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REPORT OF INDEPENDENT AUDITORS

To the Participants and Board of Directors of Commercial Bank “National Factoring Company “Uralsib-NIKoil”  (Limited Liability Company) – 

We have audited the accompanying balance sheet of Commercial Bank “National Factoring Company “Uralsib-NIKoil” (Limited Liability Company) (the “Bank”) as of June 30, 2005, and the related statements of income, changes in net assets attributable to participants, and cash flow for the six month period then ended. These financial statements are the responsibility of the Bank’s management. Our responsibility is to express an opinion on these financial statements based on our audit. The financial statements for the year ended December 31, 2004, were audited by other auditors whose report dated June 30, 2005, included an explanatory paragraph with respect to significant transactions with related parties.

We conducted our audit in accordance with International Standards on Auditing. Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the accounting principles used and significant estimates made by management, as well as evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis for our opinion. 

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial position of the Bank as of June 30, 2005, and the results of its operations and its cash flows for the six month period then ended in accordance with International Financial Reporting Standards.

Without qualifying our opinion, we draw attention to Note 15, which discloses significant transactions with related parties, in particular with regard to financing operations.

August 1, 2005

STATEMENTS OF INCOME

(Thousands of Russian Rubles)

	
	Notes
	Six months ended June 30,

	
	
	2005
	
	2004

	Interest income
	
	
	
	

	Factoring
	
	380,316
	
	4,958

	Loans
	
	152
	
	6,532

	Due from credit institutions
	
	34
	
	819

	
	
	380,502
	
	12,309

	Interest expense
	
	
	
	

	Deposits
	
	5,360
	
	–

	Due to credit institutions
	
	23,195
	
	–

	Other
	
	11
	
	–

	
	
	28,566
	
	–

	Net interest income 
	
	351,936
	
	12,309

	
	
	
	
	

	Impairment of interest earning assets
	4
	110,088
	
	19,057

	Net interest income after impairment
	
	241,848
	
	(6,748)

	
	
	
	
	

	Fee and commission income less expense
	
	(223)
	
	–

	Translation gains less losses from foreign currency 
	
	(397)
	
	1

	Foreign exchange gains less losses
	
	(9)
	
	1

	Other income
	
	144
	
	10

	Non interest income (loss)
	
	(485)
	
	12

	
	
	
	
	

	Salaries and employment benefits
	5
	59,332
	
	1,249

	Administrative and operating expenses
	5
	41,252
	
	3,210

	Depreciation 
	
	363
	
	8

	Non interest expense
	
	100,947
	
	4,467

	
	
	
	
	

	Income (loss) before income tax expense
	
	140,416
	
	(11,203)

	
	
	
	
	

	Income tax expense (benefit)
	6
	35,124
	
	(2,074)

	
	
	
	
	

	Net income (loss)
	
	105,292
	
	(9,129)


The accompanying notes on pages 5 to 18 are an integral part of these financial statements.

BALANCE SHEETS

(Thousands of Russian Rubles)

	
	
	

	
	Notes
	June 30, 
2005
	
	December 31, 2004

	
	
	
	
	

	Assets
	
	
	
	

	Cash and cash equivalents
	7
	438,874
	
	844,652

	Obligatory reserve with the Central Bank of Russia
	
	132,365
	
	55,251

	Factoring advances
	8
	3,462,047
	
	2,806,576

	Tax assets
	6
	13,137
	
	12,564

	Other assets
	9
	8,922
	
	4,861

	Total assets
	
	4,055,345
	
	3,723,904

	
	
	
	
	

	Liabilities
	
	
	
	

	Amounts due to credit institutions
	10
	2,347,633
	
	1,487,167

	Settlements with clients on factoring
	
	69,595
	
	43,510

	Time deposits of clients
	
	46,579
	
	705,553

	Tax liabilities
	6
	14,080
	
	11,230

	Other liabilities
	9
	13,852
	
	18,130

	Total liabilities excluding net assets attributable to participants
	
	2,491,739
	
	2,265,590

	
	
	
	
	

	Net assets attributable to participants
	
	
	
	

	Statutory fund 
	
	1,456,000
	
	1,456,000

	Retained earnings
	
	107,606
	
	2,314

	Total net assets attributable to participants
	11
	1,563,606
	
	1,458,314

	Total liabilities
	
	4,055,345
	
	3,723,904

	
	
	
	
	

	Financial commitments and contingencies
	12
	16,017
	
	24,435

	
	
	
	
	

	Signed on behalf of the Board of Directors

	

	Mikhail I. Treyvish
Chairman of Management Board



	Dmitry A. Karpushin 
Chief Accountant

	

	August 1, 2005


The accompanying notes on pages 5 to 18 are an integral part of these financial statements.
STATEMENTS OF CHANGES IN NET ASSETS ATTRIBUTABLE TO PARTICIPANTS

(Thousands of Russian Rubles)

	
	Note
	Statutory

fund
	Retained earnings (accumulated deficit)
	Net assets attributable to participants

	
	
	
	
	

	December 31, 2003
	
	456,000
	99
	456,099

	Net income (loss)
	
	–
	(9,129)
	(9,129)

	June 30, 2004
	
	456,000
	(9,030)
	446,970

	Contribution from participants
	
	1,000,000
	–
	1,000,000

	Net income 
	
	–
	11,344
	11,344

	December 31, 2004
	
	1,456,000
	2,314
	1,458,314

	Net income
	
	–
	105,292
	105,292

	June 30, 2005
	11
	1,456,000
	107,606
	1,563,606


The accompanying notes on pages 5 to 18 are an integral part of these financial statements.

CASH FLOW STATEMENTS

(Thousands of Russian Rubles)

	
	Note
	Six months ended June 30,

	
	
	2005
	
	2004

	
	
	
	
	

	Cash flows from operating activities
	
	
	
	

	Interest, fees and commissions received
	
	359,657
	
	9,870

	Interest, fees and commissions paid
	
	(29,432)
	
	–

	Realized gains less losses in foreign currencies
	
	(9)
	
	1

	Other operating income
	
	144
	
	10

	Salaries and employment benefits
	
	(67,348)
	
	(1,249)

	Administrative and operating expenses
	
	(40,109)
	
	(2,664)

	Cash flows from operating activities before changes in operating assets and liabilities
	
	222,903
	
	5,968

	Net (increase) decrease in operating assets
	
	
	
	

	Obligatory reserve with the Central Bank of Russia
	
	(77,114)
	
	(4,506)

	Factoring advances
	
	(745,065)
	
	(380,091)

	Other assets
	
	(2,917)
	
	(842)

	Net increase (decrease) in operating liabilities
	
	
	
	

	Amounts due to credit institutions
	
	859,806
	
	–

	Settlements with clients on factoring 
	
	26,085
	
	4,155

	Time deposits of clients
	
	(657,737)
	
	–

	Other liabilities
	
	3,595
	
	112

	Net cash flows from operating activities before income taxes
	
	(370,444)
	
	(375,204)

	Corporate income tax paid
	
	(32,847)
	
	(494)

	Net cash flows from operating activities
	
	(403,291)
	
	(375,698)

	
	
	
	
	

	Cash flows from investing activities
	
	
	
	

	Purchases of property and equipment
	
	(1,487)
	
	(935)

	Net cash flows from investing activities
	
	(1,487)
	
	(935)

	Cash flows from financing activities
	
	
	
	

	Debt securities issued
	
	(1,000)
	
	–

	Net cash flows from financing activities
	
	(1,000)
	
	–

	
	
	
	
	

	Net change in cash and cash equivalents
	
	(405,778)
	
	(376,633)

	Cash and cash equivalents, beginning 
	
	844,652
	
	456,134

	Cash and cash equivalents, ending
	7
	438,874
	
	79,501


The accompanying notes on pages 5 to 18 are an integral part of these financial statements.

Note 1 – Principal activities

Bank “National Factoring Company “Uralsib-NIKoil” (the “Bank”) was established in 2003 as a limited liability company under the laws of the Russian Federation. The Bank possesses a banking license from the Central Bank of Russia (the “CBR”) granted in March 2004. This license gives the Bank a right to perform operations with legal entities (including credit organizations). The Bank's core operations are factoring services, including financing transactions against cash cession and other transactions with trade receivables of business entities in the Russian Federation and abroad. The Bank acts as a factor for Russian and foreign legal entities and as an import factor for foreign factoring companies. The Bank is a member of Factors Chain International (FCI), International Factors Group (IFG) – special professional associations of the global factoring market. The Bank is the leader in the Russian factoring market.
The Bank is a member of a holding headed by Limited Liability Partnership “Limited Liability Company “Financial Corporation NIKoil” and Company” (the “Group”), involved in delivering financial and banking services in Russia and other CIS countries.

The bank’s main office is located in Moscow and it has 17 operating outlets in the Russian Federation. The Bank’s registered legal address is 56 Profsoyuznaya Street, Moscow 117420. The Bank had an average of 168 employees during the first half of 2005 (2004 – 24) and 211 employees as of June 30, 2005 (2004 – 46). 

Note 2 – Basis of preparation

a) General

These financial statements have been prepared in accordance with International Financial Reporting Standards (“IFRS”), which comprise standards and interpretations issued by the International Accounting Standards Board, and International Accounting Standards (“IAS”) and Standing Interpretations Committee interpretations (“SIC”) issued by the International Accounting Standards Committee that remain in effect. The Russian Ruble is utilized as the measurement currency of the Bank as the majority of the transactions are denominated, measured, or funded in Russian Rubles. Transactions in other currencies are treated as transactions in foreign currencies. These financial statements are presented in thousands of Russian Rubles (“RUB”), unless otherwise indicated. 

The Bank is required to maintain its records and prepare its financial statements for regulatory purposes in Russian Rubles in accordance with Russian accounting and banking legislation and related instructions (“RAL”). These financial statements are based on the Bank’s RAL books and records, as adjusted and reclassified in order to comply with IFRS. The reconciliation between RAL and IFRS is presented later in this note.

The preparation of financial statements requires management to make estimates and assumptions that affect reported amounts. These estimates are based on information available as of the date of the financial statements. The most significant estimates are the allowances for asset impairment and useful lives of property and equipment. Actual results, therefore, could differ from these estimates.

b) Reconciliation of RAL and IFRS Net assets attributable to participants and Net Income 

Shareholders’ equity and net income are reconciled between RAL and IFRS as follows:

	
	June 30,

2005
	Six months ended June 30,

2005
	December 31,

2004
	Six months ended June 30,

2004

	
	Net assets attributable to participants
	Net income
	Net assets attributable to participants
	Net income

	
	
	
	
	

	Russian Accounting Legislation (unaudited)
	1,568,905
	114,467
	1,487,429
	2,160

	Impairment of financial assets and other provisions
	(54,057)
	(2,152)
	(51,905)
	(15,256)

	Deferred taxation
	13,137
	573
	12,564
	3,661

	Current taxes
	(14,080)
	(14,080)
	(11,230)
	(888)

	Effect of accrued interest
	52,306
	21,592
	30,714
	2,439

	Current income tax expenses
	–
	(21,617)
	–
	(699)

	Other
	(2,605)
	6,509
	(9,258)
	(546)

	International Financial Reporting Standards
	1,563,606
	105,292
	1,458,314
	(9,129)


Note 3 – Summary of accounting policies


Recognition and Presentation of Financial Instruments

The Bank recognizes financial assets and liabilities on its balance sheet when, and only when, it becomes a party to the contractual provisions of the instrument. Financial assets and liabilities are recognized using trade date accounting.

Financial assets and liabilities are offset and the net amount is reported in the balance sheet when there is a legally enforceable right to set off the recognized amounts and there is an intention to settle on a net basis, or realize the asset and settle the liability simultaneously.

Financial assets and liabilities are initially recognized at cost, which is the fair value of consideration given or received, respectively, including or net of any transaction costs incurred. Any gain or loss at initial recognition is recognized in the current period’s statement of income. The accounting policies for subsequent re-measurement of these items are disclosed in the respective accounting policies set out below.



Cash and Cash Equivalents

Cash and cash equivalents consist of cash on hand, amounts due from the CBR – excluding obligatory reserves, and due from credit institutions that mature within three months of the date of origination and are free from contractual encumbrances.


Amounts Due from Credit Institutions

In the normal course of business, the Bank maintains current accounts or deposits for various periods of time with other banks. Amounts due from credit institutions with a fixed maturity term are subsequently measured at amortized cost using the effective interest method. Amounts due from credit institutions are carried net of any allowance for impairment.


Obligatory Reserve with CBR

Credit institutions are required to maintain a non-interest earning cash deposit (obligatory reserve) with the CBR, the amount of which depends on the level of funds attracted by the credit institution. The Bank’s ability to withdraw such deposit is significantly restricted by legislation. 


Factoring Advances and Loans to Customers 

Advances and loans granted by the Bank by providing funds directly to the borrower are categorized as advances and loans originated by the Bank and are initially recorded in accordance with the policy for initial recognition of financial instruments. The difference between the nominal amount of the consideration given and the fair value of advances and loans issued at other than market terms is recognized in the period the loan is issued as gain/loss from initial recognition of in the statement of income. Advances and loans to customers with fixed maturities are subsequently measured at amortized cost using the effective interest method. Those advances and loans that do not have fixed maturities are carried at cost. Loans and advances to customers are carried net of any allowance for impairment. 


Leases

Operating - Bank as lessee 

Leases of assets under which the risks and rewards of ownership are effectively retained by the lessor are classified as operating leases. Lease payments under an operating lease are recognized as expenses on a straight-line basis over the lease term and included into other administrative and operating expenses.


Taxation

The current income tax expense is calculated in accordance with the regulations of the Russian Federation. 

Deferred income tax is provided, using the balance sheet liability method, on all temporary differences at the balance sheet date between the tax bases of assets and liabilities and their carrying amounts for financial reporting purposes.

Deferred income tax liabilities are recognized for all taxable temporary differences. Deferred income tax assets are recognized for all deductible temporary differences, carry-forward of unused tax assets and unused tax losses, to the extent that it is probable that taxable profit will be available against which the deductible temporary differences, carry-forward of unused tax assets and unused tax losses can be utilized. 

Note 3 – Summary of accounting policies (continued) 



Taxation (continued) 

The carrying amount of deferred income tax assets is reviewed at each balance sheet date and reduced to the extent that it is probable that sufficient taxable profit will not be available to allow the deferred income tax asset to be utilized. Deferred income tax assets and liabilities are measured at the tax rates that are expected to apply to the period when the asset is realized or the liability is settled, based on tax rates (and tax laws) that have been enacted or substantively enacted at the balance sheet date.

Russia also has various operating taxes, which are assessed on the Bank’s activities. These taxes are included as a component of administrative and operating expenses in the statement of income.


Allowances for Impairment of Financial Assets

The Bank assesses at each balance sheet date whether there is objective evidence that a financial asset or a group of financial assets is impaired. A financial asset or a group of financial assets is impaired and impairment losses are incurred if, and only if, there is objective evidence of impairment as a result of one or more events that occurred after the initial recognition of the asset and that those events have an impact on the estimated future cash flows on the financial asset or group of financial assets that can be reliably estimated. 

The Bank first assesses whether objective evidence of impairment exists individually for financial assets that are individually significant, and individually or collectively for financial assets that are not individually significant. If the Bank determines that no objective evidence of impairment exists for an individually assessed financial asset, whether significant or not, it includes the asset in a group of financial assets with similar risk characteristics and collectively assesses them for impairment. Assets that are individually assessed for impairment and for which an impairment loss is or continues to be recognised are not included in a collective assessment of impairment.

If there is objective evidence that an impairment loss on loans, advances and receivables has been incurred, the amount of loss is measured as the difference between the asset’s carrying amount and the present value of estimated future cash flows (excluding future credit losses that have not been incurred), discounted at the original effective interest rate of the financial asset. The carrying amount of the asset is reduced through use of an allowance account. The amount of loss is recognised in the statement of income. 

The calculation of the present value of the estimated future cash flows of a collateralised financial asset reflects the cash flows that may result from foreclosure less costs of obtaining and selling the collateral, whether or not foreclosure is probable.

For the purposes of a collective evaluation of impairment financial assets are grouped on the basis of similar credit risk characteristics that are indicative of the debtors’ ability to pay all amounts due according to the contractual terms (i.e. on the basis of the Bank’s credit risk grading process that considers asset type, industry, geographical location, collateral type, past-due status and other relevant factors). 

Future cash flows in a group of financial assets that are collectively evaluated for impairment are estimated on the basis of the contractual cash flows of the assets in the group and historical loss experience for assets with credit risk characteristics similar to those in the group. Historical loss experience is adjusted on the basis of current observable data to reflect the effects of current conditions that did not affect the period on which the historical loss experience is based and to remove effects of conditions in the historical period that do not exist currently.

The allowances for impairment of financial assets in these financial statements have been determined on the basis of current economic and political conditions. The Bank is not in a position to predict what changes in conditions will take place in the Russian Federation and what effect such changes might have on the adequacy of the allowances for impairment of financial assets in future periods.

When an asset is not collectable, it is written off against the related allowance for impairment; if the amount of impairment subsequently decreases due to an event occurring after the write-down, the reversal of the related allowance is credited to the related impairment of financial assets in the statement of income.

Note 3 – Summary of accounting policies (continued) 


Property and Equipment

Property and equipment are carried at cost less accumulated depreciation and any accumulated impairment for diminution in value. Depreciation of assets under construction and those not placed in service commences from the date the assets are placed into service. Depreciation is calculated on a straight-line basis over the following estimated useful lives:

	
	Years

	Computers and office equipment
	3-7

	Motor vehicles
	3-5


Leasehold improvements are amortized over the life of the related leased asset. The carrying amounts of property and equipment are reviewed at each balance sheet date to assess whether they are recorded in excess of their recoverable amounts, and where carrying values exceed this estimated recoverable amount, assets are written down. An impairment is recognized in the respective period and is included in administrative and operating expenses.

Costs related to repairs and renewals are charged when incurred and included in administrative and operating expenses, unless they qualify for capitalization.



Amounts Due to Credit Institutions and to Customers

Amounts due to credit institutions and to customers are initially recognized in accordance with recognition of financial instruments policy. Subsequently, amounts due are stated at amortized cost and any difference between net proceeds and the redemption value is recognized in the statement of income over the period of the borrowings using the effective interest method.


Debt Securities Issued

Debt securities issued represent promissory notes and certificates of deposit issued by the Bank to its customers. Debt securities issued are accounted for according to the same principles used for amounts owed to credit institutions and customers.


Provisions

Provisions are recognized when the Bank has a present legal or constructive obligation as a result of past events, and it is probable that an outflow of resources embodying economic benefits will be required to settle the obligation and a reliable estimate of the obligation can be made.


Retirement and Other Benefit Obligations

The Bank does not have any pension arrangements separate from the State pension system of the Russian Federation, which requires current contributions by the employer calculated as a percentage of current gross salary payments; such expense is charged in the period the related salaries are earned. In addition, the Bank has no post-retirement benefits or significant other compensated benefits requiring accrual.


Statutory Fund

Statutory fund is recognized at cost. Distributions are recognized in net assets attributable to participants as a reduction in the period in which they are declared. Distributions that are declared after the balance sheet date are treated as a subsequent event under IAS 10 “Events After the Balance Sheet Date” and disclosed accordingly. 


Contingencies

Contingent liabilities are not recognized in the financial statements unless it is probable that an outflow of resources will be required to settle the obligation and a reliable estimate can be made. A contingent asset is not recognized in the financial statements but disclosed when an inflow of economic benefits is probable.


Income and Expense Recognition

Interest income and expense are recognized on an accrual basis calculated using the effective interest method. Loan origination fees for loans issued to customers or other related fees and commissions are deferred (together with related direct costs) and recognized as an adjustment to the effective yield of the loans. Fees, commissions and other income and expense items are generally recorded on an accrual basis when the service has been provided. 

Note 3 – Summary of accounting policies (continued) 


Foreign Currency Translation

Foreign currency transactions are accounted for at the exchange rates prevailing at the date of transaction. Monetary assets and liabilities denominated in foreign currencies are translated into Russian Rubles at official CBR exchange rates at the balance sheet date. Gains and losses resulting from the translation of foreign currency transactions are recognized in the statement of income as translation gains less losses from foreign currency. 

Differences between the contractual exchange rate of a certain transaction and the Central Bank exchange rate on the date of the transaction are included in foreign exchange gains less losses. The official CBR exchange rates at June 30, 2005 and December 31, 2004 were 28.67 Rubles and 27.75 Rubles to 1 USD, respectively.


Related Parties Transactions

Related parties, as defined by IAS 24 “Related Party Disclosures”, are those counter parts that represent:

· enterprises that directly, or indirectly through one or more intermediaries, control, or are controlled by, or are under common control with, the reporting enterprise.  (This includes holding companies, subsidiaries and fellow subsidiaries);

· associates – enterprises in which the Bank has significant influence and which is neither a subsidiary nor a joint venture of the investor;

· individuals owning, directly or indirectly, an interest in the voting power of the Bank that gives them significant influence over the Bank, and anyone expected to influence, or be influenced by, that person in their dealings with the Bank;

· key management personnel, that is, those persons having authority and responsibility for planning, directing and controlling the activities of the Bank], including directors and officers of the Bank  and close members of the families of such individuals; and

· enterprises in which a substantial interest in the voting power is owned, directly or indirectly, by any person described above or over which such a person is able to exercise significant influence. This includes enterprises owned by directors or major shareholders/participants of the Bank and enterprises that have a member of key management in common with the Bank.

Note 4 – Allowances for losses 

The movements in the allowances for impairment of interest earning assets were as follows:

	
	Factoring advances 

	
	

	December 31, 2003
	–

	Charge
	19,057

	June 30, 2004
	19,057

	Charge
	62,684

	December 31, 2004
	81,741

	Charge
	110,088

	June 30, 2005
	191,829


Allowances for impairment of assets are deducted from the related assets. In accordance with Russian legislation, advances and loans may only be written off with the approval of the Board of Directors and, in certain cases, with the respective decision of the Court.

Note 5 – Salaries and administrative and operating expenses

Salaries and benefits, administrative and operating expenses comprise:

	
	Six months ended June 30, 2005
	Six months ended June 30, 2004

	
	
	

	Salaries and additional compensation payments
	49,019
	406

	Social security costs
	10,313
	843

	Salaries and employment benefits
	59,332
	1,249

	
	
	

	Occupancy and rent
	15,330
	847

	Business development
	15,263
	558

	Marketing and advertising
	6,466
	123

	Professional services
	1,227
	60

	Communications
	867
	–

	Operating taxes
	69
	456

	Other
	2,030
	1,166

	Administrative and operating expenses
	41,252
	3,210


Note 6 – Taxation

The corporate income tax expense comprises:

	
	 Six months ended June 30, 2005 
	 Six months ended June 30, 2004 

	
	
	

	Current tax expense
	35,697
	1,587

	Deferred tax expense (benefit) 
	(573)
	(3,661)

	Income tax expense  (benefit)
	35,124
	(2,074)


Russian legal entities must file individual tax declarations. The tax rate for banks for income other than on state securities was 24% for 2004 and 2003. The tax rate for interest income on state securities was 15% for Federal taxes. 

Tax assets and liabilities consist of the following:

	
	June 30,

2005
	December 31, 2004

	Deferred tax assets
	13,137
	12,564

	
	
	

	Current tax liabilities
	14,080
	11,230


The effective income tax rate differs from the statutory income tax rates. A reconciliation of the income tax expense based on statutory rates with actual is as follows:

	
	 Six months ended June 30, 2005 
	 Six months ended June 30, 2004 

	Income (loss) before taxation
	140,416
	(11,203)

	Statutory tax rate
	24%
	24%

	
	
	

	Theoretical income tax expense (benefit) at statutory rate
	33,700
	(2,689)

	Non-deductible expenditures and other non-temporary differences
	1,424
	615

	Income tax expense (benefit)
	35,124
	(2,074)


Note 6 – Taxation (continued) 

Deferred tax assets and liabilities comprise:

	
	June 30,
2005
	December 31, 2004

	Tax effect of deductible temporary differences
	
	

	Factoring advances – allowance for  impairment
	13,137
	12,457

	Other
	–
	280

	Deferred tax assets
	13,137
	12,737

	
	
	

	Tax effect of taxable temporary differences
	
	

	Accruals 
	–
	173

	Deferred tax liabilities
	–
	173

	
	
	

	Deferred tax liability (asset)
	(13,137)
	(12,564)


As at June 30, 2005, management believes that its interpretation of the relevant legislation is appropriate and that it is most likely that the Bank’s tax, currency and customs positions will be sustained.

Russian tax, currency and customs legislation is subject to varying interpretations, and changes, which can occur frequently. Recent events within the Russian Federation suggest that the tax authorities are taking a more assertive position in its interpretation of the legislation and assessments and, as a result, it is possible that transactions and activities that have not been challenged in the past may be challenged. Management understands that its interpretation of such legislation applied to the transactions and activity of the Bank may be challenged by the relevant regional and federal authorities. As such, significant additional taxes, penalties and interest may be assessed. It is not practical to determine the amount of unasserted claims that may manifest, if any, or the likelihood of any unfavourable outcome. Fiscal periods remain open to review by the authorities in respect of taxes for three calendar years preceding the year of review.  Under certain circumstances reviews may cover longer periods.

Note 7 – Cash and cash equivalents

Cash and cash equivalents comprise:

	
	June 30,

2005
	December 31, 2004

	
	
	

	Current accounts with the Central Bank
	183,243
	12,435

	Current accounts with other credit institutions
	255,631
	832,217

	Cash and cash equivalents
	438,874
	844,652


Note 8 – Factoring advances 

Factoring advances comprise:

	
	June 30,

2005
	December 31, 2004

	
	
	

	Factoring advances with recourse
	3,622,375
	2,841,182

	Factoring advances without recourse
	34,961
	56,861

	
	3,657,336
	2,898,043

	Less – Clients counter-claims
	(3,460)
	(9,726)

	Less – Allowance for impairment
	(191,829)
	(81,741)

	Factoring advances
	3,462,047
	2,806,576


Note 8 –  Factoring advances (continued) 

As of June 30, 2005, the Bank’s advances to its 10 largest third party borrowers comprised RUB 1,052,809 or 29% of gross factroing portfolio (2004 – RUB 862,991, or 30%). As of June 30, 2005, an allowance of RUB 30,787 (2004 – RUB 22,739) was made against these advances.

The majority of advances have been extended to private companies. Advances are made principally within Russia in the following industry sectors:

	
	June 30,

2005
	December 31, 2004

	
	
	

	Production and wholesale of food and beverages
	1,053,885
	866,533

	Production and wholesale of computers and consumer electronics 
	866,140
	668,629

	Other trading enterprises
	944,947
	759,247

	Construction and finishing materials
	310,174
	278,085

	Metallurgy and manufacturing
	238,925
	224,999

	Other
	239,805
	90,824

	
	3,653,876
	2,888,317


Note 9 – Other assets and liabilities

Other assets comprise: 

	
	June 30,

2005
	December 31, 2004

	
	
	

	Prepayments
	4,085
	2,652

	Property and equipment, net
	2,960
	1,835

	Promissory notes
	1,871
	–

	Intangible assets, net
	6
	6

	Prepaid operating taxes
	–
	368

	Other assets
	8,922
	4,861


Other liabilities comprise: 

	
	June 30,

2005
	December 31, 2004

	
	
	

	Operating taxes payable
	12,630
	8,061

	Accrued administrative expenses
	1,222
	–

	Accrued additional compensation and  other employee benefits
	–
	8,095

	Debt securities issued
	–
	1,000

	Other
	–
	974

	Other liabilities
	13,852
	18,130


Note 10 – Amounts due to credit institutions 

Amounts due to credit institutions comprise:

	
	June 30,

2005
	December 31, 2004

	
	
	

	Current accounts
	700,496
	–

	Time deposits and loans
	1,647,137
	1,487,167

	Amounts due to credit institutions
	2,347,633
	1,487,167


Note 11 – Net assets attributable to participants

As of June 30, 2005, authorized nominal statutory fund equals 1,456,000 RUB and is contributed by:

	728,000 RUB
	50%
	LLC “Salerna”

	728,000 RUB
	50%
	LLC “Centerryboproduct”


As of June 30, 2005, statutory fund is registered and paid. The statutory fund of the Bank was contributed by the participants in Russian Rubles. Participants are entitled to vote at general meetings of participants in proportion to their share in the statutory fund. 

In accordance with the Russian legislation, participants in limited liability companies may unilaterally withdraw from the company. In such cases the company will be obliged to pay the withdrawing participant's share of net assets of the company, determined on the basis of statutory accounting reports for the year of withdrawal, in cash or, subject to consent of the participant, by an in kind transfer of assets. The payment should be made no later than six months after the end of the year of the withdrawal. According to article 11 of Federal law “About banks and banking activity”, participants can not withdraw from banks formed as limited liability company for three years from the bank registration date. The Bank was registered on June 17, 2003.

Note 12 – Financial commitments and contingencies

Operating environment  

The Russian economy, while deemed to be of market status, continues to display certain traits consistent with that of a market in transition. The Russian economy does not possess the business and regulatory infrastructure that would generally exist in a more mature market economy.

However, the continuing price escalation on world commodity markets has been a positive contributing factor to the improving trends in the Russian economy. The GDP level increased by 7.1% during 2004, GDP growth for 2005 is expected about 6%. Reported foreign currency reserves of the Central Bank of Russia increased by 17.6% compared with year-end 2004 and reached USD 142 billion at July 22, 2005. Additionally, the Government redeemed all its debt to the International Monetary Fund during 2005 (about USD 3.5 bullion). Fitch Rating on August 3, 2005 has upgraded the Russian Federation’s rating in local and foreign currencies to investment grade BBB from BBB-. Standard & Poor’s sovereign rating was upgraded to level BBB in local currency and to BBB- in foreign currency with Stable outlook. Moody's Investors Service on July 30, 2005 has confirmed the Russian Federation’s rating Baa3 in local and foreign currencies. 
Nevertheless, some uncertainties with respect to legal and tax infrastructures, including potential changes in these areas, may affect the positions taken by the Bank. The accompanying financial statements do not include any adjustments that may result from the future clarification of these uncertainties. Such adjustments, if any, will be reported in the Bank’s financial statements in the period when they become known and estimable.

Legal

In the ordinary course of business, the Bank may be subject to legal actions and complaints. Management believes that the ultimate liability, if any, arising from such actions or complaints will not have a material adverse effect on the financial condition or the results of the Bank’s future operations. 
Note 12 – Financial commitments and contingencies (continued) 

Financial commitments and contingencies

As of June 30, 2005 and December 31, 2004 the Bank’s financial commitments and contingencies comprised the following:

	
	June 30,

2005
	December 31, 2004

	
	
	

	Non-cancellable operating lease commitments
	
	

	Not later than 1 year
	16,017
	24,435

	
	16,017
	24,435

	
	
	

	Financial commitments and contingencies
	16,017
	24,435


Note 13 – Financial risk management policies

Management of risk is fundamental to the banking business and is an essential element of the Bank’s operations. The main risks inherent in the Bank’s operations are those related to credit exposures, liquidity, and market movements in interest rates and foreign exchange rates. A description of the Bank’s risk management policies in relation to those risks follows.

Credit risk

The Bank is exposed to credit risk which is the risk that a counterparty will be unable to pay amounts in full when due. The Bank structures the levels of credit risk it undertakes by placing limits on the amount of risk accepted in relation to one borrower, or groups of borrowers, and to industry and geographical segments. Such risks are monitored on a continuing basis and are subject to an annual or more frequent review.

The exposure to any one borrower including banks and brokers is further restricted by sub-limits covering on and off-balance sheet exposures which are set by the Risk Management Committee, Credit Committee and Management Board that meet at least once a week. Actual exposures against limits are monitored daily.

Exposure to credit risk is managed through regular analysis of the ability of borrowers and potential borrowers to meet interest and principal repayment obligations and by changing these lending limits when appropriate. Exposure to credit risk is additionally  mitigated in part by obtaining collateral and corporate and personal guarantees.

Credit-related commitments ensure that funds are available to a customer as required. Guarantees, which represent irrevocable assurances that the Bank will make payments in the event that a customer cannot meet its obligations to third parties, carry the credit risk as well. 

Note 13 – Financial risk management policies (continued)

Concentration

The geographical concentration of banking assets and liabilities follows.

	
	June 30, 2005
	December 31, 2004

	
	Russia
	OECD
	CIS and 
other foreign countries
	Total
	Russia
	OECD
	CIS and other foreign countries
	Total

	

	
	
	
	
	
	
	
	

	Assets
	
	
	
	
	
	
	
	

	Cash and cash equivalents
	438,874
	–
	–
	438,874
	844,652
	–
	–
	844,652

	Obligatory reserve with CBR
	132,365
	–
	–
	132,365
	55,251
	–
	–
	55,251

	Factoring advances
	3,455,498
	–
	6,549
	3,462,047
	2,784,247
	–
	22,329
	2,806,576

	All other assets
	22,059
	–
	–
	22,059
	17,425
	–
	–
	17,425

	
	4,048,796
	–
	6,549
	4,055,345
	3,701,575
	–
	22,329
	3,723,904

	Liabilities
	
	
	
	
	
	
	
	

	Due to credit institutions
	2,347,633
	–
	–
	2,347,633
	1,487,167
	–
	–
	1,487,167

	Settlements with clients on factoring
	69,595
	–
	–
	69,595
	43,510
	–
	–
	43,510

	Time deposits of clients
	46,579
	–
	–
	46,579
	705,553
	–
	–
	705,553

	All other liabilities
	27,932
	–
	–
	27,932
	29,360
	–
	–
	29,360

	
	2,491,739
	–
	–
	2,491,739
	2,265,590
	–
	–
	2,265,590

	Net balance sheet position
	1,557,057
	–
	6,549
	1,563,606
	1,435,985
	–
	22,329
	1,458,314


Currency risk

Currency risk is a risk that a financial instrument will change its value due to changes in currency exchange rates. Bank's financial position and cash flows are affected by fluctuations of foreign currency exchange rates. 

The Risk Management Committee executes general control over the currency risks and sets limits on currency transactions performed by departments of the Bank. The Treasury and Electronic Settlement Department projects and analyzes open balance sheet and off-balance currency positions of the Bank. 

The Bank’s exposure to foreign currency exchange rate risk follows.

	
	June 30, 2005
	December 31, 2004

	
	Rubles
	USD
	EUR
	Other
	Total
	Rubles
	USD
	EUR
	Total

	Assets:
	
	
	
	
	
	
	
	
	

	Cash and cash equivalents
	371,192
	21,136
	46,546
	–
	438,874
	841,638
	64
	2,950
	844,652

	Obligatory reserve with CBR
	132,365
	–
	–
	–
	132,365
	55,251
	–
	–
	55,251

	Factoring advances
	3,400,117
	61,930
	–
	–
	3,462,047
	2,783,552
	23,024
	–
	2,806,576

	All other assets
	21,972
	–
	80
	7
	22,059
	17,369
	–
	56
	17,425

	
	3,925,646
	83,066
	46,626
	7
	4,055,345
	3,697,810
	23,088
	3,006
	3,723,904

	Liabilities:
	
	
	
	
	
	
	
	
	

	Amounts due to credit institutions
	2,192,506
	108,378
	46,749
	–
	2,347,633
	1,461,885
	21,312
	3,970
	1,487,167

	Settlements with clients on factoring
	69,595
	–
	–
	–
	69,595
	43,510
	–
	–
	43,510

	Time deposits of clients
	46,579
	–
	–
	–
	46,579
	705,553
	–
	–
	705,553

	All other liabilities
	27,932
	–
	–
	–
	27,932
	29,360
	–
	–
	29,360

	
	2,336,612
	108,378
	46,749
	–
	2,491,739
	2,240,308
	21,312
	3,970
	2,265,590

	Net balance sheet position
	1,589,034
	(25,312)
	(123)
	7
	1,563,606
	1,457,502
	1,776
	(964)
	1,458,314

	
	
	
	
	
	
	
	
	
	


Note 13 – Financial risk management policies (continued)

Liquidity risk

Liquidity risk is a risk of encountering difficulties regarding receipt of funds required to return deposits and settle liabilities related to financial instruments when they mature. 

The Bank's Risk Management Committee executes general control over the liquidity risks. The Treasury and Electronic Settlement Department is responsible for the day-to-day control. For the effective liquidity risk management the Bank performs the following activities:

· daily liquidity projections;

· placement of funds in relation to terms of raised funds balances;

· on an ongoing basis, analysis of clients' cash flows in order to identify seasonal and other trends; 

· stress-testing to analyze potential implications in case of adverse events.

The contractual maturities of monetary assets and liabilities:

	
	June 30, 2005

	
	On demand 
	Less than  1 month
	1 to 3 months
	3 months to 1 year
	1 to 5 years
	Overdue 
	No defined maturity 
	Total 

	
	 
	 
	 
	 
	 
	 
	 
	 

	Assets
	
	
	
	
	
	
	
	

	Cash and cash equivalents
	438,874
	–
	–
	–
	–
	–
	–
	438,874

	Obligatory reserve with CBR
	–
	113,826
	18,539
	–
	–
	–
	–
	132,365

	Factoring advances
	–
	364,614
	2,719,073
	336,747
	–
	41,613
	–
	3,462,047

	All other assets
	–
	4,085
	1,871
	–
	13,137
	–
	2,966
	22,059

	
	438,874 
	482,525 
	2,739,483
	336,747 
	13,137 
	41,613 
	2,966
	4,055,345

	Liabilities
	
	
	
	
	
	
	
	

	Amounts due to credit institutions
	700,496
	403,775
	1,243,362
	–
	–
	–
	–
	2,347,633

	Settlements with clients on factoring
	–
	69,595
	–
	–
	–
	–
	–
	69,595

	Time deposits of clients
	–
	30,308
	16,271
	–
	–
	–
	–
	46,579

	All other liabilities
	–
	27,932
	–
	–
	–
	–
	–
	27,932

	
	700,496
	531,610
	1,259,633
	–
	–
	–
	–
	2,491,739

	Net position
	(261,622)
	(49,085)
	1,479,850
	336,747 
	13,137 
	41,613 
	2,966
	1,563,606

	Accumulated gap
	(261,622)
	(310,707)
	1,169,143
	1,505,890 
	1,519,027 
	1,560,640 
	1,563,606
	


	
	December 31, 2004

	
	On demand
	Less than 

1 month
	1 to 

3 months
	3 months 

to 1 year
	1 to 

5 years
	Overdue
	No defined maturity
	Total

	
	
	
	
	
	
	
	
	

	Assets
	
	
	
	
	
	
	
	

	Cash and cash equivalents
	844,652
	–
	–
	–
	–
	–
	–
	844,652

	Obligatory reserve with CBR
	–
	54,978
	–
	273
	–
	–
	–
	55,251

	Factoring advances
	–
	164,687
	2,406,348
	231,183
	131
	4,227
	–
	2,806,576

	All other assets
	–
	3,020
	–
	–
	12,564
	–
	1,841
	17,425

	
	844,652
	222,685
	2,406,348
	231,456
	12,695
	4,227
	1,841
	3,723,904

	Liabilities
	
	
	
	
	
	
	
	

	Amounts due to credit institutions
	–
	614,336
	772,733
	100,098
	–
	–
	–
	1,487,167

	Settlements with clients on factoring
	–
	43,510
	–
	–
	–
	–
	–
	43,510

	Time deposits of clients
	–
	701,848
	–
	3,705
	–
	–
	–
	705,553

	All other liabilities
	–
	1,000
	–
	–
	–
	–
	28,360
	29,360

	
	–
	1,360,694
	772,733
	103,803
	–
	–
	28,360
	2,265,590

	Net position
	844,652
	(1,138,009)
	1,633,615
	127,653
	12,695
	4,227
	(26,519)
	1,458,314

	Accumulated gap
	844,652
	(293,357)
	1,340,258
	1,467,911
	1,480,606
	1,484,833
	1,458,314
	


Note 13 – Financial risk management policies (continued)

Liquidity risk (continued)

Long-term credits and overdraft facilities are generally not available in Russia except for programs set up by international financial institutions. However, in the Russian marketplace, many short-term credits are granted with the expectation of renewing the loans at maturity. As such, the ultimate maturity of assets may be different from the analysis presented above. In addition, the maturity gap analysis does not reflect the historical stability of current accounts. Their liquidation has historically taken place over a longer period than indicated in the tables above. These balances are included in amounts due on demand in the tables above. 

Interest rate risk

The interest rate risk is related to changes in value of financial instruments driven by changes of interest rates.  Asset and liability maturities, as well as the potential for replacement of interest liabilities at acceptable cost at maturity are important factors for assessment of the Bank's liquidity and level of dependence on changes in interest rates.

Risk Management Committee and Credit Committee within their authorities control interest rate risk by setting allowed ranges of interest rates and tariffs in respect to raised and placed funds.

Most of Bank’s interest-bearing financial assets and liabilities have fixed interest rates. Furthermore, as specified above in the maturity analysis section, most of the Bank's assets and liabilities are relatively short-term. The Bank's management monitors interest margin of the Bank and believes that the Bank is not exposed to significant interest rate risk 

The Bank ’s average effective interest rates for monetary financial instruments follow.

	
	June 30, 2005
	December 31, 2004

	
	Rubles
	USD 
	Other foreign currencies
	Rubles
	USD
	Other foreign currencies

	
	
	
	
	
	
	

	Cash and cash equivalents
	0.1%
	–
	–
	–
	–
	–

	Factoring advances
	17.3%
	10.9%
	–
	16.8%
	11.9%
	–

	Due to credit institutions, time deposits
	3.4%
	3.1%
	3.1%
	3.7%
	1.6%
	1.0%

	Time deposits of clients 
	9.2%
	–
	–
	7.6%
	–
	–


Note 14 – Fair value of financial instruments

The following disclosure of the estimated fair value of financial instruments is made in accordance with the requirements of IAS 32 “Financial Instruments: Disclosure and Presentation”. Fair value is defined as the amount at which the instrument could be exchanged in a current transaction between knowledgeable willing parties on arm’s length conditions, other than in forced sale or liquidation. As no readily available market exists for a large part of the Bank’s financial instruments, judgment is necessary in arriving at fair value, based on current economic conditions and the specific risks attributable to the instrument. The estimates presented herein are not necessarily indicative of the amounts the Bank could realize in a market exchange from the sale of its full holdings of a particular instrument.  

The following methods and assumptions are used by the Bank to estimate the fair value of these financial instruments:

Amounts due from credit institutions and factoring advances

For assets maturing within three months, the carrying amount approximates fair value due to the relatively short- term maturity of these financial instruments. For longer-term assets, the interest rates applicable reflect market rates and, consequently, the fair value approximates the carrying amounts. 

Amounts due to customers

For balances maturing within three months the carrying amount approximates fair value due to the relatively short term maturity of these financial instruments. For longer term fixed interest bearing deposits and other borrowings the estimated fair value is based on discounted cash flows using interest rates for new debts with similar remaining maturity.

The Bank’s assets and operations are concentrated primarily in the Russian Federation. Management believes that, based upon its best estimates, as of June 30, 2005, and December 31, 2004, the fair value of substantially all Bank’s assets and liabilities approximates their carrying values.

Note 15 – Related parties

In considering each possible related party relationship, attention is directed to the substance of the relationship, and not merely the legal form. The Bank had the following transactions outstanding with related parties. These transactions comprise:

	
	June 30, 2005
	
	December 31, 2004

	
	Related 

party transactions
	Percentage on normal conditions
	Total category as per financial statements captions
	
	Related

party transactions
	Percentage on normal conditions
	Total category as per financial statements captions

	
	
	
	
	
	
	
	

	Cash and cash equivalents
	254,775
	100%
	438,874
	
	831,363
	100%
	844,652

	Factoring advances, gross
	1,500
	100%
	3,653,876
	
	–
	–
	2,888,317

	Amounts due to credit institutions
	2,307,633
	100%
	2,347,633
	
	1,457,106
	100%
	1,487,167

	Time deposits of clients
	37,927
	100%
	46,579
	
	705,553
	100%
	705,553

	Debt securities issued
	–
	–
	–
	
	1,000
	100%
	1,000

	
	
	
	
	
	
	
	

	
	Six months ended June 30, 2005
	
	Six months ended June 30, 2004

	Interest income
	150
	100%
	380,502
	
	873
	100%
	12,309

	Interest expense
	27,198
	100%
	28,566
	
	–
	–
	–


As of June 30, 2005, and December 31, 2004, Bank’s participants and members of the Management Boards did not have any loans due to the Bank.

The aggregate remuneration and other benefits paid to Bank’s members of the Management Boards for six month period ended June 30, 2005 was RUB 9,782 (June 30, 2004 – RUB 863). 



















