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Independent Auditor’s Report

Board of Directors
OAO RAO UES of Russia

We have audited the accompanying consolidated interim balance sheet of OAO RAO UES of
Russia and its subsidiaries (the “Group”) as of 30 June 2003 and the related interim statements of
operations, changes in shareholders’ equity and cash flows for the six month period then ended.
These consolidated interim financial statements, as set out on pages 2 to 30, are the responsibility of
the Group’s management. Our responsibility is to express an opinion on these interim financial
statements based on our audit. The consolidated financial statements of the Group for the year
ended 31 December 2002 and for the six month period ended 30 June 2002 were audited by another
auditor whose reports dated 6 June 2003 and 31 October 2002 respectively expressed an unqualified
opinion on those statements.

Except as described in the following paragraph, we conducted our audit in accordance with
International Standards on Auditing as issued by the International Federation of Accountants. 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.

We were unable to obtain appropriate information supporting management’s disclosure of the
Group’s acquisition of three companies in the Republic of Georgia subsequent to 30 June 2003 as
discussed in note 5 to the consolidated interim financial statements. Management has informed us
that the purchase contract contains a confidentiality clause, which prevents our access to the
contract until 29 November 2003.

In our opinion, except for the effects of such adjustments or additional disclosures, if any, as might
have been determined to be necessary had we been able to obtain appropriate information regarding
the acquisition of the three companies in the Republic of Georgia, as described in the preceding
paragraph, the consolidated interim financial statements present fairly, in all material respects, the
financial position of the Group as of 30 June 2003, and the results of its operations, changes in
shareholders’ equity and cash flows for the six month period then ended in accordance with
International Financial Reporting Standards promulgated by the International Accounting Standards
Board.

2o UiPme.

ZAO KPMG

Moscow, Russian Federation
31 October 2003

ZAO KPMG, a company registered under the Law of Russian
Federation, is a member of KPMG International, a Swiss
cooperative,



RAO UES Group

Consolidated Interim Balance Sheet as at 30 June 2003
(in millions of Russian Roubles)

Notes 30 June 2003 31 December 2002

Assets
Non-current assets
Property, plant and equipment 8 860,317 863,688
Investments in associates 7 250 -
Deferred profit tax assets 15 7,836 9,122
Other non-current assets 9 29,730 25,342
Total non-current assets 898,133 898,152
Current assets
Cash and cash equivalents 10 19,206 17,569
Accounts receivable and prepayments 11 105,938 92,971
Inventories 12 39,198 38,383
Loans issued 726 2,635
Other current assets 11,928 11,726
Total current assets 176,996 163,284
Total assets : 6 1,075,129 1,061,436
Shareholders’ equity and liabilities
Shareholders’ equity 13
Share capital

Ordinary shares (nominal value RR 20,521 million) 147,439 147,439

Preference shares (nominal value RR 1,038 million) 7,667 7,667

Treasury shares (361) (770)

154,745 154,336

Retained earnings and fair value reserve 428,202 412,079
Total shareholders’ equity 582,947 566,415
Minority interest 14 223,395 223,981
Non-current liabilities ,
Deferred profit tax liabilities 15 57,408 54,608
Non-current debt 16 9,115 13,461
Other non-current liabilities 17 27,891 26,872
Total non-current liabilities 94,414 94,941
Current liabilities
Current debt and current portion of non-current

debt 18 40,676 42,236
Accounts payable and accrued charges 19 87,818 84,337
Taxes payable 20 45,879 49,526
Total current liabilities 174,373 176,099
Total liabilities 6 268,787 271,040
Total shareholders’ equity and liabilities e/ 1,075,129 1,061,436

Chairman of the Management Board Chubais A.B.
First Deputy Chairman of the Managem§ ‘ ‘ / Melamed L.B.

— >
31 October 2003

The accompanying notes are an integral part of these consolidated interim financial statements.



RAO UES Group |
Consolidated Interim Statement of Operations for the six months ended 30 June 2003
(in millions of Russian Roubles)

Six months ended Six months ended
Notes 30 June 2003 30 June 2002
Revenues
Electricity 225,184 180,203
Heating 58,089 44,830
Governmental assistance 21 2,229 2,174
Other 15,345 13,948
Total revenues 6 300,847 241,155
Costs and other deductions '
Fuel expenses 85,213 63,324
Wages, benefits and payroll taxes 44,071 40,489
Purchased power 35,669 31,649
Depreciation 8 30,048 31,932
Repairs and maintenance 18,301 15,059
Taxes other than on income 10,104 13,045
Other materials 7,241 7,300
Electricity and heat distribution 2,482 1,707
Water usage expenses 2,351 2,011
Social expenditures 1,668 2,601
Doubtful debtors expense 2,037 1,045
Loss / (gain) on disposal of property, plant and
equipment and investments 189 84
Other expenses 24,607 17,975
Total costs and other deductions 263,981 228,053
Income from operations 6 36,866 13,102
Share of income of associates - 487
Monetary effects and financing items 22 (4,420) 2,944
Income before profit tax and minority interest 32,446 16,533
Total profit tax (charge) / benefit 15 (14,911) 7,205
Income before minority interest 17,535 23,738
Minority interest: share of net result 14 (620) (4,949)
Net income 16,915 18,789
Earnings per ordinary and preference share — basic 5
/ 0.39 0.44

and diluted (in Russian Roubles) 23

Chairman of the Management Board Chubais A.B.

Melamed 1L.B.

31 October 2003

The accompanying notes are an integral part of these consolidated interim financial statements.



RAO UES Group

Consolidated Interim Cash Flow Statement for the six months ended 30 June 2003

(in millions of Russian Roubles)

Six months ended

Six months ended

30 June 2003 30 June 2002
CASH FLOW FROM OPERATING ACTIVITIES:
Income before profit tax 32,446 16,533
Adjustments to reconcile income before profit tax to net cash provided by
operations:
Depreciation 30,048 31,932
Doubtful debtors expense 2,037 1,045
Interest and gain on restructuring accounts payable and taxes payable 4,799 1,527
Share of income of associates, before profit tax - (487)
Loss / (gain) on disposal of property, plant and equipment and
investments 189 (84)
Monetary effects on non-operating balances - (3,290)
Adjustment for non-cash investing activities (5,058) (4,366)
Other 3) -
Operating cash flows before working capital changes and profit tax paid 64,458 42,810
Working capital changes:
Increase in accounts receivable and prepayments (15,004) (1,218)
Decrease / (increase) in other current assets 69 (5,945)
Decrease in loans issued 1,909 5,542
{(Increase) / decrease in inventories (815) 3,455
(Increase) / decrease in other non-current assets (4,138) 4,592
Increase / (decrease) in accounts payable and accrued charges 1,601 (13,112)
Decrease in taxes payable, other than profits tax (4,195) (3,962)
Increase / (decrease) in other non-current libilities 1,019 (318)
Profit tax paid (cash) (13,107) (13,783)
Profit tax paid (non-cash) (132) (139
Net cash provided by operating activities 31,665 17,922
CASH FLOW FROM INVESTING ACTIVITIES:
Additions to property, plant and equipment (23,018) (14,144)
Proceeds from sale of property, plant and equipment 1,093 459
Purchases of investments, net (81) “(132)
Net cash used for investing activities (22,006) (13,817)
CASH FLOW FROM FINANCING ACTIVITIES:
Proceeds from issuance of current debt 73,669 57,667
Proceeds from issuance of non-current debt 335 7,294
Repayment of debt (79,907) (66,560)
Interest paid (3,872) (4,435)
Dividends paid to RAO UES shareholders (12) (329)
Dividends paid by Group to minority interest shareholders (189) (532)
Proceeds from share issuance 512 -
Proceeds from / (purchase) of treasury shares, net 1,442 (6)
Net cash used for ﬁnancing activities (8,022) (6,901)
Effect of inflation on cash and cash equivalents - (1,093)
Increase / (decrease) in cash and cash equivalents 1,637 (3,889)
Cash and cash equivalents at the beginning of the period 17,569 14,555
Cash and cash equivalents at the end of the period 19,206 10,666
Chairman of the Management Board - M/ Chubais A.B.
Melamed L.B.

First Deputy Chairman of the Management

The accompanying notes are an integral part of these consolidated interim financial statements.



RAO UES Group
Consolidated Interim Statement of Changes in Shareholders' Equity for the six months ended 30 June 2003
(in millions of Russian Roubles)

Retained
Ordinary earnings and Total
share Preference Treasury fair value shareholders’
capital share capital shares reserve equity
At 1 January 2002 147,439 7,667 (762) 379,596 533,940
Net income - - - 18,789 18,789
Dividends - - - (1,385) (1,385)
Change in fair value of
available-for-sale investments - - - 360 360
Change in treasury shares, net - - (&) - ®
At 30 June 2002 147,439 7,667 (770) 397,360 551,696
At 1 January 2003 147,439 7,667 (770) 412,079 566,415
Net income - - - ~ 16915 16,915
Dividends - - - (1,988) (1,988)
Change in fair value of
available-for-sale investments - - - 467 467
Change in treasury shares, net - - 409 729 1,138
At 30 June 2003 147,439 7,667 f . (361) 428,202 582,947
Chairman of the Management Board Chubais A.B.
First Deputy Chairman of the Manageme: Melamed L.B.

31 October 2003

The accompanying notes are an integral part of these consolidated interim financial statements.



RAO UES Group

Notes to the Consolidated Interim Financial Statements as at 30 June 2003
(in millions of Russian Roubles)

Note 1: The Group and its operations

The Russian Open Joint Stock Company for Energy and Electrification Unified Energy System of Russia (“RAO
UES”) was created on 31 December 1992 following the privatisation of certain electricity power generation,
transmission and distribution assets formerly under the control of the Ministry of Energy of the Russian
Federation. Nuclear generation stations were not transferred to RAO UES.

The RAO UES Group (the “Group”) consists of RAO UES and its related subsidiaries as at 30 June 2003. Principal
subsidiaries are disclosed in Note 5. The operations of all generating facilities are co-ordinated by the Central
Dispatch Centre (“CDC”) and Regional Dispatch Centres, which are all under the control of the Group, in order to
meet system requirements in an efficient manner.

All member companies of the Group with the exception of RAO Nordic Oy are incorporated under the laws of the
Russian Federation (the “state”). RAO Nordic Oy is incorporated and operates in Finland.

The Group performs the following major activities:

»  High voltage transmission: The high voltage transmission network connects all but a few regions of the
Russian Federation. RAO UES charges a transmission fee to users of the network and, together with the
Federal Grid Company (a 100 percent owned subsidiary of RAO UES), maintains this network. The CDC, a
100 percent owned subsidiary of RAQO UES, is responsible for system dispatch and the functioning of the
Federal Wholesale Market of Electricity and Capacity (“FOREM™);

e Regional generation and distribution: RAO UES has ownership interests in more than 70 regional power
companies (“Energos”™), responsible for the generation, distribution and sale of heat and electricity. These
ownership interests range from 14 percent to 100 percent; and

s Stand-alone electricity generation: Major generation stations produce electricity and sell it via FOREM.
The majority of these sales are within the Group.

At 30 June 2003, the number of employees of the Group was approximately 589,000 (31 December 2002:
599,000).

RAO UES’s registered office is located at bld. 3, 101 Vernadskogo prospect, 119526, Moscow, Russia.

RAO UES also prepares annual parent company stand-alone financial staterments in accordance with International
Financial Reporting Standards (“IFRS”).

Economic environment in the Russian Federation. Whilst there have been improvements in the economic
sitnation in the Russian Federation in recent years, the country continues to display some characteristics of an
emerging market. These characteristics include, but are not limited to, the existence of a currency that is not freely
convertible in most countries outside of the Russian Federation, restrictive currency controls, and relatively high
inflation.

The prospects for future economic stability in the Russian Federation are largely dependent upon the effectiveness
of economic measures undertaken by the government, together with legal, regulatory, and political developments.

Relations with the state and current regulation. At 30 June 2003, the Russian Federation owned 52.7 percent of
RAO UES, which represents 54.9 percent of the ordinary shares issued. As discussed in Note 13, only ordinary
shares have voting rights. The Group’s customer base includes a large number of entities controlled by, or related
to, the state. Furthermore, the state controls a number of the Group’s fuel and other suppliers.

The government of the Russian Federation directly affects the Group’s operations through regulation by the
Federal Energy Commission (“FEC”), with respect to its wholesale energy sales, and by the Regional Energy
Commissions (“RECs”), with respect to its retail electricity and heat sales. Tariffs which Group entities may
charge for sales of electricity and heat are governed both by regulations specific to the electricity and heat industry
and by regulations applicable to natural monopolies. As a condition to privatisation in 1992, the government of the
Russian Federation imposed an obligation on Group entities to provide connection for the supply of electricity and
heating to customers in the Russian Federation.

Page 6



RAO UES Group

Notes to the Consolidated Interim Financial Statements as at 30 June 2003
(in millions of Russian Roubles)

Note 1: The Group and its operations (continued)

As described above and in Notes 2 and 25, the government’s economic, social and other policies could have
material effects on the operations of the Group.

Regulatory issues and sector restructuring. The Russian electric utilities industry in general and the Group in
particular are presently undergoing a restructuring process designed to introduce competition into the electricity
sector and to create an environment in which the Group and its successor companies can raise the capital required
to maintain and expand current capacity. The regulatory framework governing the process of reforming the
Russian Federation electric utilities industry and the functioning of the industry, both during the transition period
and subsequent to the completion of reforms, is set forth in the following legislation: Federal Law No. 35-FZ of
26 March 2003 “On the Electric Utilities of the Russian Federation” and Federal Law No. 36-FZ of 26 March
2003 “On the Specifics of the Functioning of Electric Utilities During the Transition Period and the Introduction
of Amendments to Certain Russian Federation Legislative Acts and the Invalidation of Certain Russian Federation
Legislative Acts in Connection with the Adoption of the Law “On the Electric Utilities of the Russian Federation”.

+ . In April 2003, legislation underlying the electric utilities reform effort took effect. This legislative package,
consisting of six laws drafied by the Russian Federation government, defines the key areas in the industry
reform program, as well as the terms and conditions under which electric utilities will function both during
the transition period and following the reforms.

o At the present stage, bills are being drafted for the specific legislative acts envisioned under the
aforementioned laws on electric utilities reform according to the action plan related to electric utilities
reform and adopted by the resolution of the Russian Federation government of 27 June 2003 No 865-r (p).
RAO UES has been playing an active role in drafting these pieces of legislation.

s Early September 2003 the Russian Federation government issued the resolution on establishing the
wholesale generating companies. According to the aforementioned resolution 10 generating companies (4
hydro generating companies and 6 heat generating companies), which will include the electric power plants
owned by OAO RAO UES and its subsidiaries, will be established.

o - The Federal Grid Company — OAO Federal Grid Company of Unified Energy System (“FGC”) — was
established in June 2002, as a wholly-owned subsidiary of RAO UES, to manage the transmission of
electricity through the use of transmission assets received or earmarked for receipt from RAO UES and its
subsidiaries.

o The System Operator — OAO System Operator-Central Dispatch Unit of Unified Energy System
(“SO-CDU”) -~ was established in June 2002 to perform electricity dispatch functions within the unified
electricity system of the Russian Federation through the use of assets received or earmarked for receipt
from RAO UES and its subsidiaries.

«  Work is underway to create a free market for electricity trading, which is envisaged to constitute from 5 to
15 percent of the Wholesale Electricity Market. In September 2002, a non-commercial partnership “Trade
System Administrator of the Wholesale Electricity Market UES” (“TSA”) — began staging simulation
trading in electricity. Simulation trading has been an important tool for aligning the coordination
procedures between the market’s key infrastructural organizations, i.e. TSA and SO-CDU, both with each
other as well as with other market participants, i.e. electricity sellers and buyers. The rules for governing
the wholesale market during the transition period are being developed. Moreover, future wholesale market
participants are now learning how to operate in the market and are training their personnel accordingly.
According to the laws on electric utilities reform, subsequently the free market in electricity will encompass
the entire volume of trading.

o On 29 May 2003 the Board of Directors of RAO UES has approved a Concept of the Group’s strategy for
the period from 2003 through 2008. This document provides a detailed description of the major changes
that are slated to take place in the Group during the electric utilities reform program, including the various
stages in the process of establishing participant entities, based on the Group, in both the wholesale and
retail electricity markets, and the key areas for further development of the organizations thereby being
established.

Page 7



RAO UES Group

Notes to the Consolidated Interim Financial Statements as at 30 June 2003
(in millions of Russian Roubles)

Note 1: The Group and its operations (continued)

» The individual Energos that are subject to reform have developed their respective reform plans and
submitted them to RAO UES. At present, these reform plans are being discussed, agreed and approved by
the management bodies of RAO UES and the Commission on electric utilities reform under the Russian
Federation government.

«  The Board of Directors of RAO UES has pilot reform projects for the reorganization of four Energos (OAO
Tulenergo, OAO Kalugaenergo, OAO Bryanskenergo and OAO Orelenergo) on the basis of a framework
reform scenario. Further, these pilot projects will establish new companies by lines of business (a
generating company, a network distribution company, and a sales company), which will incorporate the
corresponding activities of the existing companies in all four pilot regions.

At this time, the impact of the industry changes on both the financial results and position of the Group cannot be
readily assessed because the specific, detailed mechanisms to effect the restructuring are still being determined.
Accordingly, no provision has been recognised for the effects of the restructuring process.

Note 2: Financial condition

At 30 June 2003, the Group’s current assets exceeded its current liabilities by Russian Roubles (“RR”)
2,623 million (in prior periods the Group's current liabilities exceeded its current assets - 31 December 2002: RR
12,815 million; 31 December 2001: RR 10,793 million; 31 December 2000: RR 102,087 million). Since 2000, the
Group has improved its financial position, largely through better cash collections and the restructuring of trade and
tax liabilities to long term.

The effects of the restructuring of accounts and taxes payable are described in Notes 17, 19 and 20. However,
there still remains a significant amount of uncollected accounts receivable from earlier periods. Management has
continued its collection and restructuring efforts to reduce the outstanding balances. There is legislation enabling
the Group to cut off non-payers, but this is only possible to a certain extent due to strategic and political factors.
Federal, municipal and other governmental organisations make up a significant proportion of the debtor balance as
at 30 June 2003. The Group has provided against doubtful accounts receivable, as further described in Notes 9 and
11.

The Group is affected by government policy through control of tariffs and other factors. The RECs do not always
permit tariff increases in line with increases in the Group’s costs and thus some tariffs are insufficient to cover all
the costs of generation and distribution. Moreover, these tariffs consider costs only on a Russian statutory basis
and, accordingly, exclude additional costs recognised under an IFRS basis of accounting. As a result, tariffs do not
consistently allow for an adequate return on investment and currently do not provide sufficient funds for the full
replacement of property, plant and equipment. Furthermore, the Group also experiences difficulties raising finance
for the necessary investment in generation, transmission and distribution assets.

Group management has been taking the following actions in order to address the issues noted above and improve
the Group's financial position:

« introduction of improved financial budgeting procedures; a strong focus on timely cash collection of
current and old debtor balances; restructuring of liabilities for repayment over a longer period;

o discussions with strategic investors, and identification and assessment of projects requiring investment
funds;

+ negotiations with federal and regional governments and regulators for real increases in tariffs to support
adequate long term investment into the Group's generation, transmission and distribution assets; and

»  active participation in the restructuring of the electricity sector (see Note 1).

Management believes that ultimately a stable regulatory regime and a competitive power market will be put in

place such that the Group and its successors will be able to raise needed capital to sustain the business. However,
there can be no assurance in this regard.
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RAO UES Group

Notes to the Consolidated Interim Financial Statements as at 30 June 2003
(in millions of Russian Roubles)

Note 3: Basis of presentation

These consolidated financial statements have been prepared in accordance with International Financial Reporting
Standards, including International Accounting Standards (“IAS”) and Interpretations issued by the IASB.

Each enterprise of the Group individually maintains its own books of accounts and prepares its statutory financial
statements in accordance with the Regulations on Accounting and Reporting of the Russian Federation (“RAR”)
with the exception of RAO Nordic Oy which prepares its statutory financial statements in accordance with
accounting principles accepted in Finland. The accompanying financial statements are based on the statutory
records, which are maintained under the historical cost convention method, except for revaluations of property,
plant and equipment, and adjusted and reclassified for presentation in accordance with IFRS.

The preparation of consolidated financial statements in accordance with IFRS requires management to make
prudent estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of
contingent assets and liabilities at the date of the financial statements and the reported amounts of revenues and
expenses during the reporting period. Estimates have principally been made in respect of the impairment provision
on property, plant and equipment, deferred profits taxes, allowance for doubtful debtors and fair values of financial
instruments. Actual results could differ from these estimates.

Inflation accounting. Prior to 1 January 2003 the adjustments and reclassifications made to the statutory records
for the purpose of IFRS presentation included the restatement of balances and transactions for the changes in the
general purchasing power of the RR in accordance with IAS 29 (“Financial Reporting in Hyperinflationary
Economies™). IAS 29 requires that the financial statements prepared in the currency of a hyperinflationary
economy be stated in terms of the measuring unit current at the balance sheet date. As the characteristics of the
economic environment of the Russian Federation indicate that hyperinflation has ceased, effective from 1 January
2003 the Group no longer applies the provisions of IAS 29. Accordingly, the amounts expressed in the measuring
unit current at 31 December 2002 are treated as the basis for the carrying amounts in these financial statements.

Corresponding figures, for the year ended 31 December 2002, were restated for the changes in the general
purchasing power of the RR at 31 December 2002. The restatement was calculated using the conversion factors
derived from the Russian Federation Consumer Price Index (“CPI”), published by the Russian State Committee on
Statistics (“Goscomstat”), and from indices obtained from other sources for years prior to 1992. The indices used
to restate corresponding figures, based on 1988 prices (1988 = 100) for the five years ended 31 December 2002,
and the respective conversion factors, are:

Date Index Conversion Factor
31 December 1998 1,216,400 2.24
31 December 1999 1,661,481 1.64
31 December 2000 1,995,937 1.37
31 December 2001 2,371,572 1.15
30 June 2002 2,587,582 1.06
31 December 2002 2,730,154 1.00

The main guidelines followed in restating the corresponding figures were:
e All corresponding amounts were stated in terms of the measuring unit current at 31 December 2002;

e Monetary assets and liabilities held at 31 December 2002 were not restated because they were already
expressed in terms of the monetary unit current at 31 December 2002.

s  The appraisal values of property, plant and equipment and the impact of any impairment have been
restated by applying relevant conversion factors beginning with the appraisal date together with
adjustments for additions, disposals and depreciation, all restated by applying the relevant conversion
factors;

e  Non-monetary assets and liabilities (those balance sheet items that were not expressed in terms of the
monetary unit current at 31 December 2002) and components of shareholders’ equity were restated from
their historical cost by applying the change in the general price index from the date the non-monetary item
originated to 31 December 2002,
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RAO UES Group

Notes to the Consolidated Interim Financial Statements as at 30 June 2003
(in millions of Russian Roubles)

Note 3: Basis of presentation (continued)

e  Gains or losses that arose as a result of holding monetary assets and liabilities for the reporting period
ended 30 June 2002 were included in the statement of operations as a monetary gain or loss.

Note 4: Summary of significant accounting policies

Principles of consolidation. The consolidated financial statements comprise the financial statements of RAO UES
and the financial statements of those entities whose operations are controlled by RAO UES. Control is presumed
to exist when RAO UES controls, directly or indirectly through subsidiaries, greater than 50 percent of voting
rights. The Group consolidates a number of companies in which the Group owns less than 50 percent of the voting
shares. Control exists for such entities on the basis of a dominant shareholding combined with other factors which
allow the Group to exercise control.

A significant majority of the principal subsidiary Companies described in Note 5 were transferred to RAO UES by
the state on and after its incorporation into a joint stock company. These transfers represented a reorganisation of
assets under common control and, accordingly, are accounted for in a manner similar to uniting of interests from
the date of privatisation of each Group entity.

All material inter-group balances and transactions have been eliminated. Separate disclosure is made of minority
interests.

Associated enterprises. Investments in associated enterprises are accounted for using the equity method of
accounting, based upon the percentage of ownership held by the Group. Associated enterprises are entities over
which RAO UES is presumed to exercise significant influence but which it does not control.

Investments. Investments intended to be held for an indefinite period of time are classified as available-for-sale;
these are included in other non-current assets unless management has the express intention of holding the
investment for less than 12 months from the balance sheet date, they will need to be sold to raise operating capital
or they mature within 12 months, in which case they are included in other current assets. Management determines
the appropriate classification of its investments at the time of the purchase and re-evaluates such designation on a
regular basis.

Available-for-sale investments principally comprise non-marketable securities, which are not publicly traded or
listed on the Russian stock exchange. For these investments, fair value is estimated by reference to a variety of
methods including those based on their earnings and those using the discounted value of estimated future cash
flows. In assessing the fair value, management makes assumptions that are based on market conditions existing at
each balance sheet date.

All purchases and sales of investments are recognised on the settlement date, which is the date that the investment
is delivered to or by an enterprise. Cost of purchase includes transaction costs. The available-for-sale investments
are subsequently carried at fair value. Unrealised gains and losses arising from changes in the fair value of these
investments are included in the fair value reserve in shareholders' equity in the period in which they arise. Realised
gains and losses from the disposal of available-for-sale investments are included in the statement of operations in
the period in which they arise.

The Group does not hold any investments held-to-maturity or for trading purposes.

Loans issued. Loans issued are recognised initially at the fair value of the consideration given, net of transaction
costs incurred. Fair value is determined with reference to market interest rates applicable to the borrowers when
the loans were issued. Loans issued by the Group are measured at amortised cost. Amortised cost is the amount at
which the loan was measured at initial recognition minus principal repayments plus the cumulative amortisation of
any difference between that initial amount and the maturity amount, and minus any write down for impairment.
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RAO UES Group

Notes to the Consolidated Interim Financial Statements as at 30 June 2003
(in mitlions of Russian Roubles)

Note 4: Summary of significant accounting policies (continued)

Foreign currency. Monetary assets and liabilities, which are held by Group entities and denominated in foreign
currencies at the balance sheet date, are translated into Russian Roubles at the exchange rates prevailing at that
date. Foreign currency transactions are accounted for at the exchange rates prevailing at the date of the transaction.
Gains and losses resulting from the settlement of such transactions and from the translation of monetary assets and
liabilities denominated in foreign currencies are recognised in the statement of operations.

The official rate of exchange, as determined by the Central Bank of the Russian Federation, between the Russian
Rouble and the US Dollar (“US$”) at 30 June 2003 was RR 30.35: US$ 1.00 (31 December 2002: RR 31.78:
US$ 1.00). Exchange restrictions and currency controls exist relating to converting the Russian Rouble into other
currencies. The RR is not freely convertible in most countries outside the Russian Federation.

Dividends. Dividends are recognised as a liability and deducted from equity at the balance sheet date only if they
are declared (approved by shareholders) before or on the balance sheet date. Dividends are disclosed when they
are either proposed before the balance sheet date or proposed or declared after the balance sheet date, but before
the financial statements are authorized for issue.

Property, plant and equipment. Property, plant and equipment is stated at depreciated replacement cost, based
upon values determined by a third party valuation at 31 December 1997, and adjusted for subsequent additions at
cost, disposals and depreciation, and restated for the impact of inflation until 31 December 2002. At each reporting
date management assesses whether there is any indication of impairment of property, plant and equipment. If any
such indication exists, management estimates the recoverable amount which is determined as the higher of an
asset's net selling price and its value in use. The carrying amount is reduced to the recoverable amount and the
difference is recognised as an expense (impairment loss) in the statement of operations. An impairment loss
recognised in prior years is reversed if there has been a change in the circumstances used to determine an asset's
recoverable amount.

The amounts determined by the third party valuation represent an estimate of depreciated replacement cost. The
third party valuation was performed in order to determine a basis for cost, because the historical accounting
records for property, plant and equipment were not readily available. Therefore, this third party valuation is not a
recurring feature since it was intended to determine the initial cost basis of property, plant and equipment. The
change in carrying value arising from this valuation was recorded directly to retained earnings.

Major renewals and improvements are capitalised and the assets replaced are retired. Borrowing costs are capitalised
if they are directly attributable to constructed assets. Maintenance, repairs and minor renewals are expensed as
incurred. Minor renewals include all expenditures that do not result in a technical enhancement of an asset beyond its
original capability. Gains and losses arising from the retirement of property, plant and equipment are included in the
statement of operations as incurred.

Under Russian law, land on which the Group carries out its activities is the property of the state and municipalities
and, therefore, is not included in the consolidated balance sheet.

Depreciation on property, plant and equipment is calculated on a straight-line basis over the estimated useful life
of the asset when it is put into use. For the property, plant and equipment which was subject to the third party
valuation as at 31 December 1997, the depreciation rate applied is based on the estimated remaining useful lives as
at the valuation date. The useful lives, in years, of assets by type of facility are as follows:

Acquired prior to Acquired subsequent to
Type of facility 31 December 1997 31 December 1997
Electricity and heat generation 3-80 20 - 80
Electricity transmission 14-40 25-40
Electricity distribution 3-40 25-40
Heating network ' 3-40 20-40
Other 8-24 10 -40

Social assets are not capitalized as they are not expected to result in future economic benefits to the Group. Costs
associated with fulfilling the Group’s social responsibilities are expensed as incurred.
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Note 4: Summary of significant accounting policies (continued)

Cash and cash equivalents. Cash comprises cash in hand and cash deposited in banks. Cash equivalents comprise
short-term investments that may be readily converted into cash and have a maturity of three months or less from
the date of acquisition and are subject to insignificant changes in value.

The statement of cash flows has been prepared in accordance with IAS 7 “Cash Flow Statements”. The Group
relies to some extent on non-cash transactions. Investing activities and financing activities, as disclosed in the
statement of cash flows, represent actual cash transactions. The total of operating activities also represents actual
cash flow from operations. However, individual items within this part of the statement of cash flows are stated
inclusive of both cash and non-cash transactions. Management believes that the benefits of providing individual
cash items within operating activities is outweighed by the cost of preparation.

Mutual settlements, barter and non-cash settlements. A portion of sales and purchases are settled by mutual
settlements, barter and non-cash settlements. These settlements are generally in the form of direct settlement by
goods or services with the final customer, cancellation of mutual balances or through a chain of non-cash
transactions involving several companies. Non-cash settlements which are expected to be settled within 12 months
are recorded as other current assets. These include “veksels” or “bills of exchange” which are negotiable debt
obligations. The receivables and payables recorded in the consolidated balance sheet, that are expected to be
settled by mutual settlements, barter or non-cash settlements, reflect management’s estimate of the fair value to be
received or given up in non-cash settlements.

Accounts receivable and prepayments. Accounts receivable are recorded inclusive of value added taxes which are
payable to tax authorities upon collection of such receivables. Trade and other receivables are adjusted for an
allowance made for impairment of these receivables. Such an allowance for doubtful debtors is established if there
is objective evidence that the Group will not be able to collect all amounts due according to the original terms of
the receivables. The amount of the allowance is the difference between the carrying amount and the recoverable
amount, being the present value of expected cash flows, discounted at the market rate of interest for similar
borrowers at the date of origination of the receivables.

Value added tax on purchases and sales. Value added taxes related to sales is payable to tax authorities upon
collection of receivables  from customers. Input VAT is ‘reclaimable -against sales VAT upon payment - for
purchases. The tax authorities permit the settlement of VAT on a net basis. VAT related to sales and purchases
which have not been settled at the balance sheet date (VAT deferred) is recognised in the balance sheet on a gross
basis and disclosed separately as a current asset and liability. Where provision has been made for impairment of
receivables, impairment loss is recorded for the gross amount of the debtor, including VAT. The related VAT
deferred liability is maintained until the debtor is written off for tax purposes.

Inventories. Inventories are valued at the lower of net realisable value and weighted average cost. Provision is
made for potential losses on obsolete or slow-moving inventories, taking into account their expected use and
future realisable value.

Deferred profit taxes. Deferred profit tax assets and liabilities are calculated in respect of temporary differences
using the balance sheet liability method. Deferred profit tax is provided for all temporary differences arising
between the tax basis of ass