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Company Profile

Golden Telecom grew
from a small telecom
operator serving a handful
of customers to a large
communication company




Golden Telecom is the leading alternative gro-
vider of wireline telecommunications services
in the Commonwealth of Independent States
["CIS”), including Russia, Ukraine, Kazakhstan
and Uzbekistan. With 289 points of presence,
Golden Telecom operates one of the largest
networks in Russia and Ukraine, offering

a wide range of teiecom products and services
to corporate and private customers, as well as
io other telecom operators. Its customer base
includes major multinational companies as well
as small and medium size enterprises ["SME”].

Golden Telecom began operaiions in the ormer
Soviet Unton in the early 1980s. Throughout
the years of economic and political changes in
the region, Golden Telecom jained consider-
able experience in its markets as it grew from
a small telecom operator serving a handful of
customers to a large commt nication companv
with technicat and commercial presence in the
largesi cities across the countries in which it
operates.

From its tnception, Golden Telecom deployed
cutting-edge technology and the most up-ta-
date solutions, which today includes Metropoli-
tan Ethernet Networks ("MEN"), Internet Pro-
toco! based Virtual Private Networks ["IPVPN")
and residential wireless broadband access us-
ing WiFi technology. Golden Telecam continues
to invest in the most advanced communication
technologies to ensure sustainable growth in
the future. These technologies include: Fiper-
to-the-Building ["FTTB"]. Fixed-to-Mobile con-
vergence ["FMC”), digital TV broadcasting using
terrestrial digital video broadcasting ['DV8-T7)
and Internet Protocol based Television ["IPTV"].

In September 1999, Golden Teleco
on NASDAQ (ticker: "GLDN"}. The

takes great pride in being recogniz
ous rating agencies and other inst
organtzations throughout the worl,
standards of corporate governance

For more inforrmation on Golden T
and a description of its corporate
nance standards, please visi our?
www.GoldenTelecom.com
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| etter
to Shareholders

Dear Shareholders,

2006 has been both a record and watershed year

for Golden Telecom. The new strategy of accelerated
regional expansion and market entry into new business
segments such as SME, small offices, home offices
["SOHO") and residential, combined with a focused
approach to maintaining a leadership position in our core
markets, has already started to yield impressive results.
We can proudly announce that Golden Telecom is the
leading alternative provider of communication services
in Russia and the CIS and is well on the way to becoming
the leading communication operator in the region.




JEAN-PIERRE VANDROMME
Chief Executive Officer
Golden Telecom Inc.
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FINANCIALS

The financial results for 2006 reflect the
fundamental strength of the Company’s busi-
ness model. Golden Telecom achieved $855
million in revenues, 28% higher than in 2005.
Our operating margin was 15%, resulting in an
aperating income of $127 million. Cash flow
generated from operating activities was $161
million, while cash paid for CAPEX and other
investments throughout the year were approxi-
mately $201 million. The Company continues
to maintain a strong balance sheet with a
debt-to-equity ratio of 0.02.

BUSINESS DEVELOPMENT

Major milesiones for our business devetop-
ment in 2006 include:

a8 Completion of our Federal Transit Network
["FTN"] and the allocation of access codes
necessary for launching our national long-dis-
tance operations in Russia to provide ‘carrier
select and ‘carrier pre-select’ products to a
market of 143 million people and almost 2.2
million businesses;

0 Unprecedented growth in the regions where
we grew 37%. Approximately 89% of this rowth
was arganic, the remaining 11% was contrib-
uted by 11 regional acquisitions completed
during 2006;

0 Quick and efficient rollout of our WiFi net-
work in Moscow which, with more than 6,700
nades deployed, is the largest commercial
WiFi network in the world;

0 Completion of the fiber optic link between
Moscow and Nizhny Navgorod, Kazan and

Golden Tele

com achieved
T

million

IN revenues

Ufa and the start of construct
Ekaterinburg link;

o Future entry to the digital T\
market with the signing of a S
Agreement ("SPA"] in Decem!
acquire of DVB-T licenses anc
which will ailow us to broadcs
over 7 frequencies in Moscow
over 6 frequencies in St. Peter
MPEG-4 format, with the pote
inio other major Russian citie:
0 Develepment of FMC offerin
where the combination of the
of fixed-line communication t:
with advanced mabile solutior
products for our customers;
O Launch of large scate Fiber-
["FTTB") network constructior
and Nizhny Novgored.

In February 2007, Golden Tele:
a Share Purchase Agreement
holders Agreement with owne
Telecem to acquire 51% of Co
one of the largest alternative
sia. This will not only expand (
presence in the strategically i
and medium corporate segme
give access to what we believe
targest urban FTTB network w
constructed in Moscow and w
than 2.6 million households. V
Corbina’s unique construction
capabilities to deploy FTTB ne
Russian cities while positicnin
com as a major retail operato




MARKET AND OPPORTUNITIES

The development of the comrunications
market in Russia during 2004 gives us confi-
dence for the future. We witnessed an un-
precedented growth in all sec ments, driven
by favorable macroeconomic canditions and
growing disposable income ir the markets in
which we operate. We are at the very beginninyg
of rapid change and we believe that the com-
munications market will hbecome one of the
drivers of the Russian econorny. According to
our estimates, the telecom market in Russia
has the potential to double by 2010, driven by
demand for broadband products and strong
corporate demand, reflecting the transition
of Russian companies into madern well-
managed enterprises.

The Russian government understands the
importance of the communications sector.

[t actively promotes the develzpment of
infrastructure and strives to create aware-
ness among the population a7 large. Majer
government sponsored programs include the
Liberalization of the long-distance market, the
switch to digital TV broadcasting, the provi-
sion of broadband Internet access to schools
and universities, and the implementation of
Internet technologies for public services. We
work closely with government officials at the
local level designing optimal 1etwork solutions
in the largest cites of Russia and Ukraine.

Among the most significant regulatary
developments in 2006, were:

o Further liberalization of the long distance
market in Russia, where non-discriminatory
interconnection rules and tariffs have been
set for all gperators;

gIntroduction of the Calling Party Pays
["CPP"} principle, whereby all calls from fixed
line numbers to mobile numbers are charged
to the fixed line user;

o Allocation of additional frequencies for use
in the private sector, enabling the development
of WiFi/WiMax services and digital TV broad-
casting.

Given our strong market-oriented culture

and our track record of high quality service
offerings, we are confident that we will quickly
leverage the business potential within the
environment in which we operate.

GOLDEN TELECOM'S STRATEGY

In late 2005, Golden Telecorn emba
on a new strategy which can be sur
as follows:

1. Continue to grow and develop fro
strengths, i.e. serving the top corpo
ment in Moscow and St. Petersbure
corporate customers generate the |
propartion of our revenue, provide
opportunity to launch new products
our regional expansion as we grow
beyond Moscow and St. Petersburg
2. Accelerate our regional expansio
as supporiing our customers’ grow
we have also identified several regi
have huge growth potential and wh
plan to centinue te grow both orgar
through acquisitions;

3. Enter new market segments suc
SOHO and residential customers. T
becorne possible with increasingly :
new technologies, such as wireless
access and FTT8, and changes in r
which allow providers to serve cust
without having direct access to ther
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This strategy is expected to make Golden
Telecam the leading fixed-line communication
operater in Russia and the CIS. Our track
recard of successful execution gives us.confi-

dence in our ability to achieve greater success.

Itis vitally important to communicate our
strategy to both the telecom and capital
markets. We launched a majer re-branding
campaign in October 2006, presenting & new
focused brand reflecting our strong move into
the cansumer market and in anticipation

of future Triple-Play offerings.

The strategy has aiready started to bring
results. In Moscow, our focused approach led
ta a 41% increase in revenue from corporate
customers in the fourth quarter 2006 com-
pared to the same period of 2005, We offer our
customers a superior range of products and
services with world class customer support.
As & result, in the large corporate business
segment we enjoy a high level of customer
loyalty, with a low churn level and a rarket
share in this segment at 40%, well ahead of
the incumbent.

Most of our corporate customers expand
throughout Russian regions and the CiS. Our
excellent relationship with our customers is
such that we are able to provide win-win solu-
tions and thus ensure sustainability of those
relationships. We have also identified séveral
regions with high growth potential where we
have comprehensive market entry strate-
gies which include beth organic and inorganic
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scenarias. Already 39% of our revenue comes
from outside of Moscow with growth rates

of up to 60%, well above the market norm.

In new market segments we will be offer-

ing new products and services such as fiber
and/or wireless broadband access, “carrier
select/carrier pre-select” services and digital
TV, tegether with the traditional fixed-line
solutions such as dial-up Internet and, where
we have access to the last mile, Asymmetric
Digital Subscriber Line ["ADSL"]. We deploy
technologies which can accommodate growing
dernand for communication and entertain-
ment offerings. During 2006, we completed the
rollout of the largest commercial WiFi network
in the warld, signed a SPA to acquire frequen-
cies for digital TV broadcasting and signed an
agreement to purchase Corbina, with its large
FTTB network in Russia,

OUTLOOK FOR THE FUTURE

In line with our strategy, we will continue to
serve our corperate customers in Moscow ang
St. Petersburg. We will focus on the guality of
our service and cutting edge technical innova-
tions which will help us maintain high levels of
customer loyalty. We are in the unigue positicn
of being able to offer support for our custem-
ers’ growth with the provision of high quality
services throughout Russia, Ukraine, Kazakh-
stan and Uzbekistan, effectively presenting a
‘one-stop-shop’ solution.

With our regional expansion we plan to capture
significant market share (20% or mere] in the
largest populaticn centers throughout Russia

and Ukraine. We continue to d
frastructure to enable pravisic
access services in these cities
out urban FTTB networks usir
experience. For deployment of
less densely populated areas,
tigate opportunities offered by
of WiFi/WiMax and digital TV b

We aspire to become the leadi
provider in Russia and the Ci5
goal we expect to offer a unig\
of telecom and media product
less and FTTB broadband Inte
Voice-over-1P ["VolP"), digitat’
Protocol Television ["IPTV"], vi
["VoD), high-definition TV ["H
such a package of services be
available and affordable for th
poputation, we will become th
services provider af choice.

We see cur Company as a trul
universal communication sen
with a high level of brand reco
strong reputation for innovatic
of service.
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WELCOME NEW DIRECTORS

On behalf of the management team | would
like to welcome the new Golden Telecom
Board members who joined Ls during 2006:
® Patrick Gallagher - Non-executive Vice-
chairman and former CEO of FLAG Telecom
Group and former president of BT Europe;

® David Smyth - CEO of the Diagnostic Clinic
and former Group director of Strategic Plan-
ning and Investor Relations at Orange;

@ Vladimir Bulgak - former Minister of Tele-
communications of Russia;

Ronny-Bakke Naevdal - Direclor of Strategy
and Business Development at Telenor Nordic.

The composition of the Boarc of Directors

at Golden Telecom provides g highly effective
combination of experienced professionals
who will continue to contribuze to the further
development of the Company.

increase In share price

during 2006

THANKS TO MANAGEMENT TEAM

And finally | would like to thank the entire
management team of Golden Telecom and
every one of our employees for their contri-
bution to our Company’s success. 'We have
considerable talent within Golden Telecom
and the effort, loyalty and determination
provided by our people will be 2 major factor
in ensuring that we continue to build cn our
success in the future,

Sincerely,

JEAN-PIERRE VANDROMME
Chief Executive Officer
Golden Telecom Inc.






Highlights

28% revenue growth compared to 2005
Net income Inc reased by 12% in 2006
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2006 —

2005 —

2004 —

2003 —

2002 —

2001 —

Revenue
per division
US$m 2006

Total Revenue

2001-2006

US$487.2m
BUSINESS ANL
SERVICES

US$309.1m
CARRIER AND!
SERVICES

US$48.7m
CONSUMER IN

Us$9.6m
MOBILE SERVHK

N



Financial results

/ FOR THE YEAR ENOED DECEMBER 31,
[ US$ millions fexcept per share d‘ata']' T ' '_Hm____ __Zliﬁ]é 005 }[_
Revenue 854.6 6467 .4
Income from operations ) o 127.2 116.0
Income from operations [without costs of SARs)! 144.7 116.0
Net Income 85.5 761
Net Income [without costs of SARs]! ] 103.0 76.1
Net income per share - diluted o o 2.33 2.08
Weighted average common shares gutstanding - diluted 36.7 36.6
Purchase of property, plan and equipment and intangible assets 179.4 118.2
Cash spent on acquisitions, net ¢f cash acquired 26.8 18.1

Financial position

4 AS OF DECEMBER 31,

[7 US$ millions lexcept per share datal ) ) ][_ e A
Total assets 1,107.2 882.2
Total debt and capital leases, including current portion 14.7 L4
Shareholders’ equity 817.2 4751

Closing prices per share

4 2005 2005

[ uss R | - b | w
First quarter 31.00 27.01 31.25
Second quarter 32.00 21.73 30.75
Third quarter 31.89 22.09 31.57
Fourth quarter 4756 30.49 31.62

! Reconciliation of Income from operation [without costs of SARs) and Net incame |without costs of SARs|
Lo the most nearly comparable US GAAP measures is preserted in «Selected Financial Data» section
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GDP growth in Russia between 2001
and 2006 averaged 24% per annum
measured in nominal US dollars

For the foreseeable future, Russia will remain the core
market for Golden Telecom as almost 90% of our revenues
come from Russia. We expect that in the medium term

the macroeconomic environment in Russia will remain
favorable for development of our business.
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Recent dynamics of key economic indicators
give us confidence in such assumptions:

o Gross Domestic Product ["GDP”) growth
between 2001 and 2006 averaged 24% per
annum measured in nominal US dollars, with
real growth of 6.7%;

a Inflation in 2006 was 9.0% compared to
18.6% in 2001, reflecting the Government’s
efforts to create macroeconomic stability;

O Foreign reserves at the Central Bank of Rus-
sia grew to $303 billion in 2006, an increase
of 728% compared to 2001 levels;

0 In 2006, the Russian Government enjoyed

a budget surplus of 21%. The excess revenues
are maintained in the stabilization fund,

which amounted to $89.1 billion by the

end of the year;

005

2005 —
2004 —
2003 —

2002 —

2061
_/

20

O The stock market delivered another record
year with the Russian Trading System ["RTS”)
index reaching 1,921 points campared to 160
at the end of 2000;

0 Average disposable incomme grew from

$77 per month in 2001 to $345 in 2004, creat-
ing strong demand far goods and services in
Russia.

The Government s pursuing its policy of
gradual reforms, simultaneously pushing
forward four national projects covering health,
education, housing and agriculture. Russia
continues to be a major supplier of cil and gas,
benefiting greatly from high commaodity prices
driven by increasing demand {or resources
and energy, and instability in the Middle East.

Recently, the Russian Governn
severzl initiatives focusing on-
of the economy and promoting
industries such as pharmacaols
civil aviation, information tech
munications. Russia has enor
far economic development, co
well educated population and |
resources.

Foreign reserves
[in US$bn],
2001-2006

STABILIZATION FUND
{IN US$bn]

CENTRAL BANK

OF RUSSIA

FOREIGN CURRENCY
RESERVES (IN US$bn
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Average
disposable
income per month

$1 !;
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2006

2005 —

2004 —

2003 —

2002 —

2001
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2001-2006

Compound Annual
Growth Rate ("GAGR’
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Telecom Market
N Russla

Telecom market in Russia can reach
$70 billion in nominal terms by 2010

|
Efficient modern telecommHinications infrastructure is

an essential requirement for the successful development
of any country. It is espeually important in today’'s Russia
where the government is wo|rk|ng to diversify the economy,
moving away from pure reso|urce based industries.
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The existing telecom infrastructure in the
country, inherited from the Soviet Union, was
neglected for years during the period of initial
market referms, suffering from underirivest-
ment, technological shift and insufficient
maintenance. As a result, capacity and quality
constraints now limit the ability of traditional
cperators to deliver levels of service demand-
ed by customers. At the same time, the arrival
cf new technologies makes it possible to come
up with new, innovative and cost efficient solu-
tions which will take the telecom infrastruc-
ture to the next level.

As an integral part of the Russian economy,
the telecom market demonstrated growth
rates estimated at between 25-30% during the
period 2001-2006, outpacing the nominal GDP
growth. We estimate that the total telecom
market in Russia in 2006 was approximately
%31 billion, of which the fixed-line segment
was 33%. Corporate custemers represent
94% of the fixed-line market, while residential
customers account for the remaining 46%.

24

In terms of geographic distribution, Moscow
contributed almost 32%, St. Petersburg 6%,
with the remainder coming from the regions.
The competitive landscape is quite frag-
mented, both geographically and in terms

of product capability.

The recent developments in the telecom
market in Russia are:

@ Rapid growth in mobile penetration with
overall levels estimated at 80-90% by the end
of 2006. In Russia, G5M technology dorminates
the mobile landscape;

B A shift in corporate demand for telecom
services as most of the businesses experien-
ce rapid growth and expand regionally, thereby
demanding investment in different kinds

of business solutions and seamless commu-
nication;

Growing demand for broadb
and Triple-Play services. Alth:
ent penetration level is estim:
market has been doubling eve
by increasing disposable inco
desire for education, entertair
rmunication;

B On-going consolidation of al
tors where economies of scal
to capital create competitive ¢
larger country-wide players. /
smaller operators or their ase
ments the crganic growth, clc
regional or functional capabil
Convergence of telecommui
where new innovations allow
of different technologies to pr
value to customers. Similar p
between the telecom and met
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Russian
Fixed Line Spend

in 2006,
breakdown by region

-~

100% = 10.2 US $ billion

62%
REGIONS

32%
MOSCOW

6%
ST.-PETERSBURG

100% = 10..

54%
RESIDENT

2 e
e 56

in 2006 \_ N

46%
CORPORAT

\_ 6%
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I 1 |
ﬂdoscow North West Other
Region Regions

We expect the telecom markzt in Russia to
continue to demonstrate the same growth
rates, reaching $70 billion in nominal terms
by 2010. The largest increase is expected

from the fixed-line sector, driven mainly by the
demand for broadband access and continuous
corporate demand for high quality sophisti-
cated communication solutions. Convergent
technelogies are still in the very early stages of
development, but potentially new products and
services could stimulate additional demand.

Russian
Fixed Line
Market,
US$ billion

2006

2005

Innovation is the key for success in such

a dynamic environment. Being first to enter
new rapidly growing market segments
helps us to sustain high growth rates and
grow profitably.






Our new strategy is to make
Golden Telecom the leading
communication operator

in Russia and the CIS

During 2006, along with continuous regional expansion,
Golden Telecom continued to work on several projects
ensuring entry into new market segments.
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Our Federal Transit Network allows the Com-
pany to serve customers without having direct
access to their homes and offices. The rollout
of the WiFi network in Moscow and the pend-
ing acquisition of Corbina Telecom will further
reduce our last mile deficit. Three other proj-
ects - the construction of FTTB networks in
major cities of Russia, entry into the digital TV
broadcasting market using DVB-T technology
and the launch of FMC services in Ukraine -
are truly innovative and once accomplished
will position Golden Telecom as the industry
leader in the region.

FEDERAL TRANSIT NETWORK

In May 2005, Golden Telecom obtained a
license to provide domestic and internationat
long distance services. Part of the require-
ment was to construct our own Federal Transit
Network which consists of 4 international long
distance ("ILD") switches, 7 domestic long
distance ["DLD"] switches and 88 points of
intercannection - one in each of the regions of
Russia. Golden Telecom deployed and certified
key elements of the network within the first
half of 2006. The Company also signed inter-
connection agreements with the incumbént
operatars and agreed on tariffs for intercan-
nection. In December 2006, the Company
received the necessary access codes (51" for
domestic long distance calls, 36 for intérna-
tional long-distance calls]. Customers can use

30

either the ‘Carrier Select” service or Carrier
Pre-Select” whereby all BLD/ILD calis will be
automatically transferred to Golden Telecom's
network.

Golden Telecom’s FTN is a ‘New Generation
Network™ built using IP techneology to ensure
flexibility and high quality of service. Such

an approach helps to make the network ‘futu-
re proof” and keeps the cost of maintenance
and upgrade low, Golden Telecom continues
to invest in its FTN as it is the foundation for
future expansion into regional corporate and
broadband markets.

Golden Telecom launched its DLD/ILD services
in January 2007, targeting mainly wholesale
customers. The next step in the marketing
plan is to offer DLD/ILD services to corpo-
rate customers not directly connected to the
Company's network. In the first half of 2007,
Golden Telecom plans to start offering DLD/
ILD services to residential customers through-
out Russia. Using its wide coverage and local
and zonal presence in key Russian regions,
including Moscow, Galden Telecomn will offer
competitive rates, high quality custormer sup-
port and an innovative sales approach to rap-
idly increase the customer base, at the same
time prometing a high degree of loyalty.

Golden Telecom plans to capture 20% of the
tong distance market by 2010 up from the
current 10-11%.

WIFI IN MOSCOW

Golden Telecom provides broat
io residential cusiomers in the
Moscow broadband market usi
WiFi technology. The new netw
of WiFi nodes interconnected u
less backbone frequency, with
connected te Golden Tetecom’s
optic cable network in Moscow
obtained the necessary license
cies for an outdoor Wiki netwol
more than 6,700 WiFi nodes. Tt
went live in October 2006, with
testing launched in November
people tried wireless broadban
Golden Telecom between Nove
March 2007. The GoldenWiFi ne
commercially launched effectiy
2007 [visit www.GoldenWiFi.ru
in English].

In the future, the wireless broa
cess will be bundled with other
services such as broadband ac
and VolP, expanding the cfferir
Plus.” The large metropolitan V
covering the center of Moscow
value proposition for corporate
need mobility and high speed ¢




.‘.‘.\‘.
[ S s x_r nr u
S eoD
P T
B e iala el
g g A g
B e aiate
e N .
iSO SO e
(0909904
Bt at it
[0 0064

Lttt
s g b ”
IRt tA ettt

a0

Golden Telecom’s W
D Golden WiFi coveral
Urban area

$699/60/0814
0/60/00/090'¢
0

oncnccuo

9101010061064

=P

gy e b b Au_ahy LVI\-J

L ey St

o ok eb v A s )

B A A LA A

o vk duebde A df,

e . B A

P i s
FArRELH AL \R

f ;nmnmn ool
Sop o ot fr - P o ¢ L. g, ‘ . [m\l mOOUmU)WMvunu S
2o8goil - v ‘quwa_zh6331‘oo | SS6S I Qs so 0t etie s AE: urmnmoq11¢adJ;f
98 . ARG e NN NS e Da}tommwc&:oua

N soesselises s m N LT - 2 e

e UDLOPDH
(0200000
UOLP_OO,

A0
89
00|

o
QCOQ

9|
COO’T
(LX)

OO
[9:99;

$
35 03

J03

ie'sieo0pie

d
¥

“LJammnom '8}
oo

; QSUUU, LUS

y,
s

VA.nvuyxr‘ oy K . = D BRI A sy chERE S R WLFY 04 ;.{41\ phatd
; R asesaaaae
Sy 2k dn 2w 2 3 o n gn e ik

o

N laalaia ' alalaala ald

N P T LN LN I L N NP WP Py N Y
L OO0 UGN OO

: \.\., . rerrL_r.r}L.lr\.,J
;“~ : 4\111{,(;\)\1, , ;\Jw)\..,\uw;‘(‘\..\;\..\..,n‘J\.,\J\J\
\\G ,L..>Lr>\r>=.\ & .‘. . :>\,>>\(r>>
e S Tars .{JJ\J\J‘J\J‘J«J\J\J)\J,. 0
((F\[r\[[f\!&r;r} e
- [ - . C
Fatae far\( o . r
54 L(\f\ o L ;E{f\rl\f\vl..f\-f\!\’\ \'Lrn
434 E pt o LR R A T Al e Tt et
P ) . - o AN st dn
AT Y < S > fatatatetatat]
Y Y . . N A i sy
LRt St s g S e tat i S AT 0 et & 9 . 00004
P L O O N A | | P
[Tt \JJ)))))JW{J\J. IO H 3 ARSI
[ N [P A
IRt Sttt el & e o ; ! AR AT
S W) : - £ P N O o L
et SIS 3 i P S )ttt
b dn gy
R Attt

s o
PR S ] -
B et ot

F e
<

ak s
A LATETETAY
o

N L W N ST

LR A A S LA
PPN P N Y
LET Rt ErRy Slalat
5 45 S OO0 D

e
e AR
T
Aag s

s \ . ._.. .
:;x:oa:m _.‘ ! (3 uuﬁoﬁumo e o4 : ) , > vaaees
b s I, iy & A gy i i 4 \ o 4 o

" L (X H KL 258 o ! LAnnL LR

o)
POy S0/e 8¢ esal




Complete

set of telecom

and media

products delivered
through

a combination

of cable and wireless
technologies

N

people live witl
the coverage al
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The technology also allows er crypticn of cer-
tain channels thus enabling pay-TV services.
Applications for frequencies in another 20
major cities of Russia have been submitted.

A team of professionals joined Golden Telecorr
and are already working on the deployment

of transmitters, interconnectian with Golden
Telecom’s backbone network and sourcing of
conient. The Company plans lo launch ser-
vices enabling air broadcasting in the third
quarter of 2007.

Currently, approximately 35 million people
live within the coverage area. Again, the first
move advantage should help Golden Telecom
to capture large market share and then use
its marketing and distribution power to sell 8
camplete set of telecorn and media products
delivered through a combination of cable and
wireless technolagies.

FIXED-TO-MOBILE

CONVERGENCE IN UKRAINE

As part of our strategy we have started to
develop a convergent oflering. The construc-
tion of the first convergent network began

in Ukraine, where we can combine the advan-
tages of our awn fixed and mobhile networks.
In April 2006, we applied and received GSM-
1800 licenses in 22 regions in addition to

to our existing licenses in Kiev and Odessa.

A roaming agreement with Ukraiman Radio
Systems, a subsidiary of Vimpelecom, signifi-
cantly increases our reach to major Ukrainian
cities outside of our coverage area in Kiev
and Odessa.

The convergent product offering will com-
bine high speed broadband access and data
transmission of fixed networks with the
mobility of wireless sotutions. We plan to offer
our custamers handheld terminals which can
work using WiFi/GPRS/GSM technolegies and
support the Unlicensed Mobile Access ["UMA']
standard. In the fourth quarter of 2006, spe-
cialists from Alcatel installed the intellectual
software which is the core element of the FMC
platform. The solution being developed by
Golden Telecom in Ukraine is similar to inno-
vative products offered recently by the leading
British operator.

The new convergent products are d
for corporate customers, mainly in
and medium segment. During 2007
pany plans to launch its convergent
in 6 major regions of Ukraine. Once
successful, similar products will be
Russia where we most likely will en
partnership agreement with one of
mobile operators.
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Selected Financial Data

AT DECEMBER 31,

in thousands 2002 | 2003 | 2004 | 2005
BALANCE SHEET DATA

Cash and cash eguivalents $ 59,625 $ 65,180 $ 53,699 $ 67176
Property and equipment, net 166,121 283.110 347,891 407,907
Investments in and advances to ventures 721 251 742 10.88%
Goodwill and intangible assets, net 127,66% 248,843 247,570 243,129
Total assets 435,810 729,224 805,748 882,211
Long-term debt, including tang-term capital lease obligations 29,732 3.963 1,738 2,367
Minarity interest 2,187 2,722 11,738 19,693
Shareholders’ equity 311,506 584,279 624,381 675,103

The following selected historical consolidated
financial data at December 31, 2002, 2003,
2004, 2005 and 2006, and for all of the years
presented are derived from consolidated finan-
cial statements of Golden Telecom, Inc.

{the "Company”) which have been audited

by Ernst & Young (CIS] Limited and Ernst

& Young LLC, independent registered public
accounting firms.

The data should be read in conjunction with
the consolidated financial statements, related
notes, and other financial information included
in this document.

Refer to Note 5 to the Consolidated Fipancial
Statements for descriptions of recent acquisi-
tions that impact the comparability of financial
information. Other less recent business com-
binations and infermation not disclosed in the
footnectes were as follows:

In August 2002, the Company acquire'd
approximately 31% of Golden Telecom
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(Ukraine) ["GTU") for cash consideration of
approximately $5.2 mitlion, including $3.7 mil-
lion recorded as a liability, net of $0.3 million
discount, determined at the rate of 6.11%.
The acquisition was accounted for as a pur-
chase business combination under US GAAP.
The Company recorded approximately $1.8
million of contract-based customer relation-
ship intangible assets that will be amortized
over a period of approximately 5 years. There
was no goodwill recorded as a result of this
transaction.

In September 2002, subsidiaries of the
Company completed the acquisition of 50% of
EDN Sovintel LLC ["Sovintel’] that the Compa-
ny did not own from OAQ Rostelecom ["Rosi-
elecom”), pursuant to an Ownership Interest
Purchase Agreement, dated March 13, 2002,
by and among subsidiaries of the Company
and Rostelecom, bringing the Company’s own-
ership in Sovintel to 100%. The total purchase

price of approximately $113.1
of approximately $50.7 millian
ny's common stock, represent
shares, $10.0 million in cash ¢
$46.0 million in promissory n
and direct transaction costs o
$7.1 million, including an inve
fee of approximately $3.3 milli
filiate of Alfa Group Consortiu
of the Company. Sovintel provi
communications services, pr
hotels, business offices and mr
cation companies through its
tions network in Russia. The (
consolidating the results of of
of Sovintel on September 17, .
[n August 2003, the Compal
acquisition of 180% of 000 Sil
("Sibchallenge”), a telecommt
provider in Krasnoyarsk, Russ
purchase price of approximate



FOR THE YEARS ENDED DECEMEER 31,

in thousands, except per share data 2002 ] 2003 | 2004 | 2005 ]
STATEMENT OF OPERATIONS DATA o

_ Revenues - - $198.727  $360.534 $583.978 $667.379

~ Cost of revenues [excluding dep: eciation and amortization) 21,189 181,085 300,588 347,532
Gross margin S 107,538 179449 283350 319847
{oxcliding cenredation and amorazatio] 48,147 64336 112855 119,690

" Depreciation and amortization o o 29,961 4533 74,999 84,015
_Income [loss! from cperations D B 3430 69,737 95,534 115,942
Eguity in earnings of ventures . . 4,375 - 40687 278 450
Interes: income [expense), net . B YY) - (872 559 1,677
Foreign currency gain [loss] ) B (1.174] (232 ~ 460 1.212]

_Minority interest - 527 480 1,506 2978
Provision for income taxes 4,627 17399 30,744 37816
Net income before cumulative efect of change in aciounting principle 28,810 ﬁ 55435 64,783 _ 76,073
Cumulative effect of change in accounling—rmble- S - 974 - — - - —
Netincome T o984 85435 64783 76073
:\r!‘e;cisggrr::;enge;r'isnh;;Tebifc;)r:sﬁ::mulalive eftect of change 1.20 195 179 509

~ Cumulative effect of cf?a}gﬂ_accountingﬁginc@ o _0.04 ﬁ— = o - =
_Net income per share — basic - S 1.24 1.95 1.79 2.0%

_Weighted average shares — bas ¢ 24102 28468 36,226 36,378
;\;e;ci(r:\;:l(j::lfenge;r?nh;;TEbih:jricleuct:::;'\ulalive effect of change 117 190 177 208

) Eg;mulative effect of change in accounting principle U.Od”ﬁ — L - -

;ﬁét income per_sgare — dilL:t::-c]m' o o 1.21 o T'?Vﬂi o 1.77 208
Weighted average shares — diluted 24,517 29.107 36,553 36,605

 Cash dividends per common share ] - - 080 080
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FOR THE YEARS EN
in thousands ' 2005
__Income from eperaticns [without costs of SAF?S]‘? $115,942
Net income [without costs of SARs] 1.2 76,073

1 The Golden Telecom, Inc. 2005 Stock Appreciation Rights
Plan was approved by the Company’s Board of Directors in
September 2005. Seventy-five percent of the SARs granted
shall be subject to time vesting, twenty-five percent of the
SARs granted were subject to perfoermance vesting upon
the Company's cemman stock achieving a closing trad-
ing price of at least $50.00 per share for thirty consecutive
days, which took effect in February, 2007, The fair value of
each SAR award is estimated at the end of each reporting
period using the Monte Carlo simulation-based valuation
modet. The Company adopted SFAS No. 123R “Accounting
for Stock-based Compansation - Revised” as of January 1,
2006 using the modified prospective method in its accounting
for SARs and stock options. In accordance with this method,
the consoltdated financial statements for prior perieds have
not been restated. The total cost of SARs expense was $17.5
million net of tax, for year ended December 31, 2006. Of this
amount, $12.7 million was incurred during the fourth quarter
of 2006. when the stock price increased from $30.25 to $46.84
per share. In 2005 there were no SARs related expenges.
Presently, Golden Telecorn is reviewing its SARs program
and investigating other forms of equity based compensation
for its employees te decraase volatility of related expénses.

A reconciliation of all non-GAAP items to the most directly
comparable GAAP financial measures is presented bélow.

2 This Annual Report presents measures not derived ifj ac-
cerdance with generally accepted accounting principles,
including Income from operations (withaut costs of SARs) and
Net income [without costs of SARs). Such measures should
not be considered substitutes for any measures derived in
accordance with generally accepted accounting princlples,
and may also be inconsistent with similar measures present-
ed by ether cempanies. Reconciliation of these non-GAAP
measures to the most nearly comparable GAAP measures
is presented below,
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lion consisted of cash consideration of ap-
proximately $15.0 million and approximately
$0.4 million in direct transaction costs. includ-
ing an investment banking fee of $0.3 million
paid to Belongers Limited, an affiliate of Alia,
a shareholder of the Company. The acguisition
of Sibchallenge established GTl's presence

in the Krasnoyarsk region. In addition, Sibchal-
lenge had numbering capacity and intercon-
nect agreements. The Company’s financial
statements reflect the allocation of the pur-
chase price based on a fair value assessment
of the assets acquired and liabilities assumed
and, as such, the Company has assigned
approximatety $11.2 million to telecommuni-
cations service contracts intangible assets,
These identified intangible assets will be am-
ortized over a period of 10 years. There was no
goodwill recorded as a result of this transac-
tion. The results of operations of Sibchallenge
have been included in the Company’s consoli-
dated operations stnce August 31, 2003.

In December 2003, the Company completed
the acquisition of 100% of the shares in 0AQ
Comincom ["Comincom”] from Nye Telenor
East Invest, pursuant to a Share Exchange
Agreement. The total purchase price of
approximately $195.3 million censisted

of approximately $193.5 millio
mon stock, representing 7,007
and direct transaction costs o
$1.8 million.

The purchase consideratior
termined using the closing da
action as December 1, 2003. A
GTl shares issued in consider:
based on the average closing
Company’s comrmon stock for
secutive trading days between
2003 and December 2, 2003, w
per share.

In June 2001, the Financial .
Standards Board issued Stater
cial Accounting Standard ("SF/
“Business Combinations” and
will and Other Intangible Asse
fiscal years beginning after De
In accordance with SFAS No. 1
142, the Company ceased amo
as of January 1, 2002

NON-GAAP MEASURES

In addition to the results repor
dance with accounting principl
accepted in the United States |
cluded in this Annual Report, |



FOR THE YEARS ENDED DE

in thousands 2005 |
Operating income [without cost ¢f SARs) $115.942
Cost of SARs -
OPERATING INCOME 115,942
Other income [expensel:

Equity in earnings [losses] of ventures 460
Foreign currency gain (loss] (1.212)
Interest income [expense), net 1,677
TOTAL OTHER INCOME 925

~ Income before income taxes and minority interest 116867

Incame taxes 37,816
Minority interest _ 2978
INCOME BEFORE CUMULATIVE EFFECT OF A CHANGE IN ACCO JNTING PRINCIPLE 74,073
Cumulative effect of a change in accounting principle, net of tax —
NET INCOME $76,073

FOR THE YEARS ENDED DE

in thousands

2005 |

Net Income [without cost of SARs)

$756,073

Cost of SARs, net of tax
NET INCOME

$76,073
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t

Comparison Of 5 Year Cumulative Total Return’

Among Golden Telecom, Inc., the NASDAQ compesite index and the NASDAQ Telecommunications index.
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has provided information regarding Income
from operations {without casts of SARshand
Net income [without costs of SARs), which are
non-GAAP financial measures.

Management believes that the non-GAAP
financial measures used in this Annual Report
are useful to both management and investors
in their analysis of the company’s financial
position and results of operations. '

Non-GAAP measures should not be consid-
ered a substitute for the reported results pre-
pared in accordance with GAAP and should not
be considered as an alternative to net inceme
as an indicator of our operating performance
or ta cash flows as a measure of liquidity.
These non-GAAP measures should not be
considered as a substitute for reported results

|
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T T T
12.01 4.02 8.02 12.02 4.03

prepared in accordance with GAAP. These
non-GAAP financial measures, as determined
and presented by the Company, may nct be
comparahle to related ar similarly titled mea-
sures reported by other companies.

Set forth on page 45 are attachments that
reconcile these non-GAAP financial measures,
if applicable, to the most directly comparable
financial measures calculated and presented
in accordance with GAAP,

1 %100 invested on 12/31/01 in stock or index-inciuding
reinvestment of dividends. Fiscal year ending December 31.




COMPARISON OF 5 YEAR

CUMULATIVE TOTAL RETURN

The graph on page 46 compaies the five-year
cumnulative total return attained by sharehold-
ers on Golden Telecom’s common stock since
12/31/2001, retative to the cumulative tatal
returns of the NASDAQ Composite index and
the NASDAQ Telecommunications index. An
investment of $100 [with reinvestment of all
dividends] is assumed to have been made in
our commen stock and in each of the indexes
12/31/2001. The stock price performance in-
cluded in this graph is not necessarily indica-
tive of future stock price perfarmance.

Management'’s Discussion and Analysis of Financiz
Condition and Results of Operations

The following discussion and analysis relates
to our financial condition and results cf opera-
tions for each of the years ended December
31, 2004, 2005, and 2006. This discussion
should be read in conjunction with the
"Selected Financial Data” and cur Consolidat-
ed Financial Statements and the notes related
thereto appearing elsewhere in this Report.

OVERVIEW

We are a leading facilities-based provider of
integrated telecommunication and Internet
services in major population centers through-
out Russia and other countries of the Com-
monwealth of Independent States ["CIS"].

We offer voice, data and Internet services

to corporations, operators and consumers
using our metropolitan overlay network

in major cities throughout Russia, Ukraine,
Kazakhstan, and Uzbekistan, and via leased
channels and inter-city fiber optic and satel-
lite-based networks, including approximately
289 access poinis in Russia and other coun-
tries of the CIS as of December 31, 2006,

a 12% increase from 259 access points as

of December 31, 2005. In addition, we offer
mobile services in the Ukrainian cities of Kiev
and Odessa.

We organize our operations into fou
segments, as follows:
= Business and Corporate Services
Using our fiber optic and satellite-t
networks in and between major me
areas of Russia, Ukraine and other
of the CIS, we provide business and
services including voice and data s¢
to corporate clients across all geog
markets and all industry segments
telecommunications operators;
¢ Carrier and Operator Services. U
fiber optic and satellite-based netw
between major metropolitan areas
Ukraine and other countries of the
provide a range of carrier and oper:
services including voice and data st
to fareign and Russian telecommur
and mobile operators;
= Consumer Internet Services. Usi
fiber optic and satellite-based netw
pravide Iniernet access io the cons
and web content offered through a
Internet portats throughout Russia
Kazakhstan, and Uzbekistan; and
* Mobile Services. Using our mobil
in Kiev and Odessa, Ukraine, we pr
mobile services with value-added i
such as voicemail, roaming and m
services on a subscription and prey
We intend, wherever possible, to
of our integrated telecomrunicatic
under the Golden Telecom brand, a
some services still carry tocal bran
of recent acquisitions. Our dial-up |
services are distributed under the |
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in Russia, Kazakhstan and Uzbekistan and
under the Svit-On-Line brand in Ukraine.
Most of our revenue is derived from high-
volume business customers and carriers.
Our business customers include large multi-
national companies, local enterprises,
financial institutions, hotels and government
agencies. We also believe that carriers derive
a portion of their business from high-volume
business customers, Thus, we believe that the
majority of our ultimate end-users are busi-
nesses that require access to highly reliable
and advanced telecommunications facilities
to sustain their operations.

Traditionally, we have competed for custom-
ers on the basis of network quality, customer
service and range of services offered. During
the past several years, other telecommunica-
tions operators have also introduced high-
quality services to the segments of the busi-
ness market in which we operate. Competition
with these operators is intense, and frequently
results in declining prices for some of our ser-
vices, which adversely affect our revenues.

In 2006, we continued to experiance growth
in our main lines of business and benefited
from strong macro-economic growth in the
markets where we operate. Despite being
faced with challenges of continued changes
in the regulatory and telecommunications
environment in Russia and Ukraine, we
remained focused on developing our business
through organic growth, acquisitions, and the
expansion of our services. ‘
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RECENT ACQUISITIONS

We continue to pursue consolidation oppartu-
nities through selective acguisitions that will
allow us to expand our geographical reach,
add to our service offerings, and improve our
market share while maintaining operational
control. Described below are our acquisitions
occurring in 2005 and 2006. Refer to Note 5
in the financial statements included in ltem 8
of this report for more details about acquisi-
tions occurring in 2004, 2005, and 2004,

In March 2005, we completed the acquisition
of a 79% ownership interest in Dicom LLC
["Dicom’}, an early-stage wireless breadband
enterprise, for approximately $0.5 million
in cash. In conjunction with this acquisition,
we entered into a participants’ agreement
which provided the seller with a put option that,
if exercised, would require us to purchase the
seller's 25% interest at fair market value.

The participants’ agreement provided us with
a call option that, if exercised, would require
the seller to sell after February 1, 2008, its
25% interest in Cicom at any time beginning
after February 1, 2008, if Dicom’s valuation
exceeds targeted levels by February 7, 2008,

In September 2005, we completed the
acquisition of 60% of Joint Venture Sakhalin
Telecom Limited LLC ("Sakhalin Telecam”],

a fixed line alternative operator in the Far East

region of Russia for approximately $5.0 million

in cash. As a result of this acquisition and com-
bined with our previous ownership interest, we

now own 83% of Sakhalin Telecom.

In October 2005, we completed the acquisi-
tion of 100% of Antel Rascom Ltd., a British

Virgin Islands company that o
interest in ZAO Rascom ("Ras
approximately $10.0 mittion in
vember 2005, Antel Rascom L
owned subsidiary, acquired an
Rascom for approximately $1.
raising our total ownership inl
though we now have a majorit
we account for Rascom using
od due to certain participating
rity shareholders. Rascom ha
and facilities in the Moscaw al
regions and elsewhere in nort

In October 2005, we comple
ticn of 100% of ZAO Sochitelec
com”], a fixed line alternative ¢
Krasnodar region of Russia for
$2.1 million in cash.

In March 2006, we complete
of 70% ownership interest in Z
lectual Communications ["Tati
Internet service provider (ISP
Republic of Tatarstan, for appr
million in cash.

In April 2006, we completed
of 100% ownership interest in’
a fixed line alternative operato
Frankovsk region of Ukraine, fi
$3.8 million consisting of cash
of $3.4 million and $0.4 millior
liability, to be settled in cash uj
tory achieverment of certain col

[n June 2006, we completed
of 74% ownership interest in Kt
["Kubtelecam”), a fixed line alte
in the Krasnodar region of Rus:




rately $10.1 million of cash consideraticn plus
the assumption of $3.9 miliion of debt and other
liabilities. We are currently engaged in litigation

with a minority shareholder of Kubtelecom in re -

gard to the shareholder's claim that the share-
holder's pre-emptive right to acquire 74% own-
ership in Kubtelecorm was breached. We do not
consider an unfavorable outcome probable for
this claim. However, in case of an unfaverable
outcome of this litigation, we may be forced to
unwind the Kubtelecom acquisition.

In August 2006, we completed the acquisi-
tion of 100% ownership interest in Telcom LLC
("Telcom”). a fixed line alternative operator in
Nizhny Novgorod, Russia, for approximately
%1.7 million in cash.

In October 2006, we completed the acquisi-
tion of 75% ownership interes: in S-Line LLC
["S-Line"], an early-stage wireless broadband
enterprise in Kiev, Ukraine, for approximately
$7.5 million in cash. In conjunction with this
transaction, we also entered i1to agreement
whereby we agreed to provide a secured loan
of $2.5 million to the seller. The lvan is securec
by a pledge of the remaining 25% interest in
SLine and matures in November 2010. We are
currently engaged in regulate-y dispute with
the National Cammission for Sommunication’s
Regulation in Ukraine ["TNCCE"] over the
license for wireless broadband radio frequen-
cies. We consider the reissuance of this license
probable.

In October 2006, we completed the acquisi-
tion of 100% ownership interest in ZAO Corus
ISP ["Corus”], an ISP in Ekaterinburg, Russia,
for approximately $1.2 million in cash.

In February 2007, we completed the acqui-
sition of 65% ownership interest in Fortland
Limited ["Fortland™], which owns Kolan-
gen-Optim LLC ("Kolangon™], an early-stage
digital video broadcast enterprise in Russia,
for approximately $49.7 mitlion consisting of
cash consideration of $38.6 million and $11.1
million to be settled in cash upon satisfactary
achievernent of certain conditions plus the
assumption of up to $1.6 million debt.

In conjunction with this transaction, we also
entered into agreement whereby we agreed
to provide a secured loan of $12.1 million to
the seller. The loan is secured by a pledge
of the 15% interest in Fortland and matures
in Aprit 2011, In conjunction with this transac-
ticn, we also entered into a put option agree-
ment that, if exercised, would require us to
purchase the seller's remaining 35% interest
in Fortland at fair market value.

In conjunction with this transaction, we

also entered into a call option agreement that,

if exercised, would require the seller to sell
the seller's remaining 35% interest in Fort-
land at fair market value. The put and call
options are exercisable on and after Septem-
ber 30, 2010.

On February 22, 2007, we entered into a
stock purchase agreement to acquire a 51%
ownership interest in ZAO Cortec and its
subsidiaries (together "Corbina“], an inte-
grated provider of telecormmunication and
Internet services in Russia, for 8% of our
common stock outstanding immediately fol-
lowing the closing, $10.0 million in cash plus
the assumption of up to $9.0 million of debt.

Additionally, we shall refinance $45.
of debt that the seller owes to JSC\
bank. The refinancing will be effecte
an intercompany loan to Corbina. T
of this acquisition is subject to the
Federal Anti-Monopoly Service apps

These acquisitions have enabled
ize new opportunities in Russia and
increasing our customer base, incre
access to critical infrastructure incl
mile infrastructure and digital videc
cast technelogy, and furthering our
markets strategy.

REGULATORY DEVELOPMENTS

On January 1, 2004, a new Law on (
cations [the "Telecommunications L
into effect in Russia. While some of
porting regulations to implement th
munications Law have not been en:
Russian government approved in M
new rules for interconnection [the "
nection Rules”] that became effecti
January 1, 2006. These Interconnac
cantemplate a new three-layer inte
system consisting of domestic long
international long distance ["DLD/IL
and lecal operators. Under this new
end-users wilt have the right to cho
distance operator, and DLD/ILD ope
be required to have interconnection
each of the 88 constituent territorie
Russian Federation. In addition, the
munications Law created a univers:
fund ["USF”) charge, which became
on May 3, 2005, calculated as 1.2%
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from services provided o customers, exclud-
ing interconnection and other operators’ traffic
routing revenue. We have incurred approxi-
mately $4.7 million in USF charges for year
ended December 31, 2006, which is recorded
as part of cost of revenue. However, cn Febru-
ary 28, 2004, the Constitutional Court ofthe
Russian Federation ruled that the provisions
of the Telecommunications Law relating

to the USF charge do not comply with the
Constituticn of the Russian Federation érmd
shall become null and void as of January 1,
2007. unless the Telecommunications Law is
armended prior to that date. The Conslitutional
Court established that essential criteria for the
charge, including the maximum rate and basis
of calculation, must be established by legisla-
tive action and not by the administration. On
December 29, 2006, the Russian President
approved amendments to the Telecomrrﬁuni-
cations Law setting forth essential criteria of
the USF charge. These amendments hecame
effective on January 1, 2007. ‘

On May 31, 2005, we received a DLD/ILD
license in Russia which is valid until May 31,
2012. We are required under the license
to begin providing services and fulfill the
network requirements specified in the Inter-
connection Rules not later than May 31, 2007,
On January 16, 2006, we announced that the
construction of our Federal Transit Network
("FTN"] was complete in compliance with the
Telecommunications Law and our DLD/ILD
license. The FTN consists of four internationat
communications transit nodes, seven in{ercity
communications transit nodes deployed in
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each federal district of Russia, and 88 con-
nection points or FTN access nodes located in
each constituent territory of Russia. We have
obtained the required governmental permis-
sions for operation of all the international and
intercity commurications transit nodes that are
part of the FTN. On April 28, 2006, all of the 88
connection points were formally commissionad
by Rossvyaznadzor, a governmental body that
reports to the Ministry of Information Tech-
nologies and Communications of the Russian
Federation [the "Russian Ministry of Telecom-
munications”) that is responsible for the control
and the supervision of information technology
and communicaticns as well as for commis-
sioning the long distance networks. On June 29,
2006, we announced that we have entered into
interconnection agreements with all Russian
zonal incumbent fixed line telecommunications
operators. On December 15, 2006, the Russian
Ministry of Telecornmunications granted us
access codes lo operate our FTN. On January
29, 2007, we launched DLD/ILD services using
our FTN. We believe that provision of DLD/ILD
services will allow us to gain additional rev-
enues from cur international and demestic long
distance operations.

We believe that cur DLB/ILD license will
enable us to protect our relationship with our
corporate clients and, in the long term, expand
our business into the residential long distance
market. Under the previous regulation, the
lacal operators collected full tariffs for DLD/
ILD calls and passed only a portion of the rev-
anue to the DLD/ILD operator. However, in the
near term, we do not expect significant growth

in our DLD/ILD gross margins
incur additional costs payable
OAQ Svyazinvest {"Svyazinvest’
in the form of compensatory fe
surcharges. DLD/ILD carriers
pay this compensatory fee unt
are raisad to an economically s
increase in local tariffs is expe
pleted by the end of 2007.
Under the new system, the
may also act as agents for DLI
ers, billing clients for long dist
collecting payments on behalf
operators. We incur additional
to the local operators acting a
in the form of commission fee:
anticipate that our new license
increase of DLD/ILD revenues
gin to earn {ong distance rever
end-users. However, the impac
ILD revenues is dependent on
arrangements with the end-us
local operators establishad the
for our DLD/ILD services withi
set for tocal operators. Howeve
we may change this tariff setti
end-user tariffs. We are still ar
future DLD/ILD revenues to de
impact on our business and hc
classified for segment reportin
At present we continue to re
revenues from local operators
to these operators for intercon
agency fees, since the econom
our settlements with local ope
changed following the introduc



Interconnection Rules, and other conditions
that might otherwise require s to present
those same revenues and cosis on a gross
basis have not yet been fulfilled.

On March 6, 2007, Rossvyaznadzor warned
EDN Sovintel LLC ["Sovintel"}, our wholly
owned Russian subsidiary, that it should rem-
edy certain alleged violations in traffic routing.
The allegation follows an inspection by Ross-
vyaznadzor of an independen: operatar, QAQ
Arctel ["Arctel”). Rossvyaznaczor believes that
Sovintel inappropriately converted telephone
traffic of Arctel into IP-telephone traffic and
then incorrectly routed this traffic abroad. Dur-
ing the inspection of Arctel, rzpresentatives
of Rossvyaznadzor made thirzy-nine test calls,
all of which allegedly went through Sovintel's
network. Sovintel then tested and carried out
a full analysis of the routing of these calls. Fol-
lowing Sovintel's review, we determined that
nineteen calls were not made: through our net-
work and that the twenty rematning calls were
routed in accordance with existing regulations
and Sovintel's licenses. We have notified Ross-
vyaznadzor of the above findings and believe
that we have not violated our licenses.

In a letter dated December 20, 2006, several
deputies of the State Duma, wiote to the Rus-
sian General Prosecutor alleging that Sovintel
was illegally providing domestic and interna-
tional services prior to receipt of access codes.
The letter states thai becauss Sovintel had
not yet received access codes to offer such
services in the first, second and third quarter
of 2006, then Sovintel was operating illegally
in this respect. Further, the lelter requests

that the Prosecutor General's office conduct
an investigation of Sovintel's activities and, if
appropriate, charge those Sovintel officials
responsible for the activities. Sovintel received
the access codes in December 2006 and prior
to construction of its FTN was operating under
its previous licenses. We believe that we were
acting in accordance with Russian regulations
and legislation and it licenses.

On Octeber 19, 2005, the Russian govern-
ment enacted the Rules on Price Establish-
ment for Intercennection and Traffic Routing.
These rules list interconnection services and
traffic routing services provided by the in-
cumbent operators that are subject to pricing
regulation by the government. The effective
utilization and implementation of the Russian
long distance license is subject to the estab-
lishment of tariffs for interconnection and
traffic routing services to be provided by in-
cumbent Svyazinvest state-owned companies
and other incumbent operaters. The tariffs are
paid by long distance cperators to the incum-
bent local and zonal operators for each minute
of long distance traffic that is carried such
that all long distance operators are cross-
subsidizing the local and zonal netwark of the
incurnbent operators. Such cross-subsidy will
continue until January 1, 2008. By that date,
the new pricing setting mechanisms and tariff
re-halancing should be fully implemented.
During the first half of 2006, in the absence
of the regulated tariffs most of the incum-
bent operators, including all of Svyazinvest
companies, imposed their own independently
established tarifis on alternative long distance,

zonal and local operators. However
19, 2006, Rossvyaznadzor establish
imum limits for such tariffs. As a re
incurnbent operators are permitted
tariffs on alternative long distance,
local operators within these establi
Thus, effective July 1, 2006, tariffs f
nection with the incumbent zonal o
decreased. To minimize the impact
ments to the incumbent operators,
received licenses to provide zonal s
in all the regtons of the Russian Fe
During 2006, we started constructic
networks in 12 regions of the Russi
tion. To date, we have completed co
of zonal networks in Moscow, St. P
Kaliningrad, Pskov, Samara and Sa
regions of Russia. In total, we are p
to construct zonal networks in 28 tc
regions by the end of 2008. Howeve
regions where we have not complet
struction of zonal networks, we will
quired to act as an agent for zonal ¢
billing clients for intra-zonal calls ¢
ing payments on behalf of the zonal
We are still analyzing these change
ments with zonal operators to detel
the impact an our business.

In the third quarter of 2006, incu
Svyazinvest operators started introc
settlement rules for local traffic. Pr
1, 2006, we paid fixed monthly fees
connection lines with these operate
the new rules, the settlements will
on the actual velume of traffic. The
to the new rutes was not completed
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As a result of these changes, we expect
anincrease in cost of revenue which could
be partially offset by additional revenue for
the trafiic termination to our network.

In February 2005, we received nctice from
0AO Vimpel Communications ["Vimpelc?m"],
our largest customer, that it was diverting
a volume of traffic away from our network due
to their preliminary interpretation of traffic
routing regulations issued by the Russian
Ministry of Telecommunications. However,
in the third quarter of 2005, Vimpelcom traffic
volumes were restored to their previous 2004
levels as a result of our discussions with Vim-
pelcom and clarification from the regulatery
agencies. In April 2006, Vimpelcom received
- a DLD/ILD license. Vimpelcom is required
under the license to begin providing services
and fulfill the network requirements specified
in the Interconnection Rules not later than
December 12, 2007. However, until Vimpelcom
completes all technical requirements and
obtains formal commissioning by Rossvy-
aznadzor, we do not expect this carrier
to reduce its traffic volumes with us.

Cn March 4, 2006, the Russian President
approved amendments to the Telecommunica-
tions Law that introduced calling party ﬁays
rules ["CPP Rules”]. Effective July 1, 2004,
under the CPP Rules, generally alt incoming
calls, on fixed and mobite lines, in Russia are
free of charge, and only the fixed line or mobile
operators originating the call may charge the
customer for the call. Subscribers of fixed
line telephones did not pay for incoming calls
and, therefore, the CPP Rules will not haye an
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impact on fixed-to-fixed line calls, but the CPP
Rules impact the fixed-to-mobile calls as mo-
bile companies traditionally charged for incom-
ing calls in Russia. For the year ended Decern-
ber 31, 2006, we have recorded approximately
$31.5 million in additional revenue. However,
this increase in revenue was partially offset by
approximately $21.2 million in additional cost of
revenue due to the introduction of termination
charges to mobile networks.

In March 2006, the Ukrainian government
submitted to the Ukrainian Parliament
("Verkhovna Rada”] a draft law introducing
a USF charge in Ukraine, calculated as 2%
of revenue. In September 2006, this draft
taw was amended to make a USF charge
in Ukraine effective January 1, 2008.

[n April 2006, the NCCR issued a license for
GSM-1800 radio frequency to Golden Telecom
{Ukraine] ["GTU"), our subsidiary in Ukraine.
Currenily, GTU provides services in Kiev and
Odessa. The new license witl enable GTU to
ofier mobile services in 22 out of the remaining
25 regions of Ukraine that GFTU does not cur-
rently cover. Payment of the $5.5 million license
fee was made on May 10, 2004.

In May 2006, we began using the frequen-
cies and submitted registration documents to
UkrChastotNadzor, a Ukrainian governmental
body that is responsible for the contral and the
supervision of the radio frequencies. To date, we
have complied with the license requiremenis
related to the use of allocated radio frequencies
by launching operations in 4 out of 22 regions.
Effective July 15, 2006, the NCCR introduced
new tariffs for provision of voice services to

fixed line subscribers. As a re:
rebalancing policy, the tariffs |
and monthly fees increased ar
DLD/ILD calls decreased. Effe
1, 2006, the NCCR continued t
ancing process hy increasing !
local calls and monthly fees a
the tariffs for fixed-to-mobile
28, 2004, the Verkhovna Rada
amendments to the Ukrainian
communications which chang
telecommunication service tal
the public regulation. Under n
tariffs for DLD/ILD calls were
the public regulation. The am:
exclude fixed-to-mobile calls
tariff requlation. As a result of
we expect increased competit|
incumbent operators in DLD/I
market.

Effective January 1, 2007, i
duced new interconnection se
During 2006, we paid fixed mo
interconnection lines with oth
However, under the new rutes
will be based on the actual vol
As aresult of these changes,
increase in cost of revenue wh
be partially offset by additiona
the traffic termination to ourr



OTHER DEVELOPMENTS
Historically, our tariffs have been linked to the
United States dollar ["TUSD”). Since early 2000
the Russian ruble ["RUR"] exzhange rate-
against the USD has become relatively stable
and has appreciated in 2005 and during 2006.
In the second and the third quarters of 2006,
Sovintel introduced semi-fixed USD — RUR
exchange rate for settlements with the major-
ity of its customers. This rate is effective only if
the official USD exchange rate set by the Cen-
tral Bank of Russia ["CBR"] is below the fixed
level. If the RUR depreciates against USD so
that the CBR exchange rate exceeds the fixed
level, Sovintel will resume applying the CBR
exchange rate, or floating rate, for settlements;
with its customers. However, most of our direct
competitors continue to link their prices to
the USD payable at the CBR exchange rate,
so when the RUR appreciates, their prices
effectively become lower in the RUR terms
in relation with our prices. As a result, if the
RUR appreciates against USD so that the CBR
exchange rate significantly differs from the
fixed level, Sovintel may lower the fixed level in
arder to respond to the pricirg pressure fram
its competitors. Following the introduction of
the semi-fixed USD — RUR exchange rate for
settlements with its customers, Sovintel in-
troduced the same exchange rate mechanism
for settlerments with its employees related to
salaries, bonuses and unused vacation accruzl
eitective August 1, 2006.

In September 2005, we granted stack ap-
preciation rights ["SARs”) to sur Chief Execu-
tive Officer ["CEQ") with respazct to 200,000

shares of our common stock, at a share price
which was the closing price of our common
stock on the NASDAQ Global Select Market
on July 19, 2005 ["CEO Granting Share Price”],
which was $29.83, ane-third of which shall be
and become vested and nonforfeitable on each
of the first three anniversary dates from
September 1, 2003, provided the CEQ remains
continucusly employed by us until each such
relevant date. The SARs shall be fully vested
if there is a change in control. If, prior to Feb-
ruary 28, 2009 and during the CEO’s period
of employment with us, the average closing
stock price of one share of our common stock
on the NASDAQ Global Select Market, ex-
ceeded $50.00 during any thirty day consecu-
tive period, the CEO would be granted SARs for
an additional 200,000 shares of our cormnmon
stock at the CEQ Granting Share Price, which
SARs should be fully vested upon issuance. On
February 8, 2007, our common stock achieved
the $50.00 threshold and CEQ was granted ad-
ditional fully vested SARs in respect of 200,000
shares of our common stock. The 5ARs
granted do not have a contractual term. How-
ever, all SARs shall be cancelled, end we shall
make a payment ta the CEQ upon the termina-
tien of employment for any reason with respect
of the SARs vested. The SARs provide for a
cash only settlement and the related obligation
is recorded as a liability in the consolidated
financial staternents.

In December 2005, we granted 5ARs
with respect to 851,800 shares of cur com-
mon stock to senior management and other
employees, of which 104,800 were forfeited

by employees who left us during 20
SARs were granted pursuant to the
Telecom, Inc. 2005 Stock Appreciat
Plan 72005 SAR Plan"} and the ED
Stock Appreciation Rights Bonus P
vintel SAR Plan”] at a share price w
lower of: [i] the average between th
low sales price per share of comm
the grant date, or in case no such ¢
place on the grant date, the last da
a sale occurred or {ii] the average ¢
price per share of our common sto
fourteen trading days immediately
such date, which was $26.808 ["Gr:
Price”]. Seventy-five percent of the
shall be subject to time vesting, on
which shall be and become vested
feitable on each of the first three ar
dates from December 12, 2005, prc
the employee remains continuousl:
by us until each such relevant date
ing Share Price shall increase by fi
on each anniversary date after Dec
2005, in association with the SARs
be and became vested and nonforfs
on each such anniversary date. Tw
percent of the SARs granted were ¢
performance vesting upon our com
achieving a closing trading price of
$50.00 per share for thirty consecu
as determined in our sole discretio

On February 22, 2007, our comm
achieved the $50.00 threshold and
mance vesting SARs became fully s
SARs have a contractual term of 5
aggregate number of shares of con
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which may be issued pursuant to the 20:05
SAR Plan at the discretion of the grantees
shall be 200,000 shares. The SARs issugd pur-
suant to the Sovintel SAR Plan provide for

a cash only settlement. The related cbligation
is recorded as a liability in the consolida:ted
financial statements. .

In 2006, we granted SARs with respect
to 177,000 shares of our cemmaon stock to
senior management, of which 10,000 were
ferfeited by a senior manager who left Us dur-
ing 2006. The SARs were granted pursuant to
the 2005 SAR Plan at the weighted-average
exercise price of $27.94. '

We are currently reviewing our SARs pro-
gram and investigating other farms of eguity
based compensation for our employees to
decrease volatility of related expenses.

During the fourth quarter of 2006, we
revised our estimate of allowance for do:ubtful
accounts to reflect changes in the business,
recent historical collections experience and
other currently available evidence. The change
in accounting estimate increased net income
for the year ended December 31, 2006 by ap-
proximately $2.4 million, net of tax (equivalent
to $0.07 per common share — basic and $0.07
per common share — diluted).

In the fourth gquarter of 2006, we reversed
a $2.4 million liability with a former share-
holder because of the expiration of the statute
of limitations.

o4

HIGHLIGHTS AND OUTLOOK

Since early 2000 we have witnessed a recovery
in the Russian market, but downward pricing
pressures persist from increased competition
and the global trend toward lower telecommu-
nications tariffs. In 2005 and during 2004,

our traffic volume increases exceeded the
reduction in tariffs on certain types of voice
traffic. This is a contributing factor to the
increases in cur revenue in 2005 and during
2006. We expect that this trend of year over
year increases in traffic votume will cantinue
as long as the Russian economy continues

to develop at its current pace. Although our
revenue growth is strong, our overall margins
continue tc be impacted by price increases for
services received from monopolistic incum-
bent operators and competition from other
carriers,

In order to handie additional traffic volumes,
we have expanded and will continue to expand
our fiber optic capacity along our heavy trafiic
and high cost routes to mitigate declines in
traffic margins, reduce cur unit transmission
costs and ensure sufficient capacity to meet the
growing demand for data and Internet services.
We expect to continue to add additional trans-
mission capacity, which due to its fixed cest
nature can initially depress margins, but will
over time allow us to improve or maintain our
margins.

We continue to follow our strategy of regional
expansion. The project for the construction of
the Russian inter-city fiber optic link that we
launched in the middle of 2004 has continued
througheout 2005 and into 2006.

To date, we have complsted co
inter-city fiber optic cable line
to Ufa through Nizhay Novgorg
under a commercial agreemer
cam. In addition, we have com)j
tion of the Oktyabrsky to Sama
optic Unk. This Oktyabrsky to 5
is part of a larger fiber optic cz
run from Ufa to Saratov. We st
tion of the Samara to Saratov (
this part of the inter-city fiber ¢
to be operational in the seconc
We have comptleted constructic
optic link between Kamensk-5
in the southern part of Russia
in the eastern part of Ukraine.
invested approximately $28.0 n
projects. In September 2006, w
agreement with Vimpelcom wr
to use the fiber optic cable line
to Krasnodar through Voronezl
Don constructed by Vimpelcor
in 2007 we have started constr
fiber optic link from Ufa to Per
mara to Uralsk in the northern
stan. We intend to connect our
in the European part of Russia
network and plan to invest a to
mately $55.0 million in this anc
bone projects by the end of 20(

fn Ukraine, we have started
of a national fiber optic networ
regional centers with cross bor
to Hungary and Poland. In Feb:
completed construction of the
between Uzhgarod and Lvov wi



to the Hungarian border. In June 2006, we comn-
pleted construction of the fiber optic link from
Lvov to Kiev through Lutsk, Rovno and Zhitomir,
In October 2006, we completed construction

of the link between Kiev and Kharkov through
Chernigov and Sumy. We are currently install-
ing equipment on the Kiev to Kharkov link, We
expect that this STM-16 link will be operational
in the second guarter of 2007,

The fiber optic communicetion lines consist
of new generation networks that will enable us.
to provide high quality Internet access, data and
voice services. Development of our fiber optic
network is part of our broadband access rolloct
strategy. In addition, it aliows us to enter the
long distance communication market and take
advantage of our DLD/ILD licanse. By launchirg
our own fiber optic communiczation lines, we
will be able to optimize and significantly reduc:
our expenditures associated with the lease
of trunk channels from other operatars, affer
competitive rates on Internet and voice services
to the end users in the regior s, while maintain-
ing traditionally high quatity of the services
offered.

The rapid growth of the telecommunication:
market in Russia, Ukraine, and the CIS is fueled
by macroeconomic growth and the inflow of
direct foreign investment. We anticipate that the
economic growth in these markets will create
additional demand for telecommunications se *-
vices, Additionally, in line with worldwide trends,
we are starting to observe new customer de-
mands for more sophisticated telecommunica-
tions and Internet services as well as for other
new technologies. We are recponding to these

customer demands by testing and implement-
ing new technologies such as WiFi, voice over
Internet protocol ["VolP"), wireless local loop
and high-speed consumer Internel. Such new
technologies will remove some of the barriers
to access that some of our customers currently
face. For example, with wireless local loop, we
can connect remote customers to our network
by bypassing the incumbents’ wire network

in order to provide higher quality access.

We continue to seek growth opportunities
organically, through selective acguisitions, and
through the development of new product lines,
While our research indicates the telecommuni-
cations services sector in business segments
in the Moscow and St. Petersburg markets of
fixed telecommunications services will continue
to grow, we believe that the bulk of our growth
will come from key regional cities. Currently, we
have a commercial presence in more than 80
cities including 17 out of the 20 largest Russian
cities, representing approximately 40% of the
total fixed-line telecom market in Russia. In 11
of these cities we have a market share of 10%
or higher.

In October 2006, we launched a re-brand-
ing campaign with the new logo, color scheme
and slogan "Achieve more!” The new brand
is primarily targeted at retail customers and
maintains various products under one "master”
brand driving up general brand recognitior and
opportunities for cross-selling. Total costs for
the campaign for the year ended December 31,
2006, were approximately $2.5 million. We will -
continue to align the strategy of each of our
business segments with market forces in

the countries where we operate. In
strategy is to defend and grow our r
share through aitractive service offe
supported by excellent customer ca
focused on expanding into the regio
as the fast growing small and medil
businesses ("SMB") and the small ¢
office ["SOHO") markets. In those ¢:
the potential SMB and SOHO custor
not on our network, our ability to ful
from growth in these market segm:e
depends on the regulatory situation
ability to get access to the copper a
frastructure of the incumbent opere
reasonable terrs and conditions.
Our recently constructed FTN ai
of access codes will also present n
tunities for growth. Qur FTN provig
a potential customer base across :
graphic zones in the Russian Fede
to 2.2 million businesses, 143 milli
of which there are 32 million resids
tormers, in the 88 Russian regions.
increase from our previous breadt
age which only allowed us to reach
in Russia with up to 0.3 million bus
and a population of 77.1 million pe
the FTN, we will be able to offer ou
range of telecornmunications servi
ing DLD/ILD telecommunications
to every person and all businesses
Russia’s eleven time zones. We es!
based on the existing client base, :
marketing campaign and a highly
experienced direct and indirect sal
will be able to capture at least 20%
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share of the total DLD/ILD market in Russia
by the end of 2010.

In Carrier and Operator Services, our strat-
egy focuses on partnering with more operators
in the regions to enhance our traffic termination
capabilities. We have also launched additlcnal
value-added products for our carrier partners
that strengthen our leading position in the Rus-
sian and CIS markets. These new products are
designed to offer "best quality” voice and data
transport to ensure greater customer loyalty
while protecting margins.

In Consumer Internat Services, we recognize
that new technologies are making their way
into Russia, Ukraine, and the CIS. We expect
that broadband competition and substitution
will increase in the future, and that dial-up
margins will continue to decline over timé as
the average revenue per subscriber continues
to decline and as a result of the introduction
of origination fees payable. In response to a
continuing decline in our dial-up subscriber
base in Moscow, we are currently exploring
apportunities to enter the breadband market
in Moscow and elsewhere in Russia, Ukraine,
and the CIS. However, our expansion in thjs
area is currently limited by restrictions on our
access io unbundled local loop. So far, we have
access to unbundled local loop in Kazan and
Tashkent. Therefore, we are currently look-
ing at alternatives to deliver quality broadband
Internet services at competitive pricing in'our
major markets. We plan to pravide broadband
services through our broadband networks
based on such approaches as WiFi/WiMAX,
Digital Subscriber Line ("DSL’], fiber-to-the-
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building {"FTTB"], and by selective acquisitions
of local loop. The broadband development will
enable us to offer high quality services such as
breadband Internet access, voice over broad-
band packaged with our Aport internet search
engine to offer location-based search services.
The broadband services will be competitively
priced and will offer higher speed services than
many other Internet access services currently
available in Moscow.

As part of our broadband access strategy,
we deployed one of the largest WiFi metropoli-
tan networks in the world. Our WiFi network
covers approximately 800,000 households in
Moscow and consists of 6,700 WiFi access
nades. In the fourth quarter of 2006, we com-
menced the final stage of the network testing.
More than 90,000 users have registered for the
testing since the network became available
in trial mode. On March 1, 2007, we launched
commercial operations of our WiFi network in
Moscow. To date, we have approximately 6,000
customers who use our paid WiFi services in
Moscow. We plan to offer indoor and outdoor
access to approximately one-third of the 3.9
million households in Moscow and to migrate
our dial-up customers in Moscow onto a new
WiFi platform. We estimate that with our
wireless broadband access affering we will be
able to capture 20% market share in Moscow
or 300,000 to 400,000 subscribers by 2010.
Following the acquisition of 5-Line in October
2006, we intend to roll out wireless broadband
network in Kiev and other regions of Ukraine.
In addition, we plan to provide wireless broad-
band coverage in the higgest cities and areas

such as St. Petersburg, Nizhny
Ekaterinburg, Krasnoyarsk, So
Krasnodar, and Tashkent. We f
the deployment of broadband :
selected regions. To date, we h
DSL nodes installed with a con
ity of approximately 60,000 por
custorners using D5SL services
in the CIS. We intend to expanc
strategy to be able to provide b
net access, VolP, digital televis
over broadband services to a w
market. In April 2006, we bega
broadband services based on f
ogy in Kiev with the coverage o
24,000 households. We are in t
rolling out a FTTB based netwi
Novgorod which will cover app
250,000 households.

Our Mobite Services line of |
us to provide additional service
nian wireline customers. In the
expect to follow a marketing st
at attracting high revenue cust
maintaining our corporate mar
Kiev and Odessa. Our recently
1800 radio frequency license fc
22 regions of Ukraine will also
opportunities. This license pro
potential customer base of 38.
or approximaiely 81% of the Ul
tion, compared with our previo
5.1 million people. On July 13,
into an agreement with ZAQ Ul
Systerns ["URS”), a subsidiary
for the provision of roaming se



agreement enables our mohile customers

to use the national roaming sarvices of URS
nationwide network. In addition, we plan to
provide mobile over broadband services in
Ukraine. On October 5, 2006, we announced the
commencement of construction of our fixed-
mobite canvergent ["FMC”) network in Ukraine.
The FMC network combines the advantages

of fixed-line and mobile comriunications and
will be the first converging communications
network in Ukraine. To date, we have deployed
the FMC network in Kiev and Odessa based on
our existing GSM-1800 networks and wireless
segments of the FMC networlc in Donetsk, Za-
porozhye, and Ivano-Frankovsk. In the second
guarter of 2007, we plan to ccmplete network
testing and taunch commercial operations. In
2007, we plan to deploy the FIMC network in

an additional 19 regions of Ukraine. However,
we do not expect significant crowth in mobile
revenue from the roaming ag-eement with UR’
until our FMC network is fully deployed. We be-
lieve that with the launch of the FMC services
we will be able to capture 5% of the Ukrainian
mobile market by the end of 2010,

The acquisition of Fortlanc enhances our
broadband expansion strategy and will enable
us ta expand into the media market. Kolangan
holds licenses to provide digizal television ser-
vices in Moscow and St. Petersburg. We also
plan to apply for the licenses in other major
cities of Russia. These licens2s will be used
to broadcast digital television channels with
a higher quality of picture and to provide pay-
per-view services using the Digital Video
Broadcast — Terrestrial ("DV3-T"] standard

in MPEG-4 coding. The combination of access
to DVB-T technology with our wide geographi-
cal presence across Russia will provide us with
a potential market of up to 11 million house-
holds in 22 major Russian cities with a popula-
tion of 35 million people. The Fortland acqui-
sition will enable us to deliver a Triole Play
service package, including high speed Internet
access, digital television with about 50 chan-
nels, and VolP. We plan to begin deployment

of DVB-T transmitters in the first half of 2007
in order to start broadcasting in the fourth
quarter of 2007.

The acquisition of Corbina, if consummated,
will strengthen our position in the Moscow
mass market and SMB/S0HO telecommunica-
tions market. To date, Corbina's FTTB network
covers approximately 2.6 million households
in Moscow, St. Petersburg, Yareslavl, Tula, and
Kaluga. Corbina has approximately 170,000
broadband Internet customers. By the end of
2008, Corbina plans to achieve a subscriber
base of mare than 400,000 broadband sub-
scribers. [n addition, Corbina primanily targets
SMB customers in the BCS segment, whereas
we histarically focused on the high-volume
business customers. Corbina also provides
mobile services in Moscow using its D-AMPS
network. To date, Corbina has approximately
35,000 active high-usage customers. The Cor-
bina acquisition will enable us to offer quadric-
play products to the mass market as we bundle
broadband Internet access, VolP, internet
protocol television ["IPTV"], and mobile virtual
network ["MVN"} based services.

CRITICAL ACCOUNTING POLICIES
The fundamental objective of financ
ing is to provide useful information
a reader to comprehend our busine
ties. To assist that understanding, r
ment has identified our “criticat acc
policies”. These policies have the ps
to have a significant impact on our:
statements, either because of the s
of the financial statement itermn to w
relate, or because they require judg
estimation due to the uncertainty in
measuring, at a specific point in tin
which are continuous in nature.
Revenue recognition policies; we ri
operating revenues as services are
or as products are delivered to cust
installed. Under multiple-delivery ¢
involving a combination of preduct «
installation and maintenance, conn
and service fees, revenues are reco
based on the relative fair value of tt
tive amounts. Elements are groupe
are inseparable or objective eviden:
value does not exist. Certain revent
connection and installation fees, ar
We also defer direct incremental cc
to connection fees, not exceeding i
deferred. Deferred revenues are su
recognized over the estimated aver
tomer lives, which are periodically |
by us, and such reassessment may
our future operating results. In det:
ing the recording of revenue, estim:
assumptions are required in asses:
expected conversion of the revenue
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cash collected. DLD/ILD and zonal revenues
are recorded gross or net depending on the
contractual arrangements with the endus-
ers. We recognize DLD/ILD and zonal revenues
from local operators net of payments toithese
operators for interconnection and agency fees
when local operators establish end-user tariffs
and assume credit risk.

Allowance for doubtful accounts policies;

the allowance estimation process requires
management to make assumptions based

on historical results, future expectations,

the economic and competitive environment,
changes in the creditworthiness of our cus-
tomers, and other relevant factors. Changes
in the underlying assumptions may have a
significant impact on the results of our opera-
tions. In particular, we have certain amounts
due to and from subsidiaries of a European
telecormmunications operator who is currently
subject to bankruptcy proceedings. The ulti-
mate resolution of this matter will be affected
by a number of factors including the determi-
nation of legal obligations of each party, 'the
course of the bankruptcy proceedings, and the
enforceability of any determinations. We have
recognized provisions based on our prelimi-
nary estimate of net exposure on the resolu-
tion of these receivables and payables.

If our assessment proves to be incorrect we
may have to recognize an additional provision
of up ta $1.9 million, net of tax, although man-
agement believes that the possibility of such
an adverse outcome is remote.

Long-lived asset recovery policies; this policy
is in retation to long-lived assets, consisting
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primarily of preperty and equipment and intan-
gibles, which comprise a significant portion
of our total assets. Changes in technology

or changes in our intended use of these as-
sets may cause the estimated period of use
or the value of these assets to change. We
perform pericdic internal studies to confirm
the appropriateness of estimated econamic
useful lives for each category of current prop-
erty and equipment. Additionally, tong-Llived
assets, including intangibles, are reviewed

for impairment whenever events or changes
in circumstances have indicated that their
carrying ameunts may not be recoverable.
Estimates and assumptions used in both set-
ting useful lives and testing for recoverability
of our long-lived assets require the exercise
of management’s judgment and estimation
based on certain assumptions concerning the
expected life of any asset and expected future
cash flows from the use of an asset.

Goodwill and assessment of impairment;
commencing from the adoption of Statement
on Financial Accounting Standard ["SFAS”
No. 142, "Goodwill and Other Intangible As-
sets”, on January 1, 2002, we perform goodwill
impairment testing annually as of October 1
or whenever impairment indicaiors exist. This
test requires a significant degree of judgment
about the future events and it includes deter-
mination of the reporting units, allocation of
goodwill to the regorting units and comparison
of the fair value with the carrying amount of
each reporting unit. Based on the discounted
cash flow valuations performed in 2006,

we concluded that for all reporting units the

fair value is in excess of the re
ing amounts.

Valuation allowance for defer
we record valuation allowance
effects of deductible temporar
and loss carry forwards when,
of management, it is more like
the respective tax assets will 1
Changes in our assessment of
realization of deferred tax ass
aur effective income tax rate.
Business segment informatio
segments within the telecomn
dustry: Business and Corpora
rier and Operator Services, Cc
Services and Mobile Services.
portion of our cost structure, i
investment in infrastructure, b
segments. As a result, we per|
of certain costs in order to rep
segment information for man:
financial reporting purposes. 4
allocation techniques and par:
impact the reported results of
ness segments.

Functional currency; prior to |
ter of 2006, the functional cur
aur foreign subsidiaries was il
secand and the third quarters
introduced a semi-fixed USD -
rate for settlements with a ma
customers, This rate is applic:
USD exchange rate set by the
fixed level. If the RUR depreciz
USD so that the CBR exchang:
the fixed level, Sovintel will res



the CBR exchange rate, or flcating rate, for
settlernments with its customers. As a result
of these changes, we re-evaluated the func-
tional currency criteria under SFAS No. 52,
"Foreign Currency Translation”, and deter-
mined that, beginning July 1, 2006, the func-
tional currency of our subsidiaries domiciled
in Russia is the RUR. The change was adopted
prospectively beginning July 1, 2006 in ac-
cordance with SFAS No. 52. Mo restatement
of comparative amounts was made for the
change in functional currency, Therefore,
the financial statements of our subsidiaries
domicited in Russia on Decernber 31, 2006,
were translated into USD using the current
rate method. Assets and liabilities were trans-
lated at the rate of exchange prevailing at the
balance sheet date. Stockholders’ equity was
translated at the applicable historical rate.
Revenue and expenses were translated at the
monthly average rates of exchange. Transla-
tion gains and losses were included as part
of accumulated other comprzhensive income,
The change in functional currency re-
sulted in a translated value for the opening
{i] property and equipment, net, [ii] goodwill
and liii) intangible assets, net, that is approxi-
mately $35.6 million, $19.5 rnillion, and $9.4
miltion higher, respectively, than the amounts
reported on June 30, 2006, when the USD was
the subsidiaries’ functional currency. This
change in the carrying amount of property ard
equipment, goodwill and intangible assets hzs
been reflected directly in shareholders’ equity
as part of other comprehensive income. In
addition, we recorded an opening deferred tax

liability of $2.2 millien and an opening miner-
ity interest of $1.3 millicn in association with
the change in functional currency. The impact
of the change in functional currenzy resulted
in a $3.7 million increase in depreciation

and amortization, a $1.3 million decrease

in foreign currency gain, and a $1.8 million
decrease in income taxes for the year ended
December 31, 2006.

Stock-based compensation; effective January
1, 2004, we adopted SFAS No. 123R to account
for Share Based Payments. Under SFAS

No. 123R, we are required to calculate and
record the cest of equity instruments, such

as stock options or restricted stock, awarded
to employees for services received in the
income statement. The cost of the equity
instruments is to be measured based on the
fair value of the instruments on the date they
are granted or, if the number of shares to

be issued or the exercise price is unknown,
re-measured at each reporting date and is re-
quired to be recognized over the period during
which the employees are required to provide
services in exchange for the equity instru-
ments. The fair value of a SAR is estimated
using the Monte Carlo simulation-based valu-
ation model that incorporates the assumptions
of the stock volatility, risk-free interest rates,
dividend yield, employee exercise patterns
and forfeiture rates.

CRITICAL ACCOUNTING ESTIMATE
Accounting estimates are an integra
financial statements prepared by m:
and are based upon management’s

judgments. Certain accounting estin
particularly sensitive because of the
cance to the financial statements ar
of the possibility that future events &
them may differ markedly from mar
current judgment. We believe the fol
items represeni such particularly se
accounting estimates:

Allowance for doubtful accounts; &
in the underlying assumptions of re
of accounts receivable by respective
or certain specific accounts that are
from the specific and general allow:
have a material effect on our curren
results of operations. We believe the
ance for doubtiul accounts is adequ.
estirnated losses in our accounts re
balances under current conditions.

Tax provisions; in the course of pre
financial statements in accordance
GAAP, we record potential tax loss ¢
under the guidelines of SFAS No. 5,

ing for Contingencies”. In general 5
5 requires loss contingencies to be 1
when they are both probable and re:
estimable. In addition, we record ott
tax provisions under the guidelines
109, "Accounting for Income Taxes™.
judgment is required to determine v
provisions should be recorded, and
and circumstances change, when st
sions should be released.
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Useful lives of property and equipment and
certain intangible assets; our network assets
and amortizable intangible assets are depre-
ciated and amortized over pericds generally
ranging from five to ten years. Any reduction
or increase in the estimated useful lives for

a particular category of fixed assets or intan-
gible assets could have a material effect

on our future results of operations.

Business combinations; SFAS No. 141, “Busi-
ness Combinations”, requires us to recagnize
the share in the assets of businesses aclquired
and respective liabilities assumed based on
their fair values. Our estimates of the fair
value of the identified intangible assets of
businesses acquired are based on our expec-
tations of future results of operations of such
businesses.

RECENT ACCOUNTING PRONOUNCEMENTS
Until January 1, 2006, we followed the provi-
sions of SFAS No. 123, "Accounting for Stock-
Based Compensation”, for our Equity Partici-
pation Plan and SARs Plans. SFAS No. 123
generally allowed companies to either account
for stock-based compensation under the fair
value method of SFAS No. 123 or under the in-
trinsic value method of Accounting Principles
Board ["APB”) No. 25, “Accounting for Stock
Issued to Employees”. The fair value method
required compensation cost te be measyred
at the grant date based on the value of the
award and to be recognized over the service
period. We had elected to account for our
stock-based compensation in accordance with
the provisions of APB No. 25 and present pro
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forma disclosures of resulls of operations as
if the fair value method had been adopted.

In December 2004, the Financial Account-
ing Standards Board {"FASB") issued SFAS No.
123R [revised 2004), "Share Based Payment”,
which is a revision of 5FAS No. 123. SFAS No.
123R supersedes APB No. 25, "Accounting for
Stock Issued to Employees” and amends SFAS
No. 95, "Statement of Cash Flows". Under
SFAS No. 123R, companies must calculate and
record the cost of equity instruments, such
as siock options or restricted stock, awarded
to employees for services received in the
income statement; pro forma disclesure is no
longer permitted. The cost of the equity instru-
ments is to be measured based on the fair
value of the instruments on the date they are
granted or, if the number of shares to be is-
sued or the exercise price is unknown, remea-
sured at each reporting date and is required to
be recognized over the period during which the
employees are required to provide services in
exchange for the equity instruments. In April
2005, the Securities and Exchange Commis-
sion delayed the effective date of SFAS No.
123R until January 1, 2006 for catendar year
companies.

We adopted SFAS No. 123R as of January 1,
2006 using the modified prospective method
which requires the application cf the SFAS No.
123R in cur accounting for SARs and stock op-
tions. Prior to the adoption of SFAS No. 123R,
we accounted for SARs by remeasuring the
intrinsic value of the SARs at each reporting
period and adjusted compensation expense
and the related liability for the change in the

intrinsic value. From January
account for SARs at fair value
with the modified prospective
solidated financial statements
have not been restated to refls
include, the impact of SFAS N

The impact of the adoption
was an increase in cost of reve
mately $0.2 million, an increa:
general and administrative ex
mately $1.9 million, including
payroll taxes, and a deferred t
approximately $0.3 million for
December 31, 2006. In additio
a cumulative effect of a chang
principle of $0.7 million, net o
ing the difference between the
the intrinsic value of SARs at .
The total impact of the adoptic
123R was a reduction in net in
proximately $2.5 million, net ¢
ended December 31, 2006, eq
per common share — basic ar
common share — diluted, rep
pensation expense in connecti
Compensation expense recorg
with outstanding SARs was $1
related tax benefit of $2.7 mill
ended December 31, 2006. Co
pense recorded in connection
stock options was negligible fc
December 31, 2006, because t
were primarily vested at Decel

The weighted-average fair
outstanding as of December 3
$21.50 per SAR. As of Decemit



there was $8.3 million of total unrecognized
compensation cost related tc non-vested 5ARs
awards. That cost is expected to be recognized
over a weighted-average req.risite service
period of 0.7 years.

The impact of the adoption of SFAS No.
123R depends on, among other things, the
price of our stock, as well as the assump-
tions used to value SARs granted, such as the
volatility of our stock, risk-free interest rates,
employee exercise patterns and forfeiture
rates. The impact of additional SARs grant,
if any, cannot be estimated at this time.

In June 2006, the FASB issued FASB Inier-
pretation No. 48 ["FIN No. 48"], "Accounting
for Uncertainty in Income Taxes — an inter-
pretation of FASB Statement No. 1097 which
is effective for fiscal years beginning after
December 15, 2006. FIN No. 48 clarifies the
accounting for uncertainty ir income taxes
recognized in the financial siatements by
prescribing a recognition threshold and mea-
surement attribute for the financial statement
recognition and measurementi of a tax position
taken or expected to be taken in a tax return.
We will adopt FIN No. 48 as of January 1, 2007.
We are currently evaluating ~he impact of
adopting FIN No. 48 on our financial condition,
results of operations and cash flows.

RESULTS OF OPERATIONS

The results of our four business segments from
the operations of our consolidated entities com-
bined with the non-consolidated entities where
we are actively involved in the day-to-day manage-
ment, are shown in Note 14 "Segment Informa-

tion - Line of Business Data™ to our consolidated
financial statements. In addition, revenue and
casts from related parties are shown in Note 13
“Related Party Transactions”.

According {0 Russian government estimates,
inflation in Russia was 12% in 2004, 11% in 2005
and 9% in 2006. The Russian government expects
inflation to be approximately 7% to 8% in 2007.
Although the rate of inflation has been declining,
any return to heavy and sustained inflation could
lead to market instability, new financial ¢rises,
reduction in consurner buying power and erosion
of consumer confidence.

The discussion of our results of operations
is organized as {oltows:

» Consolidated Results. Consolidated Results
of Operations far the Year Ended December
31, 2006, compared to the Consolidated Re-
sults of Operations for the Year Ended Decem-
ber 31, 2005

+ Consotidated Financial Position. Consoli-
dated Financial Position at December 31,

2006, compared te Consolidated Financial
Position at December 31, 2005

» Consotidated Results. Consolidated Results
of Operations for the Year Ended December
31, 2005, compared to the Consolidated Re-
sults of Operations for the Year Ended Decem-
ber 31, 2004

= Consolidated Financial Pasition. Consoli-
dated Financial Position at December 31, 2005,
compared to Consolidated Financial Position
at December 31, 2004.
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Consolidated Results

Consolidated Results - Consolidated Results of Gpera-
tions for the Year Ended December 31, 2004, Compared to
the Consuolidated Results of Operations for the Year Ended
December 31, 2005

CONSOLIDATED REVENUE FOR THE YEAR ENDED DECEMBER 31,

in millions ] 2005 | 2006

REVENUE _

Business and Corporate Services $387.4 $487.2

Carrier and Operator Services 221.4 309.1
} Consumer Internet Services 445 48.7

Mobile Services 14.1 9.6

TOTAL REVENUE $ 6674 $ 854.6

CONSOLIDATED REVENUE FOR THE YEAR ENDED DECEMBER 31,

in millions 2005 | 2006
REVENUE
Moscow o $ 4366 $535.6
Northwesl region of Russia ) 99.9 756
._- Otiwe_r%ions_ o_f-_Rissia and CIS 1229 185.9
Ukraine 738 823
Eliminations [25.8) (28.8]
TOTAL REVENUE $ 667.4 $ 854.6
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REVENUE

Our revenue increased by 28% t
lion for the year ended Decemnb
$667.4 million for the year ende
2005. The breakdown of revenu
group and geographic regions :
tables on the leit.

Business and Corporate Servic
from Business and Corporate S
by 26% to $487.2 million for the
Decernber 31, 20056 from $387.:
year ended December 31, 2005.
growth in Russia, Ukraine, and

continuing demand for our telet
solutions have continued to hel|
enue in this line of business. Ov
contracts in this line of busines:
184,206 on December 31, 2005,
December 31, 2006, an increas

Revenue from the BCS divisiol
increased by 24% to $395.8 m
ended December 31, 2006, fro
for the year ended Decernber |
BCS revenue increased by apy
million in 2006 due to the intrc
semi-fixed USD-RUR exchang
ments with the majority of its
[n 2006, Sovintel recorded app
million of additional revenue r
intreduction of CPP. BCS revel




in whole numbers. BCS Moscow zustomer statistics on December 31: 2005 2006 |
Total clients 23,013 23,456
Business centers 791 920
Trade centers 68 94
Hotels 48 53
Direct inward dialing lines 127,000 138,000
Ethernet / Metropolitan Ethernet Network connectior s 1,708 2,652
High speed Internet active contracts 483 976

our largest market, increasec by $46.4 million,
or 19%, to $292.5 million in 2006 from $246.1
millicn in 2005. However, as a percentage of
total Sovintel BCS revenue, Moscow decreasec
from approximately 77% in 2005 to approxi-
mately 74% of Sovintel's total BCS revenue in
2006. This decrease is the result of the expan-
sion of Sovintel's BCS business in the Rus-
stan regions. Our BCS Moscow voice revenue
continues to grow as we expand cur client
base and comprises over half of our total BCS
revenue in that market. Additionally, we expe-
rienced a decrease in the competitive pres-
sures affecting rates. In 2004, BCS Moscow
revenue from data and Internzt services grew
signiftcantly not only due to an increase in

our customer base, but also due to increased
business from existing custorners. We expect
our revenue from BCS Moscow Lo continue to
grow as we continue to exper ence significant
investment in the Moscow commercial real-
estate market. Our ongoing relationships with
Moscow real-estate develope s should enable

us to continue to grow the number of trade and
business centers where we provide services to
end users. Furthermore, we have implemented
a key account program in Moscow 0 protect
our relationships with our largest clients and
to foster cross selling. Additionally, we expect
demand for call center and data center ser-
vices to continue to demonstrate sirong growth
in Moscow. Our revenue from call centers and
data centers increased by approximately $3.4
million, or 180%, in between 2005 and 2006.
These services now account for approximately
$7.7 million in revenue in BCS Sovintel. Refer
to the table below for key operating statistics
for BCS Moscow (is shown in the table above).
Sovintel regional BCS revenue incraased by
446% to $103.3 million in 2006 from $71.9 mil-
lion in 2005. As a percentage of total Sovintel
BCS revenue, regional BCS revenue increased
from approximately 23% in 200% to approxi-
mately 26% of Sovintel's total BCS revenue in
2006. Sovintel regional BCS business con-
tinues to grow as we assist our customers in

developing their businesses in Rus:
outside of Moscow.

Revenue from the BCS division o
increased by 24% to $49.8 million fc
ended December 31, 2006, from $4l
for the year ended December 31, 2€
increase in revenue was dueto a 21
in the minutes of use resulting fron
increase in the number of serviced
Partly offsetting these increasing fa
a 1% decrease in the average rate [
of use per line per manth due ta mu
dential, SMBs, and regional custorr
client base, and traffic migration to
networks. In 2005, GTU began provi
services to residential customers a
approximately 9,370 residential cus
as of December 31, 2006, and 4,648
December 31, 2005, GTU expects re
from residential customers to incre
future as it expands its network to r
residential buildings in Ukraine. Adi
ally, data and Internet revenue incre



GOLDEN TELECOM INC. ANNUAL REPORT 2004

approximately $4.5 million due to increase in
the number of ports in service. Our acquisition
strategy also contributed to the overall BCS
growth in 2006. Our revenue increased by ap-
proximately $5.3 million due to the acql,:jisitions
of Sakhalin Telecom and Sochitelecom in 2005
and by $4.5 million due to the acquisitio‘}ns of
Tatintelcom, TTK, Kubtelecom and Telcom in
2006. Qur regional acquisition strategy has
enabled us to increase our access to last mile
infrastructure, thus enabling us te expand our
corporate client base.

Carrier and Operator Services. Revenue

from Carrier and Operater Services increased
by 40% to $309.1 million for the year ended
December 31, 2006, from $221.4 million for
the year ended December 31, 2005. Our total
number of contracts in this line of business
grew by 31% to 2,388 as of December 3? , 2006,
from 1,827 as of December 31, 2005.

Carrier and Operator Services revenuye from
Savintel increased by 39% to $279.5 million
for the year ended December 31, 2004, frarm
$200.8 miltion for the year ended December
31, 2005. In Sovintel, we have expanded our
operations with existing partners and added
a number of new carriers in the regions with
increased velumes of traffic. Additionally, our
revenue from internationat traffic increased
as we carried larger volumes of lower-margin
traffic destined to CIS countries. We also ob-
served significant increase in Internet traffic.
During 2006 Sovintel recorded approxinﬁately
$14.8 million of additional revenue related
to the introduction of CPP. Sovintel carrier’s

b4

carrier revenue increased by approximately
$0.7 million in 2004 due to the introduction

of the semi-fixed USD-RUR exchange rate for
settlements with its customers. We expect
that our revenues in this line of husiness will
continue to increase in future periods as we
expand our termination capabilities and con-
tinue to develop aur network. Fallowing the
introduction of the new Interconnection Rules,
we observed less competitive pressure

an revenues.

Revenue for the Carrier and Operator
Services division of GTU increased by 9% to
$21.5 million for the year ended December 31,
2006, from $19.7 million far the year ended
December 31, 2005. Carrier’s carrier revenue
increased due te a 62% increase in transit traf-
fic from local operators following a decrease
of rates ta mobile networks and additional rev-
enue from increased traffic volume from URS.
This increase was partially offset by a decrease
in the incoming international minutes of use
due to increase in termination rates as a result
of changes in VAT regulations.

Carrier and Operator Services revenue
increased by approximately $0.3 milliors due
Lo the acquisitions of Sakhalin Telecom and
Sochitelecom in 2005, and by $3.8 millicn due
to the acquisitions of Tatintelcom and Kubtele-
com in 2006.

Consumer Internet Services. Revenue from
Consumer Internet Services increased by 9%
to $48.7 mitlion for the year ended Decem-
ber 31, 2006, from $44.5 million for the year
ended December 31, 2005. Consumer Inter-

net Services revenue increast
mately $2.5 million due to the
Sgkhalin Telecorn and Sochite
and by $0.5 million due to the
Kubtelecom and Corus in 200
from consumer dial-up Interr
by approximately $1.3 million
and 2006. The average revenu
Internet subscriber decrease:
month for the year ended Dec
to approximately $6.68 per m
ended December 31, 2006, th
dial-up Internet subscribers ¢
472,480 at Decernber 31, 200:
December 31, 2006. The dem
dial-up subscriber base conti
we add regional subscribers
scribers in Moscow. The cons
market in Moscow has becarr
tive due to the increasing ava
Internet access technologies.
decrease in dial-up revenue v
increase in other consumer
such as consumer broadband
customers outside of Moscow
that our revenue frem consun
will increase as we embark o
access rolleut. Our current ar
dial-up Internet subscribers i
throughout Russia witl altow
target subscribers that currer
previously used our Internet ¢

Mobile Services. Revenue fror
vices decreased by 32% to $9.
year ended December 31, 200




CONSORIDATED EXPENSES FOR THE YEAR ENDED L

in millions 2005 |
COST OF REVENUE
Business and Corporate Services $165.7
_ Carrier and Operalor Services L 145.7
Consumer Internet Services 29.9
Maobile Services 6.2
TOTAL COST OF REVENUE 3475
Selling, general and administrative 119.9
Depreciation and amaortization 84,0
Equity in earnings of ventures (0.4}
Interest income (2.3}
Interest expense 0.6
Foreign currency [gainl/ loss 1.2
Minority interest 30
Provision for income taxes 378
Cumulative effect of a change in accounting principle, net of tax $—

million for the year ended December 31, 2005.
The decline in revenue was primarily due to
increased competition in the Ukrainian mobile
market, lack of network coverage and the re-
strictions on national roaming services, which
has led to significant churn of high usage can-
tract subscribers. Active subscribers increased
from 47,502 at December 31, 2005, to 48,448 at
December 31, 2006, due to a decrease in churn
of prepaid services subscribers following the
introduction of the customer loyalty program.
However, the average revenus per active sub-
scriber decreased by 25% from approximately
$22.73 per month to approxirnately $17.13 per

month primarily due to a decrease in the aver-
age subscription fee and traffic revenue due to
higher share of prepaid subscribers with lower
usage compared to contract subscribers.

EXPENSES

The table above shows our principal expenses
for years ended December 31, 2005 and De-
cember 31, 2005

Cost of Revenue. Our cost of revenue in-
creased by 37% to $474.4 million for the year
ended December 31, 2006 from $347.5 miilion
for the year ended December 31, 2005.

Business and Corporate Services.
revenue from BCS increased by 29¢
million, or 44% of revenue, for the y
December 31, 2006 from $1465.7 mi
43% of revenue, for the year ended
31, 2005. We continue to maintain r
margins in this line of business due
continued demand for high-volume
margin services from our customer

Cost of revenue for the BCS divis
vintel increased by 30% to $173.9 i
or 44% cof revenue, for the year end
cember 31, 2006, from $133.6 milli
of revenue, for the year ended Dece
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20035. The increase in cost of revenue as a
percentage of revenue is primarily due to an
increased volume of lower margin products
and conlinuing pressure on our margins in
this line of business from our existing cusiom-
ers. In 2006, Sovintel recorded approximately
$4.5 million of additional costs related to ihe
introduction of CPP, $0.8 million related to our
SARs plans, and $0.7 million related to the
introduction of fixed USD-RUR exchange rate
for payroll related costs.

Cost of revenue for the BCS division of GTU
increased by 5% to $21.4 million, or 43% of
revenue, for the year ended December 2?1.
2006, fram $20.3 miltion, or 51% of revenue,
for the year ended December 31, 2005. Cost
of revenue decreased as a percentage of
revenue primarily due to a decrease in the
settlement rates for traffic termination to
mobile networks according to the agree-
ments with Ukrainian Mobile Communiéations
("UMC") and Kyivstar GSM effective from the
first quarter of 2006. Additionally, in October
2005, we started routing Internet traffic via our
STM-4 channel to Frankfurt bypassing local
incumbent operators and reducing Internet
transmission costs.

BCS cost of revenue increased by approxi-
mately $2.6 million due to the acquisitions
of Sakhalin Telecom and Sochitelecom in 2005,
and by $2.5 million due to the acquisitions of
Tatintelcom, TTK, XKubtelecom and Telcom in
2006.

Carrier and Operator Services. Cost of
revenue from Carrier and Operator Services
increased by 50% to $218.4 mitlion, or 71%
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of revenue, for the year ended December 31,
2006, from $145.7 million, or 66% of revenue,
for the year ended December 31, 2005. We
continue to ohserve pressure on our operating
margins in this line of business, attributable to
competition and to a change in our traffic mix.

Cosl of revenue for the Carrier and Operator
Services division of Sovintel increased by 50%
to $207.8 million, or 74% of revenue, for the
year ended Decemnber 31, 2006, from $138.7
million, or 69% of revenue, for the year ended
December 31, 2005, The increase in cost of
revenue as a percentage of revenue is primar-
ily due to an increased volume of lower margin
products and continuing pressure on our mar-
gins in this line of business from our existing
customers. tn 2006, Sovintel recorded approxi-
mately $13.7 mitlion of additional costs related
to the introduction of CPP, $0.4 million related
to our SARs plans, and $0.4 million related to
the introduction of fixed USD-RUR exchange
rate for payroll related costs.

Cost of revenue for the Carrier and Opera-
tor Services division of GTU decreased to $14.8
million, or 69% of revenue for the year ended
December 31, 2006, from $15.5 million. or 79%
of revenue {or the year ended December 31,
200%. Cost of revenue decreased as a percent-
age of revenue primarily due to lower margin
incoming international traffic accounting for
a smaller portion of our total wholesale traffic
in 2006. In addition, our transmission optimi-
zation program enabled us to reduce costs
associated with the lease of trunk channels
from other operators.

Carrier and Operator Services
increased by approximately $I
to the acquisitions of Sakhatis
Sochitetecom in 2005, and by
to the acquisitions of Tatintelc
com in 2006,

Consumer Internet Services.
from Consumer Internet Serv
by 25% to $37.4 million, or 77
for the year ended December
$29.9 million, or 67% of reven
ended December 31, 2005. Th
of revenue as a percentage of
mainly the result of the new s
for interconnection with other
incurred approximately $2.6 n
tion fees for calls terminated

Internet services network. In
costs ot decreasing in line w
declines from dial-up Internet
subscribers account for a larg
total subscriber base, margin
of business have decreased di
network costs incurred to pro
to regional custorners. Furthe
the impact of a decline in sub:
in Moscow has not resulted in
decline of network costs, whic
fixed in nature.

Consumer Internet Service
increased by approximately $1
to the acquisitions of Dicom, ¢
and Sochitelecomn in 2003, anc
lion due to the acquisitions ot
Corus in 2005.



Mobile Services. Cost of revenue from Mobile
Services decreased by 16% to $5.2 million,

or 54% of revenue for the year ended De-
cember 31, 2006, from $6.2 million, or 44%

of revenue for the year ended December 31,
2005. The increase in cost of revenue as a per-
centage of revenue is mainly due to additional
payments for the frequencies received under
the new GSM-1800 license and network costs
related to the FMC network dzvelopment.

SELLING, GENERAL AND ADMINISTRATIVE
Our selling, general and administrative ex-
penses increased by 27% to $152.8 million,

or 18% of revenue, for the year ended De-
cember 31, 2006, from $119.% million, or 18%
of revenue, for the year endec December 31,
2005. Ongoing employee related costs such

as salaries, bonuses, insurance and other ben-
efits increased by approximately $28.7 million,
or 54%, primarily due to a $18.0 millien charge
recorded in 2006 related to our SARs plans,

a $2.0 millicn additional charge recorded in
2006 related to introduction of fixed USD-RUR
exchange rate for payroll related costs, and

a 16% increase in consolidated headcount,
increased executive officer costs, and ongoing
salary increases. In the fourth quarter of 2006,
we reversed a $2.6 million liability with a for-
mer shareholder because of -he expiration of
the statute of limitations. Adcitionally, in 2003,
we reversed a $1.4 million accrued liability re-
lated to estimated payroll taxas recorded upon
the acquisition of one of our Russian subsidiar -
ies. Furthermore, in 2005, we recorded a $1.1
million charge for the revision of our estimate

for unused vacation. Bad debt expense de-
creased by approximately $3.8 million com-
pared to the year ended December 31, 2005,
mainly due to the revision of our estimate for
allowance for doubtful accounts. Taxes, other
than income taxes, increased by $3.1 mitlion
between years due to an increase in property
taxes and non-recoverable VAT. Our advertising
costs increased by $5.3 million due to intensi-
fied marketing campaign of our new products
and re-branding. The remaining $1.9 million
net increase is the result of other selling, gen-
eral and administrative expenses increasing in
{ine with the growth in our business.

DEPRECIATION AND AMORTIZATION

QOur depreciation and amortization expenses
increased by 19% to $100.2 million for the year
ended December 31, 2004, from $84.0 million
for the year ended December 31, 2005. Depre-
ciation expense increased by $13.9 million, or
21%, primarily due to depreciation on capital
expenditures to further develop our network,
Depreciation expense increased by $3.2 million
due to the change in functional currency ef-
fective July 1, 2006. Amortization expense also
increased by $2.3 million, or 12%, primarily
due to amortization on intangible assets aris-
ing from acquisitions consummated in 2003
and 2006, Amortization expense increased by
$0.5 million due to the change in functional
currency effective July 1, 2006.

EQUITY IN EARNINGS OF VENTURES
The earnings after interest and tax charges
from our investments in non-consaolidated

ventures increased to $1.9 million f
ended December 31, 2006 from $0.¢
for the year ended December 31, 20
increase is mainly due to the acquis
54% of Rascom in the fourth quarte
We account for our investments in |
under the equity method because t!
the minority shareholder represent
participating rights, and as result, s
gvercome the presumnption that we
Rascom.

INTEREST INCOME

Qur interest income for the year ent
December 31, 2004, decreased to %
fram $2.3 million for the year endec
31, 2005. The decrease in interest ir
due to decreased cash balances hel
est bearing accounts,

INTEREST EXPENSE

Our interest expense was $0.6 milli
year ended December 31, 2006, unc
from the year ended December 31,

FOREIGN CURRENCY GAIN [LOSS]
Qur foreign currency gain was $1.7
the year ended December 31, 2006,
with a loss of $1.2 million for the ye
December 31, 2005. The increase ir
currency gain is due to the combina
movernents in exchange rates and c
in functional currency effective July
The impact of the change in functiof
cy resulted in a $1.3 million decreas
currency gain.
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MINQRITY INTEREST

Cur minority interest was $4.8 million for the
year ended December 31, 2006, compared

to $3.0 million for the year ended December
31, 2005. Minority interest in our earnings
increased due to an increase in earnings

and consolidation of recently acquired enti-
ties where our ownership interest is less than
100%. in 2006, we acquired less than 100%

of Tatintelcom and Kubtelecom.

PROVISION FOR INCOME TAXES

Our charge for income laxes was $40.4 mil-
lion for the year ended December 31, 2006,
compared to $37.8 mitlion for the year ended
December 31, 2005. Our effective tax rate was
31% for the year ended December 31, 2006,
down from 32% for the year ended December
31, 2005. Tax expense decreased by $1.8 mil-
lion due to the change in functional currency
effective July 1, 2006, We recognized approxi-
mately $2.2 million in additional tax expense in
2005 since we changed our valuation allowance
for United States ["US"] deferred tax assets due
to our reassessment of sources of future tax-
able incorme in the US. Refer to Note 11 in the
financial staterments included in ltem 8 6f this
form 10-K for a reconciliation of our statutory
tax rate to the effective tax rate.
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NET INCOME AND NET INCOME PER SHARE
QOur net income for the year ended December
31, 2006 was $85.5 million, compared to a net
income of $76.1 million for the year ended-
December 31, 2005.

Our net income per share of common stock
increased to $2.34 for the year ended Decem-
ber 31, 2006, compared to a net income per
share of $2.09 for the year ended December
31, 2005. The increase in net income per share
of common stock was due to the increase in
net income partly offset by the cumulative ef-
fect of a change in accounting principle related
to accounting for share-based payments of
$0.02 per share of common stock, and an
increase in the number of weighted average
shares to 36,591,097 in the year ended Decem-
ber 31, 2006, compared to 36,378,175 in the
year ended December 31, 2005. The increase
in outstanding shares was a direct result of the
employee stock option exercises and the issu-
ance of restricted stock to certain members
of management,

Our net income per share of common stock
on a fully diluted basis increased to $2.33 for
the year ended December 31, 2006, compared
to a net income per common share of $2.08
for the year ended December 31, 2005. The
increase in net income per share of comman
stock on a fully diluted basis was due to the
increase in net incorne partly offset by the
cumulative effect of a change in accounting
principle related to accounting for share-based
payments of $0.02 per share of common stock,
and an increase in the number of weighted av-
erage shares assuming dilution to 36,716,600

the year ended December 31,
10 36,605,075 the year ended |
2005.

Consolidated Financial Pasition — Sig)
in Consotidated Financial Position at [
compared to Consolidated Financial Pt
at December 31, 2005

ACCOUNTS RECEIVABLE

Accounts receivable increaset
lion from $91.7 million at Dec
to $147.7 December 31, 2006,
increased revenue when com
of December 2006 with the m
2005, and due to the changes
ments with local operators fo
duction of the new Interconne

INTANGIBLE ASSETS

Our intangible assets increas
lion from $93.9 million at Dec
to $116.5 million at Decembe
to a $10.5 million impact of th
functional currency effective .
and as a result of additional ir
recorded upon the acquisition
com, TTK, Kubtelecom and S-
purchase of additional numbe
offset by amortization on cont
assets of the consolidated sut

OTHER NON-CURRENT LIAB
Our other non-current liabiliti
by $2.3 millign from negligibl
cember 31, 2005, to $2.3 milli




CONSOLIDATED EXPENSES FOR THE YEAR ENDED

in miltions 2004 |
REVENUE

Business and Corporate Services $3248
Carrier and Operator Services 198.9
Consumer Internet Services 455
Mobile Services 15.8
Eliminations (1.0
TOTAL REVENUE $ 584.0

31, 2006, as a result of the adoption of SFAS
No. 123R related to accounting for share-
based payments.

MINORITY INTEREST

Our minority interest increased by $11.6 mil-
lion from $19.7 million at Dezember 31, 2005,
to $31.3 million at December 31, 2005, due to
a $1.8 million impact of the change in func-

tional currency effective July 1, 2006, $4.8 mil-

lion minority interest in earmings for the year
ended December 31, 2004, and consolidation
of recently acquired Tatintelcom, Kubtelecom
and 5-Line where our ownership interest is
less than 100%.

STOCKHOLDERS® EQUITY

Shareholders’ equity increased by $142.1
million from $675.1 million a2t December 31,
2005, to $817.2 million at Dezember 31, 2006,
as a result of our net income of $85.5 million
offset by declaring and paying $22.0 million
in dividends in the year ended December 31,

2006, and a$75.1 million impact of the change
in functionat currency effective July 1, 2004,
recorded as accumulated other comprehensive
income. Also, shareholders’ equity increased
by $3.2 million due to stock option exercises
and by $0.3 million due to vesting of restricted
shares.

Consolidated Results — Consolidated Results of Opera-
tions for the Year Ended December 31, 2005, Compared to
the Consolidated Results of Operations for the Year Ended
December 31, 2004

REVENUE

Our revenue increased by 14% to $667.4 mil-
lion for the year ended December 31, 2005
from $584.0 million for the year ended Decem-
ber 31, 2004, The breakdown of revenue

by business group is shown above.

Business and Corporate Services. Revenue
fram Business and Corporate Services in-
creased by 19% to $387.4 million for the year

ended December 31, 2005 from $3
for the year ended December 31, 2
economic growth in Russia, Ukrair
CIS and continuing demand for ous
munications solutions have contint
us increase revenue in this line of |
Our total number of contracts in th
business increased from 162,728 o
31, 2004, to 184,206 on December !
anincrease of 13%.

Revenue from the BCS division ¢
increased by 16% to $318.0 million
year ended December 31, 2005, fro
million? for the year ended Deceml
BCS revenue in Moscow, our large:
increased by $23.2 million, or 10%
million in 2005 from $222.9 million

1 For cemparability, the amounts shown
for Sovintel in 2004 include adjustments
to combine Sovintel and Comincom for the fu
year of 2004 since Comincom was merged
into Sovintel in December 2004.
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in whole numbers. BCS Moscow customer stdtistics on Dec 31: 2004 \ 2005 |
|
Total clients 22,657 23,013
Businass centers 486 791
Trade centers 50 &8
Hotels 45 48
Direct inward dialing lines ; 116,668 127,000
Ethernet / Metropolitan Ethernet Network connections 1,138 1,708
High speed Internet active contracts ‘ 231 485

|
However, as a percentage cf total Sovintel BCS
revenue, Moscow decreased from approxi-
mately 82% in 2004 to approximately 77% of
Sovintel's total BCS revenue in 2005, This de-
crease ts the result of the expansion of éovin-
tel's BCS business in the Russian regions. Our
BCS Moscow voice revenue continues to grow
as we expand our client base and comprises
over half of our total BCS revenue in that
market. In 2005, Moscow BCS revenue fr:om
data and Internet services grew significantly
not only due to an ingrease in our customer
base, but also due to in ¢reased business from
existing customers. In 2005, we experien;ced
significant growth in our data and Internet
service offerings. Data and Internet services
comprised approximately 38% of our total bill-
ings in 2005, up from 34% in 2004. We expect
our revenue from BCS Moscow tc continue to
grow as we continue to experience significant
investment in the Moscow commercial real-
estate market. Qur ongoing relationships with
Mascow real-estate developers should enable
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us to continue to grow the number of trade and
business centers where we provide services to
end users. Furtnermore, we have implemented
a key account program in Moscow to protect
our relationships with our largest clients and
to foster cross selling. Additionally, we expect
demand for call center and data center ser-
vices to continue to demanstrate strong growth
in Moscow. Our revenue from call centers and
data centers increased by approximately $1.2
million, or 34%, in between 2004 and 2005.
These services now account for approximately
$4.7 million in revenue in BCS Sovintel. Refer
to the table above fer key operating statistics
for BCS Moscow.

Between 2004 and 2005, Soviniel regional
BCS revenue increased in both absolute terms
and as a percentage of Sovintel BCS revenue.
Sovintel's regional BCS business continues
to grow as we assist our customers in de-
veloping their businesses in Russian regions
outside of Moscow.

Revenue from the BCS divisior
creased by 3%% to $40.1 millio
ended December 31, 2005, froi
for the year ended December !
increase in revenue was due
in the number of serviced voic
resulting from growth in reside
ers and a 10% increase in the .
minute of use resulting from a
fic mix in favor of higher-rated
networks. Additionally, data an
enue increased by approximate
due to anincrease in the numt
in service. Partly offselting the
ing factors was a 21% decreas
minutes of use per line per mc
residential, SMBs, and regicna
in the client base. In 2005, GTL
ing voice and Internet services
custemers and had approxima
dential customers as of Decen
GTU expects revenue from res
ers to increase in the future as



network to reach more reside ntial buildings
in Ukraine.

Our acquisition strategy also contributed
to the overall BCS growth in 2005. Qur revenue
increased by approximately $3.8 million due
to the acquisitions of ST-HOLDING, Balticom,
and Buzton in 2004 and by $1.7 million due
to the acquisitions of Sakhalin Telecom and
Sochitelecom in 2005. Our regional acquisition
strategy has enabled us to increase our access
to last mile infrastructure, thus enabling us
to expand our corporate client base.

Carrier and Operator Services. Revenue

from Carrier and Qperator Services increased
by 11% to $221.4 million for the year ended
December 31, 2005, from $198.9 million for the
year ended December 31, 2004. Our total nurr-
ber of contracts in this line of business grew
by 13% io0 1,827 as of Decemer 31, 2005, from
1,618 as of December 31, 2004.

Carrier and QOperator Services revenue fror
Sovintel increased by 12% to $200.8 million for
the year ended December 31, 2005, from
$179.8 million! for the year ended December
31, 2004. In Sovintel, we have expanded our
operations with existing partners and added
a number of new carriers in the regions with
increased volumes of traffic. Additionally, our
revenue from international traffic increased
as we carried larger volumes of lower-margin
traffic destined to CIS countries. We expect
that our revenues in this line of business will
continue to increase in fuiur2 periods as we
expand our termination capabilities as we
continue to develop our network.

However, we continue to observe competitive
pressure on revenues in the major cities and
in the regions from established and new
local competitors.

Revenue for the Carrier and Operator Ser-
vices division of GTU decreased by 1% to $19.7
million for the year ended December 31, 2005,
from $19.8 million for the year ended Decem-
ber 31, 2004. $2.5 million of this decrease was
the result of a decrease in incoming interna-
tional revenue. Incoming international minutes
of use decreased by 24% during the year due
to a sharp decrease in incoming international
minutes from UMC along with a decrease in
transit traffic from various international opera-
tors. As mentioned previously, UMC received
an international carrier license in the third
quarter of 2004, allowing it to operate indepen-
dently on the international markets with-
out using the GTU network for transit purpos-
es. The decrease in incoming international
revenue was offset by a $1.3 million increase
in carrier's carrier revenue due io a 15%
increase in carrier’s carrier minutes of use
resulting from a rise in low margin transit
traffic on mobile networks. Additionally, data
revenues increased by $0.9 million due to
an increase in ports in service as we added
capacity between Kiev and Frankfurt via two
VC3 channels. In the future, we expect a fur-
ther decline in GTU voice wholesale revenues
as major operators in the Ukrainian market
establish direct interconnection between their
networks.

Our acquisition strategy in Russia also
contributed to the oversll Carrier and Op-

erator Services growth in 2005. Our
increased by approximately $1.1 mi
to the acquisitions of ST-HOLDING,
and Buzton in 2004 and by $0.3 mil
to the acquisitions of Sakhalin Telas
Sochitelecom in 2005.

Consumer Internet Services. Reve|
Consumer Internet Services decresz
2% to $44.5 million for the year ent
cember 31, 2005, from $45.5 millio
year ended December 31, 2004. Thi
was primarily the result of our reve
consumer dial-up Internet decreas
proximately $7.8 million between tl
Although the average revenue per ¢
internet subscriber decreased frorm
month for the year ended Decembe
to approximately $6.85 per month |
ended December 31, 2005, the num
dial-up Internet subscribers increa
413,351 at December 31, 2004, to 4
at December 31, 2005. The demogr
of our dial-up subscriber base con!
change as we add regional subscri
lose subscribers in Moscow. The cc
Internet market in Moscow has bet
competitive due to the increasing a
of other Internet access technologi
ting the decrease in dial-up revenu
$6.8 million increase in other cons

! For comparability, the amounts shown
for Sovintel in 2004 include adjustments to co
Sovintel and Comincom for the full year
of 2004 since Cormincom was merged into So
in December 2004
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CONSQLIDATED EXPENSES FOR THE YEAR £

in millions 2004 |
COST OF REVENUE

Business and Corporate Services ; $141.2
Carrier and Operator Services 127.5
Consumer Internet Services 26,9
Mobile Services 6.0
Eliminations 1.0
TOTAL COSTY OF REVENUE 300.6
Selling, general and administrative 112.9
Depreciation and amortization 75.0
Equity in earnings of ventures [0.3]
Interest income (1.1}
Interest expense 0.6
Foreign currency [gain/ loss (0.7]
Pravisicn for income taxes $30.7

net products, such as consumer broadband,
primarily frorm customers outside of MoScow.
We anticipate that our revenue from consumer
broadband will increase as we embark with
our breadband access rollout. Our current and
past base of dial-up Internet subscribers

in Moscow and throughout Russia will allow
us to specificatly target subscribers that
currently use or have previously used our
Internet services,

Mobile Services. Revenue from Maobile Ser-
vices decreased by 11% to $14.1 million for
the year ended December 31, 2005, {rem

$15.8 million for the year ended December
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31, 2004. Active subscribers decreased from
57,490 at December 31, 2004, to 47,502 at
December 31, 2005, due to increased com-
petition in the Ukrainian mobile market. The
average revenue per active subscriber has
decreased by 17% from approximately $27.23
per month to approximately $22.73 per month
primarily due to a 20% decrease in the number
of contract subscribers with average monthly
revenue per subscriber of approximately
$36.92. Furthermore, premotions and pricing
concessions are increasingly necessary due
to increased competition in the Ukrainian
mobile market.

EXPENSES

The table above shows our pri
for the years ended December
December 31, 2006.

COST OF REVENUE

Qur cost of revenue increased
$347.5 million for the year enc
31, 2005 from $300.6 million f
ended December 31, 2004.




Business and Corporate Services. Cost of
revenue from BCS increased by 17% to $165.7
million for the year ended December 31, 2005
from $141.2 million for the year ended Decem-
ber 31, 2004,

Cost of revenue as a percentage of revenue
remained unchanged at 43% between the pe-
riods. We continue to maintain strong gross
margins in this line of business due to the
continued demand for high-volume and high
margin services from our customers.

Cost of revenue for the BCS division of Sovin -
tel increased by 13% to $133.4 million, or 42%
of revenue, for the year ended December 31,
2005, from $118.0 million’, or 43% of revenue,
for the year ended December 31, 2004. Cost
of revenue as a percentage revenue remained
relatively unchanged between the years.

Cost of revenue for the BCS division of GTU
increased by 39% to $20.3 miltion, or 51% of
revenue, for the year ended December 31,
2005, from $14.6 million, or 5" % of revenue,
for the year ended December 31, 2004. Cost of
revenue as a percentage of revenue remained
unchanged between the years.

BCS cost of revenue increased by approxi-
mately $1.1 million due to the acquisitions of
ST-HOLDING, Balticom, and Buzton in 2004
and by $1.1 million due to the acquisitions
of Sakhalin Telecom and Sochitelecom in 2005.

Carrier and Operator Services.

Cost of revenue from Carrier and Operator
Services increased by 14% to $145.7 millien,
or 66% of revenue, for the year ended De-
cember 31, 2005, from $127.5 million,

or 64% of revenue, for the year ended Decem-
ber 31, 2004.

We continue to observe pressure on our
operating margins in this line of business,
attributable to competition and to & change
in our traffic mix.

Cost of revenue for the Carrier and QOperator
Services division of Sovintel increased by 13%
to $138.7 million, or 69% of revenu=, for the
year ended December 31, 2009, from $123.0
million3, or 68% of revenue, for the year ended
Decernber 31, 2004. The increase in cost of
revenue as a percentage of revenue is primar-
ily due to a change in our traffic mix te favor
traffic terminated in CIS countries, which have
higher settlement rates, and due to an in-
crease in traffic terminated to mabile net-
works, which typically have higher settlement
rates than fixed networks.

Cost of revenue for the Carrier and Opera-
tor Services division of GTU decreased to
$15.5 million, or 79% of revenue for the year
ended December 31, 2005, from $16.0 million,
or 81% of revenue for the year ended Decem-
ber 31, 2004. Cost of revenue decreased as a
percentage of revenue primarily due to lower
margin incoming international traffic account-
ing for a smaller portion of our total wholesale
traffic in 2005.

Career and Operator Services cost of rev-
enue increased by approximately $0.9 million
due to the acquisitions of ST-HOLDING, Bal-
ticom, and Buzton in 2004 and by $0.2 million
due to the acquisitions of Sakhalin Telecom
and Sochitelecom in 2005.

Consumer Internet Services. Cost «
from Consumer internet Services ir
by 11% to $29.9 million, or 67% of r
for the year ended December 31, 200
$26.9 million, or 59% of revenue, fo!
ended December 31, 2005. The incr
cost of revenue as a percentage of r
was mainly the result of network co
decreasing in line with revenue dec|
from dial-up Internet. As regional s
ers account for a larger portion of o
sub-scriber base, margins in this Lii
business have decreased due to inc
network costs incurred to provide a
regional customers. Furthermore, t
of a decline in subscribers in Mosce
resulted in an immediate decline of
costs, which are more fixed in natur
Mobile Services. Cost of revenue fr
Services increased by 3% to $6.2 m
44% of revenue for the year ended [
31, 2005, from $6.0 million, or 38%
for the year ended December 31, 20
increase in cost of revenue as a per
revenue is mainly due to an increas
based settlemnent rates due to a de
of the USD in April 2005 and to an ir
traffic to other mobile networks wit
settlement rates.

! For comparability, amounts shown
for Sovintel in 2004 include adjustrments
te combine Sovintel and Comincom
for the full year of 2004 since Comincom was
merged into Sovintel in December 2004,
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SELLING, GENERAL AND ADMINISTRATIVE
Our selling, general and administrative éxpens-
eg increased by 6% to $119.9 million, or18% of
revenue, for the year ended December 31, 2005,
from $112.9 million, or 19% of revenue, *or the
year ended December 31, 2004. During the year
ended December 31, 2004, we incurred $3.6
mitlion in consulting fees in association with
the transfer of 20% of our ownership interest in
GTU to a Ukrainiar partner in exchange for ser-
vices provided by the partner. Bad debt expense
decreased by approximately $2.0 millionF com-
pared to the year ended December 31, 2004,
due to improved collections resulting from in-
tegrating Comincom into Sovintel's operations
late in 2004. Additionally, the reversal ofa $1.4
million tax contingency accrual decreased pay-
roll and other taxes in the first quarter of 2005.
These decreasing factors were partly offset by
expensing $1.8 million of capitalized acquisition
costs in the year ended December 31, 2005,
related te acquisition opportunities that ;we
decided not to pursue. Furthermore, severance
costs increased by approximately $0.8 million
since we recorded approximatety $2.2 million
of charges in the second half of 2005 related to
separation payments paid to our former‘Chief
Operating Office, Chief Financial Officer, and
other senior employees. Ongoing employee
related costs such as salaries, bonuses, insur-
ance and other benefits increased by ap+
proximately $8.2 million, or 14%, primarily due
to a 7% increase in consolidated headceount,
increased executive officer costs, and ongoing
salary increases. Inctuded in the increase in
employee related costs is a $1.1 million charge
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reccrded in the second quarter of 2005 for the
revision of cur estimate for unused vacation.
The remaining $3.2 million net increase is the
result of other office expenses increasing in
line with the growth in our business.

DEPRECIATION AND AMORTIZATION

QOur depreciation and amortization expenses
increased by 12% to $84.0 million for the year
ended December 31, 2005, from $75.0 million
for the year ended December 31, 2004. Depre-
ciation expense increased by $8.5 million, or
15%, primarily due to depreciation on capital
expenditures to further develop our network.
Amortization expense alsc increased by $0.5
million due to amortization on intangible as-
sets arising from acquisitions consummated
in 2004 and 2005 offset by certain intangible
assets related to interconnection contracts

in Ukraine becoming fully amortized.

EQUITY IN EARNINGS OF VENTURES

The earnings after interest and tax charges
from our investments in non-consolidated
ventures increased to $0.4 million for the year
ended December 31, 2005 from $0.3 mil-
lion for the year ended December 31, 2004,
We recognized earnings at Szkhalin Telecom
of $0.6 million, primarily due to Sakhalin
Telecom’s gain on the sale of its ownership
interest in ZAO Sakhalin Telecorn Mobile
which cccurred in September 2003, prior to
our purchase of an additional 60% ownership
interest in Sakhalin Telecom. In addition, we
recognized losses of $0.2 million from our
other Russian ventures.

INTEREST INCOME

Our interest income for the ye
cember 31, 2005, increased to
from $1.1 million for the year
31, 2004. The increase in inter
due to increased cash balance
bearing accounts and an incre
rates appiicable to these acco

INTEREST EXPENSE

Our interest expense was $0.¢
year ended December 31, 200
from the year ended Decembe

FOREIGN CURRENCY GAIN (L
Our foreign currency {oss was
the year ended December 31,
with a gain of $0.7 million fror
December 31, 2004. The incre
currency loss is due to the cor
mevements in exchange rates
in the amaunt of net menetan
have denominated in foreign c

MINGRITY INTEREST

Our minority interest was $3.(
year ended December 31, 200
$1.5 million for the year ende
2004. Minority interast increas
to $3.8 million in cash contrib
our minority partner in Ukrain
minority interest in our earnin
to the censalidation of recentl
ties where our ownership inte
100%. In the first half of 2004 :
than 100% ownership in ZAD ¢



ZAO WestBalt Telecom, and Buzton. Minority
interests in the earnings of GTU also arose in

2004 due to the sale of a non-controlling inter -

est to our local partners in Ukraine. In 2005,
we acquired less than 100% ownership
in Oicom and Sakhalin Teleccm.

PROVISION FOR INCOME TAXES

Our charge for income taxes was $37.8 million
for the year ended December 31, 2005, com-
pared to $30.7 million for the year ended
December 31, 2004. Our effective tax rate

was 32% for the year ended December 31,
2005, unchanged from the year ended Decem-
ber 31, 2004. We recognized approximately
$2.2 million in additional tax expense in 2005
since we changed our valuation allowance

for United States ("US"] deferred tax assets
due to our reassessment of sources of future
taxable income in the US. Our effective tax
rate for the year ended December 31, 2004,
was impacted by $3.6 million of non-deduct-
ible consulting expenses incurred in associa-
tion with the transfer of 20% of cur owner-
ship interest in GTU to a Ukrainian partnerin

exchange for services provided by that partner.

Refer to Note 11 in the financial statements
included in ltem 8 of this forrn 10-K for a
reconciliation of our statutory tax rate to the
effective tax rate.

NET INCOME AND NET INCCOME PER SHARE
Qur net income for the year ended December
31, 2005 was $76.1 million, compared to a net

income of $64.8 million for the year ended
December 31, 2004.

Qur net income per share of common stock
increased to $2.09 for the year ended Decem-
ber 31, 2005, compared to a net income per
share of $1.79 for the year ended December
31, 2004. The increase in net income per share
of common stock was due to the increase

in net incorne partly ofiset by an increase in
the number of weighted average shares to
36,378,175 in the year ended December 31,
2009, compared to 36,255,531 in the year
ended December 31, 2004. The increase in
outstanding shares was a direct result of the
employee stock option exercises and the issu-
ance of restricted stock to certain members
of management.

Our net income per share of common stock
on a fully diluted basis increased to $2.08 for
the year ended December 31, 2005, compared
to a net income per common share of $1.77
for the year ended December 31, 2004. The
increase in net income per share of com-
mon stock on a fully diluted basis was due to
the increase in net income partly offset by an
increase in the number of weighted average
shares assuming dilutton io 36,605,075 the
year ended December 31, 2005, campared
to 34,552,547 for the year ended Decem-
ber 31, 2004.

Censolidated Financial Position — Significant Changes

in Consolidated Financial Position at December 31, 2005,
compared to Consolidated Financial Position

at December 31, 2004

ACCOUNTS RECEIVABLE

Accounts receivable increased from
31, 2004, to December 31, 2005, as
increased revenue when comparing
of December 2005 with the month ¢
ber 2004.

INTANGIBLE ASSETS

Our intangible assets decreased at
31, 2005, as compared to Decembe
as a result of amortization on conti
intangible assets of the consolidate
raries exceeding intangible asset ac
Also contributing to the decrease w
reversal of an income tax continger
related to an acquisition as describ
detail in the Other Non-current liat
cussion below.

Offsetting these decreasing fact
additional intangible assets records
acquisitions of Dicom, Sakhalin Tel
Sachitelecom and the purchase of :
numbering capacity.

OTHER NON-CURRENT LIABILITIE
Our other non-current liabilities de
at Decernber 31, 2005, as compare:
cember 31, 2004, as a result of the
a $2.0 million accrued liability relat
contingency. This accrued liability v
ed upon the acquisition of one of ot
subsidiaries. Management has con
the probability of this accrued Liabil
ing in the future is remote due to tt
Russian regulatory statutes of limit
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CONSOLIDATED CASH FLOWS FOR THE YEAR |

in millions 2005 |
CASH FLOWS

Provided by operating activities $1743
Used in investing activities (133.1]
Used in financing activities [27.3)
Effect of exchange rate changes 10.4)
NET INCREASE {DECREASEI IN CASH AND CASH EQUI\"ALENTS $13.5

any potential tax claims from the Russian tax
inspectorate.

MINORITY INTEREST

Qur minority interest increased at December
31, 2005, as compared to December 31, 2004,
due to the consolidation of recently acquired
entities where our ownership interest is less
than 100%. In the first half of 2004 we acquired
less than 100% ownership in ZAO Samara
Telecom, ZAQO WestBalt Telecom, and Buzton.
Minority interests in the earnings of GTU also
arose in 2004 due to the sale of a noncontrol-
ling interest to our tocal partners in Ukraine.
In 2005, we began to consotidate Dicom and
Sakhalin Telecom. Both of these entities have
minority ownership interests. Additionally,
minority interest increased due to $3.8 million
in cash contributed to GTU by our minority
partner in Ukraine.
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STOCKHOLDERS' EQUITY

Shareholders’ equity increased from Decem-
ber 31, 2004, to December 31, 2005, as a result
of our net income of $76.1 million offset by
declaring and paying $29.1 million in dividends
in the year ended December 31, 2005. Also,
shareholders’ equity increased by $1.8 million
due to stock option exercises and the issuance
of restricted shares to certain members of
management.

INCOME TAXES

Our effective rate of income tax differs from
the US statutory rate due o the impact of the
following factors: [1] different income tax rates
and reguiations apply in the countries where
we operate; (2] expenses that are non-deduct-
ible on the income tax return; (3} write-offs

of certain assets that are not deductible for
tax purposes; and [4) changes in the valuation
allowance for deferred tax assets. We currently
have deferred tax assets arising from deduct-
ible temporary differences in our non-US
subsidiaries. Due to the continued profitability

of these subsidiaries, we anti
deferred tax asseis will be rez
deduction against future taxat
also have deferred tax assets
operating loss carry-forwards
termporary differences for US
tax purposes. We have records
allowance against these defer
due to our assessrent of sou
taxable income in the United ¢
also recorded a deferred tax a
net operating loss carry-forw:
tax purposes. However, we ha
valuation allowance since we
recognizing taxable income in
entity in the foreseeable futun

LIQUIDITY AND CAPITAL RES
The table above shows cur ca:
years ended December 31, 20
ber 31, 2005.

Our cash and cash equivale
million and $47.2 million as of
2004, and December 31, 2005,




Our total restricted cash was '$0.2 milliecn and
$0.6 million as of Decernber 31, 2006, and
December 31, 2005, respectively. The restricted
cash is maintained in connection with certain
of our equity investee's debt ooligations
as described below.

Net cash provided by our operating activities
decreased by $13.4 million to $160.7 million for

the year ended December 31, 2006, from $174.13.

million for the year ended December 31, 2005.
This decrease in net cash inflows from operat-
ing activities at Dlecember 31, 2004, is mainly
due to the effects of changes in the settlements
with tocal operators following the introduction
of the new Interconnection Rules and to the
changes in Russian legislation related to VAT
partially offset by increase in net incorne.
As a result of the changes in the settlements
with local operators, accounts receivable bat-
ances increased from December 31, 2005
to December 31, 2006, partially offset hy in-
creases in related accounts payable balances.
Under the change, effective January 1, 2006,
VAT is accounted far on an accrual basis rather
than on a cash basis such that we must pay VAT
prior to such time as we receive corresponding
VAT payments from our customers. As a result
of this change, VAT payable hzlances decreased
from December 31, 2005 to December 31, 2006.
During the year ended December 31, 2006,
we received approximately $802.1 million in
cash from our customers for services and we
paid approximately $5%8.5 million to suppli-
ers and employees. During the year ended
December 31, 2005, we received approximately
$662.9 million in cash from our customers for

services and we paid approximately $449.0
mitlion to suppliers and employees.

We used cash of $201.1 mitlion and $133.1
mitlion for investing activities for the year end-
ad December 3%, 2006, and 2005, respectively,
which were principally attributable to building
our telecommunications networks and acqui-
sitions. Network investing activities totaled
%175.6 million for the year ended Cecember
31, 2006, of which $8.6 million was related
to purchases in 2005, and included cash paid
for capital expenditures principally attribut-
able to building out our telecommunications
network. The majority of network investing
activities related to the construction of last
mile access, the inter-city fiber optic network
and network upgrades as a result of increased
customer connections. Network investing
activities totaled $118.2 million for the year
ended December 31, 2005.

We used cash of $24.8 million, net of cash
acquired, for the year ended December 31,
2006, for the acguisition of Tatintelzom, TTK,
Kubtelecom, Telcom, S-Line and Corus. We
used cash of $18.1 million for the year ended
Decemnber 31, 2005, for the acquisition of Bi-
com, Sakhalin Telecom, Sachitelecom, Rascom
and payment of a holdback ameunt related
to the 2004 SP Buzton acquisition.

For the year ended December 31, 2006,
we received $3.2 million net proceeds from the
exercise of employee stock opticns and for the
year ended December 31, 2005, we received
$1.4 million net proceeds from the exercise
of employee stock options.

We paid dividends of $22.0 million z
million during the year ended Dece
2006 and 2005, respectively.

We had working capital of $42.8
of December 31, 2006 and $79.1 mi
December 31, 2005. Our working ca
[current assets divided by current i
was 1.23 as of December 31, 2006, :
as of December 31, 2005.

As part of our drive to increase o
capacity, reduce costs and improve
of our service, we have leased fiber
saltellite-based network capacity; th
these leases are generally five year
and can involve significant advance
As demand for our telecommunicat
increases we expect to enter into &
capacity agreements and may mak
cant financial commitments, in add
existing commitments.

Approximately hatf of the capital
tures, or approximatety 10-12% of o
enues, 1s necessary to sustain grow
with the market growth rates and n
upgrade and develop existing infras
To gain additional market share we
invest additional 9-10% of our rever
projects. We estimate that between
2010 we will invest approximately 2|
revenues in business development.
struction of broadband netwarks. W
capital expenditures to decline as p
of revenues once the deployment o
networks is completed. In February
entered into a lease agreement witl
LLC for STM-1 fiber optic capacity f
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Krasnoyarsk. The lease has a term of fivte years
and total payments of $%.8 million. In cgnjunc-
tion with this transaction, we alse entered

into agreement whereby we agreed to provide
a loan of $9.8 millicn to the lessor. The loan
matures in 2012.

Some of our operating companies have
received debt financing through direct loans
from affiliated companies. In addition, certain
operating companies have barrowed funds
under a back-to-back, seven-year credit facility
for up to $22.7 millien from ZAQ Citibank ["Ci-
tibank”), a Russian subsidiary of Citibank. Un-
der this facility, we provide full cash collateral,
held in London, and recorded on our balrance
sheet as restricted cash, for anshare loans
made by the bank to our Russian registered
jeint ventures. In a second, similar facility, we
provide full cash collateral for a shert term
back-to-back, revolving, credit facility for up to
$10.0 million from the same bank for Sovintel,
The funding level as of December 31, 2006,
for all these facilities, totaled $0.2 million was
funded to our non-consolidated entities; The
loan facilities carry interest at a rate eqL:Jal to
the three-month Landon Inter-Bank Offering
Rate ["LIBOR") plus 1.0 percent per annum
(equivalent tc approximately 6.9%. on av;erage
for loans outstanding, at December 31, 2004)
and mature in July 2007.

In July 2006, GTU entered into one-year
revolving credit facility for up to $3.5 miltion
plus a cash coverage facility of up to $2.0
million with Calyon Bank Ukraine ["Calyon”).
As of December 31, 2006, GTU had borrbwed
$3.9 under this credit facility. The credit}facility
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carries interest at a rate equal to the between
LIBOR plus 2% to 8.5%. The credit facility
requires GTU Lo maintain accounts with Calyon
in the currencies of the loan and ensure that
the aggregate amount of incoming payments
credited to GTU's accounts with Calyon in any
calendar month is equal to, or greater than
30% of the aggregate amount of the loans
outstanding as of the last day of such manth.

In September 2006, Sovintel entered into
a 90 day short-term revolving credit facility
for up 1o $15.0 million with Citibank. As of
December 31, 2006, Sovintel had borrowed
$4.6 million under this credit facility. The
credit facility carries interest at a rate equal
to the LIBOR plus 1.0% per annum. The credit
facility requires Sovintel to maintain accounts
with Citibank in the currencies cf the loan and
ensure that the aggregate amount of incoming
payments credited to Sovintel's accounts with
Citibank in any calendar menth is equal to,
or greater than 30% of the aggregate amount
of the loans outstanding as of the last day of
such month.

In October 2006, Sovintel entered inte
short term, revolving, credit facility for up
to 518,000,000 RUR, equivalent to $19.7 mil-
lion, with ZAO International Moscow Bank
["IMB"). a related party. As of December 31,
2006, Sovintel had not borrowed funds under
this facility. The credit facility carries interest
at a rate equal to the Moscow Prime Offered
Rate plus 3%. The credit facility requires
Saovintel to maintain accounts with IMB in
the currencies of the loan and ensure that
the aggregate amount of depasits credited

to Sovintel's accounts with IME
150,000,000 RUR, equivalent t:
for each interest period durinc
of the credit facility.

In January 2007, we entere
term Facility Agreement [the
ment”] with banks, financial in
other institutional lenders, Cit
don Branch and ING Bank N.V
lead arrangers, and Citibank |
as agent. The Facility Agreem:
an unsecured credit facility un
GTS Finance, Inc., our wholly-
lary, and Sovintel may borrow |
gate of $275.0 million. Funds !
be used for general corporate
cluding acquisitions, the paym
and capital expenditures. The
ment places various restrictiol
to incurrence of debt, asset di:
and acquisitions, and negative
Facility Agreement also requir
various financial and non-fina
including several restrictions 1
cizl condition.

In the future, we may execu
numerous acquisitions, which
external financing, most likely
through secured or unsecurec
However, we may aiso raise th
ing through a dilutive equity is
the divestment of non-core as:
nations of the above. In case [:
cus acquisitions do not materi
cur current sources of fundinc
capital requirements. The acty



AS OF DECEMBER 31

credit rating agency Rating |
Standard & Poor's BB
Moody's Bal

timing of our future capital requirements may
differ materially from our current estimates
because of changes or fluctuations in our
anticipated acquisitions, investments, reve-
nue, operating costs, technolagy and network
expansion plans and access to alternative
sources of financing on favorible terms. Fur-
ther, in order for us te compete successfully,
we may require substantial capital to continue
to develop our networks and meet the fund-
ing requirements of our operations. We will
also require capital for other acquisition and
business development initiatives. We expect
to fund these requirements through cash on
hand, cash flow from operations, proceeds
from additional equity and debt offerings, and
debt financing facilities. As of December 31,
2006, our credit rating were &s in table above.
The cost of our borrowings is affected by our
credit ratings. If our credit razings were down-
graded, we could be required to pay higher
interest rates on secured or unsecured bor-
rowings and could be subject to more restric-
tive financial covenants. We may not be able i
obtain additional financing on favorable terms.
As a result, we may becorne subject to addi-
tional or more restrictive financial covenants,
our interest obligations may increase signifi-

cantly and our shareholders may be adversely
diluted. Our failure to generate sufficient funds
in the future, whether from operations or by
raising additional debt or equity capital, may
require us to delay or abandon some or all of
our anticipated expenditures, to sell assets,
or both, which could have a material adverse
effect on our operations.

tn 2007 and subseguent years, we may
incur significant cash outlays to settle SARs
granted in 2005 and first quarter oi 2006 to our
CEQG, senior management, and other employ-
ees. The terms of these SARs are described
in detail in the "Other develocpments” section in
this Management’'s Discussion and Analysis of
Financial Condition and Results of Operations.
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PAYMENTS DUE BY PERIOD3

in thousands Total | Less than 1 year { 1-3years | 4-5 years |
Long-term debt $ 29 $— $29 $—
Capital lease obligations 2,583 876 1,707 -
Non-cancelable lease obligations . 28,645 9,876 14,550 4,044
Purchase obligations? ‘ 75,485 27,985 31,143 10,974
Other long-term liabilities? 2321 - 23 -
TOTAL $10%,063 $ 38,737 $49,770 $15,020

CONTRACTUAL OBLIGATIONS

As of December 31, 2006, we had the following
contractual obligations, including long-term
debt arrangements, capital leases, commit-
ments for future payments under non-can-
celable lease arrangements and purchase
obligations (see it in table above},

SPECIAL NOTE REGARDING

FORWARD LOOKING STATEMENTS

Certain statements contained in "Manage-
ment’s Discussion and Analysis of Financial
Condition and Results of Operations™ and
other parts of this document, including,’
without limitation, those concerning |i] f:uture
acquisitions and capital expenditures includ-
ing our strategy of regional expansion; [ii]
projected traffic volumes and other growth
indicators; [iii) anticipated revenues and, ex-
penses; [iv] our competitive environment; [v]
the future performance of consotidated and
equity method investments; [vil our intention
to offer our services under the Galden Telecom
brand; (viil our business and growth strategy,
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including our strategy to develop into resi-
dential markets; tviii] our intentions to expand
aur fiber optic capacity, broadband capacity,
including rollout of our FTTB network, and add
transmission capacity; [ix) our intention to of-
fer VolP services; {x] our plans to migrate our
products and services 10 a new generation net-
work; [xi] our plans to expand into the media
market; [xii} our intention to continue to use
the assets of recently acquired companies in
the manner such assets were previously used;
[xiii) our plans to deploy the FMC network and
launch FMC services; (xiv] the deployment of
our FTN and the effect of such deployment
including expected increases in revenues from
our DLD/ILD license, [xv] the impact of critical
accounting policies, (xvi] application of the
CBR exchange rate by Sovintel; and [xvii] the
political, regulatory and financial situation

in the markets in which we operate, includ-
ing macroeconomic growth, the inflow of
direct foreign investment and the effect of the
Telecommunications Law and its supporting
regulations, are forward-iooking and cancern

the Company’'s projected oper
nomic performance and finan
These forward-looking staterr
pursuant to the safe harbor pr
Securities Litigation Reform A
important to note that such st
risks and unceriainties and th
may differ materially from tho
or implied by such forward loc
Among the key factors that ha
ing an the Company’s results |
ecanomic performance and fir
tion are the commercial and e
associated with implementing
business plan, including our a
additional provisions, our abili

! Purchase obligations primarily include
legal obligations for the future purchas
interconnect, and satellite transponder

2 Qther long-term liabilities primarily inc
obligations related to the SARs we have

3 Amounts include interest,



deploy our FTN, our ability to develop our fiber
optie, broadband and DSL strategies, including
developing FTTB and VolP se -vices, our ability
to deploy and integrate the technology neces-
sary to migrate to a new generation network,
our ability to offer services under our DLD/ILC
and compete with others offering the same
services, our ability to move into the media
market and offer new services in that area,
our ability to develop a FMC network in
Ukraine and expand our mobile service offer-
ings, our ability to integrate recently acquired
companies into our operations, and the
political, economic and legal environment in
the markets in which the Cornpany operates,
including the impact of the n2w Telecornmu-
nications Law and its supporting requlations,
increasing competitiveness in the telecommu -
nications and Internet-related businesses that
may limit growth opportunities, and increasec
and intense downward price pressures on
some of the services that we offer. These and
other factors are discussed herein under
"Management’s Discussion end Analysis of

Financial Condition and Results of Operations”

and elsewhere in this Report.

Additional information concerning factors
that could cause results to d.ffer materially
from those in the forward-lenking statements
are contained in the company’s Form 10-K.

In addition, any statemens that express,
or involve discussions as to, expectaticns,
betiefs, plans, objectives, assumptions or
future events or performance [often, but not
always, through the use of words or phrases
such as "will likely result,” "are expected

to,” “estimated,” "intends,” “plans,” "projec-
tion” and “outlook™] are not historical facts
and may be forward-looking and, accordingly,
such statements involve estimates, assump-
tions and uncertainties which could cause
actual results to differ materially from those
expressed in the forward-locking statements.
Accordingly, any such statements are qualified
in their entirety by reference to, and are ac-
companied by, the factors discussed through-
out this Report and investors, therefore,
should not place undue reliance on any such
forward-looking statements.

Further, any forward-looking statement
speaks only as of the date on which such
statement is made, and the Company under-
takes no obligation to update any forward-
looking statement or statements to reflect
events or circumstances after the date on
which such statement is made or o reflect
the occurrence of unanticipated events. New
factors may emerge from time to time, and it
is not possible for management to predict all
of such factors. Further, management cannot
assess the impact of each such factor on the
Company’s business or the extent to which any
factor, or combination of factors, may cause
actual results to differ materially from those
contained in any forward-looking statements.

QUANTITATIVE AND QUALITATIVE
DISCLOSURE ABOUT MARKET RISK

Qur treasury function has managed our fund-
ing, liquidity and exposure to interest rate and
foreign currency exchange rate risks. OQur
investment treasury operations are conducted

within guidelines that have been es
and authorized by our audit commi
cordance with our policy, we do nol
any treasury management transact
speculative nature.

We are exposed to market risk fi
ges in foreign currency exchange r:
do not currently use derivative fina)
ments, such as foreign exchange fc
tracts or foreign currency options, |
our foreign exchange risk because
for these types of financial instrum
sia is not well developed and the c¢
instruments is relatively high. We d
or issue derivatives or other financ
ments for trading purposes.

Prior to 2006, our principal sour
venues were denominated primaril
Because our expenses were also p
denominated in USD, the impact or
of RUR depreciation was insignific:

We shifted a substantial majonity
expenditures from USD to RUR. Ne
we can give no assurance that we :
equately protected from the impact
fluctuations. Moreover, given that o
currency is the USD, rubles held in
other ruble-denominated assets ar
could ftuctuate in line with any cha
value of the RUR. Prior to July 200
in the value of our RUR denominat
assets and liabilities resulted in for
rency gains or losses in our incoms
However, effective July 1, 2006 we c
that the functional currency of our
ies domiciled in Russia is the RUR,
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the financial statements of these subsidiar-
ies are translated into USD using the current
rate method and translation gains and losses
are no tonger included in net income, but are
instead included as part of other compréhen—
sive income.

We can, however, provide no assurance
that these measures will adequately proiect
us from the impact of currency fluctuations.
A substantial decline in the value of the RUR
against the USD could materially adversely
affect our results of operations.

Our cash and cash equivalents are held
largely in interest bearing accounts, in USD,
however we do have bank accounts dendmi-
nated in RUR and Ukrainian hryvna. The book
values of such accounts at Decernber 31, 2006
and 2005 approximate their fair value.

We are exposed to market risk from chan-
ges in interest rates on our obligations and
we also face exposure to adverse movements
in foreign currency exchange rates. We have
developed risk management policies that
establish guidelines for managing foreign
currency exchange rate risk and we also pe-
riodically evaluate the materiality of foreign
currency exchange exposures and the finan-
cial instruments available to mitigate this
exposure.

The following table provides information
about our cash equivalents and debt obliga-
tions that are sensitive to changes in interest
rates.

The following table provides information
about gur financial instruments by local cur-
rency and where applicable, presents such
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information in USD equivalents [in thousands].
The table summarizes information on instru-
ments that are sensitive to foreign currency
exchange rates, including foreign currency
denominated debt obligations.

Our interest income and expense are most
sensitive to changes in the general level of US
interest rates. In this regard, changes in US
interest rates affect the interest earned on our
cash equivalents and short-terrn investments
as well as interest paid on debt.




TOTAL

in thousands, except share data | 2005 | 2008 | 2009 ! 2010 2011 | thereafter | 2006 |
Cash equivalents $18,413 $— $— $— $— $— $18,413
Note receivable $2.879 $— $— $2,500 $— $— $2.879

_Average fixed rate 9.8% - - _10.0% - - 9.8%
Long-term debt, including current portion
Variable rate $12,305 $12,305
Average interest rate 10.5% - - — - - 10.5%

TOTAL
' 2005 | 2008 | 2009 | 2010 2011 | thereafter | 2006 |
ASSETS
Current assets Russian rubles $122 664 $— $— $— $— $— $122,664
Closing foreign currency exchange rate 26.33 — — - — - -
Ukrainian Hryvna $11,068 $— $— $-— $ ) 11,068
maoisiing foreign currency exchange rate " 505 — - - — — -
Kazakhstan Tenge $ 1,652 $— $— $— $— 5— $ 1,652
Closing foreign currency exchanqge rate 127 - - - — - —
Uzbekistan Soom $1,948 $— % $— $— $— $ 1,948
Closing foreign currency exchange rate 1,240 - — - - - -
LIABILITIES
Current liabilities Russian rubles $27.961 $— $— $— $— $— $ 27,941

_6l£siqg foreign currency exchanje rate 26.33 - - - - - —

* Ukrainian Hryvna $15,192 5— $— $— $— $—  $15192
Closing foretgn currency exchanje rate 5.05 — — - — — -
Kazakhstan Tenge $35 $— $— $— $— $— $35
Closing foreign currency exchanze rate 127 - - - - - -

_ Uzbekistan Soom - $184 3— $— $— 5— 3— $184
Closing foreign currency exchanje rate 1,240 - - - - - -
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Report of Independent

Registered Public Accounting Firm

The Board of Directors and Shareholder's of
Golden Telecorn, Inc.

We have audited the accompanying consoti-
dated batance sheets of Golden Telecom, Inc.
as of December 31, 2005 and 2006, andthe
related consolidated statements of operations,
cash flows, and shareholders’ equity for each
of the three years in the period ended Decem-
ber 31, 2004. These financial statements are
the responsibility of the Company’s manage-
ment. Our responsibility is to express an
opinion on these hinancial statements based
on our audits.

We conducted our audits in accordance with
the standards of the Public Company Account-
ing Oversight Board [United States]. Those
standards require that we plan and perform
the audit to obtain reasonable assurance about
whether the financial statements are free of
material misstatement. An audit includes ex-
amining, on a test basis, evidence supparting
the amounts and disclosures in the financial
statements. An audit also includes assessing
the accounting principles used and signjficant
estimates made by management, as weli as
evaluating the overall financial statement pre-
sentation. We believe that our audits provide
a reasonable basis for our opinion.

In our opinion, the financial statements
referred to above present fairly, in all material
respects, the consolidated financial position of
Golden Telecorn, Inc. at December 31, 2005 and
2006, and the consclidated results of its opera-
tions and its cash flows for each of the three
years in the period ended December 31, 2006,
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in conformity with U.S. generally accepted
accounting principles.

As discussed in Note 2 to the consolidated
financial statements, in 2006 Golden Tetecom,
Inc. adapted the provisions of the Financial
Accounting Standards Board's Statement
No. 123R, Share-Based Payment.

We also have audited, in accordance with the
standards of the Public Company Accounting
Oversight Board [United States), the effective-
ness of Golden Telecom, Inc.’s internal control
over financial reporting as of December 31,
2006, based on criteria established in Internal
Control - tntegrated Framewaork issued by the
Committee of Sponsoring Organizations of the
Treadway Commission and our report dated
March 15, 2007 expressed an unqualified
opinion thereon.

Errrs7 & }/@,5 A S

ERNST & YOUNG LLC
Moscow, Russia
March 15, 2007




Consolidated Balance Sheets
(In Thousands, Except Sharz Datal

DECEMBER 31,
in thousands, except share data 2005 \ _
ASSETS
CURRENT ASSETS
Cash and cash equivalents $ 67176
Accounts receivable, net of allowance for doubtful accounts _ 91 709
of $27,327 and $25,224 at December 31, 2005 and 2004, respectively ’
VAT receivable 21,986 i
Prepaid expenses 8,083
Deferred tax asset 8,994
Other current assets 13,009
TOTAL CURRENT ASSETS ‘ 210,957
Property and equipment:

Telecommunications equipment 494,097
Telecommunications network held under capital lezses 32,538
Furniture, fixtures and equipment 41524
Other property 16,374
Construction in progress 70,470
455,003
Accumulated depreciation (247.096)
Net property and equipment 407,907
Goodwill and intangible assets:
Goodwill 149,249
Telecommunications service contracts, net of accuriulated amortization of $32,009 67 357
as of December 31, 2005 and $49.450 as of December 31, 2004 '
Contract-based customer relat onships, net of accumulated amartization of $18,241 18.608
as of December 31, 2005 and $28,578 as of Decemnber 31, 2006 '
Licenses, net of accumulated amortization of $3,182 as of December 31, 2005 and $4,295
as of December 31, 2004 3.9%4
Other intangible assets, net of accumulated amortization of $7,214 3921
as of December 31, 2005 and $7.991 as of December 31, 2004 :
Net goodwill and intangible asse's 243129
Restricted cash 564
Other non-current assets 19.652
TOTAL ASSETS ' $ 882,211

The accompanying notes are tegral part of these consolidated financial statements



Consolidated Balance Sheets

DZCEM
in thousands, except share data ; 2005
LIABILITIES AND SHAREHCOLDERS' EQUITY .
CURRENT LIABILITIES
Accounts payable and accrued expenses $ 89,404
VAT Payable 17,190
Current capital lease obligations 1,941
Debt maturing within one year 65
Deferred revenue 16,799
Due to related parties 2,470
Other current liabilities 4014
TOTAL CURRENT LIABILITIES 131,683
Long-term debt, less current portion 27
Long-term deferred tax liability 22,287
Long-term deferred revenue 30,878
Long-term capital lease cbligations 2,340
Other non-current liabilities —
TOTAL LIABILITIES 187,415
Mincrity interest L 19.693
SHAREHOLDERS EQUITY
Preferred stock, $0.01 par value (10,000,000 shares authorized; _
none issued and outstanding at December 31, 2005 and 2008)
Commoan stack, $0.01 par value IIQU,UGO,UUOlshares authorized; , 145
36,458,490 and 34,573,015 shares issued andloutstandlng at December 31, 2005 and 2006, respectively)
Additional paid-in capital ' 671,998
Deferred equity compensation [£55]
Retained earnings 3,195
Accumulated other comprehensive income —
TOTAL SHAREMOLDERS' EQUITY 675,103
TOTAL LIABILITIES AND SHAREHGLODERS' EQUITY $ 882,211

!

The accompanying notes are integral part of these consolidated financial statements
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Consolidated Statements of Operations

YEAR ENDED DECEMBER 31,
in thousands, except per share data ! 2004 | 2005
" Revewee - o
_Telecommunication services ) __ - _____ ] o $ 581,521 §462,742
Revenue from related parties 2,457 4,637
TOTAL REVENUE 583.978 667,379
|OPERATING COSTS AND EXPENSES I
_ Access and network services (ex:luding depreciation and amartization] 300,588 347532 i
Selling, general and administrat ve lexcluding depreciation and amortizati_on_]_ B I - 112,855 119.850
" Depreciation and amortization S o 74,999 8015
TOTAL OPERATING EXPENSES 488,442 551,437
INCOME FROM OPERATIONS 95,536 115,942
_—UTHE; EIC-UPTAE [E-)(P-E_NSEI. T o o - ) - o i _
__Equity in earnings of ventures . - 278 “0_
Interest income 7 - B . 1,131 _*2,295
__ Interest expense o o _; N -- __:______ (572} _le18)
Foreign currency gain (loss) 460 1,212)
TOTAL OTHER INCOME 1,497 925
Income before mi;)r-il_y interest and income taxes S 97,033 1_16.867 o
_Minority interest - - B 1,506 2978
ncometaxes L o ™ 31816
Incomne before cumulative effect of a change in accounting principT; o 64,782 76,073
Cumulative effect of a change in accounting principle, net of tax of $52 - —
NET INCOME $ 64,783 $ 76,073
Basic earnings per share of common stock: - S _
Income before cumufat@_effect- Ja c_h_a;wge in ;:guﬁm_g-ﬁc}ﬁ;— S $1.79 $2.09 -
" Cumulative effzt;f_a_chz@i; accounting principle - -
Netincome pershare —basic T T $209
Weighted average common sr;ééas’outé;tér:d;ing - batic - - 36,226 - 36.3%3 7
_ Diluted earnings per share of ccmmon stock: _ o .
Income before cumulative effect of a change in accounting principle - - $1.77 $2.08
Cumulative effect of a change in accounting principle: o _ ~ - -
~ Net income per share - diluted ) ﬁ__'rﬁ o B w ~ Wi$ir77 ) $2.08
_ Weighted average common shar:s outstanding - diluted ' 36,553 36,605
Cash dividends per share $0.80 %080

The accompanying notes are integral part of these consolidated financial statements



Consolidated Statements of Cash Flows

YEAR ENDED DECEMBER :

in thousands 2004 | 2005 |
OPERATING ACTIVITIES I 7 o o
Netincome . 564783 $76073
Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation - 56818 65,329
Amortization L 18.181 18,684
Equity in earnings of ventures {278 1460]
Minority interest S _ 1,506 2,978
Foreign currency [gain) loss {640 1.212
Deferred tax benefit 14,406) (3.815)
Bad debt expense o 10,065 7.967
Stock appreciation rights compensation expense — -
Cumulative effect of a change in accounting principle, net of tax of $52 - -
Qther (41] 1,223
Changes in assets and liabilities: .
~ Accounts receivable (22,964 [10,316)
Accounts payable and accrued expenses 26,288 4,295
VAT, net b6 (88)
Other assets and liabilities (3,974) 11,222
NET CASH PROVIDED BY OPERATING ACTIVITIES 145,184 174,306

INVESTING ACTIVITIES ) T
Purchases of property and equipment and int:angible assets (114,649) (1‘_1"8,17[]]
Acquisitions, net of cash acquired ' [15,522) [18.085]

__Restricted cash (7] Lib
Other investing 1,705 2,743
NET CASH USED IN INVESTING ACTIVITIES 128,473 [133.048)

EINANCING ACTVITES o ) T T
Repayments of debt 19501 {253)
Proceeds fromdebt - —
Contribution from minority partner - 3.840
Net proceeds from exercise of employee stock opticns 4,895 1,435
Cash dividends paid (28,998] [29.119]
Other financing (3.385] {3.210)

_ NETCASH USED IN FINANCING ACTIMITES o __128.438] (273071
Effect of exchange rate changes on cash and::ash équivalents 246 . -[456]
Net increase [decreasel in cash and cash equivalents (11,481] 13,477
Cash and cash equivalents at beginning of year 65,180 33.699
CASH AND CASH EQUIVALENTS AT END OF YEAR ‘ $ 53,699 $ 487,176

The accompanying notes are integral part of these consolidated financial statements

88



Consolidated Statements of Shareholders’ Equity

FOR THE YEARS ENDED CECEMBER 31

. 2004, 2005, AND 2006

Common Stock Retained | Accumutated |
Deferred Earnings Other Com-
in thousands Additional Equity | [Accumutated prehensive
Shares Amount |Paid-In Capital |Compensation Deficit) Income
" Balance at December 31, 2003 35948 $359 $663,464 $— $ (79,544) =
Exercise of employee stock options 374 4 4,775 - - -
Sale of 20% of Golden Telecom [Ukrainej _ _ 1,538 _ _ _
[see Note 17]
_ Cash dividends paid - — - — (28,998) -
~_ Netincome o - — - - 64,783 —
_ Balance at December 31, 2004 36,322 $ 343 $4649,777 $— B $ (43,759) $—
__tssuance of restricted shares 27 1 M (772] — —
___Compensation expense — - — 317 — —
Exercise of employee stock options 109 1 1,450 - - -
Cash dividends paid - - - - [29,119) -
~ Netincome L . == - - 76,073 ) -
Balance at December 31, 2005 . 35458 $365 $671.998  $1453 _ %3195 5=
Nepions S5 20 st o v ST e s T
Cancellation of restricted shares [E] - - - - -
Issuance of restmed shares 8 - - - - -
___Compensation expense — — 298 - - =
Exercise of employee stock options 215 2 3,152 - - —
Cash dividends paid — — — - (21,951 =
Comprehensive income;
Eggi??ail;rfr;;iyst]ranslauon adjustment, _ B _ _ B 75072
" Net income o — —_ - — 85500 -
Comprehensive income — — - - — —
BALANCE AT DECEMBER 31, 2004 36,673 $ 367 $674,993 $— $ 46,744 $ 75,072

The accompanying notes are integral part of these consolidated financial statements
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Notes to Consolidated Financtial Statements

NOTE 1: NATURE OF BUSINESS OPERATIONS
Golden Telecom, Inc. ["GTI” or the "Com-
pany”) is a leading facilities-based provider of
integrated telecommunication and Interpet
services in major population centers through-
out Russia and other countries of the Cdm-
monwealth of Independent States [cis).

The Company offers voice, data and Internet
services to corporations, operators and con-
sumers using its metropolitan overlay network
in major cities throughout Russia, Ukraine,
Kazakhstan, and Uzbekistan, and via inter-
city fiber optic and satellite-based networks,
including approximately 289 combined access

points in Russia and other countries of the CIS.

The Company offers mobile services in %iev
and Odessa in Ukraine. GTl was incorporated
in Delaware on June 10, 1999 for the purpose
of acting as a holding company for Global
TeleSystems, Inc.’s ["GTS”) operating entities
within the CI5 and supporting non-CIS helding
companies [the "CIS Entities™). On September
29,1999, GTS transferred its ownership rights
in the CIS Entities te the Campany in anticipa-
tion of the Company’s initial public offering
which closed on October 5, 1999.

%0

NOTE 2: SUMMARY OF SIGNIFICANT
ACCOUNTING POLICIES AND
RECENT ACCOUNTING PRONOUNCEMENTS

Principles of consolidation

Wholly owned subsidiaries and majority owned
ventures where the Company has operating
and financial control are consolidated. All
significant inter-company accounts and
transactions are eliminated upon consolida-
tion. Results of subsidiaries acquired and ac-
counted for by the purchase method have been
included in operations from the relevant date
of acquisition.

Those vantures where the Company exercis-
es significant influence, but does not exercise
operating and financial control are accounted
for by the equity method. The Company will
discontinue applying the equity method of
accounting for the Company’s equity method
investments when its share of the investees
losses reduces the investments in and advanc-
es to ventures to zero. Thereafter, the Company
will not provide for additional losses unless the
Company has guaranteed obligaticns of the
investee or is otherwise committed to provide
further support for the investee, If the investee
subsequently reports net income, the Company
will resurne the equity method only after the
Company's share of net income equals the
share of net loss not recognized during the
period the equity method was suspended.

Sale of subsidiary stock. The (
nizes gains in the cansolidatec
operations for sales of subsidi
the value of the proceeds can |
determined and realization of
reasonably assured. The Comp
for sales of subsidiary stock w
the proceeds can not be objec
or realization of the gain is not
sured as an equity transaction
ny's consolidated financial stal
the accounting treatment of th
on issuance of shares by a spe
been determined, the Compan
follows that treatment for all f
of shares by that particular su

Foreign currency translation,
quarter of 2006, the functional
all of the Company’s foreign st
the United States dollar {"USD
and the third quarters of 2006,
LLC ["Sovintel"], the Company
Russian subsidiary, introduced
USD - Russian ruble ["'RUR"} ¢
for settlements with the major
tomers. This rate is applicable
USD exchange rate set by the |
of Russia ["CBR"] is below the
level. If the RUR depreciates a
so that the CBR exchange rate
semi-fixed level, Sovintel will r
the CBR exchange rate, or floa
settlements with its customers
these changes, the Company r
functional currency criteria un



YEAR ENDED DECEMBER 31,

in thousands 2004 | 2005 \
_Netincome, as reported ] - - $ 64,783 $ 76,073

Foreign currency translation adj 1stment, net of tax cf $2,181 — -

COMPREHENSIVE INCOME $ 64,783 $76,073

of Financial Accounting Standard ["SFAS™)
SFAS No. 52, "Foreign Currency Translation™,
and determined that, beginning July 1, 2006,
the functional currency of the Company’s sub-
sidiaries domiciled in Russia is the RUR. The
change was adopted prospectively beginning
July 1, 2006 in accordance with SFAS No. 52.
No resiaternent of comparative amounis was
made for the change in functional currency.
Therefore, the financial statements of the
Company's subsidiaries domiciled in Russia
on December 31, 2006, were translated into
USD using the current rate method. Assets
and liahilities were translated at the rate of
exchange prevailing at the bzlance sheet date.
Stockholders’ equity was transtated at the ap-
plicable historical rate. Revenue and expenses
were translated at the monthly average rates
of exchange. Translation gains and losses
were included as part of accumulated other
comprehensive income.

The change in functional currency resulted
in a transtated value for the July 1, 2006 i)
property and equipment, net, (i} gccdwill and
[iii] intangible assets, net, that is approxi-
mately $35.6 million, $19.5 rnillion, and $9.4
million higher, respectively, than the amounts

reported on June 30, 2006, when the USD

was the subsidiaries’ functional currency.
This change in the carrying amount of prop-
erty and equipment, goodwill and intangible
assets has been reflected directly in share-
holders’ equity as part of other comprehensive
income. In addition, the Company recorded

a related deferred tax liability of $2.2 million
and a related minority interest of $1.3 mil-
tion in association with the change in func-
tionat currency. The impact of the change in
functional currency resulted in a $3.7 million
increase in depreciation and amortization, a
$1.3 million decrease in foreign currency gain,
and a $1.8 million decrease in income taxes
for the year ended December 31, 2006,

The functional currency of the Company’s
remaining foreign subsidiaries is the USD
because a majority of their revenues, cosis,
property and equipment purchased, debt and
trade liabilities is either priced, incurred,
payable or otherwise measured in USD.

Comprehensive income. SFAS No. 130, "Re-
parting Comprehensive Income”, requires the
reporting of comprehensive incorne in addition
to net income.

Accumulated other comprehensive
includes foreign currency translati
ments. For the year ended Decemt
as a result of the change in functio
rency total comprehensive income
addition to net income, the effect o
RUR denominated financial statem
Company’s subsidiaries domiciled
into the Company’s reporting curre
cordance with SFAS No. 52.

Components of comprehensive |
shown above.

Cash and cash equivalents and re
cash. The Company classifies cash
and deposits in banks, including co
paper, money market accounts, ani
investments with an original matur
months or less from the date of pu
the Company may hold from time ¢
cash and cash equivalents. Restric
primarily related to cash held in es
financial institution for the collater
debt obligations that certain of the
consolidated subsidiaries and equi
have borrowed from such financial
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Accounts receivable. Accounts receivable

are shown at their net realizable value which
approximates their {air vatue. The Company
makes judgments as to the collectability of
accounts receivable based on historical trends
and future expectations. To determine the
allowance for doubiful accounts, manage-
ment reviews specific customer risks and the
Company's accounts receivable aging. The al-
lowance for doubtful accounts is estimated by
applying estimated loss percentages against
the aging of accountis receivable. Bad debt ex-
pense for the years ended December 31, 2004,
2005 and 2006 was $10.1 million, $8.0 million
and $4.1 million, respectively.

Inventories. Inventories, which are classified
as other current assets, are stated at the lower
of cost or market. Cost is computed on either
a specific identification basis or a weighted
average basis.

Property and equipment. Property and equip-
ment is stated at cost. Depreciation is calcu-
lated on a straight-line basis over the lesser
of the estimated lives, ranging from five to ten
years for telecommunications equipment, and
three to five years for furniture, fixtures and
equipment, and five to twenty years for other
property, or their contractual term. Spare parts
held {or stand-by use are depreciated over the
estimated useful life of the related equipment.
Caonstruction in process reflects arnounts
incurred for the configuration and build-out of
telecommunications equipment not yet placed
into service. Maintenance and repairs are

92

charged to expense as incurred. The Company
has included in property and equipment, capi-
talized leases in the amount of $32.5 million
and $23.9 million at December 31, 2005 and
2004, respectively, with associated accumu-
lated depreciation of $17.7 million and $10.4
million as of December 31, 2005 and 2004,
respectively. Amortization of assels recorded
under capilal leases is included with deprecia-
tion expense for the years ended December 31,
2004, 2009, and 2006.

Goodwill and intangible assets. Goodwill
represents the excess of acquisition costs over
the fair value of the net assets of acquired busi-
nesses, Beginning January 1, 2002, geodwill

has beenidentified as an indefinite lived asset

in accordance with SFAS No. 142, "Goodwill

and Other Intangible Assets”, and accordingly
amortization of goodwill ceased as of that date.
Intangible assets, which are stated at cost,
consist principally of telecommunications service
contracts, contract based customer relation-
ships, licenses, software and content and are
amortized on a straighi-line basis over the lesser
of their estimated useful lives, generally five to
ien years, or their contractual term. In accor-
dance with Accounting Principles Board ['APB")
Opinion No. 17, “Intangible Assets” and SFAS No.
142 "Goodwill and Other Intangible Assets”, the
Company continues to evaluate the amortization
period to determine whether events or circum-
stances warrant revised amaortization periods.
Additionally, the Campany considers whether the
carrying value of such assets should be reduced
based on the future benefits.

Goodwill impairment assessr
is reviewed annually, as of the
fourth quarter, for impairment
is determined that impairmen
The Company determines whe
ment has occurred by assignir
the reporting units identified i
with SFAS No. 142, "Goodwill .
tangible Assets”, and compari
amount of the reperting unit t
of the reporting unit. If a good
has occurred, the Company re
for the difference between the
and the implied fair value of g
losses were recognized in the
ended December 31, 2004, 20(

Long-lived assets impairmen
assets to be held and used by
are reviewed to determine whi
or change in circumstances in
the carrying amount of the as:
recaverable. For long-lived as:
and used, the Company bases
on such impairment indicator:
of the assets, the future econc
the assets, any historical or fu
ity measurements, as well as
market conditions or factors t
present, If such impairment in
present or other factors exist |
the carrying amount of the as:
recoverable, the Company detq
an impairment has occurred t!
of an undiscounted cash flows
sets at the lowest level for whi



cash flows exist. If impairment has occurred,
the Company recognizes a loss for the differ-
ence between the carrying arount and the fai-
value of the asset. The fair value of the asset i
measured using discounted cash flow analysis
or other valuation technigues. No such losses
were recognized in the three years ended De-
cember 31, 2004, 2005 and 2006.

Income taxes. The Company accounts for in-
come taxes using the liability method reguired
by SFAS No. 109, "Accounting for Income
Taxes”. Deferred income taxes result from
temporary differences between the tax basis of
assels and liabilities and the basis as repcrted
in the consolidated financial statements, as
well as the expected tax benefits of net cperat-
ing loss carryforwards which are expected to
be realized. Additionally SFAS No. 109 requires
that a valuation allowance must be estab-
lished when it is more like than not that all

or a portion of deferred tax assets will not be
realized. The Company does not provide for
deferred taxes on the undistributed earnings
of its foreign subsidiaries, as such earnings
are intended to be reinvested in those opera-
tions permanently. In the cass of non-consoli-
dated entities, where the Corpany’s partner
requests that a dividend be paid, the amounts
are not expected to have a material impact

on the Company’s income ta» liability. It is not
practical to determine the amount of unrecog-
nized deferred tax liability for such reinvested
earnings.

Revenue Recognition. The Company records
as revenue the amount of telecommunications
and Internet services rendered, as measured
primarily by the minutes of traffic processed
and the time spent online using our internet
services. Revenue from service contracts is
accounted for when the services are provided.
Billings received in advance of service being
performed are deferred and recognized as rev-
enue as the service is performed. The Compa-
ny also defers up front connection fees which
are recognized over the estimated life of the
customer. The Company recognizes revenue
from equipment sales when title to the equip-
ment passes to the customer. The Company
defers the revenue on installed equipment un-
til instatlation and testing are comoleted and
accepted by the customer. Domestic Long Dis-
tance/International Long Distance ["DLD/ILD")
and zonal revenues are recorded gross or net
depending on the contractual arrangements
with the end-users. The Company recognizes
DLD/ILD and zonal revenues from local opera-
tors net of payments to these operators for
interconnection and agency fees when local
operators establish end-user tanifis and as-
sume credit risk. Revenues are steted net of
any value-added taxes charged to customers.
The Company has deferred connection
fees and capitalized direct incremental costs
related to connection fees, not exczeding the
revenue deferred. The deferral of revenue and
capitalization of cost of revenue related to
connection fees will be recognized over the es-

timated life of the customer, which
in the Business and Corporate Sen
sion and Operator and Carrier Serv
sion and eighteen months for the ¢
the Mobile Services division. The to
of deferred connection fees revenu
million and $55.3 million as of Dec
2005 and 2006, respectively. The to
of capitalized direct incremental co
to connection fees was $11.5 millio
million as of December 31, 2005 ar
respectively.

Advertising. The Company expense
of advertising as incurred. Advertis
es for the years ended December 3
2005 and 2006 were $4.7 million, $
and $9.7 million. respectively.

Government pension funds. The Ci
contributes to the local state pensi
and social funds, on bebhalf of all it
employees. in Russia, all social cor
including contributions to the pens
are made through a unified social t
calculated by the application of & re
sive rate from 26% to 2% to the anr
remuneration of each employse wk
35.6% to 2% before January 1, 200t
the Company allocated UST to thre
funds, including the pension fund,
rate of contributions to the pension
from 28% to 2%, respectively, depe:
annual gross satary of each emplo
from January 1, 2005, the Compan:
UST to the three social funds, inclu
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3

YEAR ENDED |

in thousands, except per share data 2004
Net income, as reported $ 64,783
Deduct: total stock-based employee compensation expense determined under fair value based method for all 1922
awards, net of related tax effects '
PRO FORMA NET INCOME $ 62,8461

;
Net income per share: ‘
Basic - as reported $1.79
Basic - pro forma 1.74
Diluted - as reported 1.77
Diluted - pro forma 1.72

pension fund, where the rate of contribution to
the pension fund varies from 20% to 2%. The
contributions are expensed as incurred.

Off balance sheet risk and concentration of
credit risk. Financizal instruments that poten-
tially subject the Cempany to concentration
of credit risk consist primarily of cash, cash
equivalents, and accounts and notes receiv-
able. Of the $18.4 million of cash and cash
equivalents held at December 31, 2008, $4.7
million was held in the United States ["US™)
in US financial institutions. The remaining
balance is being principally maintained in US-
owned banks and local financial institutions
within the CIS. The Company extends credit
to various customers, principally in Russia
and Ukraine, and establishes an allowarﬁce

for doubtful accounts. The Company generally
|

94

G

does not require callateral to extend credit to
its customers,

Stock-based compensation. Until January 1,
2004, the Company followed the provisions of
SFAS No. 123, "Accounting for Stock-Based
Compensation”, for its Eguity Participation
Plan and Stock Appreciation Rights ("SARs”]
Plans. SFAS No. 123 generally allowed com-
panies to either account for stockbased
cempensation under the fair value methed

of SFAS No. 123 or under the intrinsic value
method of APB No. 25, "Accounting for Stock
Issued to Employees”. The fair value method
required compensation cost to be measured at
the grant date based on the value of the award
and tc ke recognized aver the service period.
The Company had elected to account for its
stock-based compensation in accordance with

the provisions of APB No. 25 a
forma disclosures of results o
if the fair value method had he
effect of applying SFAS No. 12
net income and net income pe
years ended December 31, Z0(
shown above.

In December 2004, the Finz
ing Standards Board ["FASB")
123R [revised 2004), "Share B:
which is a revisian of SFAS No
123R supersedes APB No. 25,
SFAS No. 95, "Statement of C:
der SFAS No. 123R, companie
and record the cost of equity i
such as stock options or restr
awarded to employees for sen
the income statement; pro for
no lenger permitted. The cost



struments is to be measured based on the fair
value of the instruments on the date they are
granted or, if the number of snares to be is-
sued or the exercise price is unknown, remea-
sured at each reporting date and is required tc
be recognized over the period during which the
employees are required to provide services in
exchange for the equity instruments. In April
2005, the Securities and Exchange Commis-
sion ["SEC"} delayed the effective date of SFAS
No. 123R until January 1, 2004 for calendar
year companies.

The Company adopted SFAS No. 123R as of
January 1, 2006 using the modified prospec-
tive method which requires the application of
SFAS No. 123R in its accounting far SARs and
stock options. Prior to the adaption of SFAS
No. 123R, the Company accounted for SARs by
remeasuring the intrinsic value of the SARs at
each reporting pericd and ad usted compensa-
tion expense and the related liability for the
change in the intrinsic value. From January 1,
2006, the Company accounts for SARs at fair
value. In accordance with the modified pro-
spective method, the consolidated financial
staternents for prior periods 1ave not been
restated to reflect, and do no- include, the
impact of SFAS No, 123R.

The impact of the adoption of SFAS No.
123R was an increase in cost of revenue of ap-
proximately $0.2 million, an increase in selling,
general and administrative expense of approxi-
mately $1.9 million, including the associated
payroll taxes, and a deferred tax benefit of
approximately $0.3 million for the year ended
December 31, 2006. In addition, the Company

recorded a cumulative effect of a change in
accounting principle of $0.7 million, net of tax,
representing the ditference between the fair
vatue and the intrinsic value of SARs at Janu-
ary 1, 2006. The total impact of the adoption of
SFAS No. 123R was a reduction in net income
of approximately $2.5 million, net of tax, far
the year ended December 31, 2006, equivatent
ta $0.07 per common share - basic and $0.07
per commaon share - diluted, representing
compensation expense in cannection with
SARs [see Note 10]. Compensation expense
recorded in connection with ouistanding SARs
was $19.5 million and a related tax benefit

of $2.7 million for the year ended December
31, 2006. Compensation expense recorded in
connection with outstanding stock options was
negligible for the year ended December 31,
2006, because the stock options were primarily
vested at December 31, 2005.

Consolidation of variable interest entities

(n January 2003, the FASB issued FASB Inter-
pretation No. 46, "Consolidation of Variable
Interest Entities™ ("FIN No. 45"]. FIN MNo. 44
amended Accounting Research Bulletin No.
51, "Consolidated Financial Statements”, and
established standards for determining under
what circumstances a variable interest entity
("VIE"] should be consolidated with its primary
beneficiary. FIN No.44 also requires disclo-
sure about VIEs that are not required o be
consolidated but in which the reporting entity
has a significant variable interest. In Decem-
ber 2003, the FASB revised certain implemen-
tation provisions of FIN Nao. 46. The revised

interpretation ["FIN No. 46R™) subs
retained the requirements of imme
plication of FIN No. 46 to VIEs crea
January 31, 2003. With respect to o
the consolidation requirements un
46R apply not later than for the firs
year or interim period ending after
ber 15, 2003, if such VIE ts a specia
entity ["SPE"], and no later than for
financial year or interim period ent
March 15, 2004, if such a VIE is not
The Company did not identify any p
formed VIEs. Therefore the adoptio
No. 446R did not have an impact on

cial position or results of operation

Fair value of financial instruments
rying amounts for cash and cash ec
accounts receivable, notes receivab
counts payable, accrued liabilities, |
and long-term debt approximate th
value. At December 31, 2005 and 2(
Company held no debt at fixed rate:

Exchanges of Nonmonetary Assets
cember 2004, the FASB issued SFA
“Exchanges of Nonmonetary Asset
No. 153 addresses the measureme
exchanges of nonmonetary assets.
153 amends APB No. 29 to elimina!
ception for nonmonetary exchange:
productive assets and replaces it w
eral exception for exchanges of nor
assets that do not have commercia
A nonmonetary exchange has comi
substance if the future cash flows ¢



GOLDEN TELECOM INC. ANNUAL REPORT 2006

are expected to change significantly as a result
of the exchange. The provisions of SFAS No.
153 are effective for financial statements for
fiscal years beginning after June 15, 2005. Ear-
lier application is permitted for nonmonetary
asset exchanges incurred during fiscal years
beginning after the date SFAS No. 153 was
issued. The adoption of the provisions of SFAS
No. 153 did not have a material impact on the
Company’s rasults of operations, financial
position or cash flow. ‘

Accounting changes and error corrections

In May 2005, the FASB issued SFAS No. 154,
“Accounting Changes and Error Corrections”,
which is a replacement of APB Opinien No, 20,
“Accounting Changes™ and SFAS No. 3, “Re-
porting Changes in Interim Financial State-
ments”. SFAS No. 154 applies to all voluntary
changes in accounting principle and changes
the accounting for and reporting of a change
in accounting principte. SFAS Na. 154 requires
retrospective application to prior periods’
financial statements of a voluntary change

in accounting principle unless it is impracti-
cable. In addition, SFAS Na. 154 require? that
a change in method of depreciation, amor-
tization, or depletion for long-lived, nenfi-
nancial assets be accounted for as a change
in accounting estimate that is effected by a
change in accounting principle. SFAS No. 154
is effective for accounting changes and ¢orrec-
tions of errors made in fiscal years beginning
after Decernber 15, 2005. No such accounting
changes are currently contemplated.
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Changes in accounting estimates. Prior to

the second quarter of 2005, the Company
recorded estimates for unused vacation based
on the average salary levels for the Company’s
employees and total days of unused vacation of
employees. During the second quarter of 200b,
the Company revised estimates for unused va-
cation based on the actual daily salary and un-
used vacation of each employee. Management
determined that this methodology results in a
more accurate estimate of the amount of the
Company’s obligations for unused vacation.
The change in acceunting estimate decreased
net income for the years ended December 31,
2005 by approximately $1.3 million, net of tax,
including the associated payroll taxes, (equiva-
tent to $0.04 per common share - basic and
$0.04 per common share - diluted).

Curing the fourth guarter of 2006, the
Company revised its estimate of allowance for
doubtful accounts io reflect changes in the
business, recent historical collections experi-
ence and other currently available evidence.
The change in accaunting estimate increased
net income for the year ended December 31,
2004 by approximately $2.4 million, net of tax
(equivalent to $0.07 per common share - basic
and $0.07 per common share - diluted).

Use of estimates in preparation of financial
statements. The preparation of consolidated
financial statements, in conformity with ac-
counting principles generally accepted in the
US, requires management to make estimates
and assumptions that affect the reported
armounts of assels and liabilities and the

disclosure of contingent Liabil
date of the financial staternen
amaounts of revenues and expt
reported period. Significant es
others, include the allowance
counts, the allocation of purct
fair value of net assets acquir
with business combinations, f
in goodwill impairment evaluz
tions of lizbilities established
business acquisitions, includi
term contractual obligations. .
could differ from these estims

Comparative figures. Certain
amounts have bean reclassifie
the presentation adepted in tr
Such reclassifications did not
solidated statements of opera




RECENT ACCOUNTING PRONOUNCEMENTS

Accounting for uncertainty in income taxes

In June 2006, the FASB issued FASB Inter-
pretation No. 48 ("FIN No. 487, "Accounting
for Uncertainty in Income Taxes - an inter-
pretation of FASB Statement No. 109" which
is effective for fiscal years beginning after
December 15, 2006. FIN No. 48 clarifies the
accounting for uncertainty in ncome taxes
recognized in the financial statements by
prescribing a recognition threshold and mea-
surement attribute for the financial statement
recognition and measurement of a tax positior
taken or expected to be taker in a tax return.

The Company will adopt FIN No. 48 as of Janu-

ary 1, 2007. The Company is currently evaluat-
ing the impact of adopting FIN No. 48 on its
financial condition and results of operations.

Fair value measurements. In September 200¢,

the FASB issued SFAS No. 157, "Fair Value
Measurements”. SFAS No. 157 defines fair
value, establishes a framework for measuring
fair value, and expands disclosure require-
ments of fair value measurernents. SFAS No.
157 is applicable to other accounting pro-
nouncements that require or permit {air value
measurements, and accordingly, does not re-
quire any new fair value measurements. SFAS
No. 157 is effective for fiscat years beginning
after November 15, 2007, and interim peri-
ods within those fiscal years. The Company

is currently evaluating the provisions of SFAS
No. 157 to determine the potential impact, if
any, the adoption of SFAS No. 157 will have on

the Company's financial position or results of
operations.

Consideration of effects of prior year mis-
statements. In September 2006, the SEC staff
issued Staff Accounting Bulletin No. 108 ("SAB
108°],"Considering the Effects of Prior Year
Misstatements when Quantifying Misstate-
ments in Current Year Financial Statements”,
SAB 108 eliminates the diversity of practice
surrounding how public companies quantify
financial statement misstatements. It estab-
lishes an approach that requires quantification
of financial staterment misstatements based
on the effects of the misstatements on each
of the Company’'s financial statements and

the related financial statement disclosures.
SAB 108 must be applied to annual financial
statements for their first fiscal year ending
after November 15, 2006. The adoption of SAB
108 did not have any impact on the Company’s
results of operations, financial position or
cash flows.

Income statement presentation of taxes
collected from customers and remitted to gov-
ernmeni authorities. In June 2006, the Emerg-
ing Issues Task Force reached a consensus
on EITF Issue No. 06-03 ["EITF No. 06-03"),
“How Taxes Collected from Cusiomers and
Remitted to Governmental Authorities Should
Be Presented in the Income Statement {That
Is, Gross versus Net Presentation)”. EITF No.
06-03 provides that the presentaticn of taxes
assessed by a governmental authority that
is directly imposed on a revenue-producing
transaction between a seller and a customer

on either a gross basis (included in
and costs) or on a net basis [exclud
revenues) is an accounting policy di
shouid be disclosed. The provisions
06-03 become effective for fiscal ye
ning after December 15, 2004. The
of EITF No. 06-03 is not expected t«
materiat effect on the Company’s c
financial position or results of oper

NOTE 3: NET INCOME PER SHARE
Basic earnings per share at Decem
2004, 2005 and 2004 is computed o
of the weighted average number of
shares outstanding. Diluted earnin:
share at December 31, 2004, 2005
computed on the basis of the weigh
age number of common shares out
plus the effect of outstanding empl
options using the “treasury stock” |
The number of stock options exclut
the diluted earnings per share com
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YEAR ENDED DECEMBER .

in thousands, except per share data 2004 f 2005
Net Income $ 54,783 % 76,073
Weighted average shares outstanding of:

Common stock 36,226 34,378
Ditutive effect of: L o o

Employee stock options 327 227
COMMON STOCK AND COMMON STOCK EGUIVALENTS; 36,553 36,605

3

Net Income per share:

Basic $1.79 $2.09

Diluted $1.97 $2.08

AS OF DECEMBER 31, 2005 AS OF DECEM
in thousands Welgr!ted_Averiage Cost Accum-ulat'ed Cost
Amortization Lives Amortization

Amortized intangible assets:

Telecommunications service cantracts 10 years $ 99,366 $ (32,009 $119.433

Contract-based customer relationships Syears 36,849 [18,241) 42104

Licenses 10 years 7174 13.182) 26,948

Other intangible asseis \ & years 11,137 (7.218) 18,374
TOTAL $ 154,528 $ (640,648) $ 206,859

because their effect was antidilutive for the
years ended December 31, 2004 and 2005 was
10,000 stock options and for the year ended
December 31, 2006 was zero stock options.
The components of basic and diluted earnings
per share are shown above.
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NOTE 4: GOODWILL

AND INTANGIBLE ASSETS

Amartization expense for intangible assets
for the years ended December 31, 2004, 2005
and 2006 was $18.2 million, $18.7 million and
$21.0 million, respectively. Amaortization ex-

pense for the succeeding five
to be as follows: 2007 — $20.3
$18.4 millien, 2009 — $13.2 m
$12.5 million and 2011 — $12.
total gross carrying value and
amortization of the Company's



Business Carrier 1 Consumer
in thousands & Corporate & Operator Internet
Segment Segment | Segment
" BALANCE AS OF DECEMBER 3, 006 T B _ §Bb82 $ 59,430 ) —
Goodwill related to acquisitions N 1,563 _ 32 1130

" BALANCE AS OF DECEMBER 31, 2005 ' - T 7?:7Vf7 o '$ 88,387 $ 59,732 $1,130 L
i Good;v-i_l_l-rélaieé to-:;chisitiions' T B o 6,215 420 1.456
_ Other _ 3 (133) (351 (717)
Foreign currency transtation adjustment [see Note 2. 12,983 11,0m 90
BALANCE AS OF DECEMBER 31, 2006 $107.452 $71,128 $ 1,959

sets by major intangible asset class are shown
in the table on page 98.

The changes on the carrying amount of
goodwilt for the years ended Jecember 31,
2005 and 2006, respectively, are shown above.

NOTE 5: BUSINESS COMBINATIONS
Acquisitions in 2004. In February 2004, the
Cormpany completed the acquisition of 100%
ownership interest in ST-HOLDING s.r.o.
["ST-HOLDINGS"], a Czech company that owns
50% plus one share in ZAO Samara Telecom,

a telecommunications service provider in Sa-
mara, Russia from ZAO SMARTS and individuel
owners. In April 2004, the Company completed
the acquisition of 100% of the common stock
in OAQ Balticorn Mobile ("Balticorn™) that owns
62% of ZAO WestBait Telecom, an alternative
telecommunications operator in Kaliningrad,
Russia. In April 2004, the (fornpany completed
the acquisition of the remaining 49% own-

ership interest in 000 Uralrelcom that the
Company did not aiready own. in May 2004, the
Company completed the acquisition of a 54%
awnership interest in SP Buzton ("Buzton”),

an alternative telecommunications opera-

tor in Uzbekistan. These acquisitions were
purchased for approximately $14.0 million in
cash. The results of STHOLDINGS have been
inciuded in the Company's consolidated opera-
tions since February 1, 2004. The rasults of
Balticom have been included in the Company’s
consclidated operations since April 30, 2004.
The results of Buzion have been included in
the Company’s consolidated operations since
May 31, 2004,

The Cornpany's consolidated financial state-
imenis rellect the allocation of the purchase
price based on a fair value assessment of the
assets acquired and liabilities assumed, and
as such, the Company has assigned approxi-
mately $7.4 million to telecommunications

services contracts intangible asset:
are amortized over a weighted aver
of approximately 10 years. The exce
purchase price over the fair value o
assets acquired of approximately %:
lien has been assigned to goodwill.
deductible for tax purposes. Approx
$1.9 million of this goodwill has be:
to Business and Corporate Service:
segment and approximately $0.3 m
been assigned ta Carrier and Oper:
vices reportable segment. In accorg
SFAS No. 141, "Business Combinat
SFAS No! 142, "Goodwill and Other
Assets” the Company does not am
goodwill recorded in connection wit
acquisitions. The goodwill is tested
ment at least annually.

Acquisitions in 2005, In March 2005,
ny completed the acquisition of 75%
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interest in 000 Dicom ["Dicom’}, an early-stage
wireless broadband enterprise, for approxi-
rmately $0.5 million in cash. In conjunction with
the acquisition, the Company entered into a
participants’ agreement which provided the
seller with a put option that, if exercised, would
require the Company to purchase the seller's
remaining 25% interest at {air market value. In
addition, the participants’ agreement provided
the Company with a call option that, if exércised,
would require the seller to sell after February
1, 2008 the seller's 25% interest in Dicom at any
time beginning after February 1, 2008, if Dicom's
valuation exceeds targeted levels by February 1,
2008. The resulis of Dicom have been included
in the Company's consolidated operationsi'.
since March 31, 2005. In September 2005, the
Company completed the acquisition of 60% of
000 Joint Venture Sakhalin Telecomn Limited
["Sakhalin Telecorn™], a fixed line alternative
operator in the Far East region of Russia for
$5.0 million in cash. As a result of this acguisi-
tion and combined with the Campany’s previous
ownership in Sakhalin Telecamn, the Company
now owns 83% of Sakhalin Telecom. In October
2005, the Company acquired 100% of Sochit-
elecom, a fixed line alternative operator in the
Krasnodar region of Russia, for approximately
$2.1 million in cash. The results of Sakhalin
Telecom have been included in the Company's
consolidated operations since September 30,
2005. The results of Sochitelecom have been
included in the Company's consolidated opera-
tions since October 31, 2005.

The Company's consolidated financial state-
ments reflect the allocation of the purchase

100

price based on a fair value assessment of the
assets acquired and liabilities assumed, and
as such, the Company has assigned approxi-
mately $2.1 million to telecommunications
services contracts intangible assets which will
be amortized over a weighted average period
of approximately 10 years. The excess of the
purchase price over the fair value of the net as-
sets acquired of approximately $2.1 million has
been assigned to goodwill and is not deductible
for tax purposes. Approximately $1.5 mitlion of
this goodwill has been assigned to Business
and Corporate Services reportable segment,
approximately $0.3 million has been assigned
to Carrier and Operator Services reportable
segment and approximately $0.3 million has
been assigned to Consumer Internet Ser-
vices reportable segment. In accordance with
SFAS Mo. 141, "Business Combinations”, and
SFAS No. 142, "Goodwill and Other Intangible
Assets”, the Company will not amortize the
goodwill recorded in connection with the above
acquisitions. The goodwill will be tested far
impawrment at least annually.

In October 2005, the Campany acquired
100% of Antel Rascom, Ltd., a British Virgin
Islands company that owns 49% of ZAO
Rascom ["Rascom”), an infrastructure and
facilities company in northwest region of Rus-
sia, for approximately $10.0 million in cash, In
December 2005, the Company acquired an ad-
ditional 5% of Rascom for approximately $1.1
million in cash. The Company has conctuded
that its 54% investment in Rascom does not
quatify for accounting under the consolidation
method of accounting because the rights of

the minority shareholder repr
tive participating rights, and &
rights overcome the presump
Company controls Rascom. T!
Company accounts for this in
the equity method.

In March 2005, the Cempar
approximately $1.0 million in-
financial and consulting fees |
acquisition opportunity the Co
not to pursue, including advis
proximately $0.1 million paid |
party. In September 2005, the
pensed approximately $0.8 mi
legal, financial and consulting
to another acquisition, which
decided not to pursue.

Acquisitions in 2006. In Marct
pany campleted the acquisitio
ship interest in ZAO Tatar Inte
nications ["Tatintelcom™], an I
provider ["ISP"] in the Russiar
Tatarstan, for approxirmately $
cash consideration. The Comp
dated the financial position of
of March 31, 2006 and the rest
of Tatintelcom from Aprit 1, 20

The Company’s consolidate
ments reflect the altocation of
price based on a fair value ass
assets acquired and liabilities
as such, the Company has ass
mately $4.8 million to right of
assets which will be amortize
average period of approximate



In April 2006, the Company completed the
acquisition of 100% ownershig interest in TTK
LLC ["TTK"), a fixed line alterative operator

in the lvano-Frankovsk region of Ukraine, for
approximately $3.8 million cansisting of cash
consideration of $3.4 mitlion and $0.4 recorde
as a liability. The Company hzs consolidated
the financial position of TTK frem April 30,
2006 and the results of operations of TTK from
May 1, 2004,

The Company’'s consolidated financial state-
ments reflect the allocation of the purchase
price based on a fair value assessment of the
assets acquired and liabilities assumed, and
as such, the Company has assigned approxi-
mately $0.4 million to telecorymunications
services contracts intangible assets which will
be amortized over a weighted average period
of approximately 10 years. The excess of the
purchase price over the fair value of the net
assets acquired of approximately $2.0 mil-
lion has been assigned to goodwill and is not
deductible for tax purposes. This goodwill has
been assigned to Business and Corporate Ser-
vices reportable segrnent. In accordance with
SFAS No. 141, "Business Combinations”, and
SFAS No. 142, "Goodwill and Other Intangible
Assets”, the Company will not amortize the
goodwill recorded in connection with the above
acquisitions. The goodwill will be tested for
impairment at least annually.

In June 2006, the Company completed
the acquisition of 74% ownership interest in
Kubtelecom LLC ["Kubtelecon”], a fixed line
alternative cperator in the Krasnodar region
of Russia, for approximately $10.1 million

of cash consideration, plus the assumption
of $3.9 million of debt and other ligbilities.
The Company has consolidated the financial
position of Kubtelecormn from June 30, 2006.
However, given the proximity of the acquisi-
tion to the Company’s quarter end, consoli-
dation of Kubtelecom's results of operaticns
commenced from July 1, 2006. See Note 12
concerning litigation in association with the
acquisition of Kubtelecom.

The Company’s consolidated financial state-
ments reflect the preliminary allocation of the
purchase price based on a fair value assess-
ment of the assets acquired and liabilities
assumed, and as such, the Company has as-
signed approximately $0.5 million to contract
based customer relationship intangible assets
which will be amortized over a weighted aver-
age period of approximately 10 years and $0.6
million 1o other intangible assets which will
be amortized over a weighted average period
of approximately 10 years. The excess of the
purchase price over the fair value of the net
assets acquired of approximately $3.7 mil-
lion has been assigned to goodwill and is not
deductible for tax purposes. The purchase
price allocation will be finalized upon comple-
tion of the valuation of the acquired fixed and
intangible assets. Approximately $3.0 million
of this goodwill has been assigned to Business
and Corporate Services reportable segment,
approximately $0.4 million has been assigned
to Carrier and Operator Services reportable
segment, and approximatety $0.3 million has
been assigned to Consurner Internet Ser-
vices reportable segment. In accordance with

SFAS No. 141, "Business Combinat
SFAS No. 142, "Goodwill and Other
Assets”, the Company will not amo
goodwill recorded in connection wi
acquisitions. The goodwitl will be te
impairment at least annually.

tn August 2006, the Company co
the acquisition of 100% ownership
Telcom LLC ["Telcom™, a fixed line
operator in Nizhny Novgorod, Russ
proximately $1.7 million of cash cor
The Company has consolidated the
operations and financial position of
from August 1, 2006.

The Company’s consolidated fine
ments reflect the allocation of the |
price based on a fair value assessn
assets acquired and liabilities assu
as such, the Company has assigne
mately $0.1 million to telecommuni
services contracts intangible asset:
be amortized aver a weighted averz
of approximately 10 years. The exce
purchase price over the fair value o
assets acquired of approximately $
lion has been assigned to goodwill
deductible for tax purposes. This gc
been assigned to Business and Cor
Services reportable segment. In ac
with SFAS No. 141, "Business Com
and SFAS No. 142, "Goodwill and O
gible Assets”, the Company will not
the goodwill recorded in connectior
above acquisitions. The goodwill wi
for impairment at least annually.
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DECEM
in thousands 2005
Equity in net assets acquired $ 11,565
Goodwill as part of investment ) 1313
Difference between fair value and historical value of assets acquired (1,093)
Cash advances and other . (894)
TOTAL INVESTMENTS [N AND ADVANCES TO VENTURES $ 10,889

In July 2006, the Company paid $7.5 miltion
in cash for the acquisition of 75% owner-
ship interest in S-Line LLC ["S-Line"). an
early-stage wireless broadband enterprise in
Kiev, Ukraine, which closed in October 2006.
The acquisition of 5-Line was accounted for
as an asset purchase of telecommunication
licenses through a VIE. In canjunction with this
transaction, the Company also entered into
an agreement whereby the Company provided
a secured loan of $2.5 million to the seller
with interest at 10% per annum, The loan is
secured by the pledge of the remaining 25%
interest in S-Line and matures in Noverber
2010 and is recarded in other non-current
assets. See Note 12 concerning a regulatory
dispute in association with the acquisition
of S-Line.

in October 2006, the Company completed
the acquisition of 100% ownership interest in
ZAD Corus ISP ["Corus”}, an ISP in Ekaterin-
burg, Russia, for approximately $1.2 million of
cash consideration.

The Company's financial statements reflect
the allocation of the purchase price, and as
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such, the Company has assigned approxi-
mately $1.2 million te goodwill which is not
deductible for the tax purpose. This goadwill
has been assigned to Consumer Internet Ser-
vices reportable segment. In accordance with
SFAS No. 141, "Business Combinations”, and
SFAS No. 142, "Goodwill and Other Intangible
Assets”, the Company will not amaortize the
goodwill recorded in connection with the above
acquisition. The goodwill will be tested for
impairment at least annually.

Pro-forma operating results assuming
all of the above business combinations had
occurred as of the beginning of 2004 would
not be matenally different from the results of
operations as presented in the accompanying
consolidated financial statements.

NOTE é: INVESTMENTS

IN AND ADVANCES TO VENTURES

The Company has various investments in
ventures that are accounted for by the equity
method. The Company’s ownership percent-
ages in its equity method investments range
from approximately 50% to 54%. Refer to Naote

5 for further discussion on the
the Company’s 54% investmer

The components of the Cor
ments in and advances to ven!
in table above.

The Company has financed
ing and investing cash flow rei
several of the Company’s vent
of cash advances. The Compal
of the receivable and payable |
ventures in the Company’s inv
cash advances to the ventures

The Company's approximat
Corp. ['MCT"] no longer qualif
ing under the equity method b
jority ownership of MCT is con
a small group of shareholders
MCT withgut regard to the vie
pany and because the Compar
to obtain more financial inforn
currently available to MCT's ot
ers and is unable to obtain suc



NOTE 7: SUPPLEMENTAL
BALANCE SHEET INFORMATION

DECEMBER 31,
in thousands 2005 |
Other current assets consist of:

Inventory $5.310
Notes receivable 1,494
Interest receivable o 4
Due from related parties o 703
Taxes receivable 549
Other current assets 4,949
TOTAL OTHER CURRENT ASSETS $ 13,009
Other non-current assets consist of;

Notes receivable $ -
Investments in and advances to ventures 10,889
Deferred tax asset S 2
Other non-current assets 8.761
TOTAL OTHER NOM-CURRENT ASSETS % 19,652
Accounts payable and accrued expenses consists of

Accounts payable $ 60,043
Accrued compensation 11,322
Accrued other taxes 3132
Accrued access and network services 12.196
Other accrued expenses 2,711

TOTAL ACCOUNTS PAYABLE AND ACCRJED EXPENSES

$ 89,404
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NOTE 8: DEBT OBLIGATIONS

AND CAPITAL LEASES

The Company paid interest of $0.6 million,
$0.6 million and $0.5 million in 2004, 2005 and
2006, respectively.

Sorne of the Company's operating com-
panies have received debt financing through
direct loans from affiliated companies. In
addition, certain operating companies have
borrowed funds under a $22.7 miltion back-
to-hack, seven-year credit facility frem a ZAO
Citibank ["Citibank”]. Under this facility, the
Company provides full cash collateral, held
in London and recorded an our balance sheet
as restricted cash, for onshore loans m:ade
by the bank to the Company’s Russian regis-
tered ventures. In a second, similar facility, the
Company provides full cash collateral for a
$10.0 million short term back-to-back, revolv-
ing, credit facility from the same bank for the
Company’s larger Russian operating com-
panies. The funding level as of December 31,
2006 for all these facilities totaled $0.2 million,
of which none was funded to the Company's
consolidated subsidiaries and $0.2 million was
funded to the Company's affiliates. The loan
facilities carry interest at a rate equal to the
three-month London Inter-Bank Offering Rate
("LIBOR"] plus 1.0 percent per annum [équiva-
lent to approximately 6.9%, on average for
loans outstanding. at December 31, 2006) and
mature in July 2007.

In September 2006, Sovintel entered into a 90
day short term revolving credit facility for up to
$15.0 million with Citibank. As of December 31,
2006, Sovintel has borrowed $6.4 million under

104

this credit facility. The credit facility carries
interest at a rate equal to the LIBOR plus 1.0%
per annum lequivatent to approximately 6.4% at
December 31, 2006]. The credit facility requires
Sovintel to maintain accounts with Citibank in
the currencies of the loan and ensure that the
aggregate amount of incoming payments cred-
ited to Sovintel's accounts with Citibank in any
calendar month is equal to, or greater than 30%
of the aggregate amount of the loans cutstand-
ing as of the last day of such menth.

In Octeber 2006, Sovintel entered into
short-term revolving credit facility for up te
518,000,000 RUR, equivalent to $1%.7 mil-
lion, with ZAO International Moscow Bank
["IMB"}, a related party. As of December 31,
2006, Sovintel has not horrewed funds under
this facility. The credit facility carries interest
at a rate equal Lo the Moscow Prime Offered
Rate plus 3% [equivalent to approximately
8.8% at December 31, 2006). The credit {acility
requires Sovintel to maintain accounts with
IMB in the currencies of the loan and ensure
that the aggregate amount of deposits cred-
ited to Sovintel's accounts with IMB is at least
150,000,000 RUR, equivalent to $5.7 million,
for each interest period during the term of the
credit facility.

In July 2004, Golden Telecom [Ukraine]
{"GTU"]. the Company’s subsidiary in Ukraine
entered into one-year revolving, credit facil-
ity for up to $3.5 million plus a cash coverage
facility of up to $2.0 million with Calyon Bank
Ukraine ["Calyon”]. As of December 31, 2006,
GTU had borrowed $3.9 mitlion under this
credit facility. The credit facility carries interest

at a rate equal to LIBOR plus
denominated in USD and at pr
offered rate plus a margin of :
denominated in Ukrainian hry
to approximately 15.6%, on av
outstanding, at December 31,
facility requires GTU to maintz
Calyon in the currency of the |
that the aggregate amount of
ments credited to GTU's accot
in any calendar month is equa
than 50% of the aggregate am
sales at least within the terms
agreement.

In August 2005, the Compal
a lease for fiber optic capacity
ties and maintenance, on maj
Ukraine. The lease has a term
with total payments of $4.1 m
term of the lease. The lease is
a capital lease in the balance

The table shown on the rigt
mum lease payments under c

NOTE 9: SHAREHOLDERS' EQ
COMMON STOCK
In August 2005, the Company
restricted shares of the Comp
stock, par value $0.01 per sha
management of the Company.
shares gradually vest over thr
At December 31, 2006, there
unvested restricted shares of t
common stock. Unvested restr
of 1,907 relate to restricted she
senior management of the Cor



in thousands

| Lea:

2007

2008

2009

2010

Less: amount representing interest
TOTAL PRINCIPAL PAYMENTS

2005. The remaining 8,379 unvested restricted
shares relate to restricted shares issued to cer-
tain members of the Board of Directors of the
Company in May 2006 and vest after one year.

The Company's outstanding shares of com-
mon stock increased by 109,000 shares and
215,097 shares in the years ended December
31, 2005 and 2006, respectively, issued in con-
nection with the exercise of employee stock
optiens, The Company has reserved 1,008,019
shares of common stock for issuance to cer-
tain employees and directors. in connaction
with the 1999 Equity Participation Plan.

Preferred stock. On May 17, 2000, the Compa-
ny's shareholders authorized 10 million shares of
preferred stock, none of which have been issued.

Deferred equity compensation. As required
in accordance with the adoption of SFAS No.
123R, during 2004 the Company reversed $0.5
million of unearned compensation.

Dividends. During 2005, the Company paid
four quarterly dividends of $0.20 par common
share, for a total of $0.80 per common share
for the year. The totat amount paid by the
Company was $29.1 million.

Ouring 2006, the Company paid three quar-
terly dividends of $0.20 per common share, for
a total of $0.60 per comman share for the year.
The total amount paid hy the Company was
$22.0 million.

NOTE 10: STOCK OPTION

AND STOCK APPRECIATION

RIGHTS PLANS

The Company has established the 1999 Equity
Participation Plan of Golden Telecam, Inc. [the
“"Option Plan”]. The Company has granted and
intends to offer stock options to key employ-
ees and members of the Board of Directors
of the Company. Under the Option Plan not
more than 4,320,000 shares of cornmon stock
(subject to anti-dilution and other adjustment

provisions) are authorized for issuz
exercise of options or upon vesting
ed or deferred stock awards. Optiol
to key employees of the Company .
Option Plan vest over a three-year
the date of grant with one-third ves
one year and one thirty-sixth vestir
maonth thereafter and expire ten ye
date of grant. Optiens granted to v
the Board of Directors of the Comp
the Option Plan vest over a one yea
the date of grant and expire five ye:
date of grant.
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YEAR ENDED 0

in thousands 2004 l
Risk free interest rate 4£.39%
Dividend yield 3.0%
Expected life [years) 3.0
_ Volatility 5%
YEAR ENDED DECEMBER 31,
o . 2004 20058 200
Weighted Weighted
Average Average
Shares . Shares i Shares
Exercise Exercise
Price Price
" Outstanding at beginning ofyear 904272 §13.48 517.013 $14.18 oz
Options granted 5.000 26.61 2,500 26.32 -
Options exercised ) [374,394) 12.746 {109.000] 13.37 [215.097])
Options expired - - (12,500) 20.88 -
Options forfeited (17.863) 12.00 [25,001) 14.00 -
QUTSTANDING AT END OF YEAR 517,013 14.18 373,012 14.31 157,915
Options exercisable at end of year 448,818 $14.07 369,817 $14.22 157,915

The fair value of options granted under the
Option Plan in 2004 are estimated to be $14.59
per cornmon share and in 2005 are estimated
to be $13.44 per common share on the date of
grant using the Black Scholes option pric-

ing model with the assumptions shown in the
table above.
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There were no options granted under the Op-

tion Plan in 2006.

Additional information with respect to stock
options activity is summarized in the table above.

All stock options outstanding at December
31, 2006 were exercisable. The table on page
107 summarizas information about stock op-

tions outstanding and exercise

ber 31, 2006,

In September 2005, the Con
SARs to the Company's Chief E
["CEQ") with respect to 200,001
Company's common stock, at :
which was the closing price of
cornmon stock on the NASDAC




OPTIONS OUTSTANDING AND EXERCISABLE

Exercise Prices
at December 31, 2006

Number Qutstanding
and Exercisable

Weighted Average Remaining
Contractual Life

Int
(In

{In Years}
$12.00 103.997 45
15.63 38918 ] 28
T 19.45 10,000 14
- 26.32 2,500 34
26.61 2,500 24
157.915

Market on July 19, 2005 {"CE( Granting Share
Price”), which was $29.83, one-third of which
shall be and becormne vested 2nd nonforfeit-
able on each of the first three anniversary
dates from September 1, 2003, provided the
CED remains continuously employed by the
Company until each such relevant date. The
SARs shall be fully vested if tnere is achange
in control. If, prior to February 28, 2009 and
during the CEQ’s period of employment with
the Company, the average clesing stock price
of one share of the Company's cormman stock
on the NASDAQ Global Select Market exceeded
$50.00 during any thirty day consecutive pe-
riod, the CEO would be grantad SARs for

an additional 200,000 shares of the Company’s
common stock at the CEQ Granting Share
Price, which SARs should be fully vested upon
issuance. On February 3, 2007, the Company’s
common steck achieved the $50.00 threshold
and CEQ was granted additional fully vested
SARs in respect of 200,000 shares of the

Company's common stock. The SARs granted
do not have a contractual term. However, all
SARs shall be cancelled, and the Company
shall make a payment to the CEO upon the
termination of employment for any reason
wiih respect of the SARs vested. The SARs
provide for a cash only settlement and the
related obligation is recorded as a liability in
the consolidated financial statements. The
Golden Telecom, Inc. 2005 Stock Appreciation
Rights Plan {"2005 SAR Plan”) and the EDN
Sovintel 2005 Stock Appreciation Rights Bonus
Plan ["Sovintel SAR Plan”), which are approved
by the Company’s Board of Directors, permit
the grant of SARs to the Company's senior
management and employees. SAR awards
are granted at a share price which is the
lower of: (i) the average between the high and
low sales price per share of the Ccmpany’s
common stock on the grant date, or in case
no such sale takes place on the grant date,
the last date on which a sale occurred or [ii)

the average closing sales price per
the Company common stock for the
trading days immediately precedinc
["Granting Share Price”]. Seventy-fi
of the SAR grant shall be subject to
ing, one-third of which shall be and
vested and nonforfeitable an each c
three anniversary dates from the gr
provided that the employze remain:
ously employed by the Company un
such relevant date. The Granting St
shall increase by five percent on ea
sary date after the grant date in as¢
with the SARs that shall be and bec
and nonforfeitable on each such an
date. Twenty-five percent of the SA
were subject to performance vestin
Company's common stock achievin
trading price of at least $50.00 per
thirty consecutive days as determir
sole discretion of the Company. On
ary 22, 2007, the Company's comm
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Weighted-average volatiity

Expected dividend yield

Expected term

Risk-free rate

Weighted
Average
SARs
Exercise
Price ‘
Outstanding at January 1, 2006 1,251,800 $29.1¢9
SARs granted 177.000 27.94
SARs exercised . 120,200 28.15
SARs expired ; - -
SARs forfeited (114,800) 28.91
. Dutstanding at December 31,2006 __  ~  _ _  ___ __ - _.. 293800 2905
Exercisable at December 31, 2006 233217 $28.63

achieved the $50.00 threshold and the perfor-
mance vesting SARs became fully vested. The
SARs have a contractual term of 5 years. The
aggregate number of shares of common stock
which may be issued pursuant to the 2005 SAR
Plan at the discretion of the grantees, shall be
200,000 shares. The SARs issued pursuant to
the Sovintel SAR Plan provide for a cash only
setllement. The related obligation is recorded
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as a liability in the consolidated financial
statements.

The fair value of each SAR award is estimat-
ed ai the end of each reporting period using
the Monte Carlo simulation-based valuation
model that uses the assumptions described in
the table above. Estimated volatilities are based
on histarical volatility of the Cempany's stock
for the period matching the awards’ expected

term. The Company uses histc
mate SAR exercise and emplo
within the valuation model; se
emplaoyees that have similar h
behavior are considered togetl
purposes. The expected term
is derived from the output of tl
model and represents the peri
5ARs granted are expected to




ing. The risk-free rate for periads within the
expected term of the SAR is based on the US
Treasury yield curve in effect at the end of the
reporting period.

A summary of activity under the SAR Plans,
including the CEQ SARs, as ol December 31,
2006, and changes during the year then ended
is presented in the table on page 108.

The weighted-average fair value of SARs
outstanding as of December 31, 2006 was
$21.50 per SAR. As of Decemoer 31, 2006,
there was $8.3 million of total unrecognized
compensation cost related to non-vested SARs
awards. That cost is expected to be recognized
over a weighted-average requisite service
pericd of 0.7 years.

NOTE 11: INCOME TAXES

The components of income before income
taxes and minority interest shown in the table
below.

The foliowing is the Company’s significant
components of the provision for income taxes
attributable to continuing operations [refer to
the table below].

The Company paid income taxes of $36.1
miliion, $41.4 million and $43.4 millian in 2004,
2005 and 2006, respectively.

US taxable income or losses recorded are
reported on the Company's consolidated US
income tax return. The Company was allocated
its proportionate share, $23.6 millicn, of GTS’
US net operating loss carry-forwards ["NOLs"}

in 1999. As of December 31, 2006, th
has NOLs for US federal income tax
of approximately $15.4 million expiri
years bhetween 2019 through 2026. Ir
Company recorded a full valuation a
ior NOLs for US federal income tax |
of $4.7 million. The Company also h.
{or Cyprus tax purposes of approxim
million that do not expire. However, |
ny has also recorded a full valuation
for Cyprus NOLs since it does not ar
recognizing taxable income in Cypru

YEAR ENDED DECEMBER 31,
in thousands 2004 | 2005 |
AF'-retax income (lossl:
Domestic $ (4,853 $ {8,405]
Foreign 101,886 125,272
$ 97.033 $116,867

YEAR ENDED DECEMBER 31,

in thousands 2004 | 2005 |
Domestic - current $— $—
Domestic - deferred 1373 2,234
Foreign — current 35,350 41,630
Foreign - deferred (4,233] {6,048]

$ 30,744 $37.8146
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YEAR ENGED DECEMBER

2004 | 2005 _
Tax expense at US statutory rates 135.01% [35.01%
Non-deductible expenses 7.3 [4.8]
Foreign exchange differences , 0.2 (0.3)
Different foreign tax rates : 11.4 1.9
Change in valuation allowance ' 0.0 [4.2)
Other permanent difierences . (1.0 0.0
TAX EXPENSE (31.7)% (32.4)%
DECEN
in thousands ‘ 2005
Deferred Tax Assets:
Net operating loss carry-forwards % 5,581
Accrued expenses 3,314
Deferred revenue ' 11,056
Intangible assets 2,995
Fixed assets 741
Other deferred tax assets 1,789
Valuation allowance ‘r (8.441)
Total deferred tax asset $ 16,655
Deferred Tax Liabitities: , '
Accrued revenue | ' $—
Deferred expenses 2812
Intangible assets ' 21,337
Fixed assets 5,500
Other deferred tax liabilities ' 299
Total deferred tax liability $ 29,948
" NET DEFERRED TAX LIABILITY ) 7 ' ‘ $ [13.295)
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DECEMBER 31

in thousands 2005 |
_ Deferred Tax Assets: _
US tax component - B - $—
__Foreign tex componet _ 16,655
: Total deferred tax asset i o . _ o o t o o - $ 16,655 B
Deferred Tax Liabilities: - ] - o . B
US tax component $-—
_-Iéoreign tax component o B 727?,7968 o
Total deferred tax liability T T fv‘b 29.91.'8
' NET DEFERRED TAX LIABILITY $ (13,293}

The reconciliation of the US statutory federal
tax rate of 35.0% to the Company's effective tax
rate shown in the table on page 110.

Deferred tax assets and liabilities are record-
ed based on temporary differences between
book bases of assets and liab lities and their
bases for income tax purposes. The following
table summarizes major comoonents of the
Company's deferred tax assets and liahilities.

The table presents the Company's deferred
tax assets and liabilities as of December 31,
2005 and 2006 attributable to different tax pay-
ing components in different tex jurisdictions.
Irefer to the table on page 110 and the table
above).

NOTE 12:

COMMITMENTS AND CONTINGENCIES
LEASES

The Company has various cancelable and
non-cancelable operating lease agreements for
equipment and office space with terms rang-
ing frorm one to eight years. Rental expense for
operating leases aggregated $6.5 million, $9.8
million, and $12.3 million for the years ended

December 31, 2004, 2005 and 2006, respectively.

Future minimum lease payments under
non-cancelable operating leases with terms
of one year or mare, as of December 31, 2006,
are as follows: 2007 — $9.9 million, 2008 —
$5.9 million, 2009 — $5.4 million, 2010 — $3.2
million, 2011 — $2.6 million, and thereafter
— $1.6 million.

OTHER COMMITMENTS

AND CONTINGENCIES

The Company has fulure purchase
ments of $75.5 million as of Decem
which primarily includes equipment
nect and satellite transponder capa
ordinary course of business, the Cor
issued financial guarantees on debt
efit of certain of its non-cansolidate:
which is all collateralized by cash a:
in Note 8. The Company expects thz
lateralized debt will be repaid by the

TAX MATTERS

The Company’s policy is to accrue fc
gencies in the accounting period in
liability is deemed probable and the
reasonably determinable. In this rec
cause of the uncertainties associate
Commonwealih of Independent Stal
("CIS Taxes™), the Company's final €
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F
may be in excess of the estimated amount

expensed to date and accrued at December
31, 2005 and 2006. It is the opinion of man-
agement that the ultimate resolution ofithe
Company’s CIS Tax liability, to the extent not
previously provided for, will not have a mate-
rial effect on the financial condition of the
Company. However, depending on the amount
and timing of an unfavorable resclution of any
contingencies associated with CIS Taxes, it is
possible that the Company's future results of
operations or cash flows could be materially
affected in a particular period. ‘
Sovintelis engaged in litigation with the Rus-
sian tax inspectorate in regard to claims issued
by the tax inspectorate on February 1, Z006. The
Russian tax inspectorate claimed that Sovintel
owes taxes, fines and penalties in the amount of
$1.9 million for the years ended December 31,
2002 and 2003. On February 16, 2606, Sovintel
filed a lawsuit against the tax inspectora{e dis-
puting the claims. The court ruled in favor of the
Company by dismissing the tax inspectorate’s
claim in three instances. The tax inspectorate
did not appeal this decision. The Company con-
siders it probable that it will receive a refund in
the amount of $1.6 million previously paia to the
tax inspectorate in regard to this claim.
Sovintel is engaged in litigaticn with the
Russian tax inspectorate in regard to clatms
issued by the tax inspectorate on September
25, 2006. The Russian tax inspectorate claimed
that Sovintel owes taxes, fines and penal‘ties in
the amount of $21.9 million for the yearsFended
December 31, 2004 and 2005. Or October 4,
2006, Sovintel filed a lawsuit against the }ax
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inspectorate disputing the claims. The pre-
liminary court hearing was held on November
8, 2006. The Company expects that the first
instance court decisicn will take place in April
2007. Currently, the Company does not consider
an unfavorable outcome prokable for this claim.
In Gctober 2006, IMB, a related party, provided

a bank guarantee for up to 518,00C,000 RUR,
equivalent to $19.7 miltion, for Sovintel's obliga-
tion in connection with this claim.

Starting in 2004, the Russian tax inspec-
torate, in the course of tax audits of Russian
long-distance telecem operators, started to
challenge the offset of VAT relating tc the cost
of internaticnal telecommunication services.
Therefore, there is a risk that the Company may
be assessed additional VAT, fines and penal-
ties on similar issues, The amount of such risk
relating to the years ended December 31, 2004
and 2005 is included in the $21.9 million tax
claim currently disputed, as disclosed ahove.
The amount of similar risk relating to the year
ended December 31, 2006 is assessed as being
up to $13.0 million. Should the Russian tax
inspectorate assert such ctaim, the Company
believes it has meritorious defenses to suc-
cessfully dispute such claim and defend its
pesition in court. However, due to the fact that
court cases on such matters are appearing for
the first time, the expected outcome of such
cases is currently unclear.

In March 2005, the Company reversed a $2.0
million accrued liakility related to estimated
taxes, inctuding $0.6 million related to income
taxes. This accrued liability was recorded upon
the acquisition of one of the Company's Rus-

sian subsidiaries. Manageme!
that the probability of this acc
arising in the future is remote
of Russian regulatory statutes
for any potential tax claims frt
tax inspectorate. The net effec
sal of this accrued liability wa
reduction in selling, general a
tive expenses in the year ende
2005, and $0.6 million reducti
assets for the portion associa
tax at December 31, 2005,

RUSSIAN ENVIRONMENT
AND CURRENT ECONOMIC S|
The Russian economy, while d
market status beginning in 20
display certain traits consister
a market in transition. These
have in the past included high
historic inflation, lack of liquic
markets, and the existence of
trols which cause the naticnal
illiguid outside of Russia. The
cess and stability of the Russi
be significantly impacted by th
continued actions with regard
legal, and economic reforms.
On January 1, 2004, a new |
munications [the "Telecommu
came into effect in Russia. W
supporting regutations to imp
communications Law have no
the Russian government appr
2005 new rules for interconne
connection Rules”] that becan



January 1, 2606. These Intercannection Rules
contemnplate a new three-layer interconnection
system consisting of domestic long distance /
international long distance ("DLD/ILD"), zonal
and local operators. Under this new struc-
ture, end-users will have the right to choose a
long-distance operator and CLD/iLD operators
will be required to have interconnection points
in each of the B8 constituent erritories of the
Russian Federation. In addition, the Telecom-
munications Law created a universal service
fund ["USF”) charge, which bzcame effective
May 3, 2005, calculated as 1.2% of revenue
from services provided to customers, exclud-
ing interconnection and other operators’ traf-
fic routing revenue. The Company incurred
approximately $2.6 million in Russian Federa-
tion USF charges for May through Decem-
ber 2005 and approximately $4.7 million in
Russian Federation USF charges for the year
ended December 31, 2006 wnich is recorded
in cost of revenue,

On May 31, 2005, the Company received
a DLD/ILD license in Russia valid until May
31, 2012. The Company is reqJired under the
license to begin providing services and fulfil
the network requirements specified in the
Interconnection Rules not later than May 31,
2007, The Company has consiructed a Federal
Transit Network ["FTN"] in compliance with
the Telecommunications Law and the DLD/ILD
license. On December 15, 2006, the Ministry of
Information Technologies anc Communications
of the Russian Federation granted the Company
access codes to operate the Company’s FTN,
In a letter dated December 20, 2006, several

deputies of the State Duma, wrote to the Rus-
sian General Prosecutor alleging that Sovintel
was illegally providing ¢omestic and interna-
tional services prios to receipt of access codes.
The letter states that because Sovintel had

not yet received access codes to offer such
services in the first, second and third quarter
of 2006, then Sovintel was operating illegally
in this respect. Further, the letter requests
that the Prosecutor General's office conduct
an investigation of Sovintel's activities and, if
appropriate, charge those Sovintel officials
responsible for the activities. Sovintel received
the access codes in December 2006 and prior
to construction of iis FTN was operating under
its previous licenses. The Company believes
that it was acting in accordance with Russian
regulations and legislalion and it licenses.

OTHER MATTERS

In the ordinary course of business, the Com-
pany may be party to various legal and tax
proceedings, and subject to claims, certain

of which relate to the developing markets and
evolving fiscal and regulatory environments

in which the Company operates. Ir the apinion
of management, the Company’s liability, if any,
in all pending litigation, other legal proceed-
ing or other matters, will not have a material
effect upon the financial condition, results of
operations or liquidity of the Company.

The Company is currently engaged in litiga-
tion with a minority shareholder of Kubtelecom
in regard to the shareholder’s claim that the
shareholder’s pre-emptive right tc acquire
74% ownership in Kubtelecom was breached.

The Company does not consider an
able outcome probable for this clail
in case of an unfavorable outcome |
gation, the Company may be forced
the Kubtelecom acquisition.

The Company is currently engag
regulatory dispute with the NCCR ¢
license, recorded at $13.3 million, f
band radio frequencies. The Comp:
ers the reissuance of this license p|
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NOTE 13: RELATED PARTY TRANSACTIONS
Revenue and cos! of revenue with the Com-
pany's equity investees, Alfa, 0AD Rostelecom
["Rostelecom”), and Telenor, significant share-
haolders of the Company for the years ended
December 31 (refer to the table on page 113).

Accountis receivable and accounts pay-
able with the Company’s Alfa, Rostelecom,
and Telenor, significant shareholders of the
Company, at December 31 (refer to the table
on page 119).

The Company maintains bank accounts with
Alfa, which acts as one of the clearing agents
far the payroll of the Russian staff of thé Com-
pany. The balances at these bank accounts
were minimal at December 31, 2005 and 2006.
In addition, certain of the Company’s Russian
substidiaries maintain current accounts with
Alfa. The amounts on deposit were $0.2 mil-
lion at December 31, 2005 and $0.3 million at
December 31, 2006.

The Company maintains bank accounts with
IMB. The spouse of the Company’s President is
a member of the Executive Board of Directors
of IMB. The amounts on deposit were approxi-
mately $2.6 million at December 31, 2005 and
$1.1 million at December 31, 2006.

in 2003, the Company incurred approxi-
mately $0.3 million in advisory fees from Alfa
in relation to the acquisition of Sibchallenge.
In addition, in 2003 the Company incurred ap-
proximately $0.1 million in advisory fees from
Alfa in relation to a potential acquisition that
was subsequently withdrawn irom the market.
In 2005, the Company expensed approximately
$0.1 miltion in advisory fees from Alfa in rela-
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tion to a potential acquisition opportunity the
Company decided not to pursue.

The Company purchased cansulting ser-
vices from Alfa in the amount of $0.7 million
and $0.5 million in the years ended December
31, 2005 and 2006, respectively.

In December 2003, the Company entered
into a one year agreement with Alfa to provide
the Company with property and eguipment
liability insurance. The amount payable under
this agreement was approximately $0.2 mil-
lion. The Company extended this agreement
until February 2005 and in February 2005,
the Company entered into a one year agree-
ment with Alfa, to provide the Cormpany with
property and equipment liabilily insurance.
The amount payable under this agreement is
approximately $0.4 million. In 2006, the Com-
pany has entered into varicus agreements with
Alfa to provide the Company with property and
equipment liability insurance expiring in 2007.
The amount payable under these agreements
is approximately $0.4 million.

A member of the Company’s Board of Direc-
tors is a relative of the general director of two
Russian based telecommunications services
providers. The Company received revenue
from these two telecommunications services
providers in the amaunt of $5.3 million, $5.1
million and $6.9 million for the years ended
December 31, 2004, 2005 and December 31,
2006, respectively and incurred costs to these
twa telecommunications services providers in
the amount of approximately $1.% million, $1.3
million and $1.3 million in the years ended
December 31, 2004, 2005 and December 31,

2006, respectively. At Decembe
Company had accounts receive
mately $0.9 million and zero a
with these two telecommunice
providers, At December 31, 20
had accounts receivable of apy
million and accounts payable ¢
with these two telecommunica
providers.




in thousands 2004 | 2005 |
" Revenue fron?equ]&r i;.véstees - o $ 116 $ 363
___R_evenue from Rostelecom o L 404 61@ L
Revenue from Telenor 139 470 .
Revenue from Alfa 1,798 3,158
$ 2,457 $ 4,637
_Cqsl of revenue from equity inveslees L B 4,798 3.038 }
Cost of revenue from&:stelecom o 25,809 23,979
Cost of revenue from Telenor 332 _605
Cost of revenue from Alfa 56 —
$ 30,995 $ 27,622
in thousands 2005 |
Accounts receivable from Rostelacom ) $35
Accounts receivable from Telenor L 195
Accounts receivable from Alfa 473
$703
_ecc_cyx_ns_pa_yelt&af_rqrp Rostelecom - 2,402 )
48

__Accounts payable from Telenor

Accounts payable from Alfa

$ 2,470
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NOTE 14: SEGMENT INFORMATION

Line of business data. The Company oper-
ates in four segments within the telecommu-
nications industry. The four segments are:
(1] Business and Corporate Services;

(2] Carrier and Operator Services; (3] Con-
sumer Internet Services: and (4] Mobile Ser-

vices. The following tables present financial
information for both consoelidated subsidiar-
ies and equity investee ventures, segmented
by the Company's lines of business for the
years ended December 31, 2004, 2005 and
2006, respectively. Transfers between lines
of businesses are included in the adjust-

ments to reconcile segment
resutts. The Company evalua
ce based on the operating inc
each strategic business unit,
performance measures [refe
below).

Adjustm
Bus
Con
Business Carrier i Corporate Busines Con- Equ
in thousands and and Consumer Mo.blle & Elimina- Segment solidated Meth
) Internet Services X
Corporate Operator tions Total Results Ventu
YEAR ENDED DECEMBER 31, 2004
* Revenue from external $ 324,814 $198.027  $45515 $ 15,808 $— $ 584,164 $ 583,978 $ 14,7
Intersegment revenue - 1,014 - - (1,014l — —
Operating income [loss] 72,345 28,437 2,159 4,729 (11.758] 96,114 95,536 (5
Identifiable assets 435,276 261,424 57,732 5493 49,562 809,687 805,748 {3.9
Capital expenditures 80,107 33,223 4,920 1.025 178 119,453 118101 [1.2
 YEAR ENDED DECEMBER 31, 2005 ) T
Revenue from external $ 387,532 $ 222,904 § 44,484 $ 14,103 $— $ 669,023 $ 667,379 $ (4,4
Intersegrnent revenue - 52 - — (52) - -
Operating income (loss) 102,415 27.894 (1.322) 3523 (16.268] 116,242 115,942 I3
Identifiable assets ' 494,266 323,278 4751 2,855 21,759 909.669 882,211 (27,4
Capital expenditures 8%,386 32,879 8,360 367 132 131,124 130,775 13
© YEAR ENDED DECEMBER 31, 2006
Revenue from external $ £B7.970 $ 318,698 $ 48,744 $ 9.599 $— $ 865.011 $ 854,617 $ 18,0
Intersegment revenue — 42 — - (42) — -
Operating income {loss) 125,543 31,574 [7.999] 722 (18,514 131.324 127,211 {4.1
Identifiable assets ' 611,275 428,684 107,946 14,543 (20,677] 1,141,791 1,107,190 (34,6
Capital expenditures 105,291 45,542 21,626 13,06% 95 185,623 179,772 5,8
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Geaographic data. Revenues from external
customers are based on the lycation of the
operating company providing the service.
The Company operated within two main
geographic regions of the CIE: Russia and

Ukraine. Geographic information as of Decern-
ber 31, 2004, 2005 and 2004 are shown in the
table below.

Corporate, I
. Other |
in thousands Russia Ukraine .
Countries &
Eliminations '
Year ended December 31, 2004
Revenue $ 522,018 $ 64,455 $ (2,495)
Long-lived assets 563,856 27.995 11,114
Year ended December 31, 2005
Revenue $ 593 440 $73.816 $177
Long-lived assets 611,788 46,801 14,092
Year ended December 31, 2006
Revenue $ 766,169 % 81,819 $ 6,629
Long-lived assets 780,737 78,381 16,434
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NOTE 15: SUPPLEMENTAL

CASH FLOW INFORMATION

The following table summarizes significant
non-cash investing and financing activities for
the Company (refer to the table below].

YEAR ENDED DECEMBER

in thousands 2004 | 2005
Amounts payable in connection with businesé acquisitions $ 400 $ 885
Capitalized leased assets — 3,580

NOTE 16: LONG TERM

INCENTIVE BONUS PROGRAM

In July 2004, the Board of Directors of the
Company adopted a Long Term Incentive
Bonus Program ("LT!BP") for senior manage-

ment of the Company, effective as of January 1,

2004. In February 2006, the Board of Direc-
tors of the Company discontinued the LTIBP
effective January 1, 2005. Accordingly, in the
fourth quarter of 2005 the Company recorded
a reduction in compensation expense of $1.8
million. During the year ended December 31,
2065 the Company did not record any expense
associated with the LTIBP. The Company has
not granted any shares under the LTIBP,

NOTE 17: SALE OF MINORITY INTEREST

IN SUBSIDIARY

Reccgnizing that many of the markets in which
the Company operates are complex, in par-
ticular as it relates to business, regulatory,
political and cultural matters, the Company
occasionally seeks experienced local partners
to assist in markets where the Company is
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likely to encounter operational difficulties. GTI
has been coeperating with local partners in
Ukraine to resolve commercial and regula-
tory disputes with monopoly operators and
regulatory authorities in Ukraine but had not
previcusly finzlized the compensation arrange-
ment for the services. In addition to orin lieu
of cash compensation, the Board of Directors
approved the sale of a non-contrclling interest
in GTU to such parties.

Upon approval of GTI's Board of Directors,
in August 2004 the Company entered into
a compensation arrangement for services
provided to assist the Company in address-
ing commercial and regulatory disputes with
maonopoly operators and regulatory autherities
in Ukraine. The Company’s local partners have
provided services on a success fee basis. The
Company’'s Board of Directors approved an
arrangement that effectively transferred 20%
of the shares in GTU owned by the Cormpany
to the local partners as compensation for the
services already provided and certain addition-
al services to be provided. Under this arrange-

ment, the Company paid the
$0.5 million in cash and grant
partners an option to purchas
for $0.5 million in cash, ina tr
the cash and the value of the
approximately $3.6 million. Tt
closed in the third quarter of -
performance was completed :
was exercised and resulted in
erating income of approximats
The excess of the fair value of
exchanged for services over th
of 20% of net assets of GTU w:
a credit to the consolidated eq
of the option approximated the
shares transferred to the local
to the short exercise period of
was determined using the disc
flow valuation method.

In December 2005, in conne
crease of GTU registered capit
received a $3.8 million cash ¢
the minority partner of GTU.



NOTE 18: QUARTERLY FINANCIAL DATA
(UNAUDITED)

FOR THE THREE MONTHS ENDED

_ ‘ March 31, | June 30, September 30, |  De
in thousands, except per share dirta '
2005 | 2005 | 2005
Revenues 7 ) o ] 3155465 $165509  $169930
Access aﬂ_q_ network se;;'ices lexcluding depreciation and érﬁortization] L 7929-7_ 86,191 88,345 )
Gross_h-gargin 76,468 79,318 81,585
_ Selling, general and administrative [excluﬁdipgiﬂepreciation and armortization) o 27586 28828 30,967 )
Net income B 20027 19.767 18,395
Net income per share!- b_asic 0.55 0.54 0.51
Net income per share!- diluted - 0.55 054 050 B
FOR THE THREE MONTHS ENDED
in thousands, except per share data March 31, June 30. September 30, | De
' 2004 2006 2006 |
Revenues . $ 178,140 % 196,968 $ 228717
Access and network services lex:luding depreciation and amortization| 93393 105,608 128,153
Gross Margin 84,747 $1,360 100,564
Selling, general and administrat ve Iexcl%ﬂg depreriation and amortization) o 33.881 33569 37,505 _
_Netincome 18,785 22,645 %29
Net income per share!-basic - 0.52 0.62 0.66
Net income per share!- diluted 0.51 0.62 0.66

! The sum of the earnings per share for the four quarters
will generally not equal earnings per share for the total
year due to changes in the average number of commeon
shares outstanding.

2 The operating results for the fourth quarter of 2006 include
the impact of a $3.1 mitlicn change in estimate with respect
to the Company’s allowance for doubtful accounts.

3 The operating results for the fourth quarter of
include the impact of $2.6 million due to the re
of liabilities to a former shareholder because
of the expiration of the statute of limitations.

4 Inciudes SARs expense of $13.8 million.
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NOTE 19: SUBSEQUENT EVENTS .
In January 2007, GTl and two wholly-owned
subsidiaries, GTS Finance, Inc. {"GFI”} and
Sovintel entered into a five-year term Facility
Agreement (the “Facility Agreement”) with
banks, financial institutions and other ipstitu-
tional lenders, Citibank, N.A. London Branch
and ING Bank N.V. as mandated \ead arrang-
ers, and Citibank International plc as agent.
The Facility Agreement establishes an unse-
cured credit facility under which the Company,
GFI1, and Sovintel may borrow up to an aggre-
gate of $275.0 million. Funds borrowed may be
used for general corporate purposes, including
acquisitions, the payment of dividends and
capital expenditures. The Facility Agreement
carries interest at LIBOR plus 1.5% per annum
for the first twenty-four months and LIBOR
plus 2.0% per annum therealter.

In February 2007, the Company completed
the acquisition of 65% ownership interest in
Fortland Limited ["Fortland”], which owns
Kalangon-Optim LLC, an early-stage digital
video broadcast enterprise in Russia, for ap-
proximately $49.7 million consisting of cash
consideration of $38.6 mitlion and $11.1
million to be settled in cash upon satisfac-
tory achievernent of certain conditions plus
the assumption of up to $1.6 million debt. In
conjunction with this transaction, the Campany
also entered into an agreement whereby the
Company agreed to provide a secured loan of
%$12.1 million to the seller. The loan is secured
by a pledge of the 15% interest in Fortland
and matures in April 2011, In conjunction with
this transaction, the Company also entered

120

into a put aption agreement that, if exercised,
would require the Company to purchase the
seller’s remaining 35% interest in Fortland

at fair market value. In conjunction with this
transaction, the Company also entered into a
call option agreement that, if exercised, would
require the seller to sell the seller's remaining
35% interest in Feriland at fair markei value.
The put and call options are exercisable on and
after September 30, 2010.

In February 2007, Sovintel and GTI entered
into a Stock Purchase Agreement ["SPA") with
Inure Enterprises Ltd. ["Inure”] and Rambert
Managernent Lirnited ["Rambert”] to acquire
the 51% ownership interest in ZAQ Cortec and
its subsidiaries (together "Corbina”].

Inure owns 99% of the issued and outstand-
ing shares Corbina. As of the closing date,
Rambert shall be the owner of 1% of Corbina.
Upon closing Inure will receive $10.0 million
in cash and will be issued GTI common stock
such that Inure will hold 8% of the cutstanding
commen shares of GTI immediately following
the closing. GTl and inure have also entered
into @ Registration Rights Agreement. The
transaction is conditioned upon, among other
things, the receipt of all necessary regulatory
approvals in Russia. Additionally, prior to the
closing, Sovintel shall refinance up to $45.0
million of debt out of the approximately $90.0
million of debt that Inure owes to JSC Vnesh-
torgbank. The refinancing will be effected
through a loan to Corbina from the Company.
The Company expects to close this acquisition
in the second hatf of 2007.

In March 2007, Sovintel respor
to Rossvyaznadzor concerning
Rossvyaznadzor of impraper r
by Sovintel. Rossvyaznadzor is
government agency responsib
and supervision of infermatior
communications, Rossvyaznat
Sovintel that it should remedy
violations in traffic routing, fol
inspection by Rossvyaznadzor
phone calls of an independent
lowing the warning, Sovintel ¢
investigation of the calls and ¢
many of the calls were not ma
network and, of those calls th:
its network, all were routed in
existing regulations and Sovin




Report of Independent

Registered Public Accounting Firm

The Board of Directors and Sharzholders of
Golden Telecom, Inc.

We have audiled managemen:’s assessment,
included in the accompanying Management
Report on Internal Control Over Financial
Reporting, that Golden Telecom, Inc. mainiained
effeciive internal control over financial report-
ing as of December 31, 2004, based on criteria
established in Internal Control - Integrated
Framework issued by the Commitiee of Spon-
soring Organizatians of the Treadway Commis-
sion (the COSO criterial). Golden Tetecom, inc.'s
management is responsible for rmaintaining
effective internal control over financial report-
ing and for its assessment of the effectiveness
of internal control over financial reporting. Our
responsibility is to express an opinion on man-
agemeni's assessment and an oginion on the
effectiveness of the Company’s internal control
over financial reporting based or our audit.

We conducted our audit in accordance with
the standards of the Public Comany Account-
ing Oversight Board {United Statzs]. Those
standards require that we plan and perform
the audit to obtain reasonable assurance about
whether effective internal control over finan-
cial reporting was maintained in all mate-
rial respects. Our audit included obtaining
an understanding of the internal control over
financial reporting, evaluating management'’s
assessment, testing and evaluating the design
and operating effectiveness of internal control,
and performing such other procedures as we
considered necessary in the circ umstances.
We believe that our audit provides a reasonable
hasis for our opinion.

A company’'s internal control over financial
reporting is a process designed to provide
reasonable assurance regarding the reliability
of financial reporting and the preparation of
financial statements for external purposes in
accordance with generally accepted accounting
principles. A company's internal control over
financial reporiing includes those policies and
procedures that (1] pertain to the maintenance
of records that, in reasonable detail, accurately
and fairly reflect the transactions and disposi-
tions of the assets of the company; (2] provide
reasonable assurance that transactions are
recorded as necessary to permit preparation of
financial statements in accordance with gener-
ally accepted accounting principles, and that
receipts and expenditures of the company are
being made only in accordance with authori-
zations of management and directors of the
company: and (3] provide reasonable assur-
ance regarding prevention or timely detection of
unauthorized acquisition, use, or disposition of
the company's assets that could have a material
effect on the financial statements.

Because of its inherent limitations, intern
control over financial reperting may not p
or detect misstatements. Also, projection
of any evaluation of effectiveness to future
periods are subject to the risk that contro
may become inadeguate because of chan
in conditions, or that the degree of compli
with policies or procedures may deteriora
In our gpinion, management's assessn
that Golden Telecom, Inc. maintained effe
internal control aver financial reporting a:
December 31, 2006, is fairly stated, in all 1
rial respecis, based on the COSO criteria.
in our opinton, Golden Telecom, Inc.
maintained, in all material respects, effec
internal control over financial reporting a:
December 31, 2006, based on the COS0 ¢
We also have audited, in accordance w
standards of the Public Company Account
Oversight Board (United Statesl, the
consolidated balance sheets of Golden Te
Inc. as of December 31, 2005 and 2006, ar
related consolidated statements of opera
cash flows, and shareholders’ equity for e
the three years in the period ended Decer
31, 20064, and our report dated March 15,
expressed an unqualified opinion thereon

ErrrsT & Va«g XS

ERNST & YOUNG LLC
Moscow, Russia
March 15, 2007
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Stockholder
Information

ANNUAL MEETING MAY 17TH, 2007

The Annual Meeting of Golden Telecom, Inc.
will be held at 1:00 pm local time in the Van
de Velde room, Rocco Forte Hotel Amigo, 1000
Rue de LAmigo, 1-3 Brussels, Betgium
Telephone: +32 2 547 4747

Facsimile: +32 2 513 5277

REGISTER AND TRANSFER AGENT
Correspondence concerning Golden Telecom,
Inc. stock helding or changes of address
should be directed to:

Mellon Investor Services LLC

PO Box 3315 South Hackensack,

New Jersey 07606

Customer Service Telephone: +1 800 854 9677
Foreign Shareholders call: +1 201 680 6578
Internet: www.melloninvestor.com/isd

HOLDERS
As of March 12, 2007, there were approxima-
tely 20 holders of record of our common stock.

DIVIDENDS

During 2005, we paid four quarterly dividends
of $0.20 per common share, for a total of $0.80
per common share for each year. During 2004,
we paid three quarterly dividends of $0.20 per
commaon share, for a total of $0.60 per com-
mon share for each year. We expect, subject
to changes in our business, that a dividend
will continue to be paid in the future. However,
the Beard of Directors reviews our policy on
dividends pericdically.

General
Information

General information about the
may be obtained by contacting

INVESTOR RELATIONS
Telephone: + 7 495 797 9300
Facsimile: +7 495 797 9330
Email: ir@gldn.net

Internet: www.goldentelecom

The consolidated financial sta
for Golden Telecom, Inc. for th
year ended December 31, 200
in this Annual Repart are also
in the Form 10-K that was file
United States Securities and |
mission on March 16, 2007, w
contains additional informatio
company.
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