
Annex 1. 
Developing the Legislative Base 
in the Novgorod Oblast: Recommendations.

The legislative system of the Novgorod oblast facilitates the investment process, since it includes a number of respective regional laws. No doubt, in general the Novgorod legislation is more developed and of better quality than in the majority of regions. However, it is not free of certain flaws. Below are listed recommended amendments in such important spheres as tax benefits, managing of state owned property, privatization, and the budgetary process. 

Regional law No. 29 OZ “On investment activities in the Novgorod oblast” (as amended on February 7, 2001) is aimed to facilitate the investment activities on the territory of the region, set up the most favorable treatment for investors, put in place additional guarantees for organizations implementing investment projects. The term “most favorable treatment” is classified as a form of support for investment, however neither this law, nor other Novgorod regional laws clearly define this term. The federal legislation also fails to clearly define this term. The definition of the investment projects includes expenses for creation, increase, and purchase of durable (used for more than a year) fixed assets, what is a positive factor providing certain guarantees of stability of investment and facilitates investments in the real production.  

Article 5 of Chapter 3 of the law stipulates that “investment activities in the region are stimulated by granting investors tax benefits… within the amounts due to the regional budget and the territorial road fund.” It remains unclear why the road fund was mentioned in the article. The law fails to put in place the mechanism governing the granting of benefits related to taxes due to the road fund. 

The second paragraph of the same article again mentions the “most favorable treatment,” however, it does not set clear criteria with regard to the relations between the regional administration and investors, i.e. the law fails even to mention this term.  

The third paragraph mentions “the system of guarantees put in place by the administration” in accordance with the procedure stipulated by regional normative acts, however, no reference to these normative acts is given. It shall be mentioned that Chapter 6 of the law provides certain general definitions and principles relating to this “system of guarantees.” 

The fourth paragraph stipulates the setting up of the monitoring of prospective investment projects. However, this term remains unclear in economic terms. Besides, the law fails to mention what authority (the regional or municipal administration, the authorities in general, including the federal authorities) is responsible for the “monitoring”; the term “prospective investment project” is not defined either by the Novgorod regional legislation, or the federal legislation. It is unclear how this criterion shall be determined. Apparently, the most transparent principle of defining the “priority” of a project would be a certain amount measured in minimal wages. In this case, the authorities would provide investors with free informational or infrastructural support after the investment project exceeds this amount. It would be also possible to fix this amount in Rubles as per the exchange rate at the date the investment project was submitted, for instance, at the level of US $ 40 million. This amount was unofficially mentioned as the criterion for the monitoring of a project by the Vice-Governor of the region. 
From our point of view, Article 3 of Chapter 6 unjustifiably excludes trade and public catering from the list of organizations eligible for benefits. These spheres of economic activities are also able to generate profits and be attractive in terms of investment. Besides, the existence of a formalized method of evaluation of business projects and the necessity to obtain the approval of the administration do not allow to grant this benefit too often. 

The auditor confirming the estimation of the actual offsetting period for an investment project (paragraph 5 of Article 6) shall be really independent. Therefore, the auditor shall be appointed by a person independent of the investor, otherwise, the “independence” of auditors does not make any sense. Otherwise, this stipulation may be viewed as the lobbying of interests of auditing firms. A possible way out of this situation, in case the auditing of investment projects is maintained, would be a tender among auditing companies, where the winner is granted the right to evaluate all proposals relating to investment projects. It also remains unclear if there exist the criteria of independence of the expert evaluation of business plans (paragraph 3, Article 7). In case the legislators wanted to make the life of investors more easy by granting them the right to choose suitable auditors, it is unclear why the stipulation on audit is included in the law. 

The same article fails to define the criteria determining the “feasibility” of tax benefits granted to investors by town (district) administrations (paragraph 6, Article 7), since such a decision should be approved by the regional administration. In this case this provision sets just another barrier for tax benefits. Therefore, in case the regional administration does not intend to grant benefits regardless of the reason, it may make the applicant to submit the document for revision (paragraph 2, Article 8) under any suitable pretext, since the law fails to identify the final list of required documents. It would be feasible to set such a list in the law.   

A specific feature of the Novgorod regional legislation is the existence of so called "areas of preferential treatment," which were created only in this RF subject. 

Town budgets of the areas of preferential treatment (Article 9) set up on the territories of depressive Batetsk, Volotov, Maretsk, and Poddorsk districts reimburse 100 per cent of certain taxes paid by investors. On the one hand, the law should set the minimal and maximal amounts subject to reimbursement in order to exclude massive losses of the budgets and prevent registration of “one deal” enterprises in these areas. However, on the other hand, it was wrong to exclude trade enterprises from the list of commercial organizations, since they could generate significant profits. The most serious flaw of the article is that it fails to “tie” commercial organizations to locations on the territory of areas of preferential treatment. The criterion of the “place of operation” is too vague and is absolutely inadequate to the logic of the Novgorod legislation aimed to create new taxpayers on the territory of the region. It does not make sense to grant privileges fully exempting enterprises from local taxes. No wonder that in the course of meetings with the Novgorod regional administration it was mentioned that in fact these stipulations of the law do not function, and that the authorities discuss possible amendments of these provisions. It would be feasible to introduce restrictions on the utilization of profits – a certain part of profits derived by organizations should be spent on the territories of the areas of preferential treatment. 

An important aspect of investment climate is the policies the local authorities pursue with regard to property. The normative base provided by the Novgorod regional law “On managing state owned property in the Novgorod oblast” (No. 59 OZ) needs a thorough revision. 

The functions related to the management of state owned property are vested not with different ministries and agencies, but with the State Property Committee (paragraph 3, Article 7), and the Novgorod regional Property Fund, what is a positive prerequisite. However, the right of the fund to establish commercial companies and partnerships rise certain doubts. 

Article 6 of the law thoroughly describes the accounting procedures related to the state owned property on the territory of the Novgorod oblast. The Article defines the term Property register of the Novgorod oblast. Item 5.3 of this article stipulates that an object may be excluded from the register in accordance with a resolution approved by the regional administration, an exchange or donation agreement, while item 5.2 stipulates that the monitoring may be discontinued because of a change in the form of ownership. A possible conclusion is that the regional administration may donate the object to a legal entity and discontinue the monitoring. 

Item 6 of the article should be extended as concerns the users of the register. Information contained in founding documents, balance sheets of enterprises, and other financial reports not defined as the commercial secret should be available to all users (not only those listed in the law) and be regularly published on the official Web site of the Novgorod oblast. 

 Paragraph 6 of Article 8, which defines the management of state owned property, fails to indicate the procedure governing the purchase of enterprises and other real estate from legal entities and individuals by the Novgorod oblast. It would be feasible to fix in the law the procedure of a public tender organized in accordance with clearly defined formalized criteria. Otherwise, such criteria may be set arbitrary, what can result in a formally lawful, but absolutely arbitrary determination of the seller. In each concrete case a single quantitative criterion should be applied in order to determine the consumer. All qualitative parameters should be formalized, measurable in accordance with standard procedures and included in the specification of procured goods (services).  

It is necessary to set formal criteria of the “usefulness” of the object procured by the Novgorod oblast in order to minimize misallocation of budgetary resources for purchase of useless assets. 

Item 11, Article 8, mentions “other agencies” vested with the powers of executive authorities. It would be feasible to more clearly define the list of executive agencies vested with the right to exercise such powers. 

Paragraph 14 should be amended as follows: “regulates special conditions of commercial activities of regional unitary enterprises in compliance with the RF legislation and the enterprise’s charter.” 

Paragraph 1 of Article 11 stipulates that regional unitary enterprises may use “other sources of financing not prohibited by the law.” The law should more clearly define all possible sources of financing. 

The managers of regional unitary enterprises and joint stock companies with the share of property in the authorized capitals exceeding 51 per cent should be appointed on the contractual basis. Item 1 of Article 12 fails to clearly define the terms of such contracts. Similarly, the article fails to stipulate the detailed procedure of the contest for the appointment (item 3). 

In case a regional unitary enterprise constantly operates at a loss for more than two years, there should be organized a contest for the right to manage such an enterprise. 

Representatives of the Novgorod oblast are granted the right to use the “golden share,” for instance, to veto certain decisions taken by shareholders’ meetings (item 9, Article 16), however; the law fails to indicate the minimal size of the block of shares. This procedure is permitted by the federal legislation. “Golden share” enables its holder to significantly affect the operations of an organization; however, it brings only minimal dividends. Therefore, the “golden share” provides an opportunity to participate in the commercial operations of an economic agent by non-market methods, what should be prevented. The practice demonstrates that while the “golden share” brings practically no dividends to the state, it may be used to paralyze economic activities and serve as a source of rent for the official disposing of this share. Therefore, we find it feasible to exclude the concept of “golden share” from the regional legislation covering privatization of enterprises. 

Item 2 of Article 15 of the law stipulates that unitary enterprises may found companies and partnerships only at the expense of their profits. Otherwise they need to obtain an approval of the Property committee. From our point of view, this stipulation should be excluded from the law, since unitary enterprises often use new companies to sell state owned property, withdraw assets, and dilute the state owned shares. 

Entrepreneurs often encounter such an entry barrier as the necessity to rent premises, as a rule owned by the oblast, municipal entities, or state owned enterprises. It would be feasible to amend Article 19, which regulates the renting of premises, by including stipulations allowing an entrepreneur complying with the contract concluded with the regional or municipal authorities, or a state owned enterprise, to automatically prolong such a contract. It should be also stipulated that the rent might be risen only in accordance with the inflation rates registered by Goskomstat. It would be also feasible to stipulate that base rent rates should be set for a long term (not less than 3 years). At present, the law stipulates that rent contracts concluded for a period exceeding a year should be approved by the authorities. 

Item 1 of Article 20 of the law should define the persons, associations, and socially important objects eligible to be granted the indicated assets. The list may be included in this item. It should be prohibited to transfer assets to commercial organizations and individuals. 

Item 1 of Article 22 refers to regional law No. 32 OZ of June 7, 1998, as concerns the implementation of the privatization process. Item 5 of this article contains the list of privatization objects. However, the list fails to indicate profitable enterprises, which could bring more revenues to the state as private organizations at the expense of taxes they would pay to the regional budget. This approach limiting the list of enterprises subject to privatization only to “non-liquid” ones does not seem feasible.  

It remains unclear, who would receive the profits derived at the expense of the transfer of shares in commercial companies in trust management. Since this property is owned by the state, the profits should be directed to the regional budget. The law also fails to clearly define the recipients and amounts of the compensation. It would be feasible to clarify these issues.  

In order to facilitate the transfer of state owned assets in private property, the law may include the requirement to sell state owned blocks of shares in all enterprises where such blocks do not constitute the controlling interest. However, the transformation of unitary enterprises in joint stock companies and their further privatization (excluding the spheres where unitary enterprises should be maintained due to infrastructure needs) should also be effected. The major method of sale of shares (proceeding from the criteria of effectiveness and responsible management of property) should be auctions (direct sales should be allowed only in case the shares can not be sold at an auction). It shall be prohibited to organize auctions involving more than one measurement criterion as regards the determination of the buyer. 

The announcements about the sale of shares should be published in mass media and presented on the official Web site not later than 60 days prior to the auction. The labor collective may be granted privileges as concerns options to purchase preferred shares. The law should also guarantee that auction participants, who made the pledge, are granted access to the necessary information on the enterprise’s assets (what is stipulated by the law), as well as the data on the debts of the enterprise. 

The investment climate in the region is also determined by the transparency of the regional budgetary process. The Novgorod oblast has enacted law No. 659 OD “On the budgetary process in the Novgorod oblast.” 

Item 3 of Article 1 and Article 3 of this law refer to state territorial extra-budgetary funds. It shall be mentioned that according to the RF Budget code provisions concerning these funds should be determined in the legislation of RF subjects. In the Novgorod oblast this issue had not been elaborated in detail. This term is referred to only in the law on the budgetary process as confirmed by the single reference contained in the “Konsultant” database. The law also fails to indicate if there exist any other extra-budgetary funds except the compulsory medical insurance fund (as defined in regional law No. 171 OZ of February 22, 2001, “On the budget of the Novgorod regional compulsory medical insurance fund for year 2001”). A positive aspect of the law as compared with legislation of many other regions is that the regional Duma discusses the oblast budget, approves the oblast budget, and monitors the administration of the oblast budget. The most important aspect is that the regional Duma has the similar jurisdiction with regard to state territorial extra-budgetary funds. 

Article 6 stipulates that the drawing of the regional budget is the exceptional prerogative of the regional administration. From our point of view, it is possible to grant deputies of the regional Duma and heads of municipal entities the right of legislative initiative. 
Article 8 refers to regional targeted programs, on which the regional budget is basing. Certain aspects of these programs should be revised. For instance, the regional targeted program “Spiritual, moral, civil, and patriotic education of the youth in 1999 through 2001.” The only reasonable aim set in the program is the “creation and facilitation in every possible way of residential youth associations and teenager clubs engaged in the process of education.” It shall be also mentioned that the program fails to set concrete amounts of budgetary means required in 2001 and refers to the budgetary law for the same year, what certainly does not make the program more clear. 

In 2001, about 23 such programs existed, 14 of them were aimed to develop different aspects of the health care. It is unclear, why so much attention was paid to this sphere, while other targeted programs were much less numerous.   

Article 10 determines key guidelines of the budgetary and financial policies, which, for instance, include the basic principles of the regional budgetary policy to be pursued in year 2001, and priorities of financing. It remains unclear what authority determines these priorities and the principles of these determination. 

Article 11 defines the balance of financial resources as the balance of all revenues and expenditures of the oblast and all economic agents on its territory. This balance is regulated by Article 175 of the RF Budget Code. It seems feasible to include the revenues and expenditures of the state territorial extra-budgetary funds in this balance.  

According to Article 12, the regional targeted programs are formed taking into account budgetary requests. However, the article fails to define the entities responsible for the formation of these requests (in accordance with the RF Budget Code, “budgetary organizations form and submit budgetary requests for the next financial year. The requests are subject to approval of the main administrator, or the administrator of budgetary resources”). The article should also be amended to the effect that the deputies of the regional Duma had the right to participate in the approval of regional targeted programs. 

Item 3 of Article 12 stipulates that “within the expenditures of the regional budget, there shall be set limits of provision of tax credits for a term exceeding the current fiscal year, but not exceeding a three year period.” It is a good thing that such limits exist. However, the law fails to justify the logic of these figures and determine the authority responsible for the setting of the amounts of tax credits and respective eligibility criteria. 

The article also refers to the limits of provision of state guarantees to third parties as concerns domestic borrowing. It is a good thing that such limits exist. However, it remains unclear what economic agents are referred to (since no parameters of eligibility, for instance, tenders with one formal criterion, are indicated). Maybe the regional budget should refrain from assuming obligations it can not meet. 

The sources of financing of the deficit of the regional budget comprise loans from crediting organizations. The law should also stipulate the terms of such credits, including the condition that the interest on these credits should not exceed CBR discount rate by more than 10 per cent as is stipulated by the Novgorod regional budget law. In the future, it would be feasible to prohibit the formation of a budget deficit by law. 
The article also stipulates that credits and loans should be attracted on terms set in the annual regional budget law. These terms are stipulated in Article 41 of the regional budget law for year 2001. Loans and credits shall bridge temporary cash gaps in town and district budgets. It is important that the law on the budgetary process also allocated these loans only for this concrete goal. 

Article 42 of the regional budget law permits the administration to act as the guarantor of obligations of organizations at the expense of funds indicated in Articles 12 and 40 of the regional budget law (as concerns organizations administrating the resources of the regional budget) and the regional budget law in the case the regional Duma approves such guarantees relating to concrete obligations. 

In accordance with this article, the guarantees in amount exceeding 0.01 per cent of the total expenditures of the regional budget are extended to the Novgorod State Fund for Support of Small Businesses in the amount of Rub. 30 million until December 31, 2004. No doubt, this stipulation is important, however, it should be fixed in the law on the budgetary process in stead of the annually approved budget law. 

In the process of consideration and approval of the regional budget there is included a list of reference materials comprising the structure of the regional public debt and the estimate of budgetary losses for the next fiscal year. For this law, this norm is necessary and progressive. 

Item 2 of Article 27 of the law reasonably prohibits the Financial Committee to form and utilize reserve funds. 

Article 38 of the law describes the procedure of the sequester of the regional budgetary expenditures. It seems feasible to stipulate that in case budgetary revenues decrease by less than 10 per cent, the budgetary expenditures should be reduced proportionally. In this case, it would be feasible to adopt a stipulation protecting certain budgetary expenditures. These expenditures should be reduced in the last turn. 

The budgetary expenditures may be blocked in case it was found out that they were misused (the target amount of budget expenditures is reduced in case they were extended to the chief administrator and recipient of budgetary funds for the performance of certain tasks, but these tasks remained unperformed) in accordance with item 4 of Article 39 of the budget law. It is recommended to indicate the authority responsible for the identification of misuse of funds and respective criteria of misuse. The controlling functions should be vested with the regional Audit Chamber, or the regional administration. It shall be mentioned that no Audit Chamber exists in the Novgorod oblast, and it would be feasible to set up such an organization. 

It is inadmissible to extend financial aid to town and district budgets in the form of subsidies and subventions aimed to finance certain targeted expenditures. The regional budget law should stipulate concrete items of targeted expenditures and set their limits (Article 40 of this law). 

In the case the budgetary loans are not repaid by the certain deadline, the balance of the non-repaid loan should be paid at the expense of financial aid provided by the regional budget. If budgetary loans are not repaid at the expense of the regional budget, the balance should be repaid at the expense of revenues from regulating taxes due to the budgets of towns and districts (Article 4). 

The controlling functions of the Novgorod oblast are listed in detail in Article 45 of this law. For instance, the law stipulates that the regional Duma should set up its own controlling structures. Unfortunately, no such structures have been created yet. 

However, the regional audit agency, the financial committee, and other agencies exercise financial control on behalf of the regional administration. 

It might be feasible to establish a joint structure of financial control (of the Novgorod regional Duma and the regional administration). 

Major types of misuse of budgetary funds are listed in detail in Article 47 of this law and may serve as the model for the budgetary legislation of other RF subjects. 
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