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Independent Auditors’ Report
To the Sharehoiders and Board of Directors of OJSC "Uralsvyazinform”

We have audited the accompanving consolidated financial statements of Open Jloint Stock
Company “Uralsvyazinform™ and its subsidiarics (hercinafter “the Company™), which comprise the
consolidated balance sheet as at 31 December 2006, and the consolidated income statement,
consolidated statement of changes in cquity and consolidated cash flow statement for the year then
ended, and a summary of significant accounting policies and other explanatory notes.

Management's Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation of these consolidated financial
statements in accordance with International Financial Reporting Standards. This responsibility
includes: designing, implementing and maintaining internal control relevant to the preparation and
fair presentation of consolidated financial statements that arc free from material misstatement,
whether due to fraud or error; selecting and applving appropriate accounting policies; and making
accounting estimates that are reasonable in the circumstances.

Auditors’ Responsibility

Qur responsibility is 10 express an opinion on these consolidated financial statements based on our audit.
We conducted our audit in accordance with Intemational Standards on Auditing. Those standards require
that we comply with ethical requirements and plan and perform the audit to obtain reasonable assurance
whether the consolidated financial statements are free from matenial misstatement.

An audil invoives performing procedures to obtain audit evidence about the amounis and disclosures
in the financial statements. The procedures selected depend on the auditors® judgment, including the
asscssment of the risks of material misstatement of the financial statements, whether due to fraud or
error. In making those risk assessments, the auditor considers internal control relevant to the entity’s
preparation and fair presentation of the financial statements in order 10 design audit procedures that
are appropriaie in the circumstances, but not for the purpose of expressing an opinion on the
effectiveness of the entity’s internal control. An audit also includes evaluating the appropriateness of
accounting policies used and the reasonableness of accounting estimates made by management, as
well as evaluating the overall presentation of the financial statements.

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis
for our audit opinion.

Opinion

In our opinion, the consolidated financial statements referred 1o above present fairly, in all material
respects, the consolidated financial position of the Company as of December 31, 2006, its financial
performance and its cash flows for the vear then cnded in accordance with International Financial
Reporting Standards.

et By e

June 18, 2007




QJ5C “Uralsvyazintorm™
Consolidated Balance Sheet
As of December 31, 2006

(in thousands of Russian Roubles)

ASSETS

Non-current assets

Property, plant and equipment

Intangible assets and goodwill

Investments in associates

Long-term investments

Long-term accounts receivable and other financial assets
L.ong-term advances given

Total non-current assets

Current assets
Inventories

Accounts receivable
Prepaid income tax

Other current assets

Cash and cash equivalents
Total current assets

Assets of disposal group classified as held for sale
TOTAL ASSETS

EQUITY AND LIABILITIES

Equity attributable to equity holders of the parent
Share capital

Unrealized gain on available-for-sale investments
Retained eamings

Total equity attributable to equity holders of the parent

Minority interest
Total equity

Non-current liabilities

Long-term borrowings

Long-term finance lease obligations
Pension liabilities

Deferred revenue

Deferred income tax liability

Other non-current liabilities

Total non-current liabilities

Current liabilities

Accounts payable. accrued expenses and advances received
Payables to Rostelecom

Income tax payable

Other taxes pavable

Dividends payable

Short-term borrowings

Current portion of long-term borrowings

Current portion of long-term finance lease obligations
Total current liabilities

Liabilities of disposal group classified as held for sale
Total liabilities
TOTAL EQUITY AND LIABILITIES

Chief Executive Officer Ufimkin A.Y.

2005 as restated

Notes 2006 (see Note 2}
6 45,835,539 43,491.369
7 2,398,764 1.745.317
1 418.808 417.056
12 38,808 41.084
13 276.860 396618
14 253.859 449,785

49.222.638 46.541.22¢
15 496,664 740,252
16 2,266,827 1.813.575
238,788 103.043
17 1,379,833 2.774 891
18 645.574 487.473
5,027,686 5.919.234
10 257,331 -
54,507,655 52.460.463
20 8,745.303 8.749.303
4.171 1.479
11,409,502 11.318.740
20,162,976 20.069.522
- 11.317
20.162.976 20.080.839
21 17,074,736 14.664.764
22 1,753,358 1.479.877
25 1,549,837 824929
80,380 87.101
3o 2.336.22% 2.457.728
- 255.970
22,794,540 19.770.369
13 3,904,041 3.413.550
35 48,494 153.388
- 4.093
24 431,174 993.831
30.105 29.280
21 1.265.201 1.817.077
21 4,729,982 5.411.797
22 1,012,698 786,239
11,421,695 12.609.255
10 128,444 -
34.344,679 32.379.624
54.507.655 52.460.463

Chief Accountant Balueva S.1.

The accompanying notes form an integral part of these consolidated financial statements.
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OJSC “Uralsvyazinform”

Consolidated Income Statement
For the year ended December 31, 2006

(in thousands of Russian Roubles, except per share amounts)

Revenues

Wages, salaries, other benefits and payroll taxes
Depreciation and amortization

Materials, repairs and maintenance. utilities

Taxes other than income tax

Interconnection Charges — International Companies
Interconnection Charges — Russian Companies
Recovery of impairment of receivables

Loss on disposal of property, plant, and equipment
Agency fees

Lease of premises

Advertising

Fire insurance and other security services

Property insurance

Other operating expenses

Operating profit

Share of result of associates, net
Interest expense, net
Gain (loss) on sale of subsidiaries, associates and other investments

Foreign exchange gain, net
Profit before income tax

Income tax expense

Profit for the year

Attributable to:
Equity holders of the parent
Minority interests

Earnings per share
basic and diluted, for profit for the year attributable
10 equity holders of the parent

2005 as restated

Notes 2006 (see Note 2)
26 33,925,040 31.709.872
(10,280,176) (8,769.887)
6,7 (5,581,931) (4.346,589)
(3,083,287) (2.530.017)
(906,508) (756.252)
(127,272) (88,691)
(3,480,466) (4.524.048)
16 29,863 61,002
(196,890) (224,632)
(1,651,968) (1,423,499)
(558,714) (654.747)
(500,867) (476.227)
(486,052) (411.375)
(336,838) (337.872)
27 (2,994,745) (2.307.670)
3,769,189 4,915,368
3] 1,789 6,499
28 (2,490,594) (2,142 884)
29 25,866 (13,396}
20,544 80.229
1,326,794 2.84981¢6
30 (497,027) (932,757)
829,767 1,917,059
828,719 1.902.961]
1,048 14,098
31 0.021 0.047

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

~
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OJSC “Uralsvyazinform”

Consolidated Cash Flow Statement
For the year ended December 31, 2006

(in thousands of Russian Roubles)

Cash flows from operating activities:
Profit before income tax
Adjustments for:

Foreign exchange gain. net

Depreciation and amortization

Loss on disposal of property, plant and equipment

Share of result of associates. net

(Gain) loss on sale of subsidiaries, associates and other investments
Interest expense, net

Recovery of impairment of receivables

Provision for obsolescence of inventory

Operating cash flows before working capital changes

Decrease (increase) in accounts receivable

Decrease (increase) in other current assets

Decrease (increase) in inventories

{Decrease) increase in accounts payable and accrued expenses
{Decrease) increase in taxes payable other than income tax
Increase in pension obligations

Cash flows generated from operations

Interest paid
Income tax paid
Net cash flows from operating activities

Cash flows from investing activities:

Purchase of property, plant and equipment

Purchase of intangible assets

Purchase of Oracle E-Business Suite software

Purchase of Amdocs Billing software

Purchase of shares in subsidiaries and associates. net of cash acquired
Disposal of shares in subsidiaries and associates. net of cash disposed
(Proceeds) purchase from disposal of investments and other financial assets
Proceeds from sales of property. plant and equipment

Interest received

Dividends received

Net cash flows used in investing activities

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

4

2005
as restated

Notes 2006 {see Note 2)
1,326,794 2.849.816
(20,544) (80.229)
6,7 5,581,931 4.346.589
196,890 224,632
11 {1,789) (6,499)
29 (25,866) 13.396
28 2,490,594 2.142.884
16 (29.863) {61.002)
11,595 148
9,529,742 9,429,735
(564,360) 193.002
1,329,384 (187.450)
231,987 331,514
1,018,877 (70,071)
(561,495) 128.014
724,908 227.055
11,709,043 10,051,799
(2,601,619) (2.342.756)
(796,137) {893.787)
8,311,287 6.815.256
(5,843,802) (8.112.200)
(556,510) (47.365)
(124,163) {169.425)
(465,809) (83.359)
- (70.891)
46,038 313
2,072 (12.429)
128,510 37.199
18,493 84.965
3,815 1.244
(6,791,356) (8,.352,148)
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OJSC “Uralsvyazinform”

Consolidated Cash Flow Statement
For the year ended December 31, 2006 (continued)

(in thousands of Russian Roubles)

Cash flows from financing activities:
Proceeds from sales of treasury shares
Proceeds from borrowings

Repayment of borrowings

Proceeds from debt securities issued
Repayment of debt securities

Repayment of finance lease obligations
Repayment of vendor financing obligations
Proceeds from promissory notes

Repayment of promissory notes

Proceeds (repayment) from other non-current hiabilities
Dividends paid to equity holders of the parent
Dividends paid to minority

Net cash flows from financing activities
Exchange rates effect on cash

Net increase (decrease) in cash and cash equivalents
Cash and cash equivalents at the beginning of the year

Cash and cash equivalents at the end of the year

The accompanying notes form an integral part of these consolidared financial statements.

5

2005

as restated

Notes 2006 {see Note 2)
- 1,124
9,511,917 8,694,510
(7,090,722) (6,776,280)
3,000,000 4,000,000
(3,087,908) (1,141,461}
(848,222) {408.310)
(1,473,691) (2,467.721)
100,000 400,000
(804,698) (470.260)
(2,315) 18,304
(666,128) {618.432)
{346) {(46)
(1,362,113) 1,231,428
284 2.988
158,101 (302,476)
487,473 789,949
645,574 487,473
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OJSC “Uralsvyazinform™

Notes to the Consolidated Financial Statements

For the Year Ended December 31, 2006
(in thousands of Russian Roubles)
1. General Information
Authorization of Accounts

The consolidated financial statements of OJSC Uralsvyazinform™ and its subsidiaries (hereinafter
“the Company™) for the vear ended December 31, 2006 were authorized for issue by the Chief Executive Officer
and the Chief Accountant of the Company on June, 15 2007,

The Company

The parent company, OJSC “Uralsvyazinform™ (the “Parent™ or “Uralsvyazinform™) was incorporated as an
open joint stock company in the Russian Federation.

The registered office of Uralsvyazinform is in the city of Ekaterinburg (the Russian Federation). Moskovskaya
Str.. 11.

The Company’s principal activity is providing telephone services (including local, domestic long-distance
and international long-distance calls), telegraph, data transmission services, rent of communication channels
and wireless communication services on the territory of the Urals region of the Russian Federation.

As of December 31, 2006, the Government of the Russian Federation controlied indirectly 51% of the voting
share capital of Uralsvyazinform. by virtue of its 75% less one share direct holding in QJSC “Svyazinvest”

(hereafter *Svyazinvest™), the parent company of Uralsvyazinform.

Principal subsidiaries are disclosed in Note 9. All subsidiaries are incorporated under the laws of the Russian
Federation, unless otherwise stated.

Presentation of Financial Statements

The consolidated financial statements of the Company are prepared on the basis of financial statements of
Uralsvyazinform and its subsidiaries and associates prepared under unified accounting policy.

The measurement and presentation currency of the Company is the Russian Roubte, which is the national
currency of the Russian Federation.

The consolidated financial statements of the Company are presented in thousands of Russian Roubles.
Liquidity and Financial Resources

During 2003 and 2004, the Company significantly enhanced its telecommunication network and acquired
telecommunication equipment. Financing primarily came in the form of short-term bank loans, bonds, mid-
term vendor financing and finance leases. As a result, the Company’s short and long-term debts increased

significantly.

[n 2005 the Company developed and started to execute the plan for decreasing the working capital deficit
which comprised:




QIsL "Uralsvyaziniorm™

Notes to the Consolidated Financial Statements (continued)

(in thousands of Russian Roubles)

1. General Information (continued}

Liquidity and Financial Resources (continued)

- Negotiations with the banks to replace certain short-term bank loans and bank promissory notes by the
long term bank loans;

- Refinancing the bank loans to decrease the interest rates;
- Cost cutting program;

- Negotiations with contractors 1o decrease the costs of capital construction and extend the period of
payment.

As of December 31, 2006. the Company’s current liabilities exceeded its current assets by 6.394.009
(December 31, 2005 — 6.690.021).

During 2007 the Company expects to finance its activities by cash generated from operations and financing
obtained from domestic and international lending institutions. Management believes that operational cash
flows and financing secured as of the date of these financial statements are adequate to repay the borrowings
when they are due in the year 2007.

2. Basis of Presentation of the Financial Statements

Basis of Accounting

These financial statements have been prepared and presented in accordance with [nternational Financial
Reporting Standards (“1FRS™).

These financial statements are prepared on the basis of the statutory financial statements in accordance with
the Regulations on Accounting and Reporting of the Russian Federation with adjustments, reclassifications,
consolidation entries and intercompany eliminations recorded for the purpose of fair presentation of ending
balances, results of operations and cash flows in accordance with I[FRS.

These financial statements have been presented on a going concern basis, which implies the realization of
assets and the satisfaction of liabilities in the normal course of business. Accordingly, the financial statements
do not include any adjustments related to the recoverability and classification of the recorded asset amount or
any other adjustments that might be required if the Company either be unable to continue as a going concern
or if the Company were to dispose of assets outside the normal course of its operating plan.

The consolidated financial statements have been prepared under the historical cost convention except as
disclosed in the accounting policies below.

The Company has applied an exemption permitted by IFRS 1 which allows an entity 10 measure property.
plant, and equipment at the date of transition to IFRS at fair value and use that fair value as deemed cost. The
Company has also applied the exemption permitted by IFRS 1 which allows an entity to recognize all
cumulative actuarial gains and losses on employees defined benefit plans at the date of transition even if the
corridor approach is used for latter actuarial gains and losses.




OJ5C “Uralsvyaziniorm™
Notes to the Consolidated Financial Statements (continued)

{in thousands of Russian Roubles)

2 Basis of Presentation of the Financial Statements (continued)
Basis of Accounting (continued)

The Company has transitioned to [FRS as of January 1, 2003 using the provisions of IFRS 1, “First-time
Adoption of International Financial Reporting Standards™.

The Russian economy was considered hyperinflationary until January 1. 2003. As such. the Company applied
IAS 29 “Financial Reporting in Hyperinflationary Economies™ by restating non-monetary items, including
components of equity (except for the property, plant and equipment, for which fair values as at January 1,
2003 have been used as deemed cost) to the measuring units current at January 1, 2003 by applying the
relevant inflation indices to the historical cost. These restated values were used as a basis for accounting in
the subsequent periods. ‘

Changes in Accounting Policies

The accounting policies adopted are consistent with those of the previous financial year except that the
Company has adopted those new/revised standards and interpretations mandatory for financial years
beginning on or after January 1, 2006.

The changes in accounting policies result from adoption of the foliowing new or amended standards and
interpretations:

— 1FRS 6 “Exploration for and Evaluation of Mineral Resources™;

— 1AS 19 (amended 2003) “Employee benefits™;

- 1AS 21 (amended 2005) ~“The Effects of Changes in Foreign Exchange Rates™;
— 1AS 39 (amended 2005) “Financial Instruments: Recognition and Measurement™
— 1FRIC 4 “Determining whether an Arrangement contains a Lease™;

— [IFRIC S5 ~Rights to Interests arising from Decommissioning. Restoration and Environmental
Rehabilitation Funds™.

The principal effects of these changes in policies are discussed below.

IAS 19 (amended 2005) “Emplovee benefits”

As of January 1, 2006, the Company adopted the amendments to 1AS 19. As a result, additional disclosures
are made providing information about trends in the assets and liabilities in the defined benefit plans. This
change has resulted in additional disclosures being included for the years ending December 31. 2006 and
December 31, 2005 but has not had a recognition or measurement impact. as the Company chose not to apply
the new option offered to recognize actuarial gains and losses outside of the income statement.

IAS 39 (amended 2003) " Financial Instruments: Recognition and Measurement”

The amendment to 1AS 39 in 2005:

— required to include financial guarantee contacts issued;

- permitted the foreign currency risk of a highly probable intra-group forecast transaction to qualify as the
hedged item in cash flow hedge. provided that the transaction is denominated in a currency other than the
functional currency of the entity entering into that transaction and that the foreign currency risk will
affect the financial statements:

— restricted the use of the option to designate any financial asset or any financial liability to be measured at
fair value through profit and loss.

These amendments did not have an effect on the Company’s financial statements.
9




OJ5C "Uralsvyaziniorm™

Notes to the Consolidated Financial Statements (continued)

{in thousands of Russian Roubles)

2. Basis of Presentation of the Financial Statements (continued)

Changes in Accounting Policies (continued)
IFRIC 4 “Determining whether an Arrangement contains a Lease”™

IFRIC 4 provides guidance for determining whether arrangements are, or contain. leases that should be
accounted for in accordance with 1AS 17, if the arrangements comprise a transaction or a series of related
transactions, that does not take the legal form of a lease but conveys a right to use an asset in return for a
pavment or series of payments. The adoption of this IFRIC Interpretation as of 1 January 2006 has not had a
significant impact on the Company as at December 31, 2006 or December 31, 2005.

IFRIC 5 “Rights to Interests arising from Decommissioning, Restoration and Environmental Rehabilitation
Funds"

IFRIC 5 explains how to treat expected reimbursements from funds set up to meet the costs of
decommissioning assets or in undertaking environmental restoration or rehabilitation. As the Company does
not currently operate in a country where such funds exist, this interpretation has had no impact on the
financial statements.

IFRSs and IFRIC Interpretations Not Yet Effective

The Company has not applied the following IFRSs and 1FRIC Interpretations that have been issued but are
not vet effective:

— IFRS 7 *Financial Instruments: Disclosures™:

— EAS 1 (amended 2005) “Presentation of Financial Statements — Capital Disclosures™;
— FFRIC 8 “Scope of IFRS 27,

—~ IFRIC 9 “Reassessment of Embedded Derivatives™;

— IFRIC 10 ~Interim Financial Reporting and Impairment™;

— IFRIC 11 "IFRS 2 - Group and Treasury Share Transactions”.

IFRS 7 ~Financial Instruments: Disclosures™ replaces the disclosure requirements of [AS 32 and must be
applied for annual reporting periods that commence on or after January 1. 2007.

The amendment of 1AS 1 “Presentation of Financial Statements — Capital Disclosures™ requires disclosures
regarding an entity’s objectives, policies and processes for managing capital. The provisions are effective for
reporting periods beginning on or after January 1, 2007.

IFRIC 8 clarifies that [FRS 2 applies to arrangements where an entity makes share-based payments for
apparently nil or inadequate consideration. If the identifiable consideration given appears to be less than the
fair value of the equity instrument granted. under 1IFRIC 8 this situation typically indicates that other
consideration has been or will be received. I[FRS 2 therefore applies. IFRIC 8 becomes effective for financial
years beginning on or afier May 1. 2006.

IFRIC 9 clarifies. that an entity shall assess whether an embedded derivative is required to be separated from
the host contract and accounted for as a derivative when the entity first becomes a party to the contract.
Subsequent reassessment is prohibited unless there is a change in the terms of the contract that significantly
modifies the cash flows that otherwise would be required under the contract, in which case reassessment is
required. An entity shall apply this interpretation for annual periods beginning on or after June 1. 2006.




OJSC “Uralsvyazinform”

Notes to the Consolidated Financial Statements (continued)

(in thousandy of Russian Roubles)

2. Basis of Presentation of the Financial Statements (continued)
1IFRSs and 1FRIC Interpretations Not Yet Effective (continued)

Applying IFRIC 10, an entity shall not reverse an impairment loss recognized in a previous interim period in
respect of goodwill or an investment in either an equity instrument or a financial asset carried at cost. An
entity shall apply this interpretation for annual periods beginning on or after November 1, 2006.

IFRIC 11 addresses the issues whether certain transactions should be accounted for as equity-settled or as
cash-settled under the requirements of IFRS 2, and concerns the accounting treatment for share-based
payment arrangements that involve two or more entities within the same group. An entity shall apply this
interpretation for annual periods beginning on or after March 1. 2007.

The Company expects that the adoption of the pronouncements listed above will have no significant impact
on the Company’s result of operation and financial positions in the period of initial application. The adoption
of IFRS 7 will significantly affect the disclosures relating to financial instruments as presented in the notes to
the financial statements.

Restatement of Prior Period Financial Statements
Fair Value of Property, Plant and Equipment

The Company has transitioned to IFRS as of January 1, 2003 using the provisions of IFRS 1, “First-time
Adoption of International Financial Reporting Standards™ The Company has applied an exemption permitted
by IFRS 1, which allows an entity to measure property, plant and equipment at the date of transition to IFRS
at fair value and use that fair value as deemed cost. Management estimated that the carrying value of all of
the Company’s property. plant and equipment was broadly comparable to their fair values. However,
management engaged an independent appraiser to support these fair values. Independent appraiser finalized
valuation in 2006.

As a result, the reported carrying amount of property, plant and equipment was adjusted in accordance with
the information provided by independent appraiser (see Note 6). The Company made the following
corrections to 2005 financial statements to present the property, plant and equipment at fair value and to
correct deferred income tax liabilities and deferred tax expense due to fair value adjustments:

Consolidated balance sheet As previously Corrections As Description of
as of December 31, 2005 reported of errors restated adjustments made

To book property, plant and equipment
Property, plant and equipment 45322606 (1.831.237) 43,491,369 at fair value

Effect on deferred income tax due
Deferred income tax liability (2.897.225) 439,497 (2,457,728) to fair value adjustment

Consolidated Income Statement
for the year ended December 31, 2005
To correct depreciation expense due

Depreciation and amortization (3.919.072) (427.517) (4.346,589) to fair value adjustment

To correct loss on disposal of property,
Loss on disposal of property. plant, and equipment due to fair value
plant, and equipment (52.865) (171.767)  (224.632) adjustment

To correct other operating expenses due
to fair value adjustment. including
reclassification to  the  property
insurance expenses in amount of

Other operating expenses (2.686.487) 378.817 (2.307.670) 337.872.
Effect on deferred income tax due
Income tax expense (1.066.758) 134.001  (932.757) to fair value adjustment
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2. Basis of Presentation of the Financial Statements (continued)

The Company reported the effect of correction of errors by adjusting the opening balance of retained earnings
for 2005 where errors were attributable to periods prior to 2005; net profit for 2005 to reflect the effect of
subsequent recognition of errors as well as respective consolidated balance sheet. consolidated income
statement and censolidated cash flow statement.

Reclassifications

The Company made the following reclassifications to the 2005 financial statements to conform to the 2006
presentation:

As previously As Description of
reported Reclassifications restated reclassifications made

Consolidated balance sheet
as of December 31, 2005
Short-term investment 289 (289) — Reclassification to other current assets
Long term accounts
receivable Reclassification of input VAT related
and other financial assets 386.809 9.809 396.618 to capital construction

Reclassification of property insurance
from other operating expenses into the
separate line in the consolidated

Property insurance - 337.872) (337.872) income statement
Reclassification of input VAT related
Other current assets 2.784.411 (9.520) 2.774.891 1o capital construction

2.2. Foreign Currency Transactions

The measurement and presentation currency of the Company is the Russian Rouble, which is the national
currency of the Russian Federation. Transactions in foreign currencies are initially recorded in the
measurement currency at the rate ruling at the date of transaction. Monetary assets and liabilities denominated
in foreign currencies are retranslated at the measurement currency rate of exchange ruling at the balance sheet
date. All resulting differences are taken to the consolidated income statement as foreign exchange gains
(losses). Non-monetary items that are measured in terms of historical cost in a foreign currency are transiated
using the exchange rate as at the date of initial transaction.

Assets and liabilities settled in Roubles but denominated in foreign currencies are recorded in the Company’s
consolidated financial statements using the same principles as for assets and liabilities denominated in foreign

currencies.

The exchange rates as of December 31 were as follows:

Currency 2006 2005

Russian Roubles per US dollar 26.33 28.78

Russian Roubles per Euro 34.70 34.19
12
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3 Summary of Significant Accounting Policies
3.1  Principles of Consolidation

The consolidated financial statements of the Company represent the financial statements of the Group of
companies, i.e. the parent and its subsidiaries. presented as if the Company operated as a single economic entity.

Subsidiaries

Subsidiaries. which are the entities in which the Company has an interest of more than one half of the voting
rights. or otherwise has power to exercise control over their operations, are consolidated. Subsidiaries are
consolidated from the date on which control is transferred to the Company and are no longer consolidated
from the date that control ceases. All intercompany transactions, balances and unrealized gains on
transactions between the Company’s companies are eliminated; unrealized losses are also eliminated unless a
transaction provides evidence of an impairment of the asset transferred. In case of necessity. accounting
policies for subsidiaries have been changed to ensure consistency with the policies adopted by the Company.

Acquisition of Subsidiaries

The Company accounts for acquisition of subsidiaries using the purchase method. Identifiable assets acquired
and liabilities and contingent liabilities assumed in a business combination are measured initially at their fair
values at the acquisition date. irrespective of the extent of any minority interest.

The excess of purchase consideration over the fair value of the Company’s share of identifiable net assets is
recorded as goodwill. If the cost of the acquisition is less than the fair value of the Company’s share of
identifiable net assets of the subsidiary acquired the difference is recognized directly in the income statement.

Losses allocated to minority interest do not exceed the minority interest in the equity of the subsidiary unless
there is a binding obligation of the minority to fund the losses. All such losses are allocated to the Company.

Aequisition of Minority Interest in Subsidiaries

The difference between the cost of additional interest in a subsidiary and the minority interest's share of assets
and liabilities is reflected in the consolidated statement of shareholders’ equity at the date of the purchase of
minority interest as a charge to retained earnings. The Company does not remeasure the assets and liabilities of
the subsidiary to reflect their fair values at the date of acquisition of minority interest.

Increases in Ownership nterests in Subsidiaries

The differences between the carrying values of net assets attributable to interests in subsidiaries acquired and
the consideration given for such increases are charged or credited to retained earnings.

Investments in Associates

Associates are entities in which the Company generally has between 20% and 50% of the voting rights, or is
otherwise able to exercise significant influence, but which it does not control or jointly control. Investments in
associates are accounted for under the equity method and are initially recognized at cost. including goodwill.
Subsequent changes in the carrying value reflect the post-acquisition changes in the Company’s share of net assets
of the associate. The Company’s share of its associates’ profits or losses is recognized in the income statement. and
its share of movements in reserves is recognized in equity. However, when the Company’s share of losses in an
associate equals or exceeds its interest in the associate, the Company does not recognize further losses. unless the
Company is obliged to make further payvments to. or on behalf of. the associate.

Unrealized gains on transactions between the Company and its associates are eliminated to the extent of the
Company's interest in the associates: unrealized losses are also eliminated unless the transaction provides
evidence of an impairment of the assel transferred.
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3. Summary of Significant Accounting Policies (continued)
3.2 Investments and Other Financial Assets

The Company’s investments are classified as either loans and receivables or available-for-sale investments, as
appropriate. When investments are recognized initially. they are measured at fair value plus. in the case of
investments not recognized at fair value through profit or loss. directly attributable transaction costs. The
Company determines the classification of its invesiments after initial recognition. All purchases and sales of
investments are recognized on the settlement date, which is the date that the investment is delivered to or by
the Company.

Non-derivative financial assets with fixed or determinable payments and fixed maturity are classified as held-
to-maturity when the Company has the positive intention and ability to hold to maturity. During the period
presented the Company did not hold any investments in this category.

Loans and recetvables are non-derivative financial assets with fixed or determinable payments that are not
quoted in an active market. other than:

{a) those that the entity intends to sell immediately or in the near term. which shall be classified as held for
trading, and those that the entity upon initial recognition designates as at fair value through profit or loss;

{b) those that the entity upon initial recognition designates as available for sale or

{c} those for which the holder may not recover substantially all of its initial investment, other than because
of credit deterioration, which shall be classified as available for sale.

Such assets are carried at amortized cost using the effective interest method. Gains and losses are recognized
in income when the loans and receivables are derecognized or impaired, as well as through the amortization
process.

Available-for-sale investments are those non-derivative financial assets that are designated as available-for-
sale or are not classified in any of the three preceding categories. After initial recognition available-for-sale
investments are measured at fair value with gains or losses being recognized as a separate component of
equity until the investment is derecognized or until the invesiment is determined to be impaired, at which
time the cumulative gain or loss previously reported in equity is included in the consolidated income
statement. Reversals of impairment losses in respect of equity instruments are not recognized in the
consolidated income statement. Impairment losses in respect of debt instruments are reversed through profit
or loss if the increase in fair value of the instrument can be objectively related to an evermt occurring after the
impairment loss was recognized in the consolidated income statement.

The fair vaiue of investments that are actively traded in organised financial markets is determined by
reference 1o quoted market bid prices at the close of business on the balance sheet date. For investments
where there is no active market, fair value is determined using valuation techniques. Such technigues include
using recent arm’s length market transactions; reference to the current market value of another instrument,
which is substantially the same: discounted cash flow analysis.

14
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3.  Summary of Significant Accounting Policies (continued)
3.3  Accounting Policies, Changes in Accounting Estimates and Errors

Change in Accounting Policies

The Company changes an accounting policy only if the change is required by a Standard or an Interpretation of
IFRS or results in the financial statements providing reliable and more relevant information about the effects of
transactions, other events or conditions on the Company’s financial position. financial performance or cash flows.

The Company accounts for a change in accounting policy resulting from the initial application of a Standard or an
Interpretation in accordance with the specific transitional provisions, if any, in that Standard or Interpretation.

Changes in Accounting Estimates

As a result of the uncertainties inherent in business activities, many items in financial statements cannot be
measured with precision but can only be estimated. Estimation involves judgments based on the latest
available. reliable information. An estimate may need revision if changes occur in the circumstances on
which the estimate was based or as a result of new information or more experience.

When it is difficult to distinguish a change in an accounting policy from a change in an accounting estimate,
the change is treated as a change in an accounting estimate. The effect of a change in an accounting estimate
is recognized prospectively by including it in profit or loss in the period of the change, if the change affects
that period only or the period of the change and future periods. if the change affects both.

Prior Period Errors

The Company corrects material prior period errors retrospectively in the first set of financial statemnents
authorized for issue afler their discovery by restating the comparative amounts for the prior period presented
in which the error occurred or if the error occurred before the earliest prior period presented, restating the
opening balances of assets, liabilities and equity for the earliest prior period presented.

A prior period error is corrected by retrospective restatement except to the extent that it is impracticable to
determine either the period-specific effects or the cumulative effect of the error.

3.4 Property, Plant and Equipment
3.4.1 Property, Plant and Equipment

Property, plant and equipment are recorded at purchase or construction cost, excluding day—to—day servicing.
less accumulated depreciation and accumulated impairment in value. For the property, plant and equipment
acquired prior to January 1, 2003, fair value as at January 1, 2003 have been used as deemed cost (see Note 2)
in accordance with the exemption provided bv IFRS 1. The carrying values of that property, plant and
equipment are reviewed for impairment when events or charges in circumstances indicate that the carrying
values exceed the estimated recoverable amount. the assets or cash-generating units are written down to their
recoverable amount. The recoverable amount of property, plan and equipment is grater of net selling price
and value in use. Impairment losses are recognized in the income statement.

Interest costs on borrowings 1o finance the construction of property, plant and equipment are capitalized
during the period of time that is required to complete and prepare the asset for its intended use. All other
borrowing costs are expensed.

Expenditure for continuing repairs and maintenance are charged to the consolidaied income statement as
incurred. Social assets are expensed on acquisition. Major renewals and improvements are capitalized. and
the assets replaced are retired.

15
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3. Summary of Significant Accounting Policies (continued)
3.4 Property, Plant and Equipment (continued)
3.4.2 Depreciation and Useful Life

Depreciation is calculated on property. plant and equipment on a straight-line basis from the time the assets
are available for use, over their estimated useful lives as follows:

Buildings and Constructions 50 years
Analog switches 20 years
Digital switches 15 years
Other telecommunication equipment 10 vears
Transportation equipment 5 vears
Computers. office and other equipment 3 vears
Land not depreciated

The assets’ residual values, useful lives and methods are reviewed, and adjusted as appropriate. at each
financial year-end.

Depreciation of an assel begins when it is available for use, i.e. when it is in the location and condition
necessary for it to be capable of operating in the manner intended by management. Depreciation of an asset
ceases al the earlier than the date that the asset is classified as held for sale (or included in a disposal group
that is classified as held for sale) in accordance with IFRS 5 and the date that the asset is derecognized.

The depreciation charge for a period is usually recognized in the consolidated income statement. Sometimes.
however, the future economic benefits embodied in an asset are absorbed in producing other assets. In this
case. the depreciation charge constitutes part of the cost of the other asset and is included in its carrying
amount.

The validity of the Company’s operating licenses is significantly shorter than the useful lives used for the
depreciation property. plant and equipment. Based on the Russian licensing legislation and prior experience.
management believes that the operating licenses will be renewed without significant cost, which would allow
the Company to realize the cost of its property, plant and equipment through normal operations.

3.4.3 Construction in Progress

Construction in progress is recorded as the total of actual expenditures incurred by the Company from the
beginning of construction to the reporting date less any impairment in value.

3.5 Intangible Assets
3.5.1 Goodwill

Goodwill represents the excess of the cost of an acquisition over the net fair value of the Company’s share of
the identifiable assets. liabilities and contingent liabilities of the acquired subsidiary or associate at the date of
acquisition. Goodwill on an acquisition of a subsidiary is included in intangible assets. Goodwill on an
acquisition of an associate is included in the investments in associates. Following initial recognition. goodwill
is measured at cost less any accumulated impairment losses.
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3. Summary of Significant Accounting Policies {(continued)
3.5 Intangible Assets (continued)

Goodwill is reviewed for impairment annually or more frequently if events or changes in circumstances
indicate that the carrying amount may be impaired. For the purpose of impairment testing, goodwill acquired
in a business combination is, from the acquisition date, allocated to each of the Company’s cash-generating
units, or groups of cash-generating units. that are expected to benefit from the synergies of the combination,
irrespective of whether other assets or liabilities of the Company are assigned to those units or groups of
units. Each unit or group of units 1o which the goodwill is so allocated:

- represents the lowest level within the Company at which the goodwill is monitored for internal
management purposes and

— is not larger than a segment based on either the Company’s primary or the Company’s secondary
reporting format determined in accordance with 1AS 14 “Segment Reporting”™.

Impairment is determined by assessing the recoverable amount of the cash-generating unit (group of cash-
generating units) to which the goodwill relates. Where the recoverable amount of the cash-generating unit
(group of cash-generating units) is less than the carrying amount, an impairment loss is recognized. Where
goodwill forms part of a cash-generating unit (group of cash-generating units) and part of the operation
within that unit is disposed of, the goodwill associated with the operation disposed of is included in the
carrying amount of the operation when determining the gain or loss on disposal of the operation. Goodwill
disposed of in this circumstance is measured on the basis of the relative values of the operation disposed of
and the portion of the cash-generating unit retained.

An impairment loss recognized for goodwill is not reversed in subsequent periods.

3.5.2 Licenses

License costs represent either an allocation of the purchase price to licenses acquired in business
combinations or the payments made to government organizations to receive the licenses. License costs are
capitalized and amortized on a straight-line basis over their expected useful lives from the date operations
commenced in the license area.

The Company recognized the cost of GSM licenses at fair value as at transition to the IFRS date,

Following initial recognition, licenses are carried at cost less any accumulated amortisation and any
accumulated impairment losses.

3.5.3 Software and Other Intangible Assets

Software and other intangible assets acquired separately are measured on initiai recognition at cost. The cost
of other intangible assets acquired in a business combination is their fair value as at the date of acquisition.
Following initial recognition, intangible assets are carried at cost less any accumulated amortization and any
accumulated impairment losses.
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3.  Summary of Significant Accounting Policies (continued)
3.5 Intangible Assets (continued)
3.5.4 Useful Life and Amortization of Intangible Assets

The Company assesses whether the useful life of an intangible asset is finite or indefinite and. if finite, the
length of, or number of production or similar units constituting. that useful life. An intangible asset is
regarded by the entity as having an indefinite useful life when, based on an analysis of all of the relevant
factors, there is no foreseeable limit to the period over which the asset is expected to generate net cash
inflows for the entity.

Intangible assets with finite lives are amortized over the useful economic lives and assessed for impairment
whenever there is an indication that the intangible asset may be impaired.

Amortization periods and methods for intangible assets with finite useful lives are reviewed at least at each
financial yearend. Changes in the expected useful life or the expected pattern of consumption of future
economic benefits embodied in the asset is accounted for by changing the amortization period or method, as
appropriate, and treated as changes in accounting estimates.

The cost of licenses and software is depreciaied on a straight-line basis over the estimated useful life equal to
the term of the licenses or the right to use the software. The useful life of other intangible assets is
approximately ten years.

Intangible assets with indefinite useful lives are not amortized, but tested for impairment annually either
individually or at the cash-generating unit level. The useful life of an intangible asset with an indefinite life is
reviewed annually to determine whether indefinite life assessment continues to be supportable. If not. the
change in the useful life assessment from indefinite to finite is made on a prospective basis.

3.6 Borrowing Costs

The borrowing costs are capitalized by the Company as part of the cost of the asset when it is probable that
they will result in future economic benefits to the entity and the costs are directly atiributable to the
acquisition, construction or production of a qualifying asset including construction in progress.

To the extent that funds are borrowed specifically for the purpose of obtaining a qualifying asset, the amount
of borrowing costs eligible for capitalization on that asset is determined as the actual borrowing costs
incurred on that borrowing during the period.

To the extent that funds are borrowed generally and used for the purpose of obtaining a qualifying asset, the
amount of borrowing costs eligible for capitalization is determined by applying a capitalization rate to the
expenditures on that asset. The capitalization rate is the weighted average of the borrowing costs applicable to
the borrowings of the Company that are outstanding during the period. other than borrowings made
specifically for the purpose of obtaining a qualifying asset. The amount of borrowing costs capitalized during
a period shall not exceed the amount of borrowing costs incurred during that period.
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3. Summary of Significant Accounting Policies (continued)
3.7 Leases

Leases where all the risks and rewards of ownership of the asset are transferred from lessor to lessee are
classified as finance leases.

Leases where the lessor retains substantially all the risks and rewards of ownership of the asset are classified
as operating leases.

The Company acted as a lessee under the finance and operating leases.
3.7.1 Finance Leases

At the commencement of the lease term, or the date from which the lessee is entitled to exercise its right to
use the leased asset, the Company recognizes finance leases as assets and liabilities in the balance sheet at
amounts equal to the fair value of the leased property or. if lower, the present value of the minimum lease
payments, each determined at the inception of the lease. At the commencement of the lease term. the asset
and the liability for the future lease payments are recognized in the balance sheet at the same amounts except
for any initial direct costs of the lessee that are added to the amount recognized as an asset.

Minimum lease payments are apportioned between the finance charge and the reduction of the outstanding
liability. The finance charge is allocated to each period during the lease term so as to produce a constant
periodic rate of interest on the remaining balance of the liability.

The depreciation policy for depreciable leased assets is consistent with that for depreciable assets that are
owned. and the depreciation recognized is calculated in accordance with the accounting policy of the
Company applicable for depreciable and amortized assets. If there is no reasonable certainty that the
Company will obtain ownership by the end of the lease term, the asset is fully depreciated over the shorter of
the lease term or its useful life.

3.7.2 Operating Leases

Operating lease payments are recognised as an expense in the consolidated income statement on a straight-
line basis over the lease term,

3.8 Inventories

Inventories are recarded at the lower of cost and net realizable value, The cost of inventory is determined on
the weighted average basis. Net realizable value is the estimated selling price in the ordinary course of
business. less estimated costs of completion and the estimated costs necessary o make the sale. The cost of
inventory may have to be reduced to its realizable value if it has become damaged. is wholly or partly
obsolete or if its selling price has declined. The Company analvzed the evidence of these conditions at the end
of the period and created a provision for obsolescence.

The cost of inventories comprises all costs of purchase, costs of conversion and other costs incurred in
bringing the inventories to their present location and condition.

39 Advances Given

Advances given to acquire non-current assets are classified as non-current and considered non-monetary asset.
Long-term advances given for operating activities are also classified as non-current asset,
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3. Summary of Significant Accounting Policies (continued)
3.10 Financial Instruments

A financial instrument is any contract that gives rise to a financial asset of one entity and a financial liability
or equity instrument of another entity.

Financial assets comprise cash and cash equivalents; an equity instrument of another entity; a contractual
right to receive cash or some other financial asset from another entity, or to exchange financial assets or
financial liabilities with another entity under conditions that are potentially favorable to the Company or a
contract that will or may be settled in the Company’s own equity instruments and is a non-derivative for
which the Company is or may be obliged to receive a variable number of the Company’s own equity
instruments. or a derivative that will or may be settled other than by the exchange of a fixed amount of cash
or another financial asset for a fixed number of the Company’s own equity instruments. For this purpose the
Company’s own equity instruments do not include instruments that are themselves contracts for the future
receipt or delivery of the Company’s own equity instruments.

Financial liabilities include contractual obligations to deliver cash or another financial asset to another entity
or 1o exchange financial assets or financial liabilities with another entity under conditions that are potentially
unfavorable to the Company or a contract that will or may be settled in the Company’s own equity
instruments and is a non-derivative for which the Company is or may be obliged to deliver a variable number
of the Company’s own equity instruments or a derivative that will or may be settled other than by the
exchange of a fixed amount of cash or another financial asset for a fixed number of the Company’s own
equity instruments. For this purpose the Company’s own equity instruments do not include instruments that
are themselves contracts for the future receipt or delivery of the entity’s own equity instruments.

The Company recognizes a financial asset or a financial liability on its balance sheet when, and only when,
the Company becomes a party to the contractual provisions of the instrument.

When a financial asset or financial liability is recognized initially. the Company measures it at its fair value
plus. in the case of a financial asset or financial liability not at fair value through profit or loss. transaction
costs that are directly attributable to the acquisition or issue of the financial asset or financial liability.

The Company classifies its financial assets and financial liabilities as current or non-current based on the term
of its maturity taking into accoum other factors that limit the Company’s ability to realize assets within
12 months or the existence of call options in financial liabilities valid within 12 months afier the balance
sheet date.

A financial asset is derecognized when the rights to receive cash flows from the asset expired or the Company
transferred its rights to receive cash flows from the asset.

Financial liability is derecognized when the obligation under the liability is discharged or cancelled or
expires. ’

3.11 Cash and Cash Equivalents

Cash and cash equivalents represent cash on hand and in the Company’s bank accounts, as well as cash
deposits and short-term investments with original maturities of three months or less.
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3. Summary of Significant Accounting Policies (continued)
3.12  Accounts Receivable and Provision for Impairment of Receivables

Trade receivables are recognized at the original invoice amount less an allowance for any uncollectible
amounts. Provision for impairment of receivables is made when there is objective evidence that the Company
will not be able 10 collect the debts.

Provision for impairment of receivables is created on the basis of the historical pattern of collections of
accounts receivable and specific analysis of recoverability of significant accounts.

Provision for impairment is also created for other accounts receivable except advances given on the basis of
the assessment of the Company’s ability to collect the debts.

Provision for impairment is recognized in the consolidated income statement.
The carrying amount of current trade receivables is a reasonable approximation of their fair value.
The fair value of non-current trade receivable is calculated using the effective interest method.

3.13 Non-current Assets Held for Sale and Discontinued Operations

A discontinued operation is a component of the Company that either has been disposed of. or is classified as
held for sale, and represents a separate major line of business or geographical area of operations. is part of a
single co-coordinated plan to dispose of a separate major line of business or geographical area of operations
or is a subsidiary acquired exclusively with a view to resale.

The Company classifies a non-current asset (or disposal group) as held for sale if its carrying amount will be
recovered principally through a sale transaction rather than through continuing use.

The Company measures a non-current asset (or disposal group) classified as held for sale at the lower amount
of its carrying value and fair value less costs to sell.

Immediately before the initial classification of the asset (or disposal group) as held for sale, the carrying
amounts of the asset (or all the assels and liabilities in the group) are measured in accordance with applicable
IFRS standards or interpretations.

The Company presents and discloses information that enables users of the financial statements to evaluate the
financial effects of discontinued operations and disposals of non-current assets (or disposal groups).

3.14 Loans Given

The loans given are recognized at the amortized cost, using the effective interest method less provision for
impairment or uncollectabilitv. The loans given are presented as the non-current assets unless the repavment
is expected within 12 months after the balance sheet date.

3.15 Loans and Borrowings Received

Loans and borrowings are initially recognised at the fair value of the consideration received less directly
attributable transaction costs. Afler initial recognition. borrowings are measured at amortised cost using the
effective interest method: any difference between the fair value of the consideration received (net of transaction
costs) and the redemption amount is recognised as an adjustment to interest expense over maturity.
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3. Summary of Significant Accounting Policies (continued)
3.16  Employee Benefits
3.16.1 Unified Social Tax

Under Russian legislation, social contributions are made through a unified social tax ("UST") calculated by
the Company by applying a regressive rate {(from 17% to 26%) to the annual gross remuneration of each
employee. The Company made pavments of UST to the three social funds (state pension fund. social and
medical insurance funds), where the rate of contributions to the pension fund vary from 20% to 14%
depending on the annual gross salary of each employee.

The Company’s contributions relating to the UST are expensed in the vear 10 which they relate to.
3.16.2 Other Pension Plans and Post-Employment Benefits

Under collective bargaining agreements and internal regulations on additional pension benefits, the Company
also provides additional benefits for its active and retired employees by using post-employment defined
benefit plans. The majority of the Company's employees are eligible to participate under such post-
employment benefit plans based upon a number of factors, including vears of service. age. and compensation.

Post-employment benefit plans include defined contribution plans and defined benefit plans.

A defined contribution plan is a post-employment benefit plan under which the Company's obligation is
limited solely to the amount of a contribution it agrees to pay into a fund. [n this case all actuarial and
investment risks will be borne by employees. The Company recognizes contributions under a defined
contribution plan in the period to which they are attributable.

Under defined benefit plans, the Company’s obligation is to provide the agreed benefits to current and former
employees. In this case actuarial and investment risks fall on the Company.

The Company determines the present value of the defined benefit obligation and the fair value of any plan
assets on each reporting date separately for each plan. The obligations are valued by professionally qualified
independent actuaries hired by the Company using the projected unit credit method. The assets of the defined
benefit plans are valued by professionally qualified actuaries or independent appratsers.

Actuarial gains and losses are recognized as income or expense when the net cumulative unrecognized
actuarial gains and losses for each individual plan at the end of the previous reporting year exceeded 10% of
the higher amount of the defined benefit obligation and the fair value of plan assets at that date. These gains
or losses are recognized over the expected average remaining working lives of the employees participating in
the plans.

Upon introduction of a new plan or improvement of an existing plan past service cost is recognized on a
straight-line basis over the average period until the amended benefits become vested. To the extent that the
benefits are already vested immediately. past service costs is immediately expensed.

Gains or losses on the curtailment or settlement of pension benefit obligations are recognized when the
curtailment or settlement occurs.

3]
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3.  Summary of Significant Accounting Policies (continued)

3.17 Income Taxes

Tax expense (tax benefit) is the aggregate amount included in the determination of profit or loss for the
period in respect of current tax and deferred tax.

Current tax is the amount of income taxes payable (recoverable) in respect of the taxable profit (tax loss) for a
period determined in accordance with the rules established by the taxation authorities.

Current tax liabilities (assets) for the current and prior pericds are measured at the amount expected to be paid
to {recovered from) the taxation authorities using the tax rates (and tax laws) that have been enacted or
substantively enacted on the balance sheet date.

Deferred 1ax assets and liabilities are calculated in respect of temporary differences using the liability method.
Deferred income taxes are provided for all temporary differences arising between the tax bases of assets and
liabilities and their carrying values for financial reporting purposes, except where the deferred income tax
arises from the initial recognition of goodwill or of an asset or liability in a transaction that is not a business
combination and. at the time of the transaction. affects neither the accounting profit nor taxable profit or loss.

The measurement of deferred tax liabilities and deferred tax assets reflects the tax consequences that would
follow from the manner in which the entity expects, at the balance sheet date. to recover or settle the carrying
amount of its assets and liabilities.

Deferred income tax is provided on temporary differences arising on investments in subsidiaries. associates
and joint ventures, except where the timing of the reversal of the temporary difference can be controlled and
it is probable that the temporary difference will not reverse in the foreseeable future.

A deferred tax asset is recorded only to the extent that it is probable that taxable profit will be available
against which the deductible temporary differences can be utilized.

The carrying amount of deferred income tax assets is reviewed at each balance sheet date and reduced to the
extent that it is no longer probable that sufficient taxable profit will be available to allow all or part of the
deferred income tax asset to be utilized. Any such previously recognized reduction is reversed to the extent
that it becomes probable that sufficient taxable profit will be available.

Deferred tax assets and liabilities are not discounted.
3.18 Shareholders’ Equity
3.18.1 Share Capital

Ordinary shares and non-redeemable preference shares with discretionary dividends are both classified as
equity.

3.18.2 Dividends

Dividends are recognized as a liability and deducted from equity at the balance sheet date only if they are
declared at the shareholders™ meeting before or on the balance sheet date. Dividends are disclosed when they
are proposed before the balance sheet date or proposed or declared afier the balance sheet date but before the
financial statements are authorized for issue.

0%
(V)
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Notes to the Consolidated Financial Statements (continued)

(in thousands of Russian Roubles)

3. Summary of Significant Accounting Policies (continued)
3.19 Minority Interest

Minority interest is the interest in subsidiaries not held by the Company. Minority interest at the balance sheet
date represents the minority shareholders' portion of the fair values of identifiable assets and liabilities of the
subsidiary at the acquisition date, and the minorities' portion of movements in net assets since the date of the
combination. Minority interest is presented within equity. separately from the parent shareholders™ equity.

3.20 Revenue Recognition

Revenue is recognized to the extent that it is probable that the economic benefits will flow to the Company
and the revenue can be reliably measured.

Revenue is recognized in the amount of cash or cash equivalents received in the form of cash or receivable.
However. when the inflow of cash or cash equivalents is deferred. the fair value of the consideration may be
less than the nominal amount of cash received or receivable. When the arrangement effectively constitutes a
financing transaction. the fair value of the consideration is determined by discounting all future receipts using
an effective interest rate.

3.20.1 Revenue from Customers
The Company categorizes the revenue sources in thirteen major categories:

Local telephone calls;
Inter-regional telephone calls;
Services for national operators;
Assistance services,

[nstallation and connecting fees;
Documentary services;

Cellular services;

Radio and TV broadcasting;

Data transfer and telematic services:
New services;

Rent of telephone channels;

Other telecommunications services;
Other revenues,

oo N B L

—
]

LS I O |

Local Telephone Calls

Local telephone services depend on the duration of the telephone connection and subscription fee. If fixed
payment is applied then revenue depends on the subscription fee only. Customers of the Company use the
service via fixed telephones and the service could be accessed by means of pay-phones. The Company
recognizes revenues related to the monthly fees for local services in the month the service is provided to the
subscriber.

Inter-regional Telephone Calls

Inter—regional telephone calls include revenue received from the subscribers for fixed line inter-zone
connections through the network within the Russian Federation and fixed to mobile connections.

The Company recognized the revenues from inter—regional telephone calls in the period when the services are
rendered.
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Notes to the Consolidated Financial Statements (continued)

{in thousands of Russian Roubles)

3. Summary of Significant Accounting Policies (continued)

3.20 Revenue Recognition (continued)

Services for National Operators

Services for national operators include interconnection revenues from Russian operators and charges for
interconnection points. revenues received from the local and inter-zone calls termination on the Company

network and on the network of interconnect operators.

The Company recognizes revenues from services for national operators in the period when the services are
rendered.

Assistance Services

Revenues received under the cooperation agreement with the operators for subscriber’s interconnection to the
network to make the international and intercity calls, subscriber’s invoicing, delivery of invoices issued and
documentation support; charges for cash collection from the subscribers for the services rendered on behalf of
the operators and charges for claim settlements with subscribers.

The Company recognizes from assistance services in the period when the services are rendered.

Installation and Conncction Fees

Installation and connection fees for indefinite period contracts include the amount paid by cash and the
contribution of fixed assets consisting of cable and duct, commonty referred to as the “last mile”. Revenue
received in the form of cash is recognized when the installation and connection are complete. The Company
recognized the fixed assets received at fair value than deferred this revenue within the useful life of the assets
received and recognized the income on the same basis that the fixed assets are depreciated.

Documentary Services

Telegraph services include telegram transmissions and other wire line data transmission services. The
Company recognizes revenues from documentary services in the period when the services are rendered.

Cellular Services

Cellular services include airtime services including local. intercity long distance and international long
distance calls, subscription fees. value added services, outbound and inbound roaming. The Company
recognizes revenues from cellular services in the period when the services are rendered.

Radio and TV Broadecasting Services

The Company provides Radio and TV broadcasting services through its wireline radio broadcasting network,
The revenues comprise monthly fees from subscribers and installation fees for wireline radio sets.

The Company recognizes the revenues related to radio broadcasting and TV services in the period when the
services are rendered.

Data Transfer and Telematics Services
The Company recognizes revenues related to data transfer and telematics services in the perioed when the

services are rendered based on volume of data and subscription fees.
25




QJsSL “Uralsvyaziniorm:

Notes to the Consolidated Financial Statements (continued)

(in thousands of Russian Roubles)

3. Summary of Significant Accounting Policies (continued)
3.20 Revenue Recognition (continued)
New Services

New services include internet services. ISDN. ADSL. IP-telephony, and intelligent network services. The
Company recognizes revenues related 10 new services in the period when the services are rendered.

Renr of Telephone Channels

The Company rents intercity and international. digital. analogue. and telegraph channels. The Company
recognizes revenues from the rent of channels monthly in the period when the services are rendered.

Other Telecommunication Services

Other telecommunication services primarily consist of services related to customers adjunction. subscribers
registration and rent of direct wires and junction lines. The Company recognizes revenues related to other
services in the period when the services are rendered.

Other Revenues

Other revenues primarily consist of revenues received from the sale of manufacturing of the
telecommunication equipment and its technical support. transportation services. recreation services and sale
of products and services provided by auxiliary units.

3.21 Earnings per Share

The Company calculates basic earnings per share for profit or loss attributable to equity holders of the parent
entity and profit or loss from continuing operations attributable to those equity holders. Basic earnings per
share are calculated by dividing profit or loss attributable to equity holders of the parent entity (the
numerator) by the weighted average number of shares outstanding (the denominator) during the period.

The Company’s preference shares are considered participating equity instruments for the purpose of earnings
per share calculations (see Note 31).

J.22 Provisions

Provisions are recognized when the Company has a present legal or constructive obligation as a result of past
events and it is probable that an outflow of resources will be required to settle the obligation. and a reliable
estimate of the amount can be made. Where the Company expects a provision to be reimbursed, for example
under an insurance contract. the reimbursement is recognized as a separate asset but only when the
reimbursement is virtually certain.

If the effect of time value of money is material. provisions are determined by discounting the expected future
cash flows at a pre-tax rate that reflects current market assessments of the time value of money and where
appropriate. the risks specific to the liability. Where discounting is used. the increase in the provision due to
the passage of time is recognized as a borrowing cost.
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(in thousands of Russian Roubles)

3.  Summary of Significant Accounting Policies (continued)
3.23 Contractual Commitments

Contractual commitments comprise legally binding trading or purchase agreements with the stated amount.
price and date or dates in the future,

The Company discloses significant contractual commitments in the Notes to the financial statements.

The asset or liability under contractual commitments are not recognized in the financial statement until any of
the parties acts in accordance with the contract and until any of the parties became legally liable to pay or
entitled to receive the payment under the terms of the contract.

3.24 Contingent Assets and Contingent Liabilities

A contingent liability is a possible obligation that arises from past events and whose existence will be
confirmed only by the occurrence or non-occurrence of one or more uncertain fiture events not wholly within
the control of the Company or a present obligation that arises from past events but is not recognized because
it is not probable that an outflow of resources embodying economic benefits will be required to settle the
obligation or the amount of the obligation cannot be measured with sufficient reliability. The Company does
not recognize a contingent liability. A contingent liability is disclosed unless the possibility of an outflow of
resources embodying economic benefits is remote.

A contingent asset is a possible asset that arises from past events and whose existence will be confirmed only
by the accurrence or non-occurrence of one or more uncertain future events not wholly within the control of
the Company. The Company does not recognize contingent assets. A contingent asset is disclosed where an
inflow of economic benefits is probable.

3.25 Segment Information

The Company operates in two segments: fixed line and mobile telecommunication. Management believes that
the Company operates in one geographical segment on the territory of the Urals region of the Russian
Federation.

Unallocated expenses, assets and liabilities are expenses. assets and liabilities that arise at the entity level and
refate to the Company as a whole.

Segment assets consist primarily of property. plant and equipment. intangible assets. inventories, receivables.
and operating cash and exclude financial investments, income tax assets and other assets that relate to the
entity as a whole. Segment liabilities primarily comprise operating liabilities. loans and leasing liabilities and
exclude such items such as deferred tax labilities and other liabilities pertaining to the Company as a whole.
Capital expenditure comprises additions to property. plant and equipment and intangible assets. Provisions
relate only to the charges made against allocated assets.
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Notes to the Consolidated Financial Statements {continued)

fin thousands of Russian Roubles)

3.  Summary of Significant Accounting Policies (continued)
3.26 Related Party Transactions

A party 15 related to the Company if:

- directly. or indirectly through one or more intermediaries, the party controls, is controlled by. or is under
common conatrol with. the Company (this includes parents. subsidiaries and fellow subsidiaries), has an
interest in the entity that gives it significant influence over the entity or has joint control over the entity;

- the party is an associate (as defined in [AS 28 Invesiments in Associates) of the entity;

- the party is a joint venture in which the entity is a venturer {see IAS 31 Interests in Joint Ventures};

- the party is 2 member of the key management personnel of the entity or its parent;

- the party is a close member of the family of any individual referred to in (1) or (4):

- the party is an entity that is controlled. jointly controlled or significantly influenced by, or for which significant
voting power in such entity resides with, directly or indirectly, any individual referred to in 4 or 5; or

- the party is a post-employment benefit plan for the benefit of emplovees of the entity, or of any entity that
is a related party of the entity.

Relationships between the parent and its subsidiaries and between subsidiaries themselves are not treated as
related party transactions by the Company.

3.27 Events after the Balance Sheet Date

The Company adjusts the amounts recognized in its financial statements to reflect adjusting events after the
balance sheet date. Events requiring an entity to adjust the amounts recognized in its financial statements are
caused by favorable or unfavorable outcomes of the conditions that existed at the balance sheet date and the
change in the management estimates subject to uncertainties which were used for accounting of a number of
business activities.

The Company discloses the nature of the event and an estimate of its financial effect, or states that such an
estimate cannot be made for each material category of a non-adjusting event after the balance sheet date.

4. Significant Accounting Judgements and Estimates
4.1 Judgments

[n the process of applying the Company’s accounting policies. management has made the judgments, apart from
those involving estimates. which have the most significant effect on the amounts recognised in the consolidated
financial statements relating to property. plant and equipment. intangible assets, deferred taxation. provision for
impairment of receivables and pension liabilities as discussed in Notes 6, 7, 16, 25 and 30.

Classification of Lease Agreements

A lease is classified as finance lease if it transfers substantially all the risks and rewards incidental to
ownership. otherwise it is classified as operating lease. Whether a lease is a finance lease or an operating
lease depends on the substance of the transaction rather than the form of the contract. If the lease term is for
longer than 75 percent of the economic life of the asset. or that at the inception of the Iease the present value
of the minimum lease payments amount to at least 90 percent of the fair value of the leased asset. the lease is
classified by the Company as finance lease, unless it is ciearly demonstrated otherwise.
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{in thousands of Russian Roubles)

4. Significant Accounting Judgements and Estimates

4.2 Estimation Uncertainty

The key assumptions concerning the future and other key sources of estimation uncertainty at the balance
sheet date, that have a significant risk of causing a material adjustment to the carrying amounts of assets and
iiabilities within the next financial vear are discussed below:

Useful Life of Property, Plant and Equipment

The Company assesses the remaining useful lives of items of property, plant and equipment at least at each
financial year-end. If expectations differ from previous estimates, the changes are accounted for as a change
in an accounting estimate in accordance with IAS 8 “Accounting Policies. Changes in Accounting Estimates
and Errors”. These estimates may have a material impact on the amount of the carrying values of property,
plant and equipment and on depreciation recognized in profit or loss.

Impairment of Propertv, Plant and Equipment

The Company assesses al each reporting date whether there is any indication that an asset may be impaired.
If any such indication exists, the Company makes an estimate of the asset’s recoverable amount. An assel’s
recoverable amount is higher of an asset’s or cash-generating unit's fair value less costs to sell and its value in
use and is determined for an individual asset, unless the asset does not generate cash inflows that are largely
independent of those from other assets or group of assets. Where the carrying amount of an asset exceeds its
recoverable amount. the asset is considered impaired and is written down to its recoverable amount. In
assessing value in use, the estimated future cash flows are discounted to their present value using a pre-lax
discount rate that reflects current market assessment of the time value of money and the risks specific to the
assets,

The determination of impairments of property, plant and equipment involves the use of estimates that include,
but are not limited to, the cause, timing and amount of the impairment. Impairment is based on a large
number of factors, such as changes in current competitive conditions. expectations of growth in the industry,
increased cost of capital. changes in the future availability of financing. technological obsolescence,
discontinuance of service, current replacement costs and other changes in circumstances that indicate
impairment exists. The determination of the recoverable amount of a cash-generating unit involves the use of
estimates by management. Methods used to determine the value in use include discounted cash flow-based
methods. which require the Company to make an estimate of the expected future cash flows from the cash-
generating unit and also 1o choose a suitable discount rate in order to calculate the present value of those cash
flows. These estimates, including the methodologies used. may have a material impact on the fair value and
ultimately the amount of any property. plant and equipment impairment.

Fair Values of Assets and Liabilities Acquired in Business Combinations

‘The Company is required to recognize separately. at the acquisition date, the identifiable assets, liabilities and
contingent liabilities acquired or assumed in the business combination at their fair values. which involves
estimates. Such estimates are based on valuation techniques. which require considerable judgment in
forecasting future cash flows and developing other assumptions.
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Notes to the Consolidated Financial Statements (continued)

(in thousands of Russian Roubles)

4.  Significant Accounting Judgements and Estimates

4.2 Estimation Uncertainty (continued)
Impairment of Goodwill

The Company determines whether goodwill is impaired at least on an annual basis. This requires an
estimation of the value in use of the cash-generating units to which the goodwill is allocated. Estimating the
value in use requires the Company to make an estimate of the expected future cash flows from the cash-
generating unit and also 1o choose a suitable discount rate in order to calculate the present value of those cash
flows. The carrying amount of goodwill at 31 December 2006 was 224,746 (2005 - 224.746), including
210,293 obtained through the acquisition of OJSC “Tatincom-T". More details are provided in Notes 7 and
11.

Fair Values of Unlisted Available-for-sale Investments

The fair value of investments that are actively traded in organized financial markets is determined by reference
to quoted market bid prices at the close of business on the balance sheet date. For investments where there is no
active market. fair value is determined using valuation techniques. Such techniques include using recent arm’s
length market transactions; reference to the current market value of ancther instrument. which is subsiantially
the same; discounted cash flow analysis or other valuation models. These valuation techniques are based on
assumptions that are not supported by observable market prices or rates. Management believes the estimated fair
values resulting from the valuation technique which are recorded in the balance sheet and the related changes in
the fair values recorded in the statement of changes in equity are reasonable and the most appropriate at the
balance sheet date.

Allowance for Doubtful Accounts

Management maintains an aliowance for doubtful accounts 10 account for estimated losses resulting from the
inability of customers to make required payments. When evaluating the adequacy of an allowance for
doubtful accounts, management bases its estimates on the aging of accounts receivable balances and historical
write-off experience. customer credit worthiness and changes in customer payment terms. If the financial
condition of customers were 1o deleriorate. actual write-offs might be higher than expected. As of
31 December 2006. allowances for doubtful accounts have been created in the amount of 704,078 {2005 -
1.043.595) for trade accounts receivable and 103.013 (2005 — 0) for long-term advances given and other
current assets.

Pension Obligations

Post-employment benefits are generally satisfied by plans which are classified and accounted for as defined
benefit plans. The present value of defined post-employment benefit obligations and related current service
cost are determined in accordance with actuarial valuation. which rely on demographic and financial
assumptions including mortality, both during and after employment. rates of employee turnover, discount
rate, future salary and benefit levels and, to a limited extent. expected return on plan assets. In the event that
further changes in the key assumptions are required. the future amounts of the pension benefit costs may be
affected materially. More details are provided in Note 25.
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4.  Significant Accounting Judgements and Estimates

4.2 Estimation Uncertainty (continued)

Litigations

The Company exercises considerable judgment in measuring and recognizing provisions and the exposure to
contingent liabilities related to pending litigations or other outstanding claims subject to negotiated
settlement. mediation, arbitration or government regulation, as well as other contingent liabilities. Judgement
is necessary in assessing the likelihoed that a pending claim will succeed, or a liability will arise, and to
quantify the possibie range of the final settlement. Because of the inherent uncertainties in this evaluation
process, actual losses may be different from the originally estimated provision. These estimates are subject to
change as new information becomes available, primarily with the support of internal specialists, if available,
or with the support of outside consultants. such as actuaries or legal counsel. Revisions to the estimates may
significantly affect future operating results.

Current Taxes

Russian tax. currency and customs legislation is subject to varying interpretations and changes occurring
frequently. Further. the interpretation of tax legislation by tax authorities as applied to the transactions and
activity of the Company’s entities may not coincide with that of management. As a result. tax authorities may
challenge transactions and the Company’s entities may be assessed additional taxes, penalties and interest,
which can be significant. The periods remain open to review by the tax and customs authorities with respect
lo tax liabilities for three calendar years preceding the year of review. Under certain circumstances reviews
may cover longer periods. As of December 31. 2006 management believes that its interpretation of the
relevant legislation is appropriate and that it is probable that the Company's tax, currency and customs
positions will be sustained. More details are provided in Note 24 and 30.

Deferred Tux Assets

Management judgment is required for the calculation of current and deferred income taxes. Deferred tax
assets are recognized to the extent that their utilization is probable. The utilization of deferred tax assets will
depend on whether it is possible to generate sufficient taxable income in respective tax tvpe and jurisdiction.
Various factors are used to assess the probability of the future utilization of deferred tax assets. including past
operating results, operational plan. expiration of tax losses carried forward. and tax planning strategies. If
actual results differ from that estimates or if these estimates must be adjusted in future periods. the financial
position, results of operations and cash flows may be negatively affected. In the event that an assessment of
future utilization indicates that the carrying amount of deferred tax assets must be reduced. this reduction is
recognized in profit or loss.
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Notes to the Consolidated Financial Statements (continued)

{in thousands of Russian Roubles)

6. Property, Plant and Equipment

Cost

At December 31, 2004, as restated (see Note 2)
Additions. as restated (see Note 2)

Additions due to acquisition of

Subsidiaries

Disposals. as restated (see Note 2)

Disposals due to sale of subsidiaries

Transfers. as restated (see Note 2)

At December 31, 2005, as restated (see Note 2)
Additions

Disposals

Disposals due to sale of subsidiaries {see Note 9)
Classified as held for sale (see Note 10)
Transfers

At December 31, 2006

Accumulated Depreciation

At December 31, 2004, as