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| welcome the opportunity to introduce to you the first
Annual Report of OJSC Pharmstandard for 2007. It was a very
important period in Pharmstandard’s life, as we became

a London listed company, and we appreciate the trust our
investors have placed in us. In my opinion, we have justified
and responded to your confidence and expectations for
2007 reflected by a market capitalization increase of more
than 80% since flotation
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01 Introduction

January “Pharmstadnard-Leksredstva” started production

SIG N I FICANT of Flukostat® (anti-fungal product) acquired from

Masterlek company in August 2006.

EVENTS

April The Company'’s leading brand Arbidol won

AN D AWARDS “Platinum Ounce 2006" award as the best non-

prescription product in the Russian pharmaceutical
IN 2007 market. In 2007 Arbidol became a leader of
commercial segment in Russia.

May On 4t of May 0JSC “Pharmstandard” successfully
completed its IPO and placed 43% of its share
capital to the international and domestic
institutional investors. Company shares were
granted listing at MISEX and RTS (Moscow).
Pharmstandard GDRs got listing at London Stock
Exchange. Market capitalization of the company
during initial offering achieved $2.2 billion.

July Pharmstandard and Solvey Pharma (France) signed
a long-term agreement on manufacturing two
products IRS®19 and Imudon® in Russia. Production
line will be constructed in Tomskhimpharm
(Tomsk). Start of production is planed in Q3 2008.

September  “Pharmstadnard-Leksredstva’started production
of Arbidol® (capsules) acquired from Masterlek
company in August 2006. In-house production
should decrease production costs and derive
positive effect to the Company EBITDA margin.

November Pharmstandard GDR’s has been included in
MSCI Index (with weight 0.47% in MSCI Russia
and 0.04% in MSCI EM).

December Pharmstandard won prestigious award “Company
of the Year 2007" as a leading domestic
pharmaceutical company.

December “Pharmstandard - Leksredstva”— one of the biggest
pharmaceutical production plants in Russia
celebrated 85" anniversary.

December In 2007 Pharmstandard became the leader
of commercial segment at the Russian
pharmaceutical market and entered top
3 companies of the market overall.

laced 43% of its share capital to the international and

domestic institutional investors.

OJSC"Pharmstandard” successfully completed its IPO and
P
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Events after the accounting period

O

Pharmstandard won three “Platinum Ounce”awards in 2007:
Pharmstandard won “Company of the Year 2007 Platinum Once”
award as the best domestic pharmaceutical company in Russia
Arbidol — the Company’s leading brand won “Platinum Ounce
2007"award as the best non-prescription product in the Russian
pharmaceutical market.

Rastan® won “Breakthrough of the year 2007" award as the most
technological new product launched in 2007 in Russia.

In January 2008 OJSC Pharmstandard acquired 19,88% shares of
«DIPAKA TRAIDING LIMITED» (Cyprus), which owns 100% shares
of Russian pharmaceutical company Mir-pharm and several
patents and trademarks, including Mexiprim®. Mir-pharm is Rus-
sian highly technological APl producer and holds research base
for drugs and APIs development. According to contract with
Mir-pharm Pharmstandard accomplishes exclusive distribution
and promotion of Mexiprim®. In future Pharmstandard plans to
use Mir-pharm R&D resources for development and production
of drugs and APIs.

In February 2008 Pharmstandard and Grindex (Latvia) signed
long-term collaboration agreement about Mildronate® prod-
uct. According to Agreement “Pharmstandard” will accomplish
exclusive distribution and promotion of Mildronate® prepara-
tion in Russian Federation form 01 February 2008. Agreement
anticipates possibility of the drug production at Pharmstandard
facilities.

In March 2008 changes in beneficiary’s structure of Pharmstan-
dard’s largest shareholder. Mr. V. Kharitonin and Mr. E. Kulkov
acquired an additional 17% stake of Augment Investments
Limited previously owned by Mr. R. Abramovich, Mr. E. Shvidler
and structures affiliated with the management of Millhouse LLC.
In April 2008 Pharmstandard won “Best IPO 2007"award in

organized by Institute of
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ot Invoductin >> Financial & Business Highlights

HIGHLIGHTS

2007 IFRS 2006 IFRS Growth 2006 Growth
T e
(RUR min) (RUR min) (RUR min)
Revenue 11,371 8,523 +33% 9,374 +21%
Gross profit 6,852 4,942 +39% 57233 +31%
EBITDA 4,882 3,255 +50% 3,496 +40%
Net income 3,263 2,036 +60% 2,006 +63%
EPS 86.34 50.21

" Pro-Forma assumes inclusion of Masterlek as part of Pharmstandard as of 1 January 2006
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Financial Markets and

Management (Russia)

pril 2008 Pharmstandard won “Best IPO 2007"award in frame of 4th

Russian IPO congress organized by Institute of

In A

Pharmstandard achievments in 2007

Became a leading domestic pharmaceutical company in Russia
(measured by sales):

m #3 pharma company overall in Russia

m #1 pharma company in the commercial segment
m Significant growth in sales and profitability:

m Revenue growth +33% and achieved $445 min

m Gross profit groth +39% and achieved $268 min or 60% of sales
m EBITDA growth +50% and achieved $191 min or 43% of sales
m Net profit growth + 60% and achieved $ 128 min or 29% of sales

Market leading brands and new launches:

m Arbidol is a leader of Russian Consumer spending pharma mar-
ket (measured by sales)

m 6 brands among top-20 best selling domestic brands in Russia

n Launched 10 new products — $ 13,7 min or 3% of total sales

New long-term projects and acquisitions:

n Co-production contract with Solvay Pharma (IRS®19, Imudon®)

m Acquisition 20% of Mir-Pharm company (R&D base for future
development)

n Exclusive sales contract with Grindex ( Mildronate®) in Russia

m Successful completion of Masterlek integration

ANNUAL REPORT 2007
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Pharmstandard GDR price on the LSE to FTSE

Global Pharmaceuticals and FTSEurofirst
300 Pharmaceuticals Indexes

B Pharmstandard
FTSE Global Pharmaceuticals
FTSEurofirst 300 — Pharmaceuticals
W MSC Pharmaceuticals Index

Ordinary shares performance at the RTS
compared to RTS Index

PHST
W RTS

Shareholders Highlights

0JSC Pharmstandard placed its shares on RTS, MICEX and GDRs

on LSE since IPO in May 4, 2007. The offering structure was:

n 25.0% of share capital in form of GDR on LSE (offer price US$14.55)

L] 18.3% of share capital in form of ordinary shares on RTS

and MICEX (offer price US$58.20)

Pharmstandard ownership structure as of 27 June 2008

(%)

Augment Investments Limited 54.2%
Free Float 46.8%
LSE (in form of GDR) 27.5%
RTS, MICEX (ordinary shares) 18.3%
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Investor relations

Since May 2007, when Company became a public and placed
it's shares on RTS and MICEX in Russia and GDR's on LSE, the Company
provided audited reports on a semi-annual basis. Starting from year
2007 we implemented practice to issue also quarterly non-audited
trade updates for our shareholders.

We publish our Annual Report including audited figures by the
date of Annual General Meeting. The AGM of the Company takes place
in Moscow and formal notification is sent to shareholders at least four
weeks in advance of the meeting. Managing Director makes a busi-
ness presentation in accordance with Russian legislation requirements
to the AGM and all Directors are available during the meeting for the
questions.

Management of the Company and investor relation staff are
open for dialogues about Company plans and objectives and maintain
relationships with institutional shareholders through a conferences,

regular conference calls and meetings and 2 roadshows in 2007

Roadshows in 2007
= April 23 - May 4
IPO Roadshow

(Moscow, London, Frankfurt, Stockholm, New-York, Boston)
m September 24-28
Non-deal Roadshow

(London, Frankfurt, New-York)

Conferences in 2007
December, 18 Moscow Alfa Bank“Consumer Focus Day”
December, 10-11 London Merrill Lynch “Russia & New Frontiers Forum”
November, 16 Moscow UBS “Russia Consumer Conference”
September, 27-28 New-York UBS “Global Life Science Conference”
September, 18 Moscow UBS Group Seminar

ANNUAL REPORT 2007
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Covering Analysts

Aton Management Anna Kochkina

Citigroup Marat Ibragimov

Goldman Sachs International  Mlada Yegikyan

ING Robert Kerekes

J.P. Morgan Elena Jouronova
Kapital Investment Marina Samohvalova
Merrill Lynch Odile Lange-Broussy
Merrill Lynch Andreas Schmidt
Renaissance Capital Natasha Zagvozdina
UBS Svetlana Sukhanova

Investor Relations department of the Company locates in head-

quarter in Moscow and acts as a central point for contact with institu-

tional shareholders. (Phone: +7 (495) 970 00 30, e-mail: fr@pharmstd.rd)

Corporate governance

0JSC Pharmstandard comply in all material respects with
Russian corporate governance practices which are applicable to us.
Throughout 2007 OJSC Pharmstadnard has complied fully with ethical
standards and acted according to requirements of the London Stock
Exchange.

The company’s governing bodies are:

n the General Meeting,
n the Board of Directors
Annual General Meeting

The Annual General Meeting is the highest decision-making
body of the Company, comprising all shareholders.

The Annual General Meeting will be held at Petrovka str 11/20,
Moscow, Russia, Marriot Aurora Hotel, “Stoleshniki” conference room at

10.00 am Moscow time on 27 June 2008.

10
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Board of directors

Viktor KHARITONIN (1972)

Mr. Kharitonin has served as chairman of our board of directors since
May 2006. He served as general director of LLC Profit House from
1997 through 2003, and currently serves as an executive director of
LLC Pharmstandard and as a director of Croydon Partners Limited
and PHS Russian Holdings (Lux) S.ar.l. Mr. Kharitonin graduated from
the Novosibirsk State University.

Igor KRYLOV (1964)

Mr. Krylov has served as a member of our board of directors since
May 2006. Mr. Krylov has more than 12 years experience working in
the pharmaceutical industry and previously held positions with Eli
Lilly and Aventis. He graduated with honours from the Kyrov Military
Medical Academy.

Egor KULKOV (1971)

Mr. Kulkov has served as a member of our board of directors
since May 2006. Mr. Kulkov has held a number of senior financial
positions in various companies, and currently serves as head of
the operational department at Commercial Bank Aresbank and as
a general director at each of LLC Gloverton and Mellot Intertrade
Corporation. He graduated from the Novosibirsk State University.

Pavel MILEYKO (1972)

Mr. Mileyko has served as a member of our board of directors since
May 2006. Prior to June 2005, he served as general director of LLC
Maknetiktrans. Since January 2007, he served as an assistant to the
executive director of LLC Pharmstandard. Mr. Mileyko graduated
from the Novosibirsk State University.

Olga POKROVSKAYA (1969)

Ms. Pokrovskaya has served as a member of our board of directors since
October 2006. She also serves as a member of the board of directors of
Evraz Group S.A. She has more than 15 years of financial experience and
previously served as Head of Corporate Finance of OJSC Sibneft from
1998 through 2006. She currently serves as Head of Corporate Finance
of LLC Millhouse. Ms. Pokrovskaya graduated from the State Financial
Academy and holds a certified public accountant’s certificate.

Natalia PAVLOVA (1973)

Ms. Pavlova has served as a member of our board of directors
since October 2006. She also serves as a member of the board of
directors of OJSC Alpari and as Chairman of the board of directors
of OJSC Registrator RO.S.T. where, prior to joining LLC Millhouse
in 2003, she served as Head of Issuer Services. She currently serves
as Head of Corporate Department at LLC Millhouse. Ms. Paviova
graduated from the Moscow State University.

ANNUAL REPORT 2007 | \\..01 NTRODUCTION
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Board of directors (continue)

Natalia MAMCHENKO (1974)

Ms. Mamchenko has served as a member of our board of directors
since October 2006. She has previously held various managerial
positions in the financial sector at OJSC Sibneft, with the
government of Chukotka and at LLC Millhouse. Ms. Mamchenko
serves as Vice Head of the Finance and Budget Department at LLC
Millhouse. She graduated from the State Financial Academy.

Alexander MELNIKOV (1968)

Mr. Melnikov has served as a member of our board of directors since
October 2006. He has previously held various managerial positions
with OJSC Sibneft from 1999 through 2002. Since 2002, he has
served as the Head of Assets and Investment Department of LLC
Millhouse. Mr. Melnikov graduated from the Moscow State Technical
University.

Ivan TYRYSHKIN (1973)

Mr. Tyryshkin has served as an independent member of our board
of directors since October 2006. He also serves as a member of the
board of directors of OJSC RTS. He previously served as President of
NP RTS from 2001 to 2003 and as President of CJSC Russkoe Zerno
from 2003 to 2004. Since 2006, he has served as both a managing
director and a general director of LLC ATON. Mr. Tyryshkin graduated
from the Russia Economic Academy.

Senior Management

Igor KRYLOV (1964)

Mr. Krylov has served as a Chief Executive Officer. Mr. Krylov has
more than 12 years experience working in the pharmaceutical
industry and previously held positions with Eli Lilly and Aventis. He
graduated with honours from the Kyrov Military Medical Academy.

Elena ARKHANGELSKAYA (1970)

Ms. Arkhangelskaya has served as our Chief Financial Officer since
2003. She has 10 years experience working in the pharmaceutical
industry and previously held senior positions at Eli Lilly. Ms.
Arkhangelskaya graduated from the State Financial Academy and
has obtained a master of business administration degree from the
American Institute of Business and Economics.

Olga MEDNIKOVA (1969)

Ms. Mednikova has served as our Chief Sales and Marketing Officer
since 2004. She has 12 years experience working in the healthcare
industry and previously held senior management positions

in marketing and promotion at Glaxo Wellcome and IVAX. Ms.
Mednikova graduated from the State Medical University in Samara
and holds a MD PhD.

12
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Sergey DUSHELIKHINSKY (1971)

Mr. Dushelikhinsky has served as our Chief Commercial Officer since
2005. He has 10 years experience in sales and 9 years experience
serving in supervising positions, and previously worked for CJSC
Veropharm and FTK Vremya. Mr. Dushelikhinsky graduated from the
Moscow Technical University.

Sergey PYLTSYN (1956)

Mr. Pyltsyn has served as our Chief Human Resources Officer since
2003. He has nine years experience in the pharmaceutical industry,
and, from 1997 to 2000, worked for Eli Lilly where he held senior
management positions. Mr. Pyltsyn graduated from the Rostov State
Medical University.

Viktor FEDLYUK (1973)

Mr. Fedluk has served as our Head of Legal Department since 2003.
He has nine years of experience in the legal profession, and worked
for JSC Sibneft from 1996 to 2003. Mr. Fedluk graduated from the
Ukraine National Legislation Academy.

Maxim STETSYUK (1977)

Mr. Stetsuk has served as our Head of Investor Relations and
Business Development since 2005. He has eight years of experience
in the pharmaceutical industry, and previously worked for Abbott
Labs and Eli Lilly. Mr. Stetsuk graduated from the State Academy of
Management.

Audit Committee

Our audit committee consists of Mr. Tyryshkin, Mr. Mileyko and

Ms. Pokrovskaya. The committee is chaired by an independent direc-
tor, Mr. Tyryshkin. The audit committee is authorised to carry out the

following functions relating to the control of our financial and busine
operations:

m to evaluate our potential auditors and to prepare recommend

SS

a-

tions for our board of directors in connection with the election

of the auditor;

L] to draft the agreement to be entered into with auditors and to

prepare recommendations for our board of directors on the fees
of auditors;

to review the scope and results of auditor procedures and their
financial efficiency and assess the opinion of the auditors; and
to review our financial statements and analyse all changes in ac-
counting policies and practice or any material corrections made
upon an audit and make appropriate reports and recommenda-

tions to our board of directors.

ANNUAL REPORT 2007 | \\..01 NTRODUCTION

13



Remuneration and Nomination Committee

Our remuneration and nomination committee consists of Mr.
Tyryshkin, Ms. Mamchenko and Mr. Kulkov. The committee is chaired
by Mr. Tyryshkin. The committee assists the board of directors with the
development of our remuneration and benefits policies, elaborates the
remuneration system for the members of the board of directors as well
as our General Director, considers and interviews potential new mem-
bers of the board of directors and a nominee for the General Director’s
position and makes recommendations to our board of directors with

respect to these matters.

Corporate Code

The corporate code sets out internal control procedures for our
financial and business operations. The Corporate Code specifies the
procedures for (i) the internal control of our financial and business op-
erations and (i) the functions of, and procedures for, our internal audit
service with respect to compliance with internal controls and (i) the
procedures for our internal audit service with respect to compliance
with internal controls.

In addition, the Corporate Code regulates the use of insider
information by our management and employees. Thus, the Corporate
Code provides that members of our board of directors, General Direc-
tor and our internal and external auditors shall use insider information
(as such term is defined in the Corporate Code) only for our benefit,
pursuant to applicable law and in accordance with the Corporate
Code. The Corporate Code also provides for certain procedures that we
can implement in order to ensure compliance by all relevant individu-
als with such regulation.

The Corporate Code also establishes a requirement for the
members of our board of directors and the General Director to disclose

any trading in our shares.

Dividend

The Board of Directors recommends not to pay dividends for
the year ended December 31, 2007 as there is a big chance for the
following M&A deal which Company prefer to cover from it's free cash-

flow.

14
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01 Introduction

LETTER
FROM THE CEO

For and on behalf

of the Board of Directors

Sincerely your:

Igor KRYLOV
-~ - ﬂ - -'-

welcome the opportunity to introduce to you the first Annual
Report of OJSC Pharmstandard for 2007. It was a very important
period in Pharmstandard’s life, as we became a London listed
company, and we appreciate the trust our investors have placed in us.
In my opinion, we have justified and responded to your confidence
and expectations for 2007 reflected by a market capitalization increase
of more than 80% since flotation.
We have achieved our goals in 2007 as a result of the mutual
endeavors of all Pharmstandard’s team and our focus on the current
strategy. We became one of the top three pharmaceutical companies
in the Russian market by sales. Our growth in 2007 was primarily at-
tributable to organic growth as well as non-organic. We successfully
integrated Masterlek into our business and benefited from the result-
ing significant synergies. We developed and launched 10 new prod-
ucts. We built a strong marketing and sales force team and increased
significantly our market share.
Pharmstandard is today not only the biggest domestic phar-
maceutical company by sales but also enjoys one of the largest and
modern production facilities in the Russian market. We will continue to
follow our strategy to consolidate our position in the pharmaceutical
market as well as grow through promoting our market leading brands
and launching new products.
| look to the future with confidence that Pharmstandard con-
tinues to demonstrate profitable business growth and delivering long
term value for our shareholders.
To the best knowledge of the members of the Board of Directors:
(@) the consolidated financial statements set out on pages
60 to 109 have been prepared in accordance with IFRS, give
a true and fair view of the assets, liabilities, financial posi-
tion and profit or loss of the Company and the undertakings
included in the consolidation taken as a whole; and

(b) the business and performance review set out on pages
18 to 43 includes a fair review of the development and per-
formance of the business and the position of the Company
and the undertakings included in the consolidation taken
as a whole, together with a description of the principal risks

and uncertainties that the Company faces.
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- BUSINess report

™ The Russian market is continuing to develop
in terms of the breakdown of pharmaceutical
product consumption and increase of
pharmaceutical product consumption per capita.




e >> ll he past year has given food for thought for both opti-

MARKET mists and pessimists as it was a record-setting year in
terms of investment raised by the Russian pharmaceuti-
OVERVI EW cal industry. Over the course of the year several M&A deals were con-

cluded in the market, including, the ownership of Akrikhin changing

hands several times and Makiz Pharma being added to STADA's Russian
assets. Additionally, the market saw Servier constructing new facilities
in Russia at a high tempo. However, all the above was outshone by
Pharmstandard’s IPO. Investors had been on the lookout for a Russian
pharmaceutical wonder COMPANY, and judging by Pharmstandard’s
stock price dynamics we are living through this wonder. Pharmstan-
dard has also involved itself in the M&A field when it acquired the
Russian company Masterlek, as well as the completion of the moderni-
sation of its facilities in Kursk where the manufacturing capacity from
the closed St. Petersburg enterprise Pharmstandard-October and other

closed plants was relocated!”

Russian Pharmaceutical Market

The Russian market is continuing to develop in terms of the
breakdown of pharmaceutical product consumption and increase of
pharmaceutical product consumption per capita. The state-supported
sector decreased the absolute market value without however affect-
ing the overall demand, as the retail market experienced customers
continuing to purchase efficacious and thus more expensive drugs.
However, the Russian pharmaceutical market in 2007 declined from
the aggressive growth rate, demonstrated since 2005.

There were a number of transitional developments in the
pharmaceutical sector including a coverage of 2006 FRP (Federal
Reimbursement Program) debts which were finally paid and changes
in regulation and financing of the FRP with implementation of the
decentralization of pharmaceutical products purchasing from federal
to the regional level.

Due to weakening of the U.S. dollar, which is traditionally the
main currency used for calculating the Russian market by market
research agencies, including Pharmexpert, the market picture was
distorted.

*

The Russian Pharmaceutical market, 2007 results, Pharmexpert, Market Research Center

Pl
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and a 20% decline in the FRP segment.

(consumer spen

According to Pharmexpert, the Russian pharmaceutical market
amounted to $11.38 billion in 2007 in retail prices, an increase of 6%
compared to 2006, including a 16% growth in the commercial seg-
ment (consumer spending segment) and a 20% decline in the FRP
segment.

Based on the result of 2007, Pharmexpert forecasts the market
to reach $13.5 billion in 2008, a growth rate of 19%, which is below
their previous forecast of $15.5 billion based on results of 2006. The
difference between the new and previous forecasts is due to the
decline of the FRP in 2007 and the forecast of the same level of budget
spending for the FRP in 2008 as 2007. Pharmexpert forecasts commer-
cial segment growth in 2008 to be at least at the same rate as in 2007.
Additionally Pharmexpert forecasts the Russian pharmaceutical market
to reach $22.25 billion in 2012.

DSM forecasts the Russian pharmaceutical market to reach
$13.4 billion in 2008 and $20.6 billion in 2012.

Market structure

The Russian pharmaceutical market comprises three major seg-
ments, namely the commercial market (consumer spending market),
the FRP market (Federal reimbursement program) and the hospital
market. According to the results of 2007 the commercial segment
makes up 69% of the market, the FRP segment 18% and the hospital
segment139% vs. 63%, 23%, and 14% respectively in 2006.

The following table illustrates the breakdown of sales (in con-
sumer prices) and sales growth in 2007 and 2006 by pharmaceutical

segment (USS billion).

Segment 2006 $hillion Growth, % 2007 $billion Growth, %
Commercial 6.7 20% 7.8 16%
FRP 25 79% 20 -20%
Hospital 1.5 7% 1.6 5%
Total 10.7 28% 114 6%

The commercial segment of the Russian pharmaceutical market
reached $7.8 billion up 16% in value as compared to 2006. The FRP has
been implemented since 2005 within the frame work of the National

Priority Project “Zdorovie” (Health). Its main objective was centralized

ANNUAL REPORT 2007
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drug provision to specified population categories. In 2007 $2.0 billion
worth of drugs (at “substituted” prices) were distributed within the FRP
framework.

The hospital segment has reached $1.58 billion in 2007 with
5% growth vs. 2006.

Generic products are more widely utilized than original prod-
ucts in Russia since they are more affordable to both consumers and
the Government, which bears a large portion of the expense.

The following table illustrate market structure of generic and

original products in each market segment by value (%).

Segment Generics Original
Commercial 92% 8%
FRP 75% 25%
Hospital 83% 17%

In terms of product origin, domestically manufactured phar-
maceutical products historically have exceeded imported products in
volume terms. Domestic manufacturers have to date focused primarily
on generic products, as they require lower initial investment than origi-
nal products and addressed the demand for more affordable drugs for
end users and payers.

According to Pharmexpert, in 2007 domestic products ac-
counted for the 84% of total sales by volume and 16% of total sales by
value, whilst imported products accounted for the remaining 16% and
84% respectively.

All pharmaceuticals products sold in Russian market can
be broadly categorized as prescription or OTC (Over-the-Counter)
products. According to Pharmexpert, in 2007 prescription products
accounted for 63% of the market and OTC for 37% of the market in
sales value terms and 34% and 66% of the market in volume terms

respectively.
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Commercial segment

The commercial segment continued to grow in 2007 experi-
encing 16% growth. In 2007, for the first time, the top 10 corporations
rankings in the commercial segment was headed by Pharmstandard.
The changes to the dynamics of the commercial segment structure
by Rx/OTC drugs is related to the development of the reimbursement
program. When this program was launched in 2005 the share of Rx
drugs in the commercial segment decreased, as many of them started
being provided to the beneficiaries within the program’s framework. In
2006, when many beneficiaries left the program and started purchas-
ing drugs on their own at drugstores the share of Rx drugs in drugstore
sales increased. In 2007, the ratio kept shifting towards Rx drugs be-
cause still less beneficiaries remained in the reimbursement program,
and many of those remaining had to pay for the drugs themselves in
order not to terminate their treatment course.

The share of the commercial segment between Russian and

foreign manufactures has been stable since 2004.
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Market Trends

Sales in the commercial segment of the Russian pharmaceutical

market accounted for 69% of the total market in 2007. We believe that

growth in the commercial segment has been, and will continue to be,

driven by the following trends:

Increased real disposable income per capita. Accord-
ing to the Economist Intelligence Unit, real disposable income
per capita in Russia is expected to grow at a compound annual
growth rate of 13.9% from 2005 to 2010. Generally, an increase
in disposable income raises demand for pharmaceutical
products after a considerable time lag, whereas a fall in dispos-
able income has an immediate negative effect. According to
Pharmexpert, per capita spending on pharmaceutical products
in Russia grew from $27in 2001 to $80 in 2007.

Broadening availability of generic products and
changing of pharmaceutical product consumption.
Both private and governmental entities in Russia are seeking to
find ways to reduce or contain healthcare costs. The broaden-
ing availability of generic products, which are typically priced
lower than original products, has met this increasing demand
for affordable pharmaceutical products. Cheap local drugs at
drug stores will be continuously replaced by competitive high
quality products including branded products.

Continued improvement in health awareness. We
expect that continuing improvement in health awareness and
diagnostic capabilities will give rise to greater utilization of pre-
ventive and curative pharmaceutical products, and thus greater
healthcare expenditures.

Aging Population. Along with the rest of Europe, Russia has
an aging population. The percentage of Russians aged 60 or
over will grow from 16.5% in 1990 to 27% in 2050 (according to
the United Nations, Department of Economic and Social Affairs,
Population Division. World Population Prospects: The 2006 Revi-
sion, Highlights. - New York, 2007). We expect that the health
problems associated with an aging population will help drive
demand for curative pharmaceutical products and medical

technologies, and thus lead to greater healthcare expenditures.
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broad, comprising approximately 10,000 hospitals and 22,500 clin-

ics according to the Russian Federal Service of State Statistics. The
commercial segment comprises pharmacy chains and stand-alone
outlets. There are over 65,000 pharmacy outlets in Russia. Whilst the
sector remains largely unconsolidated, the share of large retail chains is

gradually increasing.

Federal Reimbursement Programme (FRP)

Since its introduction in 2005, the FRP has become a key
element of Russia’'s pharmaceutical market structure. The FRP was
introduced as a plan of reimbursement of pharmaceutical expenses for
certain socio-economic demographic groups. In particular, the plan
applies to disabled people and veterans, and also covers medicine-

related expenses for treatment of chronic illnesses, such as HIV/AIDS,
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tuberculosis and diabetes. Consequently, the FRP plays a significant
role in creating market demand for prescription products.

In 2006, $2.84 billion worth of drugs (at distribution prices)
were supplied to the privileged population categories under this
programme. Out of that value, only $1.29 billion worth of drugs were
covered by the programme budget. A solution to the financial prob-
lem was delayed. Many pharmaceutical manufactures and distributors
cut their drug supplies as the state failed to pay for the reimbursement
prescriptions. As a result, the necessary medication was distributed to
specific population categories with significant delays. This problem was
finally resolved in December 2007 when all debts were covered.

In 2007, $2.0 billion worth of drugs (at “substituted” prices)
were distributed within the FRP framework. International companies
accounted for 92% of sales by value in the FRP in 2007, with Janssen-
Cilag, Roche, Novartis, Sanofi-Aventis and Novo-Nordisk accounting for
the largest proportion. The share of local products has not grown in
the three years of program implementation, however the opportuni-
ties of substituting some costly imported drugs with their analogues
have not been exhausted so far. Going forward Government focused
on including generic domestic products on the FRP list. Recently, the
Russian Government created the Department of Domestic Pharmaceu-

tical Industry within the Ministry of Industry and Energy (MIE).
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02 Business report

BUSINESS

e are the leading domestic pharmaceutical company in

Russia, the third largest pharmaceutical company operating

in Russia overall and the largest pharmaceutical company
OVERVI EW operating in Russia in the commercial segment (consumer spending)

of the Russian pharmaceutical market, by sales value. We develop,

manufacture, market and sell generic and, to a lesser extent, original
pharmaceutical products in various formulations, primarily in Russia.
Our product portfolio includes market-leading brands, such as Arbidol®

(antiviral for systemic use), Pentalgin® (analgesics), Terpincod® (cough
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and cold), Complivit® (vitamins) and Flucostat® (antifungal). In 2007,
we ranked first, by sales value, in the commercial segment of the Rus-
sian pharmaceutical market, and Arbidol® was the leading brand, by
sales value, in this segment (the second in the total market).

Our pharmaceutical product portfolio includes products that do
not require a medical prescription (‘over-the-counter”or “OTC" prod-
ucts), as well as prescription products. In 2007 OTC products accounted
for 85% and prescription products accounted for 15% of our pharma-
ceutical product sales. Our pharmaceutical product portfolio covers
a wide range of therapeutic segments. Sales of products within our five
core therapeutic segments, namely analgesics, cough and cold, vita-
mins, antiviral for systemic use and antifungal (the “Core Therapeutic
Segments”) accounted for 73% of our pharmaceutical product sales in

2007. Our pharmaceutical product portfolio consists of both branded

pharmaceutical products, which may be trademarked and which we

promote through our direct sales force, and non-branded pharma-
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ceutical products, which are older products that have demonstrated
sustainable demand from consumers without the need for contin-
ued active promotion. Branded pharmaceutical products accounted
for 90% of pharmaceutical product portfolio sales in 2007. Sales of
branded pharmaceutical products increased in 2007 vs. 2006 by 40%.

Following the acquisition of Masterlek in August 2006, leading
Masterlek brands experienced strong sales growth under the Pharm-
standard management in 2007: Arbidol® grew by 56%, Flucostat® by
16%, Amixin® by 14% respectively. The total growth of these three
brands in 2007 was RUR 928 million (on a pro-forma basis).

In addition to our pharmaceutical business, we also develop,
manufacture, market and sell medical equipment, such as sterilizing
and distilling machines, and disposable medical products, such as
syringes. Medical equipment and disposables accounted for 14% of
our sale of goods in 2007.

We generated sale of goods and profit of RUR 11,371.3 million
and RUR 3,263.2 million, respectively, in 2007. Our EBITDA (as defined
in “Presentation of Financial and Other Information”) was RUR 4,882
million for the year ended 31 December 2007. We believe that we had
industry leading growth in EBIDTA margin and profitability in 2007.

The key elements of our business operations are as follows:

Sales and marketing

Our sales and marketing activities form an integral part of
our strategic focus. We believe we maintain one of the largest sales
forces in Russia among domestic pharmaceutical companies. As of 31
December 2007, our sales force comprised 340 members, all of whom
have either a medical degree or previous work experience in the phar-
maceutical industry. Our trained and incentivized sales force is divided
into two groups that focus on promoting either OTC products or pre-
scription products. Our sales force maintains strong relationships with
key market participants, particularly pharmacists and specialist doctors,
with the aim of developing brand loyalty and awareness. Our corpo-
rate sales and marketing department is based in Moscow and sup-
ports our sales force with brand and sales management and customer

support initiatives. In 2007 we fully implemented an Electronic Territory

26

)
(® g \YPharmstandard



Management System (“ETMS") software system to further integrate our

sales and marketing function with our overall business processes.

Manufacturing

Our production capacity of 1,3 billion packs as at 31 December
2007 is one of the largest among domestic pharmaceutical companies
in Russia and has allowed us to become one of the largest domestic
pharmaceutical companies in Russ