 made accordingly 4.6 % and 5% in 2005.
2 The above prices are used for tax purposes




3) One of the basic reasons for reduction of the share of VAT proceeds to the federal budget in terms of
VAT for goods and services, provided on the RF territory. It could be explained to some extent by the trans-
fer to the natification procedure of VAT refund to exporters, introduced from January 1, 2007. As a result,
the procedure of VAT refund has been considerably accel erated. Under the former VAT refund procedure, in
thefirst quarter of 2007 the refund would be provided to the taxpayers, who made export operations in 2006,
and the majority of taxpayers, who exported their goods or services in the first quarter of 2007 (or even in
2006), would have obtained the refund later.. With the new VAT refund procedure the mgjority of taxpayers
of both categories have been refunded in the first quarter of 2007, which resulted in a decrease of that tax
proceeds.

In May the RF Treasury has published the information on the execution of the RF consolidated budget
and non-budgetary public funds for the first quarter of 2007. As per results of January-March of 2007, the
expenditures and revenues of the RF consolidated budget accounted to 32.7 per cent and 22.4 per cent of
GDP accordingly. According to Table 6, one can see that those indicators are much lower than the relevant
indicators of 2006 ( 37.9 per cent and 24.2 per cent of GDP accordingly). The surplus of the RF consolidated
budget in January-March of 2007 made 10.3 per cent of GDP, what is also lower than the indicator of 2006
(13.6 per cent of GDP). According to the RF Treasury information on the budget execution of the extended
RF government for the first quarter of 2007, the volume of revenues made 37.3 per cent of GDP, expendi-
tures —25.8 per cent of GDP, while the surplus accounted to 11.4 per cent of GDP.

Asof May 1, 2007 the volume of assets of the RF Stabilization Fund made RUR 2,920.5 bIn, as opposed
to RUR 2,812.2 bin on April 1, 2007, what makes 10.6 per cent and 10.4 per cent of GDP in annual terms
accordingly.

Table 6.
Execution of the RF Consolidated Budget in 2006 - 2007
(in per cent of GDP)
2006
| I m- v v viJvelvin]ix [ x ] x [xi
Taxes* 36,2 344 [37,9 |371 [372 |368 |366 354 [354 (351 |348 |355
Revenues 17,6 21,0 242 [254 |24,7 [255 |253 [251 |24.8 [247 |251 [278
Deficiv 18,7 134 (136 (117 |125 |11,3 |11,3 [114 [106 [104 (107 | 7.7
Surplus
2007
| I m- v v viJvelvin]ix [ x ] x [xi
Taxes* 30,9 296 |32,7
Revenues 14,2 190 |22,4
Deficit/
Surplus 16,7 10,6 103

Source: RF Minigtry of Finance, IET estimates

Major developments in the budgetary sphere.

On April 2007 the RF Government has presented to the State Duma the Draft Law “On the Federal
Budget for 2008 and for the period up to 2010". It has to be highlighted, that the budget is planned for three
years for the first time in the Russian practice. It should be noted, that with all the advantages of the three-
year budget planning, it is connected with certain difficulties. On the one hand, this new approach increases
the predictability of budget policy, makes more distinct the three-year period commitments in terms of
budget expenditures, but on the other hand, it requires greater accuracy of estimates and increased responsi-
bility for any mistakes in planning.

Basic parameters of the budget draft, as well as the data on Federal budget execution for 2000-2007. (for
2007 r. —|ET) are presented in Table 7.

Analyzing the data on the actual execution of the RF federal budget in 2000-2006 (See Table. 7), one can
highlight several major trends: first, a steady growth of federal budget revenues, which have upgraded within
this period more than 1.5 times. Second, stabilization of the share of expenditures in the past three years at
the level of 16per cent of GDP. Third, the rapidly growing surplus of federal budget: from 2002 to 2006 the
amount of surplus increased 5.3-fold, having reached 7.5per cent of GDP; fourth, the continuing high de-
pendence of the budget revenues from energy sources, which results in steady deficit of other than oil and
gas proceeds.



Based on the data presented at the Table. 7, one can come to conclusion, that in the period of 2007-2010
dramatic changes can be expected in the above trends. In the first place, due to the anticipated decline in
world oil and gas prices, slower growth rates in the production and export of hydrocarbons, as well as in
view of the strengthening of the RUR against USD, there expected more than two-fold decline of the share
of the federal budget oil and gas proceeds in terms of GDP, i.e.,from 10.9per cent in 2006 to 5.2per cent in
2010.

Table 7.
Basic Parameters of the Federal Budget in 2000-2010 (in % of GDP)
Actual data Esti- Budget draft
mates

2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010
Revenues 155 | 17,8 | 203 | 195 | 201 | 237 | 236 | 203 190 |188 | 181
Otherthanailand | 1,7 1937 | 151 |141 | 135 |136 |127 |122 122 |129 |128
gas proceeds
gegnsdgas‘m 38 |47 |52 |54 |66 |101 |109 |81 68 |59 |52
Expenditures 142 | 148 | 189 | 178 | 158 | 163 | 161 | 183 188 | 188 | 181
Indudingailand | >, |19 |29 |37 |20 |23 |29 |49 61 |53 |45
gas transfer
Saving oil and gas 14 2.8 23 17 4,6 7.8 8,0 3,2 0,7 0,6 0,7
revenues
Balance of the RF
federal budget, % | 1,4 |30 |14 |17 |43 |74 |75 |20 02 |00 |00
in GDP
Non-olandgas | o5 |17 |38 |37 |23 |27 |34 |61 66 |59 |53
deficit

Source: RF Minigtry of Finance, IET estimates

This reduction of oil and gas proceeds will not be adequately compensated by structural revenue growth.
As aresult, the reduction of budget revenues by 5.5 p.p. versus GDP in 2010 is expected as compared with
2006 At the same time, an explicit increase in the aggregate federal budget revenues in 2007-2010. Signifi-
cant reduction of budget revenues in the background of increasing expenditures should lead, according to the
Ministry of Finance estimates, to a zero balance of the budget already in 2009

It should be noted that the growth of expenditures in 2008-2010, as well as amendments to the effective
budget for 2007 are directly related to the initiatives, expressed by RF President V.V. Putin in his annual
message to the Federal Assembly of Russian Federation on April 26, 2007 g

Among the "new challenges", set forth by the President, the following ones should be highlighted: alloca-
tion of budget assets for creation of a special fund the reform of housing and public utilities in the amount of
RUR 250 hillion; allocation in 2007 from the Stabilization Fund RUR 300 billion for capitalization of devel-
opment institutions, first of all, the Bank Devel opment, Investment Fund, Russian Venture Company (having
estimated further funding for this purpose); allocation of RUR 100 billion for roads and road network devel-
opment (in the cities); allocation of RUR 130 billion for a special Russian corporation for development of
nanotechnol ogies.

Another notable devel opment in the public sector was the Law “ On amendments to article 6 of the Federal
Law “On the federal budget for 2007 (in regard to revenues derived from OAO NK YUKOS)” adopted by
the State Duma on May 18. The Law stipulates that the total amount of arrears to the budgets of the Subjects
of the Russian Federation, local government budgets and non-budgetary funds, should be mainstreamed in
the federal budget.

Theamount of “NK Yukos® liahilities on tax and non-tax payments to be credited to the budget system of
the Russian Federation (according to the RF Federal Tax Service, declared in the case on bankruptcy) exceed
RUR 400 billion. Proposals on utilization of those funds will be presented to the State Duma by the RF gov-
ernment upon after the actual crediting of the assets to the federal budget. According to A. Kudrin, the RF
Minister of Finance, the funds, credited to the budget from NK Yukos, "can be addressed at formation of the
Russian Corporation for nanotechnology development and for the reform of housing and public utilities.

O. Kirillov., A. Mamedov., V. Nazarov.

10



Monetary and Credit Policy

In April of the current year inflation in the RF (+ 0.6 per cent) was sustained as compared with both,
March 2007 and the relevant period of preceding year (+ 0.4 per cent). There were observed the speedy
growth of foreign currency and gold reserves in the country, which has reached the volume of USD 394. 3
bin and +4.5 per cent in terms of monetary base. The RF Central Bank has responded to the rapid growth of
monetary supply with the increased standards of mandatory reserves 0.5-1 p.p. depending on their commit-
ments.

In April consumer price index has made 0.6 per cent (against 0.4 per cent in April 2006; seeFig. 1). Like
in March, the utmost input in consumer prices growth in April was made by food stuffs. Their prices have
been increased by 0.8 per cent on average country-wide (as opposed to + 0.3 per cent in April of 2006). It
should be noted that the rate of food stuffs price growth in comparison with the previous year was based on
the increased CPI in the current month, like in April 2006. The utmost growth of price was observed for
vegetable and fruit products (+ 3.1 per cent against + 0.3 per cent in April of 2006), grits and beans (+ 01.1
per cent against + 2.1 per cent in April of 2006), fish and sea food (+ 0.6 per cent against + 0.4 per cent in
April of 2006 ). Some decrease in April was observed in prices for granulated sugar (— 0.7 per cent against -
7.4 per cent in April of 2006).

Upgrading of commercial public services in April reached 0.5 per cent (+ 0.6 per cent in April of 2006).
The utmost growth was observed in regard to public transport (by 1.8 per cent), culture organizations (+ 1.6
per cent), health-care and resort services (+ 1.6 per cent) and public services (+ 1.4 per cent). Besides, there
was no decreasein prices for housing facilities (-0.1 per cent) and communication services (-0.1 per cent).

Fig. 1
The Growth Rate of the CPI in 2002 - 2006 (% per month).
3,5%
30% |-
2,5% -
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1,5%
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0,0%
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§:338%33585:3858%33558%:353835:

Source: RF Statistical Service

Non-food products have also grown in pricein April; they have been raised by 0.4 per cent on average (+
0.3 per cent in April of 2006). The growth of non-food products prices were caused mainly by the growth of
prices for construction materials (+ 1.3 per cent) and footwear (+ 0.7 per cent). It should be mentioned, that
in March there was observed some decrease for audio-and video products(— 0.4 per cent).
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The basic consumer price index3 in April 2007 made 0.5 per cent (versus the relevant period of preceding
year 0.4 per cent). According to the bulletin of approximation short-term estimates of the RF socio-economic
indicators, published by IET, the CPl in May 2007 made 0.6 per cent.

The basic consumer price index growth4 in April 2007 made 0.5 per cent (versus the relevant period of
preceding year 0.4 per cent). According to the bulletin of approximation short-term estimates of the RF
socio-economic indicators, published by 1ET, the CPI in May 2007 made 0.6 per cent.

Within April 2007 the monetary base (in broad definition®) has been increased by RUR 385 bin, to RUR
4594,2 bin (plus 9.1 per cent). The volume of the monetary base in broad definition made RUR 4209.2 bil-
lion as of April 1, 2007. Let us consider the dynamics of the monetary base in broad definition by compo-
nents.

The increased amount of cash in circulation in April of the current year (by 4.6 per cent) and mandatory
reserve funds insignificant decrease (- 4.5 per cent) has led to the growth of monetary base in narrow defini-
tion (cash plus mandatory reserve funds)6 by 4.5 per cent (see Fig. 2). In this background gold and foreign
exchange reserves of the RF Central Bank have grown by 7.7 per cent and made RUR 369.1 hillion as of
May 1. Within the first three weeks of May they have been further increased by 6.8 per cent and reached the
amount of USD 394.3 hillion. Such a rapid increase in reserves was primarily based on the large inflow of
capital to the country as a result of IMF IPO. In such circumstances, the Bank of Russia, to avoid excessive
RUR strengthening, purchases foreign currency, bought in the country thereby increasing the international
reserve assets.

Fig.2.

Changes in the M onetary Base and in the Gold and Foreign Currency
Reservesin 2006 - 2007.
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Source: RF Centrad Bank

% Basic index of consumer prices is an indicator of the inflation level without regard to seasonal price reduction (fruit
and vegetable products) and to administrative measures (tariffs for government-regulated services, etc.). It is estimated
by the RF Statistics Service

* Basic index of consumer prices is an indicator of the inflation level without regard to seasonal price reduction (fruit
and vegetable products) and to administrative measures (tariffs for government-regulated services, etc.). It is estimated
by the RF Statistics Service

® The RF monetary base in broad terms with no regard to the cash issued by the Bank of Russia and the balance of
Compulsory Reserve Accounts on credit organizations in national currency, deposited in the Bank of Russia, taking
into account the assets of correspondent accounts and bank deposits, allocated in the Bank of Russia.

® We should remind, that the monetary basis in broad terms is not a monetary indicator, but an indicator of the Bank of
Russialiabilitiesin national currency. The monetary base in narrow terms is a monetary indicator (one of the indicators
of monetary supply), ultimately controlled by the Central Bank of Russia.
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The major part of incoming liquidity has been accumulated in the RF Stabilization Fund, the volume of
which has reached as of May 1 2007 RUR 2920.5 hillion, or 20 per cent of GDP (plus 108.3 bin as com-
pared with April 1, 2006). In comparison with the relevant period of the preceding year the volume of Stabi-
lization Fund has grown by RUR 122.9 bin.

It should be noticed, that according to the IET RF published model short-term socio-economic forecasts,
the volume of the accumulated of gold and foreign exchange reserves by the end of the year of 2007 should
overcomethelevel of USD 370 billion.

According to the information of the Federal Treasury, payments under external debt in April of the current
year have made USD 179.7 million. The amount of USD 145.6 million was addressed to repayment of the
external debt and USD 34.1 million was paid for the services thereof. Herewith, USD 65.9 million was mil-
lion was spent to cover the debt of Russia, USD 113.6 million for the World Bank and EBRD loans, USD
0.2 million for loans raised upon bonds

Inlate April, the RF Central Bank has published the second edition of a report on the structure and the re-
sults of gold and currency reserves management in the I-111 quarters of 2006. According to the report for the
first three quarters of 2006, the Bank's assets in Russia reserve currencies rose by USD 82.3 hillion, includ-
ing the interest income and revaluation of securities for 6.4 billion USD (8 per cent of total growth).

The Bank of Russia estimates the reserve foreign currency and operating and investment portfolios. The
operating portfolio is designed to maintain a high level of liquidity reserve assets needed to accomplish the
RF Central Bank functions for the monetary and exchange rate policies. The investment portfolio used to
invest the money in less liquid, but higher risk assets. During the test period the operating assets portfolio
grew by 35 per cent, and investment one -to 102.7 per cent. The investment portfolio has grown by was jus-
tified, because the volume of operating assets is corresponding to international standards.

Performance operating portfolios, as in the first half of 2006, was in al currencies lower income portfolio
in the same currency. The report is based on the rise of interest rates in the first half of 2006, resulting in an
investment portfolio, invested in long-term securities, which have demonstrated lower yields. However, we
believe that this situation still shows some failures the management of in reserves.

Therefore, currently, under conditions of substantial inflow of foreign currency in the country, the interest
rate is a negligible factor in the changes in the share of the gold and foreign currency reserves. However, in
case of aggravation of the external economic environment and declined capital inflow to the country, the
results of reserves management will definitely play a big role.

P. Trunin

Financial Markets’

In May the situation in the Russian financial market was rather variable. On the .one hand, the uncertainty
in regard to further position of the USA IRS in terms of monetary and credit policy and further growth of the
US economy has boosted up some growth of the US securities, which has stimulated some growth of the US
securities, followed by the relevant dynamics of the Russian foreign currency bonds. However, extremely
favorable situation with the liquidity in bank sphere was making for stabilization of the internal debt market
and even some growth as of monthly results. The most problematic segment of the Russian financial markets
was the securities market, where there was observed the withdrawal of assets within the whole month, re-
sulted in considerable decrease of quotations. It is remarkable, that those developments were happening at
the background of rather high oil prices and favorable dynamics of the leading stock indices.

Government securities market

As of May results, in the Russian foreign currency debt market there was observed some growth, largely
due to the dynamics of the US debt market.

For example, earlier this month in the United States the information was published on some macroeco-
nomic indicators, which did not adequately characterize the situation in the US economy. On the one hand,
there were some problems in the real estate market, and on the other hand, the industrial sector proved the
stability of economic growth. The US corporations also demonstrated rather high financial indicators. In this
regard, at the meeting of the USA IRS, scheduled for May 9, the investors anticipated the sustained rate, so
the fluctuations of quotations of the US debt have been limited, what has been reflected in the Russian Euro-

" In the course of preparation of the survey, there were used analytical materials and surveys published by the Zenith
Bank, investment company ATON, MICEX, and the materials presented at web sites of Russian issuing companies.
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bonds segment. The investors' expectations have been reflected at the meetings of the US IRS, European
and British Central Banks in the second week of May. In the United States and in Euro zone rates were | eft
unchanged, while the British CB increased the rate by 0.25 p.p. These developments have not affected the
dynamics of the US Treasury bonds and Russian Eurobonds, and their profitability staid within the achieved
level.
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The second half of the month was marked by the publication of a number of favorable macroeconomic in-
dicators on real estate market and industrial sector, which resulted in some growth of the US bonds. The
need for milder monetary policy in the United States has been reduced, and the investors reacted by an in-
crease in the offers. Some adjustments occurred in the Russian Eurobonds, though they were less expressed
than in the United States. By the end of May, an increase profitability of American bonds continued, as an-
other block of positive macroeconomic statistics has been published in the United States. The Russian bonds
downgrading was somewhat |ower.

As of May 25, the Russian Eurobonds' RUS 30 yield to maturity made 5.7 per cent per annum, RUS-18 —
5.84 per cent per annum. As of the same date, the yield to redemption of the Russian Eurobonds made: for
the eight tranche of external currency debt bonds — 6.32 per cent, seventh tranche bonds — 5.44 per cent, fifth
tranche bonds- 5.49 per cent, RUS-07 — 5.33 per cent.

The situation in the government debt ruble market at the beginning of May remained fairly stable. There
were observed no positive dynamics in the quotations, so the price increases were observed. On the other
hand, the Russian ruble bonds were supported by favorable liquidity in the banking sector, which was on a
rather high level. There were no expressed changes in the second week of the month. Federal bonds barely
reacted neither to the dynamics of external market, nor to the increasing liquidity of the accounts of com-
mercial banksin the Central Bank. Quotations of the majority of bonds reached the minimum values, so the
investors refrained from further acquisitions.

Early in the second half of May, positive trends continued to dominate in the market, based on high level
of liquidity in the banking sector. Several issues GKO-OFZ were in demand, which was partly caused by an
inflow of funds from the primary market, where the demand for an additional OFZ placement has considera-
bly exceeded the offer. But at the same time, a number of Russian officials expressed a concern about the
inflow of financial resources to the country, that could provoke the growth of prices and thus reduce the
effectiveness of counter-inflation policy of the government. To counteract that trend, the RF Central Bank
can use interventions in foreign currency market to support the RUR bonds. The growth of quotations con-
tinued throughout the last week of May. In addition to traditional May factors (high liquidity, stability of the
foreign currency market and external debt market), the growth of quotations of RUR instruments can be
attributed to increased correction actions in the stock market: investors withdrew money from securities and
in this situation, the bonds become quite an attractive investment instrument.

In the period of May 2 to 25 the total turnover in the secondary market of GKO-OFZ made about RUR
58.1 bIn, with an average daily turnover at the level of RUR 3.4 bIn.(as compared with RUR 53 bin with an
average daily turnover at the level of RUR 93.4 bin. In April). Two auctions on OFZ placement were held
during the month. Thus, on May 2 placement of OFZ-PD series 25062 with the issue volume of RUR 11 bin.
was made. The issue volume was RUR 10.9 bln with an average weighted yield at the level of 6.12 per cent
per annum. On May 16 placement of OFZ-AD series 46021 with the issue volume of RUR 15 bin. was
made. The issue volume was RUR 14.97 bln with an average weighted yield at the level of 6.45 per cent per
annum.

As of May 25, the GKO-OFZ market amounted to RUR 982.36 bin at face value and to RUR 991.44 bin
at market value. The duration of the GKO-OFZ market portfolio was 2015.61 days.

Equity Market

Stock mar ket situation.

In May there was observed a noticeable downgrading of the basic indices in the Russian stock market.

The decline of the stock market in early May happened due to both, technical and seasonal factors, caused
by long holidays, as well as by a number of fundamental factors, oil prices reduction was the basic one
among them. Even positive dynamics at the international stock market failed to provide adequate support to
the quotations. As per results of the first week of May, positive dynamics was demonstrated by the bonds of
“Sberbank of Russia’, based on publications of financial reporting, compiled in accordance with interna-
tional accounting standards, as well as “Nornickd” bonds, due to expressed growth of nickel prices in the
international market. However, during the next week negative trends grew stronger. At the sametime, there
was no expressed aggravation of internal and external factors. At the beginning of the second part of May
the market has recovered to a certain extent. Herewith, the market value of a number of “blue chips’ has
grown within 1.5-5.5 per cent. That grown was based on increased oil prices in the international market, as
well as quite favorable situation in the basic international stock markets. Certain impact on the market dy-
namics in general was made by upgrading of RAO “UES of Russia’ bonds in the background to the in-
creased investment program of the Holding, the decision on which was adopted at the Government meeting.
Herewith, the oil and gas sector bonds either sustained at the same level, or even decreased in view of the
expected downgrading of financial indicators of oil companies as or the current half-year results. Those ex-
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pectations came true at the end of the month, when analytics of JP Morgan investment bank have down-
graded the rating of oil and gas companies to “negative” and reduced the general prospects of the Russian
market for 2007. Moreover, the .statement of A. Greenspen, former Head of the US IRS, who expressed a
concern about overheated Chinese stock market and high probability of its further decline, served as a hega-
tive factor. The combination of these factors brought up further deterioration of the Russian market situation
and downfall of indicesto thelevel of the beginning of current year.
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In general, within the period of May 2 to 25, the RTS index has decreased by 7.22 per cent in absolute
terms and made 140.75 points. At the same time the period of turnover of sales on shares, included in the
RTS index, made about USD 649.2 min at the average daily turnover at the level of USD 50.36 min (as
compared with about USD 835.8 min at the average daily turnover at the level of USD 38.2 min in April).
Therefore, the investors' activity in the stock market in May has been noticeably decreased as compared
with the preceding month. The indicators of maximum and minimum turnover in the market trades in May
made USD 71.5 min (as May 11) and USD 18.63 min (as of May 6), accordingly.

As of monthly results (from April 24 trough May 25) the * blue chips’ have shown a decline. Thus, utmost
downgrading rates were demonstrated by “Mosenergo”, “Tatneft”, “Surgutneftegaz” (-—16.67 per cent, -
11.22 per cent and —11.08per cent per cent accordingly). Also considerable decline was observed about quo-
tations of “LUKOIL” (—9.07 per cent), “Rosneft” (9.37 per cent), Sherbank of Russia (-8.98 per cent), Nor-
nickel (-8.82per cent), “Gazprom Neft” (- 7.89 per cent), "Gazprom" and “Rostelecom”, which have lost
7.04 within the month. RAO UES of Russia shares have demonstrated the minimum decrease (- 6.54 per
cent).

In May the RTS turnover leaders8 were: “RAO UES of Russia’ (32.8 per cent), “ Sberbank of Russia and
“Norilsk Nickel” (9.9 per cent each), “Gazprom” (9.4 per cent), “LUKOIL” (8.0 per cent). and “Surgut-
neftegas’ (5.7 per cent). Thetotal share of trades with the above companies has accounted to 75.7 per cent of
thetotal RTS trading volume.

In terms of capitalization, as of May 25 the top five leaders of the domestic share market were9: “ Gaz-
prom” (USD 216.79 bin, “Rosneft” (USD 85.1 bin), “Sberbank of Russia” (USD 76.18 bln,) “LUKOIL”
(USD 63.6 bln), RAO «UES of Russia» (USD 51.3 bln), , “ Surgutneftegas’ (USD 41.3 bin).

Futures and options mar ket

In May theinvestors' activity on the RTS futures and options market (FORTS) has decreased as compared
with the preceding month. Thus, from May 2 to 25 the total turnover on the RTS futures and options market
amounted to approximately RUR 300.6 bln (625.6 thousand of transactions, 7.65 min of contracts) against
RUR 332.4 bIn (557.49 thousand of transactions; 7.525 min of contracts in the relevant period of April).

The greatest demand, as before, was for futures: the volume of trading in futures in the period under re-
view was RUR 262.82 bln (607.93 thousand of transactions, 6.5 min of contracts). Options enjoyed a far
lower demand, with the volume of trading at about RUR 37.82 bin (17.7 thousand of transactions and 1.15
min of contracts). The highest level of trading in the futures market was RUR 22.72 bin (as of May 24), the
lowest was RUR 10.0 bin (as of May 7).

Corporate bond mar ket

Corporate debt market in May remained relatively stable, which enabled it to show some growth as of
monthly results.

During the first week of May, the investors' activity remained relatively low due to the holidays. More-
over, the volume of placements in primary market was also fairly low. In general, the quotations were sup-
ported by favorable trends in foreign currency market, as well as high liquidity in the banking sector.

In the next two weeks the situation has been practically unchanged: volatility of prices in the corporate
segment remained relatively limited. Only in primary market there was observed an upsurge in the activities
of issuers after the holidays. By the end of May, the situation has not notably changed: the most liquid cor-
porate bonds were slowly growing, and in the primary market auctions were quite successful, with large
placements.

From May 2 through 25 the price index of corporate bonds traded on MICEX10 went up by 0.15 points
(plus 0.14 per cent), while the index of the ten most liquid corporate bonds grew up by 0.37 points (plus 0.31
per cent). In the same period the total turnover on the MICEX corporate bond section amounted to RUR 45.1
bin, with an average daily turnover of RUR 2.65 bIn (about RUR 48.88 bln with an average daily turnover in
of RUR 2.87 bIn in the relevant period of April). Therefore, the investors' activity has explicitly grown in
April.

External factors behind Russian stock mar ket dynamics

Thesituation in the international oil market was quite favorable in May, what contributed to the growth of
the Russian stock market.

8 On the classical market.

® According to RTS data.

1% The calculation was based on indices of corporate bonds traded on MICEX. The indices were produced by the Zenit
bank.
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Thus, Brent oil price grew in Europe within the month by 4.1per cent, while Russian Urals has grown on
average by 6.8per cent. However, the stability of oil prices were unable to hold Russian securities from
downgrading, observed within the greater part of the month. Therefore, a conclusion can be made that, de-
spite relatively high dependence of Russian securities on ail prices, this dependence can get lower and inves-
tors can sdll shares even in the situation of high ail prices.

Trends of the international stock markets were also positive in May (see Table 1). The dynamics of the
US stock market was promoted by the data, published on macroeconomic statistics. .In general, published
statistical data confirmed the stability of economy at the background of still existing moderate inflation risks.
As aresult, further growth of the base interest rate, which could have negatively affected the stock market, is
not expected. Meanwhile, the financial performance of the US corporations was so favorable, resulting in
considerable upgrading of the basic stock market indicators.

Fig. 5
Dynamics of corporate bond indices
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Corporate News

OAO “LUKOIL”

Standard& Poor's rating agency has upgraded the long-term credit rating as an the issuer and the ratings of
all securities of OAO” LUKOIL” from «BB+» to «<BBB-», Outlook “ Stabl€’. Thus, currently the company
has the highest investment rating among all three leading rating agencies: Moody's (Baa2), S&P (BBB-) and
Fitch (BBB-). According to Standard& Poor's, the rating confirms the position of LUKOIL as the leading
Russian vertically-integrated company with a high share of export proceeds, international diversification and
stable financial indicators.

RAO «Gazprom»

OAO «Gazprom» and the State Committee on Property of the Belarus Republic have signed a purchase
agreement on OAO “Beltransgas’ shares. According to the contract terms, OAO «Gazpromy» acquires 50 per
cent of OAO “Beéltransgas’ shares for RUR $2,5 bin. Payment will be made in four equal installments within
2007-2010.. For each installment OAO «Gazprom» will acquire 12,5 per cent of OAO “Beltransgas’ shares.
Prior to completions of the transaction, OAO “Beltransgas’ shares should not be alienated, encumbered or
pledged. Within 50 days upon the transfer to OAO Gazprom the ownership rights for the first part of OAO
“Beltransgas’ in the amount of 12.5per cent of the authorized capital, there should be arranged an extraordi-
nary meeting of shareholders of OAO Béltransgas' for dection of the new Supervisory Board of the Com-
pany

On December 31, 2006 OAO Gazprom and the government of Republic of Belarus have also signed a
Supplement to the Protocol on the establishment of ajoint organization and Belarus gas supply and transit of
natural gas through Belarus. The Supplement foresees the gradual upsurge of a mark-up on the wholesale
price of gas, sold by OAO “Beltransgas’ to the end-users of the Republic (within 2008-2010), as well as the
commitment of Belarus not to introduce a special right of the State ("golden share”) for participation in OAO
"Beltransgas’ management.

OAO “Norilsk Nickel”

In early May, OAO GMK Norilsk Nickel announced its intention to make an offer to purchase all the is-
sued ordinary shares of the Canadian company LionOre Mining International Ltd for CAD 21.50 one ordi-
nary share in monetary assets of LionOre Mining International Ltd under condition that offer will include all
ordinary shares. The total amount o the odder will make approximately CAD 5.3 bin.

The bonus for the purchase in monetary assets makes approximately 22.9 per cent of the price of CAD
17.49 per ordinary share of LionOre at Toronto Stock Exchange as of closing date on March 23, 2007, prior
to the announcement of the intention Xstrata Canada Acquisition Corp. ("Xstrata"), a 100-per cent subsidiary
company of Xstrata plc, to make an offer on acquisition of ordinary shares of LionOre. The proposal also
includes a bonus of approximately 16.2per cent to the price of CAD 18.50 per ordinary share of LionOre
proposed by Xstrata. Later, upon the offering price from Xstrta, of OAO Norilsk Nickel announced a higher
price of its offer for all issued ordinary shares of LionOre Mining International Ltd. up to CAD 27.50 per
ordinary share. Norilsk Nickel will provide the revised proposal package to LionOre shareholders tentatively
by May 24, 2007. The proposal will be valid for acceptance until 20:00 on the Monday, June 18, 2007, by
Toronto local time, unless extended or withdrawn. He new bidding cost exceeds the previous price of
"Norilsk Nickd (CAD 21.50 per ordinary share) by CAD 6.00 per ordinary share and exceeds the last pro-
posal of Xstrata plc ("Xstrata"), CAD 25.00 for one ordinary share by 10 per cent.

In case If al the ordinary shares will be proposed for sale, the upgraded offer of “Norilsk Nickel” will
amount to about CAD 6.8 hillion in monetary assets, which will allow LionOre shareholders to obtain about
CAD 620 million more than proposed by Xstrata.

OAO «Rosneft»

On May g5, 2007, OAO «Rosneft» has published consolidated audited financial reporting for 12 months
of 2006 through December 31, developed in accordance with US GAAP. The net profit .for 2006 has been
increased by 38,7 per cent, to USD 33,099 bin, versus USD 23,863 bin in 2005. EBITDA indicator (Earn-
ings beforeinterest, taxation, depreciation, amortization) has grown by 3,5 per cent, up to USD 7,276 bin
versus USD 7,029 bin of the relevant period of the preceding year. The net prafit for the twelve months of
2006, excluding the share of other shareholders, adjusted for the proceeds from the sales of ZAO
Sevmorneftegas, has increased by 0.3 per cent to USD 3.625 hillion, against USD 3.615 hillion within
twelve months of 2005 The slowdown of net profit was mainly based on substantial increase of the tax bur-
den; thus, the amount of taxes, except prafit tax, have been raised by 31.2 per cent, while export duties in-
creased by 77.8 per cent.
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OAO «Rostel ecom»

On May 3, 2007 OAO «Rostdecom» has disclosed non-audited financial results for the first quarter of
2007 in accordance with RAS (Russian Accounting Standard).

According to the results of the first quarter of 2006, the net profit of OAO «Rostelecom» has grown by
4.3 per cent as compared with the relevant period of preceding year and amounted to RUR 15 206,2 bin.
Revenues from terminal and transit incoming telephone traffic increased by 19.6 per cent to RUR 1213.3
min.. Revenues from other services for thefirst quarter of 2007 increased as compared with the same period
of 2006 by 26.7 per cent up to RUR 3185.5, million.

The positive trend is based on the substantial growth of revenues from the leased communication chan-
nels, high-tech network services and support engineering services. Revenues from the leased lines increased
by 13.9 per cent and made 1 973.5 min as compared with the first quarter of 2006.

Expenditures on the Company's ordinary activities amounted to RUR 12 222, 2 million, having decreased
by 0.5 per cent as opposed to the first quarter of 2006. The growth of depreciation costs by 20.5 per cent
versus the first quarter of 2006, was based on the new equipment, introduced into service in 2006. Deprecia-
tion for the first three months of this year amounted to RUR 926.6 million. EBITDA indicator has grown by
27.4 per cent (accounting to RUR 3 910.6 min) as compared with the first quarter of 2006. EBITDA profit
margin made 25.7 per cent.

Sales prdfit in the first three months of 2007 amounted to RUR 2984, 0 million, what is 29.7vper cent
higher than the relevant indicator in the relevant period of the last year. Other gains and losses for the first
quarter of 2007 amounted to RUR 902.9 million as compared with RUR 395.5 million of preceding year..

The improvement of the above indicator as compared with the first quarter of 2006 is mainly based on re-
valuation of the market value of the Company's financial investments. The amount of financial instruments
revaluation as of results of the first quarter of 2007 amounted to RUR 848.4 miillion, as opposed to RUR
368.1 million in the same period of preceding year. The net profit of Rostelecom within the first quarter of
2007 has grown by 41.1 per cent and amounted to RUR 2899.3 million, as compared with RUR 2055.4 mil-
lion in thefirst three months of 2006.

Table 1.
Dynamics of international stock market indices
. Dynamicswithin [Dynamics since the year

Data asof April 24 Value the month(% )11 bgginning %) g

RTS (Russia) 1794,76 -9,08% -0,22%
Dow Jones Industrial (USA) 13507,28 4,27% 8,38%
NASDAQ Composite (USA) 2557,19 1,29% 5,88%
S&P 500 (USA) 1515,73 2,39% 6,87%
FTSE 100 (UK) 6570,5 2,19% 5,62%
DAX-30 (Germany) 7739,2 6,45% 17,32%
CAC-40 (France) 6057,49 2,91% 9,31%
Swiss Market (Switzerland) 9381,34 -0,12% 6,78%
Nikkei-225 (Japan) 17481,21 0,17% 1,48%
Bovespa (Brazil) 51617,97 5,19% 16,06%
IPC (Mexico) 30700,01 3,91% 16,08%
IPSA (Chile) 3210,31 3,07% 19,20%
Straits Times (Singapore) 3486,63 3,32% 16,77%
Seoul Composite (South Korea) 1644,56 5,64% 14,65%
| SE National-100 (Turkey) 46194,27 -1,75% 18,09%
Morgan Stanley Emerging Markets Free Index| 1 004,87 2,52% 10,09%

Foreign currency market

As of results of the month, from May 3 to 26 the USD official exchange rate against RUR has demon-
strated a some increase as compared with the beginning of the month, having gained RUR 0.23 (0.89 per
cent) and made RUR 25.92 to USD 1. The total volume of trading in USD on SELT in the same period
amounted to about USD 77.52 bln at an average daily turnover of USD 4.6 bin (about USD 56.18 bin at an
average daily turnover of USD 3.3 bin in the relevant period of April). Therefore, trading activity of foreign
currency in May has remarkably grown as compared with the preceding month. The largest amount of trad-

1 versusindex indicator valid on September 27, 2006.
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ing in USD was noted on May 4, when it amounted to about USD 12.2 bIn, the minimum level of USD 1.3
bln was observed on May 7.

In the banking sector ruble liquidity in May of the current year has been practically the same as April in-
dicators: the average balance of credit agencies’ correspondent accounts in the Bank of Russiain May was
about RUR 437.1 bin, against April indicator of about RUR 434.6 bin.

Fig. 7.
Dynamics of the Official USD/RUR and EUR/RUR Exchange Rates in 2006-2007
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From May 1 to 28 Euro rate in the world market has decreased by USD 0,0213 (-1.56 per cent) to the
level of USD 1,3445 for EURO 1. In this background some decline of EURO against RUR was observed. In
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the period from May 3 to 26, EURO has downgraded by RUR 0.261. (-0.745 per cent), namely from RUR
35.065 to RUR 34.804 for EURO 1. Thetotal volume of trading in EURO on SELT in the period from May
2 to 25 amounted to about EURO 940.67 min at an average daily turnover of EURO 55.3 min (about EURO
880.95 min at an average daily turnover of EURO 51.82 min in reevant period of April). Therefore, the
trading activity of the European currency has been somewhat increased as compared with the preceding
month. The largest amount of trading in EURO within the period under review was noticed on May 17 at the
level of EURO 86.97 min, the minimum level of EURO 40.2 min was observed on May 16.

Table 2.
Financial market indicatorsindices
Month October November December [January February*
Monthly inflation 0,3% 0,6% 0,8% 1,7% 1,3%

Estimated annual inflation given the current month 3,66% 7,44% 10,03% 22,42% 16,7%%
trend

Russian Central Bank refinancing rate 11% 11% 11% 10,5% 10,5%
Average yield to maturity for all OFZ bond issues| 6,00% 5,97% 5,93% 6,58% 6,1%
(% per annum)

Monthly turnover on the GKO-OFZ market (RUR 24,36 16,95 45,64 27,83 17,0
bin)

Minfin bond yield to maturity at end of month (%

per annum):

tranche 5 5,18% 5,38% 5,47% 5,69% 5,6%
tranche 7 5,50% 5,42% 5,41% 5,49% 5,5%
tranche 8 4,17% 5,30% 5,57% 5,63% 5,5%
Eurobond yield to maturity at the end of month (%

per annum):

2007 5,47% 5,28% 5,04% 5,45% 5,3%
2010 5,24% 5,43% 5,70% 5,71% 5,1%
2018 5,87% 5,69% 5,64% 5,90% 5,7%
2028 6,15% 6,03% 5,96% 6,18% 6,1%
2030 5,71% 5,52% 5,50% 5,76% 5,6%
Interbank credit-MIACR rate (% per annum at end 9,82% 7,21% 3,65% 5,24% 6,15%

of month) on 1-day loans
Official RUR to USD exchange rate at the end of | 26,7477 26,3147 26,3311 26,5331 26,1599
month (RUR/USD)
Official RUR to Euro exchange rate at the end of | 34,0284 34,6775 34,6965 34,3896 34,5180
month (RUR/EUR)
Change in the official RUR/USD exchangeratein| -0,12% -1,62% 0,06% 0,77% -1,41%
one month (%)
Change in the official RUR/Euro exchange rate in 0,15% 1,91% 0,05% -0,88% 0,37%
one month (%)
RTS stock market turnover in one month (in USD| 907,19 1175,61 1094,42 929,19 993,46
min, for shares on the RTSindex list)

RTS-1 index at the end of month 1613,57 1776,68 1921,92 1842,93 1858,14
Changein RTS-1 index in one month (%) 3,22% 10,11% 8,17% -4,11% 0,83%
* Egtimated data
D. Polevoy

Real Economy Sector: Trends and Factors

According to the preliminary data of the Ministry for Economic Development and Trade in 1 quarter 2007
the GDP increase was equal to 7.9% against 5.0% in the corresponding period of the previous year. The
trend for slowdown of the industry production growth rates was overcome in 2007. In January-April 2007
the rise of industrial production was equal to 7.5% and exceeded by 4 p.p. the figure of the previous year.
Over January-April 2007 the increase of the investments in the fixed assets was equal to 19.9%, workload in
construction — to 23.7%, retail trade turnover — 13.6
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Characteristic for the beginning of the year was the gap between the growth rates of the real wages and
labor efficiency. While in January-March 2006 they were equal to, correspondingly, 8.5% and 6.1%, in
January-March 2007 —to 15.5% and 7.8%.

According to the preliminary data of the Ministry for Economic Development and Trade in 1 quarter 2007
the GDP increase was equal to 7.9% against 5.0% in the corresponding period of the previous year. Accel-
eration of economic growth rates is observed in nearly all types of economic activities. In 2007 the trend for
slowdown of the industry production growth rates, which outlined in the second half of 2006, was overcome.
In January-April 2007 the rise of industrial production was equal to 7.5% and exceeded by 4 p.p. the figure
of the previous year, despite the fact that in April the slowdown of industry rates as compared with April
2006 and March of the current year was observed. Output and service index for the basic kinds of economic
activities was equal to 108.4% in January-April 2007 and exceeded by 3.2 p.p. the figure of the previous
year.
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Fig. 1. Change of the Goods and Services Output for Basic Kinds of Economic Activitiesin 1 quarter 2007,
as percentage to the previous year

Characteristic features of the current situation are defined by a big upsurge of business activity in con-
struction and manufacturing industry, the dynamics of retail and wholesale trade turnover remaining high.
On the whole in January-April 2007 the trend for the change of the industrial growth structure towards the
increase of manufacturing industries share sustained. Increase in output of processing enterprises comprised
12.5% against 3.5% in January-April 2006, and for extractive enterprises 3.7% against 1.9%, correspond-
ingly. Attention should be drawn to the slackening of the production and distribution of electricity, gas and
water dynamics by 5 p.p. as compared with the previous year, which is due mainly to by unusual climatic
factors, which accounted for the reduction of heat energy production by 8.3% as compared with January-
April 2006 in the environment of the trend for stabilization of the energy production.

In 2007 the trend for acceeration construction work, which was formed in 2 quarter 2006 and supported
by intensive growth of the investments in the fixed assets, persisted. In January-April 2007 the increase of
workload in construction was equal to 23.7% against 4.8% in the corresponding period of the previous year.
Exceedingly high rates are characteristic for commissioning of the total living space of the dwelling houses.
Over January-April 2007 dwelling houses of the total floorspace of 12.4 sq m were put into commission,
which exceeds the level of the previous year by 45.3%.
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The stirring up of the activity in the construction and growing demand for investment goods and construc-
tion materials gave an additional incentive for the development of the extractive and manufacturing indus-
tries. In January-April 2007 the growth in the production of ~construction non-metallic materials (129.2% to
January-April 2006), construction plastics, the goods from the reinforced concrete (121.5%) steel pipes
(125.5%), finished metal goods (114.0%) was observed. At the same time the expansion of machinery and
equipment production by 23.3% was recorded.

At the beginning of 2007 the trend for the increase of domestic demand factors persisted. The growth of
the domestic demand, according to the preliminary estimation, increased by 11% in 1 quarter 2007 in the
environment of the strengthening trend for the decrease of net export rates decrease: trade surplus dropped
by 23%as compared with January-March 2006. As compared with 1 quarter 2006 goods export in terms of
value increased by 6.0% and was by 2.4 p.p. lower than the industrial output index. According to the data of
the Ministry for Economic Development and Trade the expansion of the domestic market demand by the
majority of goods items of traditional Russian export is observed. At the same time it should be underlined
that under existing domestic demand expansion rates and goods production dynamics and, especialy, final
demand the dependence of market filling on export is strengthening. In 1 quarter 2007 import increase was
equal to 38.7% and exceeded by 18.1 p.p. the figure of the previous year. In 1 quarter 2007 in the monetary
structure of the Russian import as compared with the corresponding period of the previous year the share of
the machinery, equipment and transport vehicles increased from 43.3% to 47.5%, of textile, textile goods
and footwear — from 4.5% to 4.7%, of metals and metal goods — from 7.6% to 8.6%. Investment demand
remaining high and the share of the imported machinery and equipment in the range of 7-9% the solution of
the practical problems of reconstruction, modernization and technological re-equipment of the economy
under existing dynamics and structure of the domestic investment goods production depend on the nature of
the foreign economic activity development.

Since 2 quarter 2006 anticipating growth of the investments in the fixed assets as compared with house-
holds’ final consumption became one of the key factors of the structural shifts of the used GDP. Over Janu-
ary-April 2007 the increase in the investments in fixed assets was equal to 19.9% against 6.9%in the corre-
sponding period of the previous year and retail trade turnover, correspondingly, by 13.6% against 11.4%. In
the environment of the economic growth rates acceleration Russian economy is becoming more and more
attractive for the foreign investors. In 1 quarter 2007 the trend for slowdown of the foreign investment in the
Russian economy was overcome. The volume of the foreign investment supplied to the Russian economy
increased by 2.8 times as compared with the corresponding period of 2006, including the growth of direct
investments by 2.5 times. According to the preliminary results of 1 quarter 2007 net inward investment was
equal to USD 13.0 bIn, against capital export of USD 4.7 bln in the corresponding period of the previous
year.

Expansion of the consumer’s demand was supported by the positive dynamics of the population incomes
growth. In January-April 2007 increase of the real population incomes was equal to 11.5% against 7.1% in
the corresponding period of the previous year, real wages - to 18.5% against 10.42%. It was the structural
specific features of the population’s income formation that had considerable influence on consumption dy-
namics. It is to be noted that in the structure of the population incomes the share of incomes from entrepre-
neur’s activity and property is observed to be decreasing by 3.2 p.p. In the environment of the trend for in-
tensive growth of the nominal wages the share of labor remuneration in the population incomes increased up
to 70.4% against 67.4% in 1 quarter 2006.

Structural shifts in population incomes formation were accompanied with the change of population distri-
bution by the amount of average per capitaincomes. In 1 quarter 2007 average per capita incomesincreasing
by 121.5% and nominal wages — by 127.6%, the share of the population with the average per capita incomes
of more than RUR 12000 increased by 8.5 p.p., in the range of 12000-6000 - by 2.5 p.p., with the incomes
below 6000 reduced by more than 10.5 p.p. However difference in the amount of average monthly incomes
of the population remaining high the differentiation of the population according to the monetary incomes
increases: fund coefficient in 1 quarter 2007 was equal to 15.1 times (in 2006- 14.6 times), Gini coefficient —
0.408 (0.404).

The specific character of incomes distribution also determined the distinctive features of the current ex-
penses dynamics and the level of savings in the households sector. Increase of the purchasing capacity of the
population incomes determined the sustention of high growth rates of the retail trade— 113.0% against Janu-
ary-April 2006. Over the last six years the change in the consumer spending was determined by the increase
in the share of expenditures for non-food goods and services and reduction of the share of expenditures for
foodstuffs. It is to be mentioned that under existing incomes level the statistic monitoring observed gradual
shift of sales assortment structure of foodstuffs towards more expensive and of non-food goods towards the
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imported goods of better quality. The change in the population demand and the increase in the share of non-
food durable goods and house furnishing goods stirred up the development of consumer crediting. The vol-
ume of credits given to individuals increased by 1.67 times in comparison with April 2006. It is to be noted,
that it was characteristic for the beginning of the current year that the share of savingsin the form of deposits
and stocks increased from 5.0% in 1 quarter 2006 to 6.9% in the similar period of the current year.
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Fig. 2 Change of the Dynamics of the Used GDP by the Components throughout
2003- 2007, to the corresponding quarter of the preceding year

Wages earners labor remuneration is the main source of income for the vast mgjority of the population
and the differentiation of the average monthly wages being high in different kinds of activity it has a consid-
erable effect on the labor force flow. Whereas in March 2007 average monthly accrued wages in minerals
extraction was 2.1 times higher than all-Russian level of average wages and in financial activity —2.9 times,
in manufacturing industry this figure was equal to 96%, in education —to 67%, in health care — to 76% of the
al-Russian level. Labor resources redistribution towards economic activities with high profit favors the evo-
lution of the specialists and skilled workers shortage in the majority of manufacturing industries and kinds of
activities which render services. In prospect such situation can cause limitations for further economic growth
and processes intensification, economic structure diversification and increase in its efficiency. On the whole
the growth of the gap between the growth rates of wages and labor efficiency was characteristic for the
economy at the beginning of the current year. While in January-March 2006 they were equal to, correspond-
ingly, 8.5% and 6.1%, in January-March 2007 —to 15.5% and 7.8%.

In April 2007 the number of the employed in the economy increased by 1.3 min of people as compared
with the corresponding period of the previous year and was equal to 69.5 min of people. The number of un-
employed according to the methodology of the International Labor Organization was equal to 5.2 min of
people in April 2007 or 7% of the economically active population and decreased by 426 thou of people as
compared with April 2006. In April of the current year the tension coefficient (number of unemployed citi-
zens registered in placement service institutions as calculated for one vacant position) was equal to 1.6
against 2.2 at the beginning of the year. The demand for labor force, declared to the placement service by the
organizations, increased in March 2007 and was equal to 1000 thou of people.

O. lzryadnova
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Oil and Gas Sector

The growth of oil, ail products and gas production sustained in the oil and gas sector, the prices for ail
remaining exceedingly high at the world market. Though the ail production growth rates slightly increased,
they remain relatively low. The strengthening of the state-owned companies in oil sector continued. Rosneft,
as aresult of acquisition of the rest of the YUKOS assets, became the biggest oil company in the country,
the share of state-owned companies at the oil market expanded.

In 2007 exceedingly high level of the world prices for oil sustains, which is due to high growth rates of
the world economy, the USA and China economies in particular, low level of idle production capacities for
oil production and shift of OPEC’s price marks. In fact, OPEC refused to sustain world prices for ail in the
previously established by this organization range from 22 to 28 USD per barrel and demonstrated its aspira-
tion to sustain oil price at the level above USD 50 per barrd. Beyond OPEC it was the decrease of oil pro-
duction growth rates in Russia that had a substantial influence on the oil production dynamics. The preserva-
tion of high geopoalitical risks, problems connected with Iran and Iraq in particular, which favor the mainte-
nance of high world prices for oil is also to be noted.

At the beginning of 2007 a considerable decrease in the world prices for oil was observed, which was par-
tially accounted for by unusually warm winter in the Northern hemisphere. In following months under the
influence of further il production reduction by OPEC countries, which was undertaken since 1 February
2007 and relatively cold weather in Europe the prices for oil went up again (table 1). At the 144™ OPEC
conference, which took place in March 2007, the decision to leave the level of oil production, established
from 1 February 2007, unchanged was made.

Table 1
World Pricesfor Oil in 2005-2007, as USD per barrel
2005 2006 2007 2007 2007 2007
January February March April

Pricefor oil grade Brent, 54.38 65.16 53.68 57.43 62.15 67.51
the UK
Pricefor oil grade Urdls, 50.75 61.24 50.12 53.81 58.84 63.81
Russa
Price for oil basket of 50.64 61.08 50.73 54.45 58.47 63.39
OPEC member countries

Source: OECD/IEA, OPEC.

In 2007 the development of the oil and gas sector in Russia is characterized by the sustention of the trend
for increase in oil, oil products and gas production, which was formed in recent years. Oil production, gas
condensate included, increased by 3.6% in January-April 2007 as compared with the corresponding period
of the previous year. The causes of considerable growth of the il production in recent years were the exten-
sion of the export possibilities, thanks to the creation of Baltic pipeline system in particular and the use of
railway transportation, as well as the increase in the domestic demand. At the same time the oil production
growth rates remain at considerably lower level than in 2002-2004, when the increase of oil production
reached 8.9-11% a year. It is the indicator of the exhaustion of reserves for the rapid growth of oil produc-
tion owing to the intensification of ail fields in operation development and is the evidence of necessity to act
quite actively, developing new ail fields (in the Eastern part of the country, for example).

In January-April 2007 the volume of primary oil processing increased by 3.9% as compared with the cor-
responding period of the previous tear, and the extent of oil processing increased up to 70.7%, this index
being equal to 70.2% in January-April 2006. The growth of natural gas production, which started in 2002,
continued, though slowly, and was egual to 0.7% over the first four months

The increase in the state-owned companies influence in the oil sector was characteristic trend over there-
cent years. The positions of the state-owned companies strengthened considerably due to the purchase of
private-owned companies assets: in 2004 Rosneft purchased Y uganskneftegas, apportioned from YUKOS, in
2005 Gazprom purchased company Sibneft, and at the end of 2006 Gazprom purchased controlling stock in
“Sakhalin-2" project, which is being fulfilled by foreign investors.

In May 2007 the sale of the rest YUKOS assets, the company that was declared bankrupt last year, fin-
ished. All main oil producing and oil processing YUKOS assets were purchased by the state-owned com-
pany Rosneft. As a result, the share of Rosneft in all-Russian oil production increased from 17% up to
21.5%, and the share of the state-owned companies on the whole (Rosneft and Gazprom, including Gazprom
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neft) increased from 26.6% to 31.1% (Table 3). As a result of YUKOS assets acquisition Rosneft became
the biggest oil company in Russia, LUKOIL being the biggest oil company before that.

Table 2

Qil, Oil Productsand Natural Gas Production in 2000-2007,
as percentage to the previous year

2000 2001 2002 2003 2004 2005 2006 2007
Janu-
ary-

April

Qil, including gas condensate 106.0 107.7 109.0 111.0 108.9 102.2 102.1 103.6

Primary oil processing 102.7 103.2 103.3 102.7 102.6 106.2 105.7 103.9

Motor petrol 103.6 100.6 104.9 1012 103.8 104.8 107.4 107.7

Dies ail 104.9 102.0 104.7 102.0 102.7 108.5 107.0 104.9

Furnace fud ol 98.3 104.2 107.1 100.3 97.8 105.8 1045 102.1

Natural gas, bin cu m 98.5 99.2 101.9 103.4 101.6 100.5 102.4 100.7

Source: Federal State Statistics Service
Table 3
The Influence of YUK OS Assets Sale on Oil Production Structurein Russia
Qil production structurein 2006, Qil production structure after
%* YUKOSassets sale **,

% *
Rosneft 17.0 21.5
LUKOIL 18.8 18.8
TNK-BP 15.1 15.1
Surgutneftegas 13.7 13.7
Gazprom (including Gazprom neft) 9.6 9.6
Tatneft 5.3 5.3
Slavneft 4.8 4.8
Y ukos 4.5 -
Russneft 3.1 3.1
Bashneft 24 2.4
Other producers 5.7 5.7
State-owned companies, total 26.6 31.1

* As percentageto the all-Russian oil production, gas condensate included
** According to the data on oil production in 2006
Source: calculated on the basis of the Ministry for Industry and Power of the Russian Federation data

As a result of assets redistribution taking place the concentration of the production has considerably in-
creased in the oil sector. Currently the share of five biggest companies of the sector (Rosneft, LUKOIL,
TNK-BP, Surgutneftegas and Gasprom) is equal to 79% of the oil production in the country. Eight oil com-
panies, which either are or can be considered as vertically-integrated, control more than 91% of oil produc-
tion. In the gas sector one company (Gazprom) produces 84% of the gas. At the same time Gazprom controls
the system of the main gas pipelines and gas export.

In January —September 2006 a considerable growth in prices for oil and il products at the domestic mar-
ket was observed due to the growth of the world prices. In September 2006 the average internal price for oil
(producers’ price) in dollar terms reached USD 232.1 per ton, which is the maximum value for oil and car
petrol prices over the whole post-reform period. At the end of 2006 and in January-February 2007 the prices
at the domestic market decreased considerably under the influence of world prices for oil fall. In March-
April along with the increase in the world prices domestic prices also went up, remaining, though, below the
level of last September (Table 4).

Asi it is demonstrated by the oil and oil products export data analysis (table 5), net total export of the ail
and ail products in 2006 the total net export of oil and oil products reached unprecedented level of 349.4 min
tons, which is by 19.8% more than pre-reform maximum, reached in 1988 (291.6 min. tons). At the same
time the increase in oil products share in oil export was observed, their share rising from 18.2% in 1990 to
29.6% in 2006. In the environment of the sharp reduction in domestic oil consumption (according to our
calculations it decreased from 269.9 min. tons in 1990 to 130.6 min. tons in 2006, that is more than by half)
the share of oil and oil products net export in oil production increased over this period from 47.7% to 72.8%.
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Table 4

Domestic pricesfor Oil, Oil products, and Natural Gasin 2005-2007 as USD
(average producer’sprices, as USD per ton)

2005r. 2006 2006 2006 2007 2007 2007 2007

December June September December January | February March April
Qil 167.2 207.3 232.1 168.4 1735 156.9 150.9 174.8
Motor petrol 318.2 400.7 4787 4165 3921 365.9 385.6 4419
Diesd oil 417.0 455.9 471.2 426.1 420.1 422.9 4255 449.8
Furnace fud oil 142.7 191.9 194.9 148.8 138.3 120.5 133.6 164.4
Natural gas, as 115 14.0 16.1 14.4 12.2 15.4 155 16.0
USD per thou.
Cu. m

Source: calculated on the basis of the Federd State Statistics Service data.

Table5

The Ratio of Oil and Oil Products Production, Consumption and Export in 2000—2006

2000 2001 2002 2003 2004 2005 2006
Qil, min tons
Production 332 81 3796 24 4538 4700 4800
Export, total 1445 1597 1875 2235 574 225 2484
Export to non-CIS countries 1276 1371 148 1364 273 2144 212
Export to CIS countries 169 27 7 371 401 380 373
Net export 1387 A7 1813 2134 532 201 2461
Domestic consumption 1230 129 1235 1298 1242 1231 1306
Net export, as percentageto the 429 244 478 506 %2 532 513
production
Qil products, min tons
Export, total 619 708 750 784 1 970 1035
Export to non-CI S countries 584 683 725 749 780 Bl 97.7
Export to CIS countries 35 25 26 35 41 39 58
Net export 615 705 748 782 814 %8 1033
Qil and ail products, min. tons
Qil and oil products net export 202 252 261 2916 3346 369 3494
Oil and ail products net export, 619 647 675 692 729 738 728
as percentage of oil production

Source: Federd State Statistics Service, Minigtry for the Industry and Power, Federal Customs Service, authors’ calculations.

The share of oil products export having increased to some extent, the crude oil export, being 70% of the
total export volume, still prevailed in the structure of oil export. It was the furnace fuel oil, which is used as
a primary product in Europe for further processing, and diesel oil that comprised the main part of the oil
products export. The main part of the energy supplies (85% of oil, 94% of oil products) was exported be-
yond CIS.

The given data testifies that the export orientation of oil sector in comparison with the pre-reform period
has reinforced. It should be, however, taken into account that it is connected not only with the increase of the
absolute export volumes, but also with a considerable decrease in the domestic oil consumption as aresult of
Russian economy market transformation.

High level of the world prices for oil determined considerable incomes growth in the oil sector of the
economy. In 2006 total earnings from oil and main kinds of oil products export (car petrol, diesel oil and
furnace fud ail) reached USD 140.0 bin., which is a record level over the whole post-reform period (table
6). For reference it can be noted that the minimum level of oil export earnings was observed in the environ-
ment of world oil pricesfall in 1998, when the export profit was only USD 14 bin

Table 6
Oil and Oil Products Export Earningsin 2000-2006, as USD bin
2000 2001 2002 2003 2004 2005 2006
Oil and main kinds of oil 34.9 334 38.7 51.1 74.6 112.4 140.0
products export earnings

Source: calculated on the basis of the Federa State Statistics Service.
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In 2006 the share of power and energy commaodities in Russian export was equal to 65.2%. The propor-
tion of oil and main kinds of oil products (car petrol, diesel oil and furnace fud oil) in Russian export in
2006 was equal to 46.4%, including that of crude oil of 33.9% In the 1 quarter 2007 oil export in natural
terms increased by 3.0% as compared with the corresponding period of the previous year (table 7). Oil ex-
port proportion in the total volume of the Russian export was equal to 33.0% in 1 quarter 2007.

Table 7
Oil Export from Russia in 2002-2007, as percentage to the previous year
2002 2003 2004 2005 2006 2007
1 quarter*
Oil export, total 113.9 117.8 115.0 98.4 98.0 103.0

* As percentage to 1 quarter 2006
Source: Federd State Statistics Service

Qil and ail products export dynamics in natural and valuetermsis shownin figure 1.
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Fig.1. Oil and oil products export dynamics in natural and value terms
in 1997-2007, min tons, USD min

In near prospect the situation at the world oil market allows to expect the sustention of high world prices
for oil and favorable external conditions for the formation of the state budget’s earnings, stabilization fund
replenishment and development of the oil and gas sector. According to the IET forecast, price for oil grade
Brent will be around USD 60 per barre™? in the coming months, which will correspond to the price of the

Russian oil grade Urals about USD 56.5 per barrd.
Yu. Bobylev

12 See Bulletin of mode calculations for short-term forecasts of the social and economic indicators of the Russian Fed-
eration, Moscow, |ET, 2007.
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Business Survey in May 2007

First data on the state of affairs in Russian industry in May make quite an optimistic picture of the main
business indicators dynamics. The increase in output growth rates is based on the continuing rise of effective
demand growth rates and the necessity to replenish the stocks of finished goods. It was for the first time that
the main obstacle for the output growth was the shortage of qualified staff.

According to the data of the Federal State Statistics Service, in April the growth of industrial production
slowed down considerably. After a business upsurge in 1 quarter in April the production growth index was
equal to 4.6% as compared with the corresponding period of the previous year (or 6.0% according to the
Center for Macroeconomic Analysis and Short-Term Forecasting calculations) against 8.4% in 1 quarter (the
Center for Macroeconomic Analysis and Short-Term Forecasting — 7.2%). In April manufacturing industries
growth rates as compared with the previous month, seasonal and calendar factors excluded, was equal to
0.5% against 0.7% in March.

Live data of surveys present a more optimistic picture of the main business indicators dynamics in Rus-
sian industry over the last months.

First, the decrease in output growth rates is demonstrated only by unprocessed data, before exclusion of
the seasonal and occasional fluctuations. Exclusion of seasonal factor demonstrates a gradual increase in
production growth rates. As a result a new absolute record value of 36 balance points against 34 balance
points in April was reached in May.

Second, intensive industrial growth is based on the continuing effective demand growth rates. In May the
sales growth rates after exclusion of seasonality were equal to 22 b.p., which exceeds the results of April by
4 b.p. and is also an absolute record over the whole period of monitoring. Initial data, however, asit wasin
case of output, demonstrated the slow-down of demand growth rates from 36 balance points in March to 22
in May. The satisfaction with the volume of sales continues to grow nevertheless. At the moment 72% of
enterprises consider the demand for their products as normal, the growth over the last 12 months being 17
points. Thisis also an absolute record.

Third, the dynamics of industrial production is also sustained by the necessity to replenish final goods
stocks. From August 2006 to March 2007 the balances of stock estimations were in the range of +2 .. +5
balance points, which is an extremely low value after +10 ..+15 b.p. over the last 12 months. In May this
indicator increased up to +9.

The forecasts of demand change before exclusion of seasonality did not change and remained at the level
of 33 b.p., absolute record being 39 b.p. was registered in March 2007. Exclusion of seasonal factor demon-
strated the sustenance of the record March values during April and May. The situation with the output fore-
casts was similar. Initial data demonstrated expected output growth rates decrease from 51 b.p. in April
down to 44 b.p. in May. Exclusion of seasonality demonstrated the sustention of the record values during the
last three months, and exclusion of occasional fluctuations improved the previous record by 1 point.

Enterprises’ surveys regularly demonstrate that quite a considerable part of Russian industry does not
have competitive import at its markets. According to the estimations of the very producers (excluding power
and fuel industry enterprises), approximately onethird of them do not face the import (seetable).

Structur e of Competitive Russian Goods asto Import, %

Industry . -
(accprding to_O_KO_NH- com-ggt?:i?/ Iesirr]r(])por t «On equal Noncompetitive goods Total
Russian Classn‘lcatl_on of at markets terms» | od D .
Economy Industries) mport omestic

All manufacturing 33 35 10 22 100
Metallurgy 57 29 7 8 100
Chemistry and petrochemistry 44 32 1 23 100
Machine-building 23 36 15 26 100
Timber industry 37 41 7 15 100
Construction 74 17 6 3 100
Light industry 34 29 6 31 100
Foodstuffs industry 21 54 17 8 100

Sour ce: Cal culations based on the results of IET survey, April 2007

The share of noncompetitive with the imported markets varies through the industries from 74% for the
construction to 21% for the foodstuffs production and is quite close, at least in the range, to the intuitive

30



ideas. Thus, a considerable share of the Russian enterprises due to the features of the goods produced by
them, import quality and structure still does not compete with the latter at their markets.

When domestic producers have to compete with import price and quality of Russian goods can either ex-
cd or yield to the price and quality of imported.

Approximately a half (53%) of Russian enterprises which faced the import (100% accounts for the mar-
kets where there is competitive import) consider its quality as practically equal to the quality of their goods.
The greatest amount of goods of equal quality is produced in the foodstuffs industry (87%), metallurgy
(64%) and machine-building (52%). Only 9% of Russian enterprises regard the quality of their goods as
better than of the imported ones. The maximum of such estimations was received in construction materials
production (19%), minimum — in machine-building (5%). The latter number seems more than just worrying.
38% of Russian enterprises acknowledge the superiority of import as regard to the quality. The most pessi-
mistic attitudes towards quality were observed in chemistry and petrochemistry, where the import of better
quality dominates at 57% of the markets, in timber industry (48%) and machine-building (42%).

Asfor prices, on the whole over the markets competitive with the import there exists a near parity: at 37%
of the markets import prices are higher and at 35% of the markets they are lower than the Russian goods
prices. 28% of domestic enterprises consider their prices to be nearly equal to the prices of the competitive
import. There are only two industries that have utter price problems — metallurgy and light industry, in which
the majority of the Russian enterprises believe that the prices of competitive import are lower than their own.
In other manufacturing sectors the markets where import is more expensive prevail. And it is only in food-
stuffs industry where 66% of the enterprises have the prices, approximatdy equal to the import.

Theratio of quality and price of the Russian production and import that compete with it, however, demon-
strates that the position of domestic producers at the markets, which are competitive with the import, i.e.
where the import does confront the Russian enterprises of manufacturing industries, are not as weak as they
can seem due to the sharp increase of import supplies volumes, ruble appreciation and constant appeals to
protect domestic producers. The ratio of price and quality estimations for domestic goods and import, re-
ceived from the enterprises themselves favor such a conclusion.

First, on the whole throughout the industry import is noncompetitive due to the fact that its prices are
equal to or higher than the domestic goods prices while the quality is the same or below the domestic goods.
The biggest number of such markets is in foodstuffs industry (17%) and machine-building (15%). The
smallest number of such highly-favorable in respect to competitiveness markets is in light industry (5%),
chemistry and petrochemistry (1%). The main part of import at these markets is more expensive than domes-
tic products the quality of goods being approximately equal.

Second, alarge part of the markets (35% in total throughout the manufacturing industry) has correct (ade-
quate) price to quality ratio of domestically produced goods and import. That is better quality of import
comes along with higher price, equal quality — with equal price, lower quality — with lower price as com-
pared with Russian goods. At such markets domestically produced goods compete by the ratio of price to
quality with the import on equal terms. Leaving other industries far behind foodstuffs industry leads in re-
spect to this index (54% of the markets). In other words, this industry, having the biggest proportion of the
markets, which competes with the import, has to defend its positions in the environment of equal and there-
fore, perhaps, the most violent, competition with the import. Machine-building, which has the second biggest
proportion of competitive markets, competes with the import as an equal in 36% of cases. Light industry
succeeds in equal competition still less often (29%).

The competition being equal, import oftener has better quality and higher prices, especially at the chemis-
try and petrochemistry, machine-building and light industry markets. And acuteness of competition at the
foodstuffs industry is underlined by the fact that equal competition prevails there, prices and quality being
approximately equal.

Third, only 22% of Russian manufacturing industry enterprises considered their production as noncom-
petitive. The leader of this “anti-rating” was, as it should be expected, light industry. In this industry 31% of
the enterprises admitted without any pressure that the goods they produce is of equal of lower quality as
compared to import and is sold at equal or higher prices than import prices. The number of such marketsin
machine-building (26%) and in chemistry and petrochemistry (23%) a bit smaller. High competitiveness of
foodstuffs industry is confirmed by the number of such markets where domestically produced goods yields
to the import in price-to-quality ratio of only 8%. The same proportion in metallurgy and lower proportion in
construction are not so informative owing to better protection of these industries market against the import.

Thus, Russian manufacturing enterprises believe that around 78% of their production is competitive in re-
spect to import. These 78% include markets, where thereis no import at all, where import is non-competitive

31



as regard to price-to-quality ratio and where there is equal competition with import. The proportion of such
markets varies from 97% in construction to 69% in light industry by the industries.

It is not surprising under such conditions that competitive import is not considered as the main obstacle to
output growth. In 2 quarter 2007 competitive import holds only 5" place according to the frequency of cita-
tion. The first place, which happened never before, is occupied by the shortage of qualified staff, which
seems normal in the environment of demand and output high growth rates. This factor forced once two most
severe problems of Russian industry: shortage of liquid capital and low demand. The shortage of production
facilities is in the 4™ place. In 2 quarter 2007 the shortage of equipment hinders the growth of already one-
fourth of the enterprises, which is an absolute record value over 1993-2007.

S V. Tsuchlo

Foreign Trade

In March 2007 the development of the Russian foreign trade proceeded in the environment of sustention
of the favorable external economic situation, ruble appreciation and increase in effective domestic demand.
Nevertheless, the trend for anticipating import growth is reinforcing, which leads to the reduction of trade
surplus.

The Government of the Russian Federation pursuits the policy for import duties nullification for the tech-
nological equipment whose analogues are not produced in Russia.

In March 2007 Russian foreign trade turnover, calculated by the balance-of-payments methodology was
equal to USD 43.6 bln, which exceeds by 18.3% the volume of the foreign trade turnover in March 2006.
Export from the Russian Federation grew only by 8.1% and was equal to USD 26.4 bln, while import — by
38.3% up to USD 17.2 bin. In March 2007 foreign trade surplus decreased by 23.2% as compared with the
corresponding period of 2006 down to USD 9.2 bin.

Figure
Main I ndices of the Russian Foreign Trade (as USD bin.)
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Source: Central Bank of the Russian Federation

The volume of Russian export in 1 quarter 2007 was equal to USD 71.4 bin, which is by 6% higher than
in the corresponding period of the previous year. In 1 quarter 2007 export from Russia to non-CIS countries
went up by 5.5% - up to USD 60.96 bin, to CIS countries — by 9.1% - up to USD 10.4 bIn. Thus, in 1 quarter
2007 Russian export growth rates were at the lowest level since 2002.

This can be accounted for by the decrease in growth rates of world prices for mineral resources used as
sources of power as well as by the slowdown of the physical volumes of export. So, export physical volume
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index in 1 quarter 2007 was equal to only 100.8% (in 1 quarter 2006 — 106.8%), price index —to 105% (in 1
quarter 2006 — 124.9%)).

Nevertheless, the situation at the world market remained quite favorable for the Russian exporters. De-
spite the slow-down of the world prices for mineral resources used as sources of power growth, in March
2007 the state of the affaires at the world goods market for the Russian exporters was better than that in
March 2006.

The world prices for ail having decreased in January 2007 by 14% as compared with the level of Decem-
ber 2006 (down to USD 50 per barrd), in February the price went up by 7.8% as compared with the leve of
January. In March the prices for ail continued to grow and reached their maximum over 6 months of over
than USD 66 per barrel. The causes of the prices growth was apprehension, connected with the UN introduc-
tion of new sanctions against Iran, which did not agree to stop uranium enrichment program.

As aresult of monitoring over March-April, average price for oil grade Urals was equal to USD 61.13 per
barrd. Hence from 1 June 2007 export customs duty for crude oil will be increased from USD 156.4 per ton
up to USD 200.6. From 1 June export duty for light oil products will go up from USD 117.7 per ton to USD
147.5, for dark oil products — from USD 63.4 to USD 79.4.

The dynamics of pricesfor oil products followed the pattern of the cil prices dynamics. The drop of prices
in January gave placeto their growth in February and March. In March 2007 average monthly prices for oil
were as the following: for furnace fuel oil — USD 271 per ton (increase by 18.7% as compared with January
2007), for diesd oil — USD 545 per ton (increase by 13%), for premium car petrol — USD 613.4 per ton (in-
crease by 27.2%).

The dynamics of the price for natural gas retraced the dynamics of the prices at the world markets of ail
and oil products with a certain time lag. In March average price went down by 4.7% as compared with the
level of February 2007, but increased by 18.4% as compared with March 2006.

At the world market of non-ferrous metals the trend for world prices increase was observed. During
March, despite the lowering pressure, the price for aluminum remained at a quite high level. It was the in-
creasing stock reserves and growing metal production that had weakening effect on aluminum market.
Throughout the month stock exchange prices for aluminum lasted in the good range of USD 2700- 2800 per
ton.

Price situation for copper producers was favorable in March 2007. World supplies decreased, stocks at li-
censed storage facilities also reduced. Another important factor having supported copper prices was growing
demand from China. The price for the metal at London Metal Exchange was increasing nearly all the time.
The price for copper did not go below USD 6000 per ton and by the end of the month the price had reached
thelevel of USD 6750 per ton.

Nickel stocks have decreased by 90% over the last 12 months, while demand for nickel continues to grow,
which is especially true for stainless steel producers. As aresult considerable price growth is observed: while
in March 2006 nickel price was USD 12879 per ton, on 19 March 2007 the price reached USD 50345 per
ton.

Table 1
Average M onthly World Pricesin M arch of the respective year

1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 2007
Qil (Brent),
USD/bbl 19.1 19.2 13.0 13.7 26.9 25.5 24.1 29.1 33.6 53.7 60.9 62.0¢
Natura gas, USD
/1 min BTU 1870 | 2170 | 2120 | 2828 | 5200 | 299% | 5757 | 5267 | 7.234 | 6.123 7.2
Petroleum,
USD /gallon 0603 | 0645 | 0467 | 0527 | 0934 | 0.890 | 0.783 | 1.005 112 | 1581 17 1.9
Copper, USD/ton | 25847 |2424.8 | 1772 |1477.1 |1779.1 |1780.3 | 1605 |1681.6 |3018.0 |[3254.4 | 5103 | 6452¢
Aluminum,
USD/ton 1600.8 |16355 |1441.3 |[1251.1 |1584.2 |1511.2 |[1403.2 |1393.1 |1660.0 |1988.6 | 2429 | 2761
Nickel, USD/ton | 79557 |[79295 | 5380 |49345 | 10270 |6140.3 |6503.3 [8402.4 | 13730 | 16190 | 14897 | 46324.¢

Source: calculated on the basis of London Metal Exchange, International Petroleum Exchange (London) data

In January-March 2007 the monetary value of export of fuel and energy commaodities decreased by 3.4%
as compared with the similar period of 2006, and the share in the total volume of export decreased by 5.9
percentage points. Monetary value of the main commodity — crude oil, which makes up 52% of this group, -
increased by 21%. Monetary value of oil products export went up by 3.6%. Thisindex for natural gas, which
comprises 22.3% of the whole group of fuel and energy commaodities, decreased by nearly 20%. Such a de-
crease of gas supplies was caused by the decrease in demand because of warmer weather conditions.
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Export of metals, gems and goods thereof in terms of value increased by 39.9%, and their share went up
by 4.3 percentage points from 12.1% to 16.1%.

The share of chemistry industry production increased from 5.8% to 6.3% as a result of the rise of prices
and physical volumes by 8.4% and 5.6%, correspondingly. The share of timber, pulp and paper goods export
increased owing to considerable pricerise (25.7%), decrease in physical volumes being slight (0.4%).

Thefirst quarter of 2007 was record one by the indices of import, which went up by 38.7% as compared
with the corresponding figure of 2006. It was the continuing appreciation of the real ruble and increase of
real incomes of the population in the environment of insufficient competitive ability of domestic goods that
favored import volumes increase. In January-March 2007 the dynamics of real disposable monetary incomes
remained at a high level — increase was equal to 13.0% as compared with the corresponding period of the
previous yesar.

The rise in import monetary volumes in the first quarter 2007 is connected primarily with the increase of
physical volumes. Physical volumes index of import supplies was equal to 143.9%, price index m- to 105%.

Considerable rise of import supplies is observed throughout all items of goods. It is the share of capital
goods, and first of al machine-building production, that is increasing especially fast. Machinery and equip-
ment import increased by 67.8%. The role of increase in car import is, however, quite significant at that, in
physical terms they were imported by 63.7%, in terms of value — by 81% more than in the first quarter of the
previous yesar.

In comparison with March 2006, in March 2007 it was observed that purchase of textile and footwear
goods increased by 50.4%, foodstuffs — by 31.6%, chemistry industry goods — by 18.6%.

In 1 quarter 2007 as a result of anticipating import growth foreign trade surplus decreased by 23% as
compared with the first quarter 2006 and was equal to USD 27.9 hbin.

The coefficient of imbalance in trade turnover dropped from 37% in 1 quarter 2006 to 24.8% in 1 quarter
2007 (with non-CIS countries decreased from 37.8% to 25.3%, with CIS countries — from 32.2% to 22%).
Import cover by export with non-CIS countries decreased from 221.5% in 1 quarter 2006 to 167.8% in 1
quarter 2007, with CIS countries — from 195.1% to 156.4%.

In 1 quarter 2007 the share of countries which are the main Russia’s business partners in the total trade
turnover grew by 2 percentage points in comparison with the 1 quarter 2006 and was equal to 52.4%. The
share of Germany and the Netherlands in the total trade turnover over the period mentioned decreased as
compared with the corresponding period of 2006 by 0.7 and 1.1 points, respectively. This is connected with
the reduction of fuel and energy commodities supplies from Russia. In the total volume of the trade turnover
the share of China increased by 1.2, of the republic of Korea— by 0.6, of Japan — by 0.9, of Turkey — by 0.7
percentage points as compared with the corresponding period of the previous year.

On 29 April 2006 the resolution of the Government of the Russian Federation No 168, which envisages
nullification of import duty rates for technological equipment not produced in Russia for the period of 9
months. On 23 May 2007 the Ministry for Economic Development and Trade suggested to the Government
the project on introduction of zero duty rates for technological equipment on the permanent basis.

To develop domestic industry and increase its competitiveness as well as in connection with the preparing
Russia’ s accession to the WTO, the Ministry for the Economic Development and Trade continues the work
on further decrease and abolition of the import duties for technological equipment. Interdepartmental com-
mittee on protective measures for foreign trade and customs and tariffs policy adopted the decision on ex-
emption from theimport duty of 98 more types of machinery, equipment and apparatuses on 18 July 2006.

It took nearly a year to adjust the list. In the prepared project of the resolution it is suggested to abolish
import duties (which are 5-10%) for 63 out of 87 items of commodities group 84 of Commodities Classifica-
tion for foreign economic activities — “ nuclear reactors, boilers, mechanical devices and parts of them”, for 3
out of 48 items of commodities group 48 — “dectric machinery and equipment, sound recording and sound
transmitting devices, devices to record and reproduce video pictures and sounds” and for all 32 items of
commodities group 90 — “optical, photographic, cinematographic, measuring, control, medial or surgical
tools and devices’. Besides the equipment the duties are abolished for cameras and camcorders, liquid crys-
tals indicators.

Liberalization of the customs tariff in 2006 concerned approximately 5% of equipment import. Given the
list of resolution project, directed to the Government by the Ministry for Economic Development and Trade,
from June 2007 more than half of the range of technological equipment import will be duty-free, which will
comprise about 6% of thetotal equipment import.

According to the estimations of the Ministry for Economic Development and Trade, the losses to the
budget were about USD 500 min (according to the customs statistics for 2005). Duties nullification for 98



items will cost the budget USD 106 min (given the data of the Federal Customs Service on import in 2006).
Lost incomes should be compensated for by the improvement of customs administration.

The number of export duties of purely fiscal nature should be reduced, transferring from the situation
when the main function of the customs is to fill the budget, to the situation when the duties become the tool
to stimulate the economic growth. It is not improbable that if the production of the equipment analogues will

start in Russia, the duties can be again introduced.
N. Volovik

An analysis of key characteristics of the federal budget for
year 2008 and the period until 2010

In April of 2007, the RF Government presented the draft law “On the federal budget of the Russian Fed-
eration for year 2008 and the period until 2010.” It should be noted that for thefirst timein the Russian prac-
tice of budget planning the federal budget was drawn up for a three year period, what, on the one hand,
should no doubt improve the understanding of the medium term fiscal policy pursued by the RF Government
on the part of the public and the clearness of financial security of adopted expenditure obligations for the
three year perspective; however, on the other hand, this development enhances the requirements with respect
to the quality of the budget and enhances responsibility for mistakes made in the course of budget planning.

Below there are presented some comments on the state of the revenue and expenditure sides of the federal
budget for years 2008 through 2010, as well as sources of financing of the deficit of the federal budget. Bas-
ing on the presented comments there will be made some inferences on the draft federal budget for years
2008 through 2010.

1. An analysis of key characteristics of the RF federal budget

Basing on the data on the actual execution of the RF federal budget in the period from 2000 till 2006 (see
Table 1), there can be noted several general trends: first, it is atrend towards a stable growth in the revenues
of the federal budget; over this period revenues increased more than 1.5 times; second, the stabilization of
the share of expenditures at the level of 16 per cent over the recent years, third, it is a rapidly growing
budget surplus: in the period from 2002 till 2006 the amount of the budget surplus increased 5.3 times mak-
ing 7.5 per cent of GDP; fourth, the persistent high dependability of budget revenues on the export of energy
resources is manifested by the persistent deficit of the budget without its oil and natural gas based compo-
nents, over the period under observation this figure fluctuated in the range from 1.7 per cent to 3.8 per cent
of GDP.

Table5

An analysis of the actual and expected execution of revenues and expenditures of the federal
budget in the period from 2000 till 2010 (in per cent of GDP)

Es
Actual values tima- | Draft budget
tes
2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010
Revenues 155 |178 | 203 (195 (201 (237 |236 |203 |190 |188 |181

including revenues not
related to oil and natural | 11,7 | 13,1 (151 (141 (135 (136 (12,7 [122 |122 |129 |128
gas

revenuesrelaedtooll | 55 |47 |55 (54 |66 |101 |109 |81 |68 |59 |52
and natura gas

Expenditures 142 148 (189 (178 [158 [163 (161 |183 |188 | 188 | 181

Indudingailandnatural |, , 119 29 |37 |20 |23 |20 |49 |61 |53 |45
gas transfer

Saving of oil and natural

gas related revenues 14 2,8 2,3 1,7 4,6 7,8 8,0 3,2 0,7 0,6 0,7

RF federal budget bal-

ance, in % of GDP 14 3,0 14 1,7 4,3 7,4 7,5 2,0 0,2 0,0 0,0

Budget deficit without
oil and natural gas gen- 25 1,7 3,8 3,7 2,3 2,7 34 6,1 6,6 59 53
erated revenues

Source: RF Finance Minigtry, IET calculations.
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Asitisseenin Table1, the RF Finance Ministry expects that significant changes will take place in all the
trends described above since the adoption of the federal budget for year 2007 and in budgets for years 2008
through 2010. First of all, it is expected that due to the forecasted decline in the world oil and natural gas
prices, a slower rate of growth in the extraction and export of hydrocarbon resources and the Ruble apprecia-
tion against the US dollar the ratio between the oil and natural gas generated revenues of the federal budget
and GDP should decline almost two times: from 10.9 per cent in 2006 to 5.2 per cent of GDP in 2010. This
decrease of oil and natural gas generated revenues is not expected to be sufficiently compensated by a
growth in structural revenues. As aresult, it is estimated that the reduction of the total amount of all budget
revenues should make 5.5 percentage points of GDP in 2010 as compared with the figures registered in
2006.

At the same time, the budget expenditures significantly grow, what is to a great extent related to both the
implementation of the already existing federal target programs and priority national projects and the neces-
Sity to attain the “new” objectives formulated in the Presidential Address to the Federal Assembly of the
Russian Federation in 2007: to include in the federal budget financial resources for creation of a special
fund, which should ensure efficient work on the reforming of the housing maintenance and public utilities,
amounting to Rub. 250 billion; Rub. 300 billion for the capitalization of development institutions, primarily,
of the Development Bank, Investment Fund, Russian Venture Company and so on; Rub. 100 billion for the
development of the street and road networks, i.e. for urban redevelopment in Russian towns and cities; Rub.
130 billion should be managed by a specially established Russian Corporation of Nanotechnologies, etc.

A significant reduction of budget revenues coupled with an increase in its expenditures should result in
the zero budget balance yet by 2009. However, from our viewpoint, taking into account the 7 years long
dynamics of growth in the budget surplus and other objective data on the declining rates of increase in ex-
ports of hydrocarbon resources and appreciation of the Ruble observed in 2006, the reduction of the budget
surplus from 7.5 per cent of GDP in 2006 to 0.2 per cent of GDP in 2008 seems, nevertheless, to be unlikely.
Apparently, the dynamics of the budget revenues are open to question; however, in this case one may doubt
thereliability of the forecast on the indicators of social and economic development of the Russian Federation
worked out by the RF Ministry of Economic Development and Trade.

No doubt, a rather significant dependence of the Russian budgetary system on the export of energy re-
sources and, therefore, the business situation on the world markets is evidence of substantial risks related to
a possible destabilization of the state balance. In this connection, taking into account the important role
played by oil and natural gas generated revenues in the formation of the state budget due to the importance
of the raw materials sector of the economy, the urgency of structuring of such revenues and their further
utilization in the Russian economy is apparent. An attempt to use oil and natural gas generated budget re-
sources on condition of maintenance of long term macroeconomic stability will be made in 2008 by the way
of transformation of the RF Stabilization Fund into the Reserve Fund to be used for the compensation of
budget revenues declining in the case of a decrease in ail prices and the Future Generations Fund, which
should be used to ensure the long term budget equilibrium. As aresult, in the period from 2008 till 2010 the
utilization of oil and natural gas generated revenues should increase from 2.9 per cent of GDP in 2006 to 5.3
per cent of GDP in 2008 through 2010 on the average; at the same time, the savings of oil and natural gas
generated revenues over this period should be at or below 0.7 per cent of GDP as compared with 8.0 per cent
of GDP observed in 2006.

2. An analysis of the revenues as set in the draft federal budget
of the Russian Federation

The observed in 2008 through 2010 decline in the share of budget revenues in GDP in comparison with
the figures registered in 2006 may be primarily explained by the reduction of the share of the oil and natural
gas sector in the national economy — from 20.7 per cent in 2006 to 14.9 per cent in 2010, and, as aresult, a
decline in the revenues generated by the mineral extraction tax and export customs duties, as well as the
changes in the RF tax legislation, which, according to the RF Finance Ministry estimates, should result in a
0.68 per cent of GDP decline in the revenues in 2008. However, in the course of calculation of budget reve-
nues, from our point of view, not all possible consegquences of changes in the tax legislation were taken into
account. For instance, no attention was paid to such possible changes in the legislative framework as the
introduction of special registration procedures with respect to persons, who should pay VAT, to be intro-
duced on January 1, 2008, as well as the reduction of the list of operations eligible for VAT rdief to bein-
troduced on January 1, 2009, and the annual, since January 1, 2008, indexation of the rate of the mineral
extraction tax on natural gas with the use of a coefficient significantly exceeding the estimated inflation rates
proposed by the RF Finance Ministry.
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The fact that at the background of a significant decline in the budget revenues generated by the mineral
extraction tax and export customs duties, which should take place in the period from 2008 till 2010, also
gives rise to doubts, since the share of key taxes in budget revenues will remain at the practically same leve,
and only the structure of tax related revenues should change, asit is presented in Table 6.

Table 6

The dynamics of the structure of tax generated revenues of the federal budget in the period
from 2004 till 2010 (in % of GDP)

Taxes Actual execution Egtimate Draft budget

2004 2005 2006 2007 2008 2009 2010
Corporate profit tax 1,2 1,8 19 19 15 15 1,4
VAT 6,3 6,2* 5,7 5,8 6,2 7,0 7,2
Excise duties 0,7 0,5 0,4 0,4 0,4 0,4 0,4
Revenues generated by customs
duties (revenues from external 50 7,8 8,6 6,7 59 53 4.8
economic activities)
Mineral extraction tax 2,5 3,9 41 2,9 2,5 2,1 19
Share of the above taxes in the "
revenues of the federal budget, % 78,1 87,6 87,7 87,2 86,8 86,7 86,7

* without revenues releied to YUKOS

Proceeding from the data presented in Table 6, it may be concluded that across all key taxes with the ex-
ception of the value added tax there is forecasted either a decline in revenues (in per cent of GDP), or stabili-
zation thereof. It should be noted that, as it has already been indicated above, the estimates of tax revenues
directly related to the business situation on the markets primarily depend on the accuracy of the forecast of
the dynamics of world prices of hydrocarbon resources and indirectly on the rates of extraction of energy
resources and the Ruble exchange rate levels, however, the amounts of structural revenues (i.e. those not
related to oil and natural gas) should be determined by objective changes in the domestic economy. In this
connection, the substantiation of the forecasts concerning a growth in VAT generated revenues seems espe-
cialy doubtful.

It is apparent that in 2004 through 2006 the dynamics of budget revenues generated by the value added tax
demonstrated a stable trend towards decline, what was primarily determined not only by macroeconomic
factors, but, mainly, by the changes introduced in the tax legislation over these years (the reduction of VAT
base rate from 20 per cent to 18 per cent in 2004; the introduction of the list of operations concerning resal
estate and plots of land not subject to this tax in 2006; and, the most significant factor, the switching to the
accrual method and the adoption of new procedures governing the compensation of VAT paid in relation to
capital construction operations in 2006). It should be noted that the indicators of VAT generated revenues
registered over 4 months of 2007, the effect of these factors persist and is not of short, but of long term na-
ture. Alongside these factors, the decline in the VAT generated revenues was also facilitated by the switch-
ing to the declaration based procedures concerning the compensation of VAT paid by exporters with respect
to material resources since January 1, 2007, what should result in a streamlining of procedures governing the
payment of such compensations and, therefore, a reduction of the balances of amounts not yet returned to
exporters. Moreover, the estimates of VAT generated budget revenues do not take into account the conse-
guences of the switching to the special registration procedures with respect to legal persons and individual
entrepreneurs as VAT payers.

Basing on the facts discussed above, it may be concluded that, from our viewpoint, the estimates of VAT
generated budget revenues in 2008 through 2010 are apparently overstated and poorly substantiated, it
should be noted that the error may make up to 1.5 per cent of GDP.

Y et another controversial issuein the draft budget as concerns tax generated revenues is the decline in the
revenues related to the corporate profit tax, which, on the contrary, demonstrated a trend towards growth
over the recent months. Besides, at the background of the expected reduction of the share of the extractive
sector of the economy the growth in the volumes of output of manufacturing industries and the sphere of
services, as well as an increase in producer prices and the net balanced financial results of the operations
carried out by enterprisesin the Russian Federation (over the first 10 months of 2006 the net balanced finan-
cial result increased by 26 per cent) permit to expect that the revenues generated by the corporate profit tax
in 2006 will be at least maintained at the same level.

On the whole, in the medium term outlook in the situation of implementation of structural reforms and
economic growth the risks to face problems in functioning of individual taxes may be structured as follows:
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1. A significant dependence of tax revenues generated by oil and natural gas prices, aswel astherisk of a
sharp decline in such revenues in the case the external business situation deteriorates, require planning and
implementation of measures aimed at the reduction of the dependence of tax generated revenues of the
budgetary system on the world ail prices. In the present situation, taking into account the persistent trend
towards a decline in the structural component of revenues of the budgetary system (i.e. the component,
evaluation of which does not depend on world oil prices), it requires at least the upholding of the quality of
administration of the base and rates of taxes, which depend less on the world oil prices (value added tax,
excise duties).

At the same time, the reduction of the value added tax rates, the replacement of VAT with the sales tax,
refraining from the indexation of excise duties rates, on the contrary, sharply raise the risks of a decreasein
tax generated revenues in the case of decline in the world ail prices. In the case it becomes necessary to im-
plement decisions concerning a further reduction of the tax burden, it would be feasible, all other things be-
ing equal, to reduce taxes significantly depending on ail prices, such as the mineral extraction tax or the cor-
porate profit tax, whereas the rates and base of the value added tax and excise duties rates in real terms
should be maintained at the same level.

2. Yet another group of potential risks related to the significant dependence of the Russian tax system and
its economy at large on the oil sector is the potential declinein revenuesin this sector caused by the decreas-
ing rate or returns and growing costs of development of deposits of natural resources. Taking into account
the fact that the enterprises operating in the oil and natural gas sector provide more than onethird of the total
amount of tax generated revenues of the budgetary system, the fact that resources exhaust and their prices
increase should be taken into account in the course of making long term forecasts of budget revenues. It
should be kept in mind that over time the share of revenues generated by these activities will gradualy di-
minish.

One of the key problems pertaining to the functioning of the mineral extraction tax is the evaluation of its
feasibility and possible switching to the differentiation of its rates. In the present situation of high oil prices,
the differentiation of rates may create the danger of making of unsubstantiated discretional decisions con-
cerning the reduction of tax rates for certain oil companies; however, in the long term outlook, as the tax
administration and control over the conditions of extraction are enhanced, the differentiation of tax rates
will, it seems, be introduced, but on condition that the problem of substantiation and examination of the dif-
ferences among deposits is solved.

3. In the medium term outlook, the trends of development of the Russian economy will, as it seems, in-
clude a relatively slower rates of development of the manufacturing sector and a faster growth in the sectors
of construction and services. These devel opments should result in the increase of the shares in the economy
of the sectors most difficult for tax administration. In addition, it should be noted that the implementation of
the transformations in the sphere of development of financial instruments will, as it appears, result in an
enhancement of the role played by the financial sector in the economy; in this case, alongside with the com-
plication of tax administration, the risks of functioning of the tax system will also include the necessity to
adopt special provisions concerning the taxation of earnings and operationsin the financial sector.

The risks indicated above require a more thorough examination and quantitative evaluation in the course
of planning of tax revenues in order to increase the quality of drafting federal budgets for the medium term
outl ook.

3. An analysis of the expenditures as set in the draft federal budget of the Russian
Federation

In 2008 through 2010, the changes in the share of expenditures of the federal budget in per cent of GDP
follows the dynamics of growth set in the budget for year 2007 yet. At the sametime, asit isshownin Table
3, the aggregate growth of the expenditures borne by the budget was determined only by the increase in the
expenditures not related to the payment of interest, which should make 18 per cent of GDP on the averagein
2008 through 2010 as compared with 16.0 per cent registered in 2005 through 2007.

One of the key factors behind such a significant growth in the non-interest expenditures of the federal
budget in 2008 through 2010 was the Address of the RF President to the RF Federal Assembly, where there
was set a number of priority objectives of the state policy to be pursued over the period under observation. In
particular, the priorities included the work towards a solution of a number of problems in the sphere of social
policy and raising of the standard of living of employees in the public sector, federal public servants, ser-
vicepersons and persons granted an equal status, as well as pensioners and other citizens, with respect to
whom there exist financial obligations at the federal level. Y et another priority was the elimination of trans-
port and energy related limits on development of the national economy, and the creation of incentives for
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growth in the nano-industry and aircraft industry. Also in the compasition of expenditures of the federal
budget for 2008 through 2010 there were allocated financial resources necessary for the implementation of
the provisions of the Presidential Address concerning the demographic situation in Russia.

Now, let us review the structure of expenditures of the RF federal budget and compare it with the struc-
ture of expenditures observed in the preceding years (see Table 8).

Table 7
Parameters of expenditures borne by the federal budget in 2005 through 2010, in Rub. billion
2005 2006 2007 2008 2009 2010
Rub. % of Rub. % of Rub. % of Rub. % of Rub. Ogg Rub. Ogg
billion | GDP | hillion | GDP | billion | GDP | billion | GDP | billion P billion P

Expenditures, total: 3514,3 | 16,3 | 4281,3 | 15,9 | 56155 | 18,3 | 6570,3 | 18,8 | 7451,2 | 18,8 | 8089,9| 18,1

Including expendi-
turesnot related to
the payment of inter-
est

3306,0 | 15,3 | 41123 | 153 | 5458,7 | 17,8 | 63824 | 18,2 | 72386 | 18,2 | 78428 17,5

Interest expenditures 2083 | 1.0 169,1 | 06 1568 | 0,5 1879 | 05 2126 | 05 2471 | 06

Memorandum: GDP 21620 26871 30690 35000 39690 44800

Source: RF Finance Minigtry, IET calculations
Table 8

Thedynamics of changesin the structure of expenditures of the federal budget
in the period from 2005 till 2010

Actual figures Law Draft budget
for

2005 2006 2007 2008 2009 2010
Expenditures, total: 16,3 15,9 17,8 18,8 18,8 18,1
Including:
Federal issues 2,4 1,9 2,6 2,5 2,4 2,4
Of which servicing of the public debt 1,0 0,6 0,5 0,5 0,5 0,6
National defense 2,7 2,5 2,7 2,7 2,7 2,7
National security and law enforcement 2,1 2,0 2,2 2,2 2,3 2,2
National economy 1,2 1,3 1,6 2,1 2,0 1,2
Expenditures for social policy and social
shere 2,1 2,0 25 25 25 2,6
Interbudgetary transfers 58 5,6 6,1 6,5 6,1 6,1

Source: RF Finance Minigtry, IET calculations

At the backdrop of the general growth in expenditures, the most noticeable changes in comparison with
the budget for year 2007 and two preceding years are related to the increase in the financing of measures
undertaken in the social sphere (on the average, by 0.4 percentage points of GDP as compared with the fig-
ures registered in 2005 through 2007), as well as the fluctuations in the share of expenditures for the national
economy in GDP: in 2008 it reached the maximum (2.1 per cent of GDP in the period from 2005 till 2010),
and later declines making 1.2 per cent of GDP by 2010, what is primarily related to the completion of a
number of the federal target programs. It should be stressed that the programs nearing completion are di-
rectly aimed at the development of infrastructure and aircraft industry — “Motor roads,” “Modernization of
the Russia' s transport system,” “ Civil aircraft,” * Sea transport,” “Internal waterways,” and “ Devel opment of
export of Russia’' s transport services.”

It should be also specially noted that expenditures for federal issues declined (without taking into account
the expenditures for the servicing of the public debt) from 2.1 per cent of GDP in 2007 to 1.8 per cent of
GDP in 2010, whereas the amount of interbudgetary transfers should increase in 2008 (by 0.4 percentage
points of GDP) at the expense of a growth of contributions to extra-budgetary funds.

In 2008 through 2010, the shares of other expenditures of the federal budget in GDP will either insignifi-
cantly change (within the range of +0,1 percentage points of GDP), or remain at the same levels.
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Similarly to the situation observed a year ago, significant amounts of financing were traditionally allo-
cated for sections “Interbudgetary transfers,” “Federal issues,” “National defense,” “National security and
law enforcement,” “National economy,” and the package of social expenditures.

In 2008 through 2010, the situation with budgetary expenditures seems to be rather ambiguous. On the
one hand, formation of expenditures of the federal budget took into account the benchmarks of financing
indicated by the RF President in his Address to the RF Federal Assembly. On the other hand, such a signifi-
cant increase in the budgetary expenditures (almost 3 percentage points of GDP in comparison with the fig-
ures registered in 2006) may entail negative consequences for the Russian economy, since in the situation of
excessive inflation pressure this growth in expenditures creates additional problems deteriorating the effi-
ciency of anti-inflation measures taken by the RF Government. In spite of the fact that by the end of 2006
the RF Government was able to contain inflation rates at the planned level, any further increase in the non-
interest expenditures in terms of their share in GDP may hinder the measures the RF Government takes in
order to further decrease the rates of growth in consumer prices in the short term and medium term outlook.

Moreover, the draft budget includes a significant amount (hundreds of billions of Rubles) of abligations
concerning the financing of measures implemented either in the framework of priority national projects, or
through the channels of the RF Investment Fund, Development Bank, and other development institutions;
these obligations are assumed without the due analysis of long term financial consequences of such funding
for the expenditures borne by the federal budget and the national budgetary system on the whole. As a result,
possible additional expenditures, which may arise in the process of implementation of these projects and
programs, remain unaccounted for. Therefore, in the course of the planning of new expenditure obligations it
is necessary to ensure that all possible financial consequences of implementation of individual measures in
the framework of these projects are thoroughly monitored and, respectively, reflected in the budget.

4. An analysis of the debt policy of the RF federal budget

The aggregate balance across the sources of financing of the federal budget deficit will increase in com-
parison with the figures registered in 2007 by Rub 121.2 billion and will make Rub. 174.0 billion in 2008,
Rub. 234.1 billion in 2009, and Rub. 332.3 billion in 2010. In the case there is reviewed the structure of the
budget across the sources of financing, the balance of domestic sources will make Rub 328.5 billion, Rub.
333.1 billion, and Rub. 439.6 billion respectively in 2008 through 2010, whereas the negative balance across
external sources of financing is expected to make Rub. 154.5 hillion, Rub. 99 billion and Rub. 107.3 billion
respectively in 2008 through 2010. Therefore, at the federal level there will be continued the policy aimed at
the replacement of external sources of borrowings with domestic ones. This processisillustrated by the data
presented in Table 9.

Table9
The dynamics of the structure of the public debt of the Russian Federation, in % of GDP

2006 2007 2008 2009 2010
Public debt, total: 9,0 8,5 84 8,7 91
Internal debt 3,9 4,6 52 5,7 6,4
External debt 51 3,9 3,2 2,9 2,8

Source: RF Finance Minigtry, IET calculations

As the Table demonstrates, the share of domestic sources of borrowings in the total amount of the RF
public debt should increase up to 70 per cent by 2010 as compared with 43 per cent registered in 2006. Such
aratio between the domestic and foreign sources of borrowings is a result of the implementation of the pol-
icy aimed at the complete abandon of attraction of new credits of governments of foreign countries and on
the international markets of capital, as well as the acceleration of implementation of the majority of the cur-
rent projects with participation of international financial organizations in order to complete repayment of the
earlier debts and minimization of amounts of new borrowings from the international financial organizations.
As aresult, the draft budget envisages the use of only target “tied” credits extended by the international fi-
nancial organization. The amount of such credits should make Rub. 18.6 billion in 2008, and Rub. 13.4 bil-
lion and Rub. 11.1 billion in 2009 and 2010 respectively.

Over the period under observation, the main source of financing of repayment of the state debt obligations
should be financial resources attracted via the placement of securities on the domestic market. Thus, in 2008
the placement of state securities on the domestic market is estimated to attract Rub. 463.3 hillion, Rub. 496.7
billion in 2009, and Rub. 671.4 billion in 2010. However, from our point of view, the more than twofold
increase in the amounts of domestic borrowing in comparison with the figures registered in 2007 and the fact
that these financial resources are attracted for medium and long terms (their share should make about 98 per
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cent of the total planned amount of borrowings) will not result in the squeezing out or growth in the prices of
investments necessary to ensure growth of the national economy.

Conclusions

Basing on these comments on the law on the federal budget for year 2008 and the period until 2010 con-
cerning the revenues and expenditures of the budget, as well as the sources of financing of the federal budget
deficit, there may be drawn the following conclusions.

1. The level of reduction of all budget revenues by 5.5 percentage points of GDP by 2010 in comparison
with the respective level registered in 2006, and, as a result, the reduction of the budget surplus from 7.5 per
cent of GDP in 2006 to 0.2 per cent of GDP in 2008 seems to be rather controversial; however, the reliability
of the indicators of the forecast of social and economic development of the Russian Federation elaborated by
the RF Ministry of Economic Development and Trade, on the basis of which there was drawn the revenue
side of the federal budget, is open to question.

At the same time, from our point of view in the course of calculation of the revenues of the federal budget
there were taken into account not all possible consequences of changes in the tax legislation; as a result, the
justification of the forecasts concerning the growth in the amount of VAT generated budget revenues seems
to be doubtful. No proper assessment was made with respect to the consequences of switching to the accrual
method and the adoption of new procedures governing the compensation of VAT paid in relation to capital
construction operations, as well as the switching to the declaration based procedures concerning the compen-
sation of VAT paid by exporters with respect to material resources since January 1, 2007, what should result
in a streamlining of procedures governing the payment of such compensations and, therefore, a reduction of
the balances of amounts not yet returned to exporters. Moreover, the estimates of VAT generated budget
revenues do not take into account the consequences of the switching to the special registration procedures
with respect to legal persons and individual entrepreneurs as VAT payers since January 1, 2008, and the
reduction of the list of operations eligible for VAT rdief to be introduced on January 1, 2009, as proposed
by the RF Finance Ministry.

Y et another controversial moment in the draft composition of tax generated budget revenues is the decline
in the revenues related to the corporate profit tax, which has demonstrated a stable trend towards growth
over recent years.

Moreover, the existing risks that certain problems can arise in the functioning of some taxes were not re-
flected either in the draft budget for years 2008 through 2010, or in the respective supplementary documents,
what also negatively affects the quality of the drawing of the budget and its rdiahility.

2. In spite of thefact that the total growth in the expenditures of the budget is primarily related to the allo-
cation of financial resources for the implementation of priority measures in the social sphereindicated by the
RF President in his Address to the Federal Assembly, the urgency of the problem of the fast dimination of
infrastructural limitations on economic growth still persists. In this connection, it gives rise to concerns that
expenditures for national economy are reduced from 1.6 per cent of GDP in 2007 to 1.2 per cent of GDP in
2010, as well as the completion of a number of federal target programs, which are directly aimed at the de-
velopment of infrastructure and aircraft industry — “Motor roads,” “Modernization of the Russia' s transport
system,” “Civil aircraft,” “Sea transport,” “Internal waterways,” and “Development of export of Russia's
transport services.”

In 2008 through 2010, the situation with budgetary expenditures seems to be rather ambiguous. On the
one hand, formation of expenditures of the federal budget took into account the benchmarks of financing
indicated by the RF President in his Address to the RF Federal Assembly. On the other hand, such a signifi-
cant increase in the non-interest component of expenditures may entail certain risks that the task to contain
inflationary processes in the economy may be not fulfilled. In this situation, it seems feasible to estimate
inflationary consequences of execution of this draft federal budget.

Moreover, the draft budget includes a significant amount (hundreds of billions of Rubles) of abligations
concerning the financing of measures implemented either in the framework of priority national projects, or
through the channels of the RF Investment Fund, Development Bank, and other development institutions;
these obligations are assumed without the due analysis of long term financial consequences of such funding
for the expenditures borne by the federal budget and the national budgetary system on the whole. As a result,
possible additional expenditures, which may arise in the process of implementation of these projects and
programs, remain unaccounted for. Therefore, in the course of the planning of new expenditure obligations it
is necessary to ensure that all possible financial consequences of implementation of individual measures in
the framework of these projects are thoroughly monitored and, respectively, reflected in the budget.
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3. In the sphere of management of the RF public debt at the federal level, the continuation of implementa-
tion of the policy aimed at the replacement of external sources of borrowings with domestic ones may be
evaluated as positive dynamics. As aresult, the share of domestic sources of borrowings in the total amount
of the RF public debt should increase up to 70 per cent by 2010 as compared with 43 per cent registered in
2006.

At the same time, from our point of view the more than twofold increase in the amounts of domestic bor-
rowing in comparison with the figures registered in 2007 and the fact that these financial resources are at-
tracted for medium and long terms (their share should make about 98 per cent of the total planned amount of
borrowings) will not result in the squeezing out or growth in the prices of investments necessary to ensure
growth of the national economy.

|. Sokolov

Economic aspects of development of the RF aircraft industry: social implications

This section deals with economic aspects of coordinated development of military and civil aircraft in Rus-
sia. Proceeding from an analysis of the data on the financing of the RF military aircraft industry, as well as
the prospects of development of the RF civil aircraft, it follows that the needs of civil aircraft industry should
be set as a priority. In order to answer the question on the rational share of production of civil aircraft aimed
for export and for the domestic market there has been developed a method defined as “ the evaluation of im-
plicit optimization.” Basing on this method, there have been revealed possible “ discrepancies’ in the plans
concerning the production and use of our civil aircraft.

A number of innovative projects taking into account the specifics of the present situation raise certain
hopes that the RF aircraft industry could overcomethe crisis in the grip of which it is now.

Let us begin with the military aircraft industry. At the moment, the Russian Federation has no completed
principally new designs of piloted military flying vehicles (FV), although large sums have been spent for R
& D in this sphere. These financial resources are shown in the upper “layer” of the total amount of the ex-
penditures the Russian Federation allocates for military aircraft and are based on the data contained in re-
ports the Russian Federation presented to the United Nations.
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Fig. 1. Expenditures for the development of the RF military aircraft borne by the RF, Rub. billion
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On the whole, the dynamics of all these expenditures, if compared with the results achieved, provide evi-
dence that the allocated financial resources have been spent inefficiently. The Air Force received just a few
new military flying vehicles.

At the same time, the USA has already put out the first pieces of a new tactical aircraft of the so called
fifth generation and a principally new multipurpose aircraft V — 22 driven by propellers mounted on its
wings. Some other countries, for instance, Sweden, have also proven that they have sufficient competitive
power with respect to the USA in the field of development of combat piloted flying vehicles due to an opti-
mal ratio between the quality and prices of their planes. At the same time, many other countries successfully
compete the United States in the area of creation of combat drone flying vehicles.

Judging by the publications in foreign mass media and studies of Russian military analysts®, in the USA
numbers of combat airplanes and helicopters procured annually make hundreds vehicles. In comparison with
these figures, the output of combat airplanes and helicopters manufactured by the piece in Russia for its own
Armed Forces remains insufficient not only to meet the needs of the RF military organization, but (even
taking into account the production of flying vehicles for export) to make production profitable. The back-
wardness of Russia is especially felt in the sphere of radio and eectronic equipment “stuffed” in airplanes,
i.e avionics. Thereis a little chance of successful competition. Therefore, foreign procurement of Russian
made piloted military flying vehicles may decline soon, moreover, taking into account the fact that since
recently the Russian Federation has been sdling not only completed flying vehicles, but also licenses for
manufacturing thereof. It should be also noted that over recent years, both India and China, for instance,
have already been installing equipment of their own production or purchased in third countries in the flying
vehicles they buy in Russia.

It should be also noted that the RF Government totally abandoned the financing of development of the
civil aircraft in the country yet in the early 1990s, immediately after privatization of the former civil air fleet
(CAF) of the USSR. Numerous air carriers of Russia refrained from contracting new civil aircraft not to
mention R & D. Theleasing of Russian airplanes supported by the state has also failed to come up to expec-
tations. In 2004, aircraft factories in the Russian Federation manufactured only 13 passenger planes, whereas
the respective figure for 2005 made 8 pieces. Over the same period, European consortium Airbus and
American Boeing produced 378 airplanes and 290 airplanes respectively.

In 2006, there was observed no significant improvement of the situation of the Russian aircraft industry.
Over the recent years, at the enterprises of the RF aircraft industry there has not been carried out any renova-
tion of the machine pool and technol ogies. Personnel aged both in the sphere of production and in the sphere
of operation and maintenance of aircraft. Whereas in 1990 more than 600 pilots of the civil air fleet gradu-
ated from the national flying schools, at present this figure makes 70 to 80 graduates. In 1990, the average
age of pilots made from 28 to 29; however, at present this figure is over 40. Breakdown rate increased and
was record high in 2006.

Therefore, it became inevitable that in this sphere Russia returned to the industrial policy tested yet in the
USSR and at present pursued by some developed countries, which envisaged the compulsory integration of
state devel opment strategies with respect to both military and civil piloted flying vehicles. As concerns tech-
nologies, there was also necessary to carry out unification of respective components. However, using the
term “return” it should be noted that there exists a principal difference between the old and new situations.
At that time, the priority was the development of military aviation, whereas at present the priority hasto be
set on civil piloted flying vehicles.

Therefore, the creation of a united aircraft industry corporation (UAC) in 2006 was both forced and stra-
tegically right measure. UAC sets focus on the development of civil production at all enterprises of the air-
craft industry, including even the Sukhoi experimental design bureau, which has been earlier involved pri-
marily in military aircraft. There was launched the project of manufacturing of regional and short range air-
planes belonging to the Russian Regional Jet (RRJ) family. In the framework of this project there were in-
troduced many features, which were new for the Russian aircraft industry: the devel opment based on charac-
teristics exceeding the respective features of products manufactured by all known competitors and meeting
(on the safe side) the requirements set by all international standards; as well as cooperation with 15 foreign
firms supplying component parts under the guidance of a Russian experimental design office.

Moreover, practically at the same time the project was launched there were signed contracts for purchase
of the “competing” in this class airplane An — 148, the development of which was well ahead of RRJ. The
competitive power of An— 148 is apparent. Its cost makes approximately US $ 18 million. Thisfigureis by

13V, Korotchenko. Proyekt voyennogo byudzheta SShA na 2008 finansovyi god [Draft US military budget for financial
year 2008]. Zarubezhnoye voyennoye obozreniye No. 4, 2007, p. p. 21 —26.
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25 per cent to 30 per cent below the costs of similar foreign products and below the expected costs of similar
aircraft of the RRJ family. Does it mean that it was a mistake to set the course for development of RRJ and
at the same time to support An — 148 project? Of course not. Answering this question one should not think
only of RRJ as a potentially higher end product. Support of the An — 148 project means that at the sametime
there can be used yet ancther rational principle of state policy: not only to develop new, but also maintain
earlier, profitable schemes of inter national cooper ation.

Thus, a new idea was started up: to divide the spheres of use of these two flying vehicles. For instance™,
An — 148 could be used by domestic and CIS airlines, whereas RJJ should fly to Europe and America. It is
expected that these orders will be able to make busy Russian and Ukrainian factories, whereas new planes
will replace the obsolete Tu — 134, which, it should be noted, is used both in the civil aviation and by the RF
Air Force in the Russian Federation, taking into account the expected enormous demand for medium range
airplanes, which can exceed 1.5 thousand aircraft in the nearest future.

Therefore, the RF Government officials assert that the concentration of resources of the aircraft industry
in the framework of the UAC will permit Russia to increase the amount of its aircraft market up to US $ 16
billion by year 2015. At the sametime, it was stated that the percentage based reationship between the mili-
tary and civil products manufactured by the holding should make 50 — 50, athough this statement seems
guestionable.

At last, thereis the news that thereis to be expected the appearance of anew large air carrier, a competitor
of the Aeroflot, in Russia soon. It is a Russian company AirUnion, which comprises of fiveregional air car-
riers and created, as it was stated, “in order to improve the quality of servicing of passengers.” The respec-
tive decree of the RF President was signed on May 2 of 2007. It is expected that practically al financial re-
sources of this company will be allocated for the purchase of airplanes from the Sukhoi holding and that it
will be oriented primarily not towards domestic Russian market, but to the international operations.

Therefore, the circle, in the center of which is the Sukhoi experimental design bureau, has been com-
pleted. The state has made its organizational steps. Financing of civil aircraft is envisaged by the budget. It
should be also noted that at the same time there is expected no decline in the financing of military R & D in
comparison with the figures registered in the preceding years (see Fig. 1). The only thing remains. to ensure
the efficiency of the respective expenditures.

Table 1.

I nformation on the production strategies of the UAC
M ass media source I nformation

Rossiyskaya Gazeta It is expected that the price of RRJ should be in the range of US $ 30
of January 7, 2007 to 35 million.
The total output of RRJ should make about 700 airplanes.
The RF share should make about 7 per cent. About 93 per cent of
aircraft should be exported.
35 per cent — USA; 25 per cent — Europe; 10 per cent — Latin Ameri-
can countries; 7 per cent - China.
VPK of February 28 — | There was approved the range of civil airplanes to be manufactured
March 6, 2007 by the UAC:
16 11 — 96 - 300/400 + 78 Tu - 204/214 or Tu - 334-100 + 74 An -
148 + 150 An - 140 and An - 38 —mostly, for domestic airlines;
some of the aircraft should be exported;
RRJ — mostly for export.
|zvestiya of March 12, | A statement by the President of the closed joint stock company Suk-
2007 hoi Civil Aircraft: From the very launch of the project, we have
planned to sell our productson theinternational market. The
share of the Russian market should make about 30 per cent of
the total planned amount of sales.

It would seem that the creation of the UAC and the new operator of its future civil products should be
welcomed. However, there are observed some aerting facts. Such facts include, first, the traditional segrega-
tion of the functional component “military aircraft” within the UAC. It is closed both for foreigners and for

4. Kedrov. Vzaimodopol nyayushchiye proyekty [Complimentary projects]. VPK No. 10 of March 15, 2006.
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public control on the part of the RF citizens, what can be used by corrupt officials. Second, the creation of a
separate closed joint stock company Sukhoi Civil Aircraft within the UAC, which, it should be noted, is also
closed for the citizens of the country, although it manufactures only civil products.

Therefore, the issue of the share of the most modern airplanes to be used by Russian citizens of the total
amount of the planned output of such planesis very urgent at the moment.

Information on the strategy of development of the RF civil aviation is very contradictory. On the one
hand, there are repeated well known statements that it would be rational if aircraft manufacturers produced
about 70 per cent of airplanes to meet the needs of the domestic market and 30 per cent of their products
should be exported. On the other hand, there are heard other statements, partially summarized in the Table 1
below.

It is not surprising that in reaction to such statements and expected prices of the airplanes of the RRJ fam-
ily, in April of this year Russian airlines already signed contracts for purchase of used (about 10 years) for-
eign aircraft priced in the range from US $ 25 to US $ 30 million per a 200 seats airplane.

How should the society react to all these developments? In order to answer this question we have ana-
lyzed conventional relationships of normalized in the range from O to 1 interest indicators K; of major
subjects being in the composition of the system of making and implementation of managerial decisions
(SMIMD) in the RF and the share of airplanes x, which should be transferred to Russian airlines. The re-
spective dependences of individual indicators are presented in Fig. 2. Three major subjects of SMIMD were
assumed to be:

1) the society — the “subject” interested that the major share of the most comfortable and safe passenger
airplanes would be received by citizens of Russia; in contradistinction to other subjects, the RF society is not
organized and its influence on the making and implementation of managerial decisionsis weak;

2) the RF military organization is most of all interested in 50 — 50 proportion, which provides the military
an opportunity to influence the output of not only military, but also civil aircraft: partialy — to meet their
own transportation needs and partially to use the planes in the framework of the so called offset transactions
in the course of sales of military aircraft abroad;

3) closed joint stock companies (CJSC) — producers of civil super aircraft and air companies intending to
operate on international airlines. Their interests are determined by profits to be derived from the sales of
flying vehicles and related services, therefore, they are interested in foreign air carriers and air passengers,
who can pay a higher pricefor improved comfort and safety.
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We view the aggregate indicator of SMIMD actions as a result of summing individual indicators K,
which reflect interests of subjects, with weightsr; (index j = 1, 2, 3 corresponds to the list of SMIMD sub-
jects indicated above) and assume that r; = 1, the result is the effectiveness function Kizs(x) = Ky(x) + rp *
Kz(X) +r3* Kg(X).

In order to analyze this function we applied the method of evaluation of implicit optimization of manage-
rial decisions made by the SMIMD. The essence of this method is the solving of the reverse optimization
problem®™. We search for and find weights, with which the managerial decision presented to us as “optimal”
actually meets the requirements of optimality. The results of such an analysis of pair-wise comparison of
interests “ society — military organization” and “ society — closed joint stock companies” areillustrated in Fig.
3 and provide evidence of the following:

- inthe casethe value of x = 0.6 — 0.7 is declared to be optimal, thereis present the balance of interests of
the society (on the one hand) and the military organization together with the closed joint stock companies
(on the other hand); at the same time, the interests of neither the military organization, nor the closed joint
stock companies taken separately are infringed upon; for instance, representatives of interests of closed joint
stock companies will be right to evaluate the weight of their interests to be closeto 0.8, i.e. will be not much
below the weight of the society’s interests (1);

- however, in the case the value of x in therange from 0.1 to 0.3 is declared to be optimal, what is the case
today, such an “optimality” is possible only if the weights of the closed joint stock companies are signifi-
cantly (approximately two times) above the interests of the society.
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Fig. 3. Values of weight coefficients given to the interests of military organization (r,) and CJSC to opti-
mize parameter X.

15 V. Tsymbal. Metodicheskiye vozmozhnosti proyavieniya zayavlyaemoi optimanosti strategiy i planov razvitiya
[Methodological opportunities to evaluate the declared optimality of strategies and development plang] // In: Collected
volume Strategicheskoye planirovaniye i razvitiye predpriyatiy [Strategic planning and development of enterprises].
Section 2. / Materialy Vosmogo vserossiyskogo simpoziuma [Materials of the Eighth All-Russian Symposium]. Mos-
cow, April 10—11, 2007. — M.: TsSEMI RAN, 2007, p. p, 193 — 194.
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In the case al three subjects are analyzed collectively, the solution turns out to be ambiguous; however,
its essence remains the same.

Not lessillustriousis the direct analysis of the values of the normalized indicator of interest of each of the
SMIMD subject in the cases, where the value of parameter x is changed, for instance, from 70 per cent to 10
per cent (see Table 2).

Table 2.
Changes of individual indicators depending on the switching from
X =70 per cent to x = 10 per cent
SMIMD subject Change of the individual indicator
j =1 —Russian society and air companies Loss 72 %
] =2 —military organization of the state Loss 32 %
j=3 -CJsC Gain 48 %

The results of the analysis may be interpreted in the following way. As it turns out, the society is of-
fered to use the financial resources provided by citizens to the state to modernize the aircraft industry of the
country, set up the production of the most advanced and safe passenger airplanes in order to sell these air-
craft mostly to foreign air companies and share the profits among shareholders of the closed joint stock
companies.

As concerns passengers, in the case these plans of the management of the UAC come true, foreigners will
fly the super advanced planes of Russian manufacture, whereas the mgjority of Russian citizens will have to
use less comfortable and safe aircraft, either obsolete air liners of domestic production, or used foreign air-
planes.

The issue of therightfulness of such disposition of the financial resources belonging to Russian citizens is
outside the framework of our economic analysis.

V. |. Tsymbal

The Changesin Health Care Financing in the Subjects
of the Russian Feder ation

In 2006 the trend for unification of the mechanisms used for medical institutions financing developed un-
der the influence of the policy of the federal center. In anumber of regions initiative innovations took place.
On the whole, however, ingtitutional changes taking place do not still have substantial influence on the stim-
uli of the medical institutions to increase the resource utilizations.

In 2006 the changes in the health care financing and management took place in al the regions of the Rus-
sian Federation. The majority of them was accounted for by the fulfillment of the requirements of the federal
legislation of the authority demarcation and implementation of the national project “Health” as well as under
the pressure of the federal power on the fulfillment of law on medical insurance regulations.

In 2006 restructuring of the health care institutions according to the requirement of the new legislation on
power demarcation between the levels of authorities took place in 53 out of 76 regions on which the infor-
mation was obtained®. All in all 493 health care institutions and more than 700 structural divisions of diver-
sified health care institutions were passed from one level of subordination to another (in 2005 - 547 health
careingtitutions and 377 structural divisions).

In 2006 in all theregions of the Russian Federations new kinds of additional payments were introduced in
state and municipal health care institutions and the mechanism of child birth certificates was implemented
according to the resolutions of the Government of the Russian Federation for priority national project
“Health” undertakings fulfillment. In 23 regions coordination councils on redlization of priority national
projects were created in 2006.

Over the last three years the trend for a slight decrease of the share of funds of the compulsory health in-
surance (CHI) while financing state guaranteed territorial programs was observed: in 2004 it was equal to
48%, in 2005 — to 47%, and in 2006 r. — 46%. The value of this index for different regions of the Russian
Federation varies from 17% (K oryaksky autonomous okrug) to 84% (Chukotka autonomous okrug) (seefig.
1). At the sametime in a number of regions the measures to the transfer to one-source system of health care

16 The source of information here and further — data from the subjects of the Russian Federation, collected in the
framework of the WHO /CIDA program “Health care policy and Management in Russa (see
http://www.healthreform.ru; http://zdrav.socpal.ru).
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financing, envisaged by territorial CHI programs were undertaken. This means the concentration of the big-
gest amount of the public funds in the system of CHI, which creates prerequisites for their more efficient
distribution among the health care ingtitutions. Whereas in March 2005 the leader in the progress to one-
source financing system was Tyumen oblast (the share of CHI funds in the state health care financing was
equal 77% then), last year itsfigures diminished slightly - to 63%, and Chukotka autonomous okrug (84%),
Ivanovo and Tula oblasts (72%) outstripped it by this figure. Samara oblast, which was the leader of CHI
implementation in 90ies and concentrated more than 90% of the public funds in the system of hedlth care, in
2006 was in the second ten by the value of this figure (47%).

Figure 1.

The Share of CHI Fundsin Health Care State Financing in Subjects
of the Russian Federation in 2005 as percentage
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Source: data from 62 regions of the Russian Federation

In 2006 the changes in the organization structure of the CHI proceeded due to the coercive elimination of
administrative barriers for health insurance organizations operation by the federal centre and expanse of
mainly Maoscow insurance companies into the regions. The share of the regions where in the CHI systems
the insurers were only health insurance organizations as it was envisaged by the law on health insurance,
which was less than the half in 2004, now exceeds three quarters (seetable).

Table.

Distribution of the Territorial CHI Models, Different by
the Role of Health Insurance Organizations

Organizations actinsasinsurersin the CHI system in the subject of the The share of theregions, having

Russian Feder ation in 2006

such a model, %

2004 2005 2006
CHI territoria fund and its branches 24 10 9
Branches of the CHI territorial Fund and Health Insurance organizations 27 36 14
Only health insurance organisations 49 53 77

Source: 2004 — data from 89 RF subjects, 2005 - datafrom 89 RF subjects, 2006 - datafrom 78 RF subjects.

There are 6 main methods of payment for out-patient health care (by expenditure estimate, by visits, by
marks system, for individual services, for finished medical case, by per capita principle for one person regis-
tered) and 5 main methods of payment for in-patient care (by expenses estimate, by the real number of days
spent by the patients in clinic, by the average cost of one patient treatment in specialised department, for
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finished hospital treatment, for the adjusted volume of medical care) used. In a number of regions several
methods are used simultaneously to pay for out-patient and in-patient aid.

In 2004-2006 the trends for the reduction of the regional differences by the methods of payment used
were clearly seen. In last three years among the methods of payment (see fig. 2) the application of payment
for visits expanded. 1n 2006 this method was used by 88% of the regions. The regions were encouraged to
transfer to this method of payment in 2003-2005 by Pension Fund (this was a prerequisite to join into the
experiment on co-financing of the health care rendered to pensioners, conducted | 2003-2005 and involved
36 regions), and then by the authorities of the Ministry for Health Care and Social Development of the Rus-
sian Federation. In the meantime, the payment for outpatient care by the number of visits encourages the
growth of calls to the doctors and does not stimulate the work on illness prevention. Another method of
payment, which does not have such disadvantages and is widely used in other countries, - by per capita
principle for one person registered — was used only in 14% of the regions in 2006 (in 2004 — in 19%).
Among the changes, which took place in 2006, it should be noted that the share of the regions which apply
the method for finished treatment cases payment grew a bit —up to 36% (in 2004 - 23%, in 2005 — 26%).

Figure 2.
The Distribution of the Outpatient Care Payment Methodsin the System of CHI in the Sub-
jects of the Russian Federation in 2004-2006, as per centage*
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* In asubject of Russian Federation several methods of payment can be used simultaneously
Source: 2004 — data from 89 RF subjects, 2005 - datafrom 89 RF subjects, 2006 - datafrom 78 RF subjects.

Among the methods of payment for in-patient care (seefig. 3) the implementation of the payment for fin-
ished treatment case increased considerably in 2006 (65% of the regions). The method of payment for the
adjusted volume of the health care allows to take into account the complexity of the care provided more ex-
actly and create incentives for increase of resources use efficiency in hospitals, but it is used only in 8% of
theregions (in Kemerovo, Kostroma, Samara, Tula oblasts, the Republic of Chuvashia). It is notable that the
number of regions, which use the method of payment by the number of the real days the patient spent in bed
increased over the last three years (from 42% in 2004 to 47% in 2006). It encourages the inpatients clinics to
maintain the maximum amount of the beds, increase the number of hospitalization cases and the duration of
the treatment.
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Figure 3.

The Distribution of the M ethods of Payment for Inpatient Carein the CHI System in the Sub-
jects of the Russian Federation in 2004-2006, as per centage*
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Source: 2004 — data from 89 RF subjects, 2005 - datafrom 89 RF subjects, 2006 - datafrom 75 RF subjects.

It should be also noted that 8% of the subjects of the Russian Federation use CHI funds to pay for outpa-
tients care by the method of financing health care institution by the expense estimate and 10% of the subjects
use this method to pay for in-patient care. Thus CHI system has not yet substituted its expense estimate fi-
nancing of the health careinstitutions, which encourages them for expense-oriented type of management, for
the payment for work according to the results figures.

The efficiency of the methods of payment application in the CHI system depends on the extent of regula-
tory and methodology base devel opment, which controls the amount of rendered health care. In 2006 there
was the approach of medical and economic standards development for health care provision, allotment of
clinic statistic groups of the illnesses and application of this tool to calculate the tariffs in CHI system that
developed considerably. The number of the subjects of the Russian Federation, which use this methodol ogy,
reached 34 in 2006 (27 in 2004).

In March 2006 the President of the Russian Federation commissioned the Government to start the experi-
ment on the financing of the in-patient health care institutions, orienting on the final results, and on transition
to one-source financing in 2006. The preparation of the experiment took the whole year. 19 regions were
chosen to participate in the experiment by the Ministry of the Health Careand Social Development. By the
Resolution No 296 from 19 May 2007 the Government of the Russian Federation established the rules of
expenses financing for 2007 of the fulfillment of the pioneer project, directed towards the increase of the
service quality in the field of health care and adopted the list of regions, which participate in the project.
Among them there are: Astrakhan, Belgorod, ViIadimir, Vologds, Kaliningrad, Kaluga oblasts, Krasnodarsk
krai, Leningrad oblast, Republic of Chuvashia, Tver, Tomsk oblasts, Republic of Tatarstan, Rostov oblast,
Perm krai, Samara, Sverdiovsk, Tyumen oblasts, Khabarovsk krai, Khanty-Mansi autonomous okrug.

The experiment will test:

Step-by-step transition of the health care institutions to mainly one-source financing in the system of
CHI;
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Guaranteeing of the financing of in-patient care according to the regulations of the financial ex-
penses, calculated on the basis of health care standards, taking into account the quality of health care
provided,
Implementation of partial funds accumulation at the level of outpatients clinics, envisaged to pay for
medical aid on the basis of per capita standard financing (partial fund holding), and creation of the
system of intra- and interdepartmental mutual settlements;
Reformation of medical staff labor remuneration depending on the final result of their work;
Guaranteeing the oregistration of the health care provided and estimation of its quality.

In 2007 the conduction of the experiment will be financed at RUR 5.4 bln from the federal budget and

Federal Funs CHI means, aswell as co-financed by the budgets of the Russian Federation subjects.
Shishkin SV., Chernez V.4., Sdlemeva E.V.

Non-state pension fundsin 2006

The total amount of pension reserves of non-state pension funds (NSPF) made Rub. 405 billion (US $
15.4 billion in the terms of the current exchange rate as in the beginning of the year) by the end of 2006. As
it is demonstrated by the data in Figures 1 and 2, the NSPF pension reserves grew rapidly over a severa
years period and in 7 years, from 2000 till 2006, the total amount of such reserves increased approximately
38.5timein Rubleterms (39.5 timesin US $ terms).

9 100 7 - - m o
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40

30 T T T T
2000 2001 2002 2003 2004 2005 2006

Fig. 1. Growth in pension reserves and investments of NSPF (in US $ terms)
Calculated basing on the data presented by the Inspection of Non-State Pension Funds (INSPF).

In spite of the fact that the reserves demonstrated very impressive dynamics (for Russia), the total amount
of assets still remains extremely insignificant (1.5 per cent). Even taking into account the compulsory funded
component of the pension system the significance of pension funds in the economy remains several times
below the respective indicator registered in the mgjority of the OECD member countries (see Fig. 3) and is at
alevd closeto that demonstrated by East European countries and the countries of the former USSR (see Fig.
4).
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FSFR, Rosstat.

(4) Preliminary estimates

Fig. 3. Assets of pension funds in OECD member countries in per cent of GDP as in 2005
Source: OECD. Pension markets in focus, October 2006, # 3

Notes:
(1) Thedatado not include mutual trusts, preliminary data.

(2) The data include mutual funds.

(3) Preliminary data
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Fig. 4. Assets of pension funds across countries outside OECD in per cent of GDP as in 2005

Source: OECD. Pension marketsin focus, October 2006, # 3

The average amount of pension reserves of the non-state pension fund made Rub. 1.6 billion as at the end
of 2006. As concerns this criteria, funds differ from zero to Rub. 245 hillion.

Given the small amount of financial reserves at the disposal of the average NSPF, the structure of the
branch market is characterized by a very high level of concentration. As at the end of 2006, the share of the
largest NSPF made about 60 per cent of the total amount of pension reserves. The next four funds made
other 20 per cent of the total amount, therefore, 5 largest NSPF concentrated 80 per cent of the total amount
of voluntary pension contributions'’. At the same time, the largest NSPF in terms of pension reserves
(Gazfond) was more than five times above the respective indicator of the second largest fund.

Pension savings have not yet made a noticeable component in the pension related obligations of NSPF. As
at the end of 2006, these resources made Rub. 10 billion (2 per cent of own assets). Seventy three funds took
leading positions on the market of compulsory pension insurance. In terms of attraction of financial re-
sources, NSPF “ LUK il — Garant” was the leader of the market, its respective financial resources made Rub.
2.4 billion.

The leve of concentration in this segment is not as high, as in the segment of pension reserves: the share
of the leader made 24.5 per cent, whereas the share of the five largest funds made 60 per cent.

In connection to the specifics of the terms of transfer of pension savings from the PFR to NSPF the most
illustrative of the activities of NSPF is yet not the end of a year, but the end of the first quarter of the year,
when PFR transfers pension savings to NSPF in accordance with the applications submitted by insured per-
sons. As concerns the results of the 1% quarter of 2007, the pension savings in NSPF almost doubled and
made Rub. 19.8 billion. In terms of attraction of financial resources, NSPF “Blagosostoyaniye’ was the
leader of the market. In this fund, pension savings grew more than 2 times over the quarter. The market
share of the leader makes at the moment 27.8 per cent. At the same time, about 20 new operators appeared
on the market, including NSPF of the Sberegatelny Bank. This bank could attract 18.8 thousand insured

" For comparison, in 2003 this indicator was at 70 per cent.
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persons; however, in terms of the amount of pension savings — Rub. 351 million - it was able to become 9"
on thelist of the leaders.

Besides, in order to correctly assess the real positions non-state pension funds have on the financial mar-
kets it is necessary to take into account the fact that a considerable part of the financial resources they dis-
pose of are not pension reserves or pension savings, these assets are properties aimed to ensure carrying out
their activities as defined by their respective bylaws.

On the average, the indicator of assets allocated to ensure the carrying out the activities defined by NSPF
bylaws makes 18 per cent across the funds, whereas without NSPF Gazfond it makes 25 per cent. However,
therates of growth in these assets lag somewhat behind the rates of increasein pension reserves and its share
in the own assets of currently operating NSPF declined by 7 percentage points, while without Gazfond the
value of this indicator decreased by 11 percentage points. At the same time, the amount of assets aimed to
ensure carrying out the activities defined by NSPF bylaws of 100 funds having submitted their financial
statements to the FSFR as on January 1, 2007, was bel ow the minimum amount of Rub. 30 million set forth
by the federal law “ On non-state pension funds.”

In contradistinction to the dynamics of financial indicators of NSPF, the involvement of the population in
voluntary pension programs is growing at slower rates. Over three years, from the end of 2003 till the end of
2006, the number of NSPF participants grew by only 23 per cent and made 6.4 million (9 per cent of the
total amount of employed), whereas payments are made to less than 0.9 million persons. In 2006, the amount
of pension paid by NSPF made Rub. 993 a month that making 36 per cent of the average pension paid by the
Pension Fund of the Russian Federation.

L. I. Sycheva, L. V. Mikhailov

I ssues, Discussed at the M eetings of the Gover nment
of the Russian Federation held on 10 and 24 M ay 2007

The following most significant issues were discussed at the meetings of the Government of the Russian
Federation in May 2007: draft of the Federal Law on making amendments to a number of laws in thefield of
licensing and the report of the Ministry of Finance of the Russian Federation On the insurance legislation
development in the Russian Federation.

*k*

On May, 10 at the meeting of the Government of the Russian Federation the draft of the Federal Law “On
making amendments to some legislative acts of the Russian Federation and recognition of some legislative
acts as invalid on the licensing issues of certain kinds of activity”. The law is aimed at regulating of the sys-
tem of licensing in the territory of the Russian Federation, exclusion of the possibility to apply a large num-
ber of principles of the law, which regulate the licensing procedure. According to the ideas of its authors, the
adoption of the law will enable to pursuit the unified state policy in the field of individual kinds of activity
licensing.

The law envisages making amendments to 13 legislative acts of the Russian Federation, which contain the
statements on licensing. These amendments concern the specification of the denomination of the kinds of
activities which are subject to licensing as well as the exclusion of requirement to license the kinds of activi-
ties not envisaged by the Federal Law.

Thus, in the Air Law of the Russian Federation, the Law of the Russian Federation “On social protection
of the citizens, exposed to radiation as a result of the catastrophe at the Chernobyl Atomic Power Plant” the
norms that envisage the licensing of activity connected with the goods produced in the suffered territory as
well as activity in the field of air transportation, licensing of which is not envisaged by the Federal Law are
excluded.

In article 6 of the Federal Law “On state support of the small business in the Russian Federation” the
norm of simplified procedure for licensing of the entities of small business is excluded, for the list of kinds
of activities to which a simplified procedure of licensing can be applied is established by the Federal Law
and the activity of small business entities is not mentioned in it.

Federal Law “On Government control over the effect of the carriages by roads and the responsibility for
the violation of the order of the procedure” is put into accordance with the international treaties of the Rus-
sian Federation on international motor traffic, which does not envisage licensing of the type of activity men-
tioned.

In accordance with the amendments, being made to the article 333 of the Tax Code of the Russian Federa-
tion, its statements, concerning the peculiarities of state duty payment while conducting notarial acts in the
field of assessing activity in connection with the abolition of this type of activity licensing are excluded.
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Reference rule, according to which the licensing of some types of activities in the inland water transporta-
tion is realized in compliance with the legislation of the Russian Federation, is introduced in the Inland Wa-
ter Transportation Code of the Russian Federation
The bill aso regards as invalid 7 Federal Laws, which established the requirements for licensing of the
kinds of activities, which are not subject to licensing or licensing of which was ceased in accordance with
the Federal Law (on issue of the certificates of digital signatures keys, assessing activity, arbitral manage-
ment, pedigree cattle breeding, and breeding production sales, tobacco goods production, best seeds produc-
tion and grain storage.
On 17 May at the meeting of the Government of the Russian Federation the report of the Ministry of the
Finance “On the measures to improve insurance legislation in the Russian Federation” was heard. The aims
and tasks of the government policy in the field of insurance were described in the report.
The aim of the government policy in the field of insurance is the formation of the national insurance sys-
tem which will be able to protect effectively property interests of the citizens, legal entities and the state in
case of insured accidents happening.
The main directions of the state policy in thefield of insurance business are stated in “ The main directions
of the development of the national insurance system in the Russian Federation in 1998-2000" as well as in
the corresponding legislation acts of the Russian Federation. The biggest attention is paid to the following
issues:
- Formation and improvement of the legal basein thefield of insurance;
Increase of the control over the business of insurance companies; increase of reliability and stability of
insurance organizations operation, increase of their capitalization;
Compensation guaranteeing of 1osses (damages), caused as a result of insured accidents, including natu-
ral phenomena, anthropogenic accidents and catastrophes and other accidents, decreasing the budget
loading;
Development of voluntary and compulsory kinds of insurance;

- Use of insurance as one of the sources for investments.

It is established in the report that the regulations of the “Main directions of insurance development” and
“Development concept” were on the whole fulfilled.

The following directions were outlined as the main for financial policy for further development of insur-
ance legislation:

- Development of the basic statutory act — the Law on insurance (“ On the organization of insurance busi-
ness in Russian Federation”):
Development of legal basis of compulsory insurance as well as implementation of control over its con-
duction;
Development of the clauses of individual statutory and other regulatory legal acts, which concern insur-
ance issues,

- Development of the project “Insurance industry devel opment strategy for 2008-2012” etc.

The main problems that need to be solved by making amendments to the Law of the Russian Federation
dated 27 November 1992 No 4015-1 «On organization of insurance business in the Russian Federation”:

- specification of insurance terminology, introduction of new notions, reflection of characteristic features
of insurance types, establishment of the forms and kinds of the reinsurance.
definition of functions, rights and obligations of the professional participants of the insurance market
and their responsibility for qualitative fulfillment of the obligations.
regulation of licensing procedure for the entities of insurance business.
bringing of the Russian insurance legislation in compliance with international standards, norms and
rules, international treaties with the participation of the Russian Federation.
protection of the insurance services consumers rights, creation of the system of adjudication by the par-
ticipants of the insurance business, insurance payments guaranteging.
regulation of the legal reationships on interaction of insurance supervision body and participants of the
insurance business, insurer unions during licensing and control over the insurance business.
further development of the integral territorial system of the insurance supervision taking into account the
specific features of the regions, number of insurance organizations, the volume of the services, provided
by them in the territory of specific Federal okrug etc.
continuation of the work on the development of the system of sanctions, applied to the entities of insur-
ance business by the body of insurance supervision, taking into account the nature of infringements, in-
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troduction of fines system for the entities of insurance business, imposed by the body of insurance su-
pervision to the Federal budget earnings.

Development of the basics of the compulsory insurance is supposed to be implemented in the following
spheres:
- regulating of the introduction of the new kinds of compulsory insurance;

development of the statements of the legislative acts in effect as well as implementation of the control
over the conduction of the compulsory types of insurance, including the application of the Federal
Budget funds;

bringing of the rules on compulsory insurance, contained in different industry laws, in compliance with
the requirements of the Civil Code of the Russian Federation, Law on Insurance, elimination of the ex-
isting legal collisions, which do not correspond to the requirements of the Russian Federation insurance
legislation.

It is stated in the report that the priority orientation for the state policy in the field of compulsory insur-
ance is the development of the basics of compulsory automobile owners' liability insurance in connection
with which a number of amendments are proposed to the Federal Law “On compulsory automobile owners
liability insurance’.

Goldin M. P.

Overview of the Economic L egislation over M ay 2007

The following changes to the existing legislation were made in May: excise rates for excisable goods for
2008-2010 were approved; income tax rates for natural persons as regard to the incomes in the form of divi-
dends from share-holding in Russian organizations were established, which are obtained both by tax resi-
dents and non-residents of the Russian Federation, the list of goods (works, services), placement of orders
for whose supply (fulfillment, provision) of which is to be conducted by holding an auction; the data, applied
for the calculation of tax for minerals extraction in regard to the oil for March 2007 were provided.

|. FEDERAL LAWS of the Russian Federation

1. "ON MAKING AMENDMENTS TO CHAPTER 22 OF THE RUSSIAN FEDERATION TAX CODE
PART 2" dated 16.05.2007 No 75-®3

Comes into effect after one month from the date of the official promulgation and no sooner than on the
first day of the next taxation period, excluding issue 4 of paragraph 1, which comes into effect on 1 January
2008.

The Law establishes the rates of excises for excisable goods for 2008-2010. For instance, the excise rates
for oil products, tobacco and cigars remain at the same level, while for cigarettes and cigarettes with a card-
board holder the increase by 0.5 percentage point per year of ad valorem component of the excise rate is
envisaged. The procedure of definition of the imputed value of one kind of tobacco goods, imported into the
territory of the Russian Federation with different maximum retail prices, mentioned at the unit of consumer
package.

2. "ON MAKING AMENDMENTS TO ARTICLES 224, 275 AND 284 OF THE RUSSIAN FEDERA-
TION TAX CODE PART 2" dated 16.05.2007 No 76-®3

Comes into effect on 1 January 2008 but no sooner than after one month from the date of the official
promulgation and no sooner than on the first day of the next taxation period for the income tax for natural
persons and profit tax for organizations.

The Law makes amendments to chapter 23 “Natural Persons Income Taxation”, 25 “Organizations Profit
Taxation” of the Tax Code of the Russian Federation Part 2.

As regard to the dividends from the share holding in the Russian organizations activities, obtained by the
natural persons who are not the tax residents of the Russian Federation, the income tax rate for natural per-
sons at the level of 15%, and for natural persons who are tax residents of the Russian Federation the tax rate
is established at the level of 9%.

The formula to calculate tax base for organization profit tax, which is subjected to deduction by tax agent
from the incomes of a tax payer, who gets dividends from share holding in other organizations. The tax rate
of 0% for the organizations profit tax as regard to the incomes, obtained by Russian organizations in the
form of dividends if a number of conditions is observed. For instance, by the day of making resolution on
dividends payment the organization, which obtains dividends should own by the rights of property no less
than 50% investment in authorized capital for no less than 365 days in the organization that pays the divi-
dends.
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3. “ON MAKING AMENDMENTS TO ARTICLE 372 OF THE TAX CODE OF THE RUSSIAN FED-
ERATION PART 1” dated 16.05.2007 No 77-®3

Comes into effect after one month from the date of the official promulgation and no sooner than on the
first day of the subsequent taxation period for the organization assets tax

The Law obviates the contradiction between the statements of the Tax Code of the Russian Federation
Part 1, which state that the forms of tax declarations and the procedure of their filling are established by the
Ministry of Finance and point 2 article 372 of RF Tax Code in respect to the norms which indicate that legis-
lative (representative) bodies of the regions of the Russian Federation besides tax rate, procedure and dates
of tax payments definition also determine also the reporting form for the organization assets tax. From 1
January 2008 according to amendments made legislative (representative) bodies of the Subjects of the Rus-
sian Federation forfeit the right to establish the reporting form for organization assets tax.

[I. RESOLUTIONS of the Government of the Russian Federation

1. “ON thelist of goods (works, services), placement OF orders for WHOSE SUPPLY (fulfillment, provi-
sion) of which isto be conducted by holding an auction” dated 15.05.2007 No 609-p

According to the Federal Law dated 21.07.2005 No 94-®3 “ On placing the orders for goods supply, work
execution, service provision for state and municipal needs’ the list of goods (works, services), placement of
orders for whose supply (fulfillment, provision) of which is to be conducted by holding an auction was ap-
proved. The list is quite along one and includes: plant cultivation, cattle breeding, forestry and timber pro-
duction, coal, peat, crude oil and natural gas, ferrous, non-ferrous and noble metals, tobacco goods, textile
goods, fur and fur goods, leather and leather goods, footwear, paint, varnishes and similar coatings, pharma-
ceuticals, perfumes and cosmetics, tools, household appliances, various equipment and so on as well as
some kinds of services.

Ill. ORDERS, LETTERS

1. Letter of the Federal Tax Service of the Russian Federation “ON DATA, NECESSARY TO CALCU-
LATE SEVERANCE RATE IN REGARD TO OIL FOR APRIL 2007" dated 17.05.2007, No CK-6-
11/400@

The data, applied to calculation of the severance tax in regard to oil calculation for March 2007, are pre-
pared for application:

- averagelevel of pricesfor oil grade Urals—USD 63.88 per barrd;

- average US dollar exchange rate against ruble of the Russian Federation over all the days of tax period —
25.8423;

Cp coefficient value — 5.4338.

Tolmacheval. V.

A review of regulatory documents concer ning taxation issues,
which were made publicin April and May of 2007

1. Letter of the Federal Tax Service No. ShT-6-03/360@ of April 28, 2007, and letter of the RF Finance
Ministry No. 03-07-15/47 of April 4, 2007, explain the issues pertaining to the procedures governing the
imposition of VAT on services, which rdate to the leasing of property.

In accordance with article 163 of the RF Tax Code, a calendar month is established as the tax period for
VAT payers. As concerns taxpayers, whose monthly earnings (without VAT) make less than Rub. 2 million,
the tax period should be defined as a quarter of the year.

VAT reated obligations of lessors originate on the earlier date from: the date of payment (partial pay-
ment) for services to be provided in the future, or the last day of the tax period, in which services were pro-
vided, notwithstanding the future terms of payment of the rent.

The lessees should be digible for the deduction (offset) of VAT in the case of submission of commercial
invoices and source accounting documents (including the handover statements concerning leased property)
notwithstanding the date on which the said services were provided.

2. Letter of the RF Finance Ministry and the Federal Tax Service No. ShT-6-07/385@ of May 10, 2007,
explain the issues pertaining to the regulation of gambling businesses on the basis of federal law No. 244 FZ
of December 29, 2006. The letter explains that in accordance with sections 7 and 8 of article 16 of this fed-
eral law, since July 1, 2007, the authorities of subjects of the Russian Federation have the right to take deci-
sions on the prohibition of activities related to the organization and conduct of gambling (including the ac-
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tivities of certain types of gambling establishments) in their respective territories (with the exception of
gambling zones).

3. Order of the RF Finance Ministry and the Federal Tax Service No. MM-3-06/281@ of May 7, 2007
approves the recommended forms of documents used by the tax authorities in the course of implementing
their powers (Decision of the conduct of on site tax inspection according to the supplement, Decision on the
prolongation of the on site tax inspection, Decision on the prolongation of examination of materials of the
tax inspection).

4. Letter of the Federal Tax Service No. ShS-6-14/386@ of May 10, 2007, and letter of the RF Finance
Ministry No. 03-02-07/2-78 of April 25, 2007, explain the issues pertaining to the uniform (simplified) tax
declaration.

In accordance with sub-item 4 of article 23 of the RF Tax Code, taxpayers should submit their tax declara-
tions (estimates) in the case such responsibility on their part is envisaged by the legislation concerning taxes
and fees.

In the case the taxpayer has no sufficient amount of financial resources to pay the charged amount of taxes
at the end of the respective tax period, this fact does not relieve such a taxpayer from the responsibility to
submit the tax declaration concerning the respective tax period.

5. Letter of the Federal Tax Service No. GI-6-04/388@ of May 11, 2007, and letter of the RF Finance
Ministry No. 03-04-07-01/48 of April 6, 2007, explain the issues pertaining to the procedures governing the
taxation of earnings of individuals resulting from gifting.

In connection to the abolishment of the tax on properties transferred under the procedures of inheritance
or gifting since January 1, 2006, in the cases envisaged by item 18.1 of article 217 of the RF Tax Code, the
properties transferred to an individual under the procedure of gifting should be subject to taxation in accor-
dance with the stipulations of article 23 of the RF Tax Code.

In the case it proves impossible to collect the calculated amount of tax from the taxpayer, the tax agent
should, in accordance with item 5 of article 226 of the RF Tax Code, inform in writing about this fact the
respective registering tax authority within the established period of time and indicate the amount of indebt-
edness on the part of the taxpayer. Individuals being donors should not be recognized as tax agents.

6. Letter of the Federal Tax Service No. ShS-6-14/389@ of May 11, 2007, explains the issues pertaining
to the procedures governing the taxation of properties owned by the RF Defense Ministry with respect to the
transport tax.

In accordance with the explanations presented by the RF Finance ministry (No. 01-02-01/03-1625 of Au-
gust 5, 2004, and No. 03-06-01-02/09 of March 3, 2006), the institutions and unitary (operationally manag-
ing public property) enterprises being separate legal entities under the jurisdiction of the RF Defense Minis-
try are not federal executive authorities and therefore should pay the corporate property tax and transport tax
with respect to property belonging to them due to the right of economic authority over such property and
vehicles or the right of operational management of such property and vehicles. At the sametime, inthere-
gions there have formed ambiguous law enforcement practices (since the taxes are received by regional
budgets). In this connection, the RF Finance Ministry has granted to the tax authorities the right not to turn
to courts in the cases, where the respective tax authority has no grounds to expect that the court rulings will
bein favor of such atax authority.

7. Determination of the RF Supreme Court No. KAS07-140 of May 3, 2007, pertaining to the issue of re-
turn of confiscated properties abolished the provision of Instruction of the RF Federal Tax Service, which set
a 6 month limitation on the term of submission of an application for return of the confiscated properties.

The court explained that it was inadmissible to refuse to return the properties earlier confiscated on the
basis of court rulings due to the expiration of the 6 month period.

In accordance with articles 195 and 196 of the RF Tax Code, the limitation of action is defined as a pe-
riod, within which the infringed rights of a person submitting the respective claim to the court should be
protected.

The general period of limitations should be three years.

8. Federal law No. 83 FZ of May 17, 2007, introduced amendments to the RF Tax Code in connection to
the adoption of the federal law “On the Development Bank.” Any revenues and expenditures of the Bank
should be completely exempted from the profit tax. It is the first precedent of such kind, when revenues and
expenditures are exempted from taxation just due to the fact that these revenues and expenditures relate to
the operations conducted by a certain organization.

9. Letter of the Federal Tax Service No. GI-6-04/342@ of April 23, 2007, and letter of the RF Finance
Ministry No. 03-04-07-01/46 of April 2, 2007, explain the issues pertaining to the procedures governing the
taxation of earnings of individuals relating to the sales of securities.

58



Prior to January 1, 2007, in accordance with item 3 of article 214.1 of the RF Tax Code it was envisaged
that the earnings derived from sales and purchases of securities subject to taxation should be defined as the
difference between the amounts of earnings derived from the sale of securities and documented expendi-
tures. Since expenditures for purchase of securities are borne by taxpayers not only in the cases they pur-
chase securities in the framework of sale and purchase contracts, but also in the framework of barter con-
tracts, including exchanges for vouchers, and in these cases such expenditures are equal to the value of prop-
erties transferred in the framework of barter contracts, such taxpayers could be granted tax deductions.

Such cases should be distinguished from the cases where securities were acquired without bearing expen-
ditures related to such acquisitions, for instance, under the procedures of inheritance or gifting. No tax de-
ductions were granted with respect to such operations.

Since January 1 of 2007, the tax base has been calculated without the application of property tax deduc-
tions. At the sametime, the tax base may be diminished by the amount of documented expenditures bornein
relation to the purchase, sales and keeping of securities.

10. Federal law No. 76 FZ of May 16, 2007, introduced amendments to articles 224, 275, and 284 of the
RF Tax Code.

Dividends were excluded from the compasition of earnings of non-resident individuals subject to taxation
at therate of 30 per cent (the rate of taxation of dividends was reduced to 15 per cent).

With respect to other individuals receiving dividends there was introduced a formula in accordance with
which tax agents calculate the amount of tax due to be withhold and paid on the amount of dividends.

As concerns the proceeds of organizations derived in the form of dividends, such proceeds are subject to
taxation at the rate of O per cent in the cases, where the organization owned less than 50 per cent of sharesin
the organization paying dividends within the whole tax period, on the condition that the cost of purchase and
(or) other type of acquisition being in compliance with the legislation of the Russian Federation of the own-
ership rights with respect to the contribution (share) in the authorized (share) capital (fund) of the organiza-
tion paying dividends or depositary receipts of this organization granting the right to receive dividends was
above Rub. 500 million.

In al other cases the rate of tax on dividends was retained at 9 per cent for Russian organizations and 15
per cent for the dividends received by foreign organizations from Russian organizations.

The said changes in the RF Tax Code have no serious economic substantiation and are political measures
aimed at the protection of interests of big businesses. As concerns the rdief of the tax burden on nonresi-
dents, these decisions bring no significant consequences, since the taxation of earnings of nonresidents is
based on the doubl e taxation conventions.

11. Letter of the Federal Tax Service No. ShT-6-03/361@ of April 28, 2007, and letter of the RF Finance
Ministry No. 03-07-15/44 of April 2, 2007, explain the issues pertaining to the procedures governing the
taxation of provision of completed (rendered) in 2004 and 2005 works (services) related to the processing of
goods carried out in the framework of the customs treatment of goods processed within the customs territory
with VAT. As a matter of fact, the RF Tax Code distinguishes between the operations relating to the export
of goods (when goods are sold from the territory of the RF to other countries) and the customs treatment of
goods processed within the customs territory (in this case products provided by a foreign supplier are not
transferred to the territory of the Russian Federation but processed in the customs zone and returned to the
customer). In both cases such operations are subject to the zero rate of VAT; however, there are in placetwo
different mechanisms of the application of such a VAT rate.

The operations relating to the processing of goods within the customs territory are subject to taxation with
the value added tax at the rate of O per cent only on the condition that the respective tax authorities receive
the documents listed in article 165 of the RF Tax Code.

In accordance with article 173 of the RF Tax Code, since January 1, 2004, the customs treatment of goods
processed within the customs territory should be stopped at the moment the processed products are trans-
ferred from the customs territory of the Russian Federation, what is not defined as exports.

However, the court practices concerning the transfer of products from the Russian Federation in the
framework of customs treatment of goods processed within the customs territory view this operation as the
export of goods, since the processed goods should not be returned to Russia. Taking into account this situa-
tion, the RF Finance Ministry agreed that in order to substantiate the appropriateness of the taxation of such
goods at the zero rate VAT in the period from January 1, 2004 till December 31, 2005, the taxpayer should
have the right to submit customs freight declarations defining the transfer of such goods abroad both either
as exports or as the movement of goods treated by customs as goods being processed within the customs
territory, i.e. any customs freight declarations confirming the fact of transfer of the products of processing
from the customs territory of the Russian Federation.
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12. Letter of the Federal Tax Service No. ChD-6-25/353@ of April 26, 2007, provides recommendations
concerning the procedures governing the filling in the form “Information on the average number of employ-
eesin the preceding calendar year.”

The information on the average number of employees should be submitted in accordance with the form
“Information on the average number of employees in the preceding calendar year” (the Classification of Tax
Documentation (CTD) form code 1180011) as approved by Order of the RF Federal Tax Service No. MM-3-
25/174 of March 29, 2007).

13. Letter of the RF Finance Ministry No. 05-04-05/203636 of April 25, 2007, explains the issues pertain-
ing to the procedures governing the taxation of operations related to the replacement of insurers.

As a matter of fact, the transfer of the insurance portfolio involves the simultaneous transfer of assets
amounting to the insurance reserves corresponding to the transferred insurance obligations. Assets may be
transferred in the form of a portfolio of securities, cash or real estate.

In the course of transfer of assets being in the form of securities there should be determined the tax base
for the purposes of taxation of the profits derived by organizations by the date of withdrawal of such securi-
ties (i.e. by the date of transfer of the respective insurance portfolio).

As concerns the transfer of real estate, in accordance with item 1 of article 249 of the RF Tax Code, pro-
ceeds are defined as earnings derived from the sales of own or earlier acquired goods (works, services) and
earnings from the exercise of ownership rights. The amount of the respective proceeds may be reduced by
the balance cost of the transferred amortizabl e assets determined in accordance with the provisions of item 1
of article 257 of the RF Tax Code.

As concerns the VAT, in accordance with sub-item 1 of item 1 of article 146 of the RF Tax Code, opera-
tions related to the sales (transfer) of goods (works, services, property rights) are included in the number of
objects subject to taxation. Therefore, with respect to the operations involving the transfer of assets accepted
in order to cover insurance reserves, the value added tax should be applied under the general procedures
depending on the type of assets accepted for the coverage of insurance reserves.

14. Letter of the RF Finance Ministry No. 07-05-10/27 of April 24, 2007, explains the issues pertaining to
the procedures governing the formation of expenditures related to the remuneration of work of the managers
of unitary enterprises, which should consist of the salary and bonuses for the financial and operating results
of activities of the respective enterprise. These expenditures are expenditures borne in the course of carrying
out of usual types of activities.

This letter of the RF Finance Ministry explains that the amount of bonuses granted to the managers of
such enterprises in connection to the financial and operating results should be included in the composition of
expenditures borne by the taxpayers in relation with remuneration of labor for the profit taxation purposes
only in the case such bonuses are envisaged in the collective and (or) labor contracts.

15. Letter of the Federal Tax Service No. ShT-6-03/340@ of April 23, 2007, and letter of the RF Finance
Ministry No. 03-04-15/52 of April 3, 2007, explain the issues pertaining to the procedures governing the
taxation of financial resources transferred by the lessor to the lessee as a compensation for the expenditures
borne by the lessee in relation to the payment for communal services, communication services, as well as
services related to the security and cleaning of the premises in the framework of contracts, which do not
include the costs of the provision of such services in the compasition of costs related to the rent of premises
with VAT.

This letter explains that lessors do hot make out commercial invoices for lessees concerning the provision
of communal services, communication services, as well as services rdated to the security and cleaning of the
premises in the framework of the said contracts, since lessors do not provide such services to lessees. Ac-
cordingly, no object of taxation with the value added tax originates after the transfer of the financial re-
sources as the payment for such services.

At the same time, the letter explains that due to the absence of the respective commercial invoices, the
amounts of the value added tax charged in relation with payments for the provision of said services should
not be deducted as concerns | essees.

L. Anismova
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A brief analysis of changesin the budget legislation introduced
in the 1% quarter of 2007

This survey focuses on the most important systemic changes in the budget legislative framework adopted
at the end of April of 2007. The changes under review were primarily aimed at the creation of a legal
framework for approval of the medium term budget at the federal level, change of the status of financial
reserves accumulated in the RF Stabilization Fund, as well as the enhancement of fiscal independence of
regions and municipal entities.

In this quarter (at the end of April of 2007) there was approved and enacted federal law No. 63 FZ of
April 26, 2007, “On the introduction of amendments to the RF Budget Code as concerns the regulation of
the budgetary process and bringing of certain legislative acts of the RF into line with the budget legislation
of the RF.” The law introduced a number of significant changes and additions to the budget legislation. The
format of this survey does not permit to cover all the changes introduced to the RF Budget Code by this law,
therefore, let us more thoroughly analyze some of them.

A part of amendments came into force immediately after the promulgation of the law, some of them
should enter into force in 2008, 2009 and 2011. It should be noted that the amendments introduced by the
law have principally changed the existing system of the budgetary process thus creating the basis for switch-
ing to the three year performance oriented budget.

The new law has substantially detailed article 6 of the RF Budget Code, which sets the definitions of
terms used in the budget legislation. In particular, the law provided more precise definitions of the domestic
and foreign debt, now it becomes possible to include regional and municipal borrowings in the composition
of the domestic debt™® and impossible to include such debts in the composition of the foreign debt™. At the
sametime, the law set the status of regional and municipal debt obligations to the Russian Federation arising
in the course of utilization of target foreign credits; the law more precisely defined the system of budget
obligations and provided definitions of such types of obligations as expenditure abligations, budgetary obli-
gations, public obligations, public normative obligations, and cash obligations; there was given the definition
of of the state (municipal) services rendered to individuals and legal entities, as well as a number of other
definitions and terms.

Besides, the law provided significantly more detailed stipulations of articles 18 — 27 of the RF Budget
Code concerning the issues related to the budget classification. In particular, the law directly introduced
classification of budget revenues into the text of the RF Budget Code. It also introduced the new “ classifica-
tion of operations carried out by the sector of state administration.” The law also enhanced the rights of re-
gions and local governments concerning the more detailed presentation of the budget classification. For in-
stance, article 20 of the RF Budget Code sets forth the groups and subgroups of revenues “uniform for all
budgets of the budgetary system of the Russian Federation.” At the same time, this article of the law stipu-
lates that financial authorities of regions and municipal entities of the Federation should approve the lists of
codes of subtypes across the types of revenues, the chief administrators of which are the authorities of the
respective tiers of the budgetary system. These authorities were also granted the right to approve the lists of
target items and types of expenditures in accordance with the expenditure obligations, which should be met
at the expense of the financial resources of the respective budgets, by approving laws (decisions) on the
budgets.

At the sametime, article 38.1 of the RF Budget Code fixes the principle of jurisdiction as concerns budget
expenditures, which means that recipients of budget financial resources should have the right to obtain
budget financial resources and budget obligations within certain quotas only from the chief administrator of
budgetary financial resources, in whose jurisdiction such resources were transferred.

18 Domestic debt is the obligations denominated in the RF national exchange, as well as obligations of RF subjects and
municipal entities to the Russian Federation denominated in foreign exchange, which were assumed in the framework
of utilization of target foreign credits (borrowings)

19 Foreign debt is the obligations denominated in foreign exchange, with the exception of the obligations of RF subjects
and municipal entities to the Russian Federation denominated in foreign exchange, which were assumed in the frame-
work of utilization of target foreign credits (borrowings)
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The law more clearly delineates expenditure obligations and sources of revenues. Thus, for instance, this
stipulation concerns fines and other compulsory payments; from now on the revenues generated by such
payments are more clearly detailed in article 46 of the RF Budget Code.

Therefore, the new version of the RF Budget Code is even more oriented towards the ensuring of en-
hanced independency of budgets of lower tiers and delimitation of powers among the different tiers of the
budgetary system.

Articles 69, 69.1 and 69.2 of the RF Budget Code detail definitions of budget allocations and budget tar-
gets, aswell aslist the types of budget allocations for provision of state (municipal) services, what permitsto
make the planning of budget expenditures more transparent, as well as establish relationships with a new
organizational form of the public sector — autonomous institutions. Thus, the budget allocations for provision
of state (municipal) services should include allocations for:

Provision of subsidies to autonomous institutions, including subsidies for the compensation of normative
costs borne by such institutions with respect to the provision of state (municipal) services to individuals
and (or) legal entities;

Provision of subsidies to not-for-profit organizations not having the status of budget financed and
autonomous institutions, including those providing state (municipal) services to individuals and (or) le-
gal entities on the basis of contracts (agreements);

Procurement of goods, works and services to meet state (municipal) needs (with the exception of budget
allocations aimed at the ensuring of performance of the functions of budget financed institutions), including
the following objectives:

- provision of state (municipal) servicesto individuals and (or) legal entities;
making budget investment in objects being in the state (municipal) ownership (with the exception of
state (municipal) unitary enterprises);
R & D, procurement and repairs of armaments, military and special equipment and machinery, products
to be used for production and technological purposes and properties in the framework of the state de-
fense order;

- Purchase of goods for the state material reserve.

Besides, article 74.1 of the RF Budget Code separately defines the types of budget allocations for social
security purposes. In particular, the article stipulates that such allocations should be determined separatdy
for each type of obligations, such as pensions, compensations and other social payments, as well as imple-
mentation of social support measures.

Y et another innovation introduced by the law is the setting of the procedures governing the provision of
subsidies to legal entities (see article 78 of the RF Budget Code) and not-for-profit organizations, not being
budget financed institutions (see article 78.1 of the RF Budget Code). It should be noted that such organiza-
tions retained the right to receive the full amounts of respective subsidies.

After the adoption of the law, the RF Budget Code substantially details the procedures governing budget
investments in objects being in the state and municipal ownership (see article 79 of the RF Budget Code). In
particular, this article stipulates that budget allocations for budget investments in the objects of capital con-
struction in the form of capital investments in the fixed assets of state (municipal) institutions and state (mu-
nicipal) unitary enterprises should be envisaged by long term target programs, aswell as legal and regulatory
acts of, respectively, the RF Government, the supreme state executive authority of the RF subject, or the
local administration, or by decisions of chief administrators of budgetary financial resources of the respec-
tive budgets taken in accordance with the procedures established by the said authorities. The decisions on the
preparation and making of budget investments in the objects of capital construction being in ownership of
the Russian Federation exceeding Rub. 600 million and not included in long term target programs should be
made by the RF Government and reflected in the compoasition of the consolidated federal budget revenues
and expenditures separately for each investment project and the corresponding type of expenditures.

Budget allocations for budget investments in the abjects of capital construction being in the ownership of
the Russian Federation in the framework of projects, the estimated costs of which amount to less than Rub.
100 million and included in the federal target investment program should be reflected in the composition of
the consolidated federal budget revenues and expenditures separately for each investment project and the
corresponding type of expenditures. The new version of article 79 of the RF Budget Code introduces a
stronger ban on direct investments in the objects being in ownership of other tiers of the budgetary system.
Co-financing is carried out at the expense of interbudgetary subsidies, the financial resources provided from
the higher budget should be approved by the law (decision) on the budget of the lower tier of the budgetary
system in the composition of the departmental structure of expenditures separately for each investment pro-
ject and the corresponding type of expenditures.
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Unfortunately, an earlier problem was retained in the new version of the RF Budget Code: articles 79 and
80 of the RF Budget Code fail to provide a clear definition of “investments.” Besides, investments trans-
ferred to state unitary enterprises (SUES) and municipal unitary enterprises (MUES) are often seen only the
investment in their capitals, although the budget legidation also envisages other forms of transfer of finan-
cia resources to such organizations. At the same time, the transferred financial resources may in certain
cases be used by SUEs and MUEs for purchase of fixed assets. Therefore, investment related expenditures
are till insufficiently clear singled out of the general mass of budget expenditures.

One of the most significant amendments introduced in the RF Budget Code by the law under review isthe
division of the RF Stabilization Fund in two parts. This topic will be more thoroughly examined in other
surveys, however, in the framework of this study we shall only briefly touch upon thisissue. The law intro-
duced into the RF Budget Code article 13.2 «Utilization of oil and natural gas generated revenues of the
federal budget,” which stipulates that oil generated revenues should be utilized in order to ensure the so
called oil and natural gas transfer®, as well as the formation of the Reserve Fund, which is in many aspects
similar to the Stabilization Fund as concerns its utilization, and the Future Generations Fund. The financial
resources accumulated in the Reserve Fund may be invested in foreign currencies and the following types of
financial assets denominated in foreign exchange:

Debt liability instruments of foreign states and state agencies;
Debt liability instruments of international financial organizations in the form of securities;
Deposits with foreign banks and crediting organizations.

Among the most significant innovations in the text of the RF Budget Code there should be also indicated
the introduction of more detailed procedures governing the granting of state guarantees and budget credits,
more precise definition of the system of participants of the budgetary process. However, perhaps the most
significant change in the sphere of the budgetary process is the switching to the drawing and approval of the
federal budget for a 3 year period (see item 3 of article 169 of the RF Budget Code). At the sametime, re-
gions were granted the right either also switch to the drawing of their budgets on the 3 financial year basis,
or to retain the system based on the approval of one year budget and three year medium term financial plan,
the structure of which is regulated by article 174 of the RF Budget Code.

Besides, articles 174.1 and 174.2 were added to the RF Budget Code. The former new article contains the
provisions regulating the forecasts of budget revenues, whereas the latter sets the procedures governing the
planning of budget allocations. In particular, to this article there were transferred regulations, earlier set by
subordinate legislation concerning separate planning of budget allocations for the meeting of current and
newly assumed obligations. The system of planning of budget expenditures was changed by the introduction
of the new version of article 179 in the RF Budget Code. This article regulates general issues pertaining to
the approval of long term target programs, as well as financing and monitoring thereof. In particular, the new
version of the article clarified that these programs should be approved by a resolution of the supreme execu-
tive authority of the respectivetier of the budgetary system, and not in the form of alaw. Article 179.3 of the
RF Budget Code mentions departmental target programs the development of which has been earlier regu-
lated exceptionally at the level of subordinated legislation. Besides, yet another article was introduced in the
RF Budget Code, which specifically deals with the issues pertaining to target investment programs (see arti-
cle 179.1 of the RF Budget Code). Unfortunately, this article, as well as article 179.3 of the RF Budget Code
retained very general (reference) nature and does not contain sufficient number of regulatory provisions. In
this connection, its usefulness may be evaluated as insufficient.

Simultaneously with the switching to the new system of budget planning, legislators reduced the number
of readings, in which the draft federal budget should be passed by the RF State Duma — from 4 to 3, respec-
tively, the subject of each reading was defined more precisely. It should be also noted that section VI1I1.1 was
added to the RF Budget Code. This section set the procedures governing the carrying out of external inspec-
tions, discussion and approval of budget reporting.

When assessing these amendments on the whole, the following should be noted. Powers in the sphere of
revenues, expenditures and planning of different target programs were divided among the tiers of the na-
tional budgetary system more precisely. The regional and local tiers were granted broader powers in the
sphere of selection of mechanisms of budget planning, formation of budget classifications, and so on. On the

% Deficit of the federal budget without its oil and natural gas based components is a difference between the amount of
revenues of the federal budget without the revenues generated by oil and natural gas and the revenues derived from the
management of the financial resources of the Reserve Fund and the Future Generations Fund, and the total amount of
expenditures borne by the federal budget in the respective year.
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one hand, these developments enhance the flexibility of fiscal policies pursued at the regional and local lev-
els. However, on the other hand, it appears that under certain circumstances the changes introduced in the
RF Budget Code by the law under observation may render the budgetary system less transparent, since the
“reading” of regional and local budgets may become a more complicated task. By approving these amend-
ments, legislators made yet another attempt to move closer to the formation of the budget policies oriented
towards the implementation medium term programs and plans.

A. V. Kireyeva

A review of budget legislation introduced in May of 2007

In May of 2007, the following significant changes were registered in the sphere of budget legislation:
there were introduced numerous amendments to the federal law “On the placement of orders for
procurement of goods, conduct of works and rendering of services for state and municipal needs’ and
the federal law “On the state budget for year 2007” was amended to the effect that some powersin
the sphere of forestry policy and forestry were delegated from the Russian Federation to regions.
Orders issued by the RF Finance Ministry have regulated some accounting rules to be observed by
non-state pension funds and approved the procedures governing the granting of subsidies and sub-
ventions from the federal budget to budget funded institutions.

Federal legislation

Federal law No. 53 FZ of April 4, 2007, (on the introduction of amendments to article 1. “General provi-
sions” and article 2. “Placement of orders via organization of tenders’ of the federal law “On the placement
of orders for procurement of goods, conduct of works and rendering of services for state and municipal
needs’ in the RF Civil Code and the RF Budget Code)

Federal law No. 53 FZ of April 4, 2007, (hereinafter referred to as the law) has significantly amended fed-
eral law No. 94 FZ of July 21, 2005, (hereinafter referred to as the law on procurement) as well as some
other legislative acts regulating the procedures, which should govern the placement of orders for procure-
ment of goods, conduct of works and rendering of services for state and municipal needs. Besides, the law
changed the provisions regulating certain methods of order placement (with the exception of the stipulations
regulating the placement of orders at commodity exchanges).

In fact, the law has abolished an earlier criterion of its application. Earlier the provision of goods, conduct
of works and rendering of services for state or municipal needs being below the caps on the amounts of cash
payments between legal entities (Rub. 60 thousand) could be carried out outside the procedures set forth by
the law.

The law established that legal relations regulated by the law on procurement should not include the cases
of provision of aid on the part of international financial organizations created in accordance with the interna-
tional agreements, in which the Russian Federation is a participant, as well as the international financial or-
ganization, with which the Russian Federation entered into international agreements; the list of such organi-
zation should be approved by the RF Government. Therefore, the law should not be applied with respect to
such services provided by international financial organizations.

The new law also bridged the gap in the provisions of the law on procurement defining thelist of eligible
state or municipal ordering customers. The law established that budget funded institutions may be state and
municipal ordering customers.

The law introduced that state or municipal ordering customers should refrain from making contracts with
the winners of tenders and auctions or requests for quotations in the cases, where it was established that such
winners were subject to the procedures of liquidation or bankruptcy, suspension of the operations of such a
winner under the administrative procedures, as well as in the cases where such winners submitted false in-
formation about themselves in the course of selection of contractors, or certain parts of their assets were
under arrest imposed by court decisions (sub-item “a” of item 8 of article 1). In accordance with the previous
version of the law on procurement, in such cases a state or municipal ordering customer could refrain from
concluding a contract at the customer’s discretion, what provoked infringements on this stipulation of the
law.

Some other significant changes were also introduced in the law on procurement.

Federal law No. 74 FZ of May 15, 2007, “On the introduction of amendments to the federal law “On the
federal budget for year 2007”



This law has brought federal law No. 238 FZ of December 19, 2006, “On the federal budget for year
2007" in compliance with the RF Forestry Code No. 200 FZ of December 4, 2006, which entered into force
on January 1, 2007 and envisages delegation of certain powers of the Russian Federation in the sphere of
forestry relations to the executive authorities of subjects of the Russian Federation in the framework of de-
centralization of forestry policy and forestry.

Resolutions of the Government of the Russian Federation

Resolution of the RF Government No. 293 of May 15, 2007, “On the invalidation of certain acts of the
Government of the Russian Federation”

The resolution invalidated Resolution of the RF Government No. 844 of December 4, 2001, “On the ap-
proval of the rules governing the write down of debts of organizations to the federal budget, which, accord-
ing to the legislation of the Russian Federation should be recognized as repaid, with respect to financial re-
sources provided in the form of repayment financing, interest on the use thereof and relevant penalties and
fines,” as well as the amendments to this Resolution introduced by Resolution of the RF Government No. 95
of February 24, 2005, “On the introduction of amendments to certain resolutions of the RF Government.”

Orders of the RF Finance Ministry

Order of the RF Finance Ministry No. 3n of January 10, 2007, “ On the specifics of accounting procedures
for non-state pension funds.” Registered by the RF Ministry of Justice, No. 9379 of May 2, 2007.

In particular, the order established that the annual financial statements of non-state pension funds should
consist of the balance sheet of the non-state pension fund (form No. 1 — NPF), the profit and loss statement
of the non-state pension fund (form No. 2 — NPF), respective supplements and the explanatory notes.

It is recommended that non-state pension funds should use model forms supplemented to the document
under observation in the course of development of their financial statements.

Besides, the order defines the Specifics of formation of financial statements of non-state pension funds
(Annex No. 2), including: the specifics of formation of the indicators entered into the balance sheet, the
profit and loss statement, the cash flow statement with respect to financial resources pertaining to target fi-
nancing, pension reserves and pension savings of non-state pension funds.

Order of the RF Finance Ministry No. 28n of March 29, 2007, “On the procedures governing the grant-
ing of subsidies and subventions from the federal budget to budget funded institutions.” Registered
by the RF Ministry of Justice, No. 9485 of May 17, 2007.

The procedures established by this order were developed in compliance with item 40 of the Resolution of
the RF Government “ On the measures aimed at the implementation of the federal law “ On the federal budget
for year 2007 envisage, in particular, that subsidies should be granted on the basis of an agreement made by
a budget funded institution with the chief administrator of financial resources of the federal budget or recipi-
ents of financial resources of the federal budget being in the jurisdiction of the chief administrator of the
federal budget financial resources.

Besides, the order stipulates that the subsidies should be granted to a budget funded institution in accor-
dance with the consolidated budget revenues and expenditures within the balances of the quotas of budget
obligations and the amounts of financing of expenditures registered in the customer account of the recipient
of financial resources of the federal budget opened with the territorial office of the RF Treasury by the au-
thorized recipient.

M. P. Goldin
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