REPORT
of  the Auditing Commission  on the Results of Financial and Other Business Operations of JSC “Aeroflot” for the Year of 2006
(Approved by the meeting of the Auditing Commission of JSC “Aeroflot” of April 10, 2007, minutes № 4)
Pursuant to the requirements of the Statute of the Auditing Commission of JSC “Aeroflot – Russian Airlines”, as approved by the Annual General Meeting of the Company of May 25, 2002, the Auditing Commission has reviewed the results of financial and other business activities of the Company for 2006. To accomplish its objectives the Commission used annual accounting statements and report for 2006, namely: balance sheet, statement of profits and loss and other  materials to be presented to the Annual General Meeting of shareholders of the Company. The audit was conducted along with sizing up the results of 2006.
In the course of the audit the account was taken of the audit and confirmation of the fairness of the Company accounting statements for 2006 that had been conducted by the Statutory Auditor of the Company – closed JSC “HLB Vneshaudit”.

The audit of information contained in the accounting statements and other documents disclosing JSC “Aeroflot”’s activities has been conducted by sample testing methods.
1. Analysis of the Balance Sheet for 2006.

Balance Sheet value as at December 31 of 2006 (assets and liabilities balance) is 36,750.9 m rubles. As compared to the beginning of the reporting period the balance sheet value  increased by 12.2% or by 3,997.3 m rubles.

Assets balance sheet structure is given in Table 1 below.
	(millions of rubles)








Table 1
№
	Assets (accounts)
	At
31.12.2005
	%
	At

31.12.2006
	%
	Variance
	%
2006 to
2005

	1
	Non-current assets
including:

-intangible assets;

-fixed assets;

-long-term investments;

-construction in progress;

-others;
	7,641.23
52.68
3935.34

2385.59

1120.29
147.33
	23.33
0.16
12.01
7.28
3.42
0.45
	10,910.22
44.36

3855.75

5778.38

1027.87
203.86
	29.69
0.12
10.49
15.72
2.80
0.55
	+3,268.99
-8.32
-79.59

+3,392.79

-92.42
+56.53
	142.78
84.21
97.98
242.22
91.75
138.37

	2
	Current assets
including:

-inventories;

- VAT on purchased values;

-accounts receivable;

-shot-term financial investments;

-cash assets;


	25,112.42
2,939.61

506.93
18,479.14
1,539.21
1,647.53
	76.67
8.97
1.55
56.42
4.70
5.03
	25.840.70
3057.96

403.18
17,532.65

628.63
4,218.28
	70.31
8.32
1.10
47.71
1.71
11.48
	+728.28
+118.35

-103.7-946.49

-910.58

+2,570.75
	102.90
104.03
79.53
94.88
40.84
256.03

	
	Assets, total
	32,753,65
	100
	36,750,93
	100
	+3,997,28
	112,20


As compared the beginning of 2006, Assets part of the balance sheet shows an increase of non-current assets by 142.78 % or by 3,268.99 m rubles that, as a result, totaled 10,910.22 m rubles. Main growth of non-current assets is due to the increase of long-term financial investments into subsidiaries and affiliated companies from 614.2 m rubles up to 4,480.8 m rubles (increase by 3,866.6 m rubles). During the reporting period additional shares of public JSC “Terminal” were purchased in the amount of 3,596.0 m rubles, investments into authorized capital of the closed JSC “Aeroflot- Cargo” in the amount of 100.0 m rubles and into the authorized capital of the public JSC “Aeroflot – Don” in the amount 173.8 m rubles to bring Company’s equity  up to 100%

The main part of the current assets is comprised of accounts receivable.  During the reporting period liabilities decreased by 946.49 m rubles, and their part in the balance sheet structure went down by 9%. Liabilities are accounted in the balance sheet in the amount 17,532.7 m rubles with the total amount of liabilities being 17,722.8 m rubles. The corresponding amount shown in the balance sheet has been reduced at the expense of the bad debt reserves created in the amount of 190.1 m  rubles.

Overall reduction is due to the decrease of liabilities of buyers and clients by 1587.9 m rubles and of the State budget – be 3,199.4 m rubles. The accounted reductions are attributed to settlements with:
1) passenger and cargo agents – by 114.5 m  rubles;
2) foreign companies through IATA Clearing House – by 1,579.5 m  rubles (the main cause of the reduction was the change of the terms of settlements. Consequently,  as at December 31, 2005 accounts receivable were affected by unsettled accounts for November and December of 2005, whereas the liabilities as at December 31, 2006 only outstanding payments for December of 2006 are only accounted for);
3) foreign companies under interline arrangements – by 53.3 m  rubles;
4) with firms – by 96.5 m rubles (this reduction was affected by the repayment of the deposit for В-777 aircraft in the amount of 51.8 m  rubles).
At the same time, during the reporting period, growth of indebtedness was observed in relation of:

· settlements with other debtors 2,721.0 m rubles (partially the growth is due to the transfer of the outstanding amounts of 1,399.8 m rubles disputed with taxation agencies from the line “Indebtedness of the State budget on taxes and charges”.  In addition, assessments of VAT on advance payments went up by 2,496.2 m rubles. This is due to the adopted accounting policies that provides that, for settlements of accounts with the Federal Taxation Service, VAT on the earnings from  prepaid sales of transportation services is to be paid voluntarily);
· advance payments effected in the amount of 925.4 m rubles (the main reason for growth – the down payment for thirty RRG in the amount 424.4 m rubles, and the increase of advance payments to Sheremetyevo customs by 303.3 m rubles in relation to the payments for temporary import of foreign origin aircraft);
· settlements with subsidiaries and affiliated companies by 23.1 m rubles that relates to the distribution of dividends to some subsidiaries for 2006.
The Auditing Commission, by results of 2006, notes a considerable decrease of the State budget liability on taxes and charges due to the effected offsets and reimbursement of funds to the Company’s current account on the verified VAT with 0% rate. For 2006 in this relation the indebtedness went down by 2,060.4 m rubles.

In 2006 Company transferred to the industrial accounting control system based on SAP R/3, version 4.7. At the time of transition to the said system the initial balance on counterparties were downloaded as at April 1, 2006 and, consequently, it was not possible to process the accounting statements in automated format in relation of the time the liabilities of all counterparties in general had become due.  Analytical accounting in respect of the dates of liabilities emergence concerning counterparties in the Company structural subdivisions outside the system with subsequent input into the SAP R/3. Moreover, due to the transition to the accounting of revenue by flight coupons the solutions used in 2006 did not allow to process the accounting report with regard to the dates of liabilities emergence.
Other significant changes of the accounting period include:
· reduction in short-term financial investments by 910.6 m rubles in connection with the settlement of fixed term deposits inside the Russian Federation;
· significant increase of cash funds in the paying offices and on current accounts by 2,570.8 rubles that is due mainly to the growth of the volumes of sales of transportation services.
Analysis of the structure of assets shows that the net working capital has a positive value that allows to draw a conclusion that the Company during the accounting period had own circulating assets sufficient to cover all its short-term liabilities.
Liabilities balance sheet structure  is given in  Table 2 below.
(m rubles) 

Таблица 2
	№
п/п
	Пассив (статьи)
	на
31.12.2005
	%
	на
31.12.2006
	%
	Отклонения

	1
	Equity and provisions

including:

-authorized capital;
-surplus capital;
-reserved capital;
-unappropriated profit;
	20,732.82
1,110.62

3,374.53

277.65

15,970.03
	63.30
3.39
10.30

0.85
48.76
	26,742.76
1,110.62
3,141.65

277.65
22,212.84
	72.77
3.02
8.55
0.76
60.44
	+6,009.94
0
-232.88
0
+6,242.81

	2
	Long-term liabilities

including:

-loans and credits;

-deferred taxation liabilities;
	2,766.82
1,960.54
806.28
	8.45
5.99
2.46
	749.45
0

749.45
	2.04
0
2.04
	-2,017.37
-1,960.54
-56.83

	3
	Short-term liabilities

including:

-loan and credits;

-short-term accounts payable

-liabilities to the participants (founders) on payments of income;

-deferred income/
	9,254.01
1,727.97
7,488.78

8.35
28.91
	28.25
5.28
22.86

0.0003
0.0009
	9,258.71
1,734.89
7,398.32

10.48
115.02
	25.19
4.72
20.13

0.0003
0.003
	+4.70
+6.92
-90.46
+2.13
+86.11

	
	Balance
	32,753.65
	100
	36,750.92
	100
	+3,997.27


Balance sheet liabilities growth is due to the increase of the own funds of the Company on the account of unappropriated profit that during 2006 went up by 6,242.81 m rubles and amounted at the year end to 22,212.84 m rubles or 60.44 % of the balance sheet value. With that, taking into account authorized, surplus and reserved capital the part of the own funds makes up 72.77 %. Therefore, the ratio of own and borrowed funds as capital formation sources at the year end was 72.77 % to 27.23 % accordingly, that is better than it was at the beginning of 2006 when this ratio was  63 % to  37 %. These dynamics proves the improvement of financial position of the Company and the reduction of its dependence on borrowed funds.

In the liabilities structure of the balance sheet the following changes should be noted:

1. The sources that are own funds went up by 10 %, mainly due tot the growth of unappropriated profit of the accounting year. The unappropriated profit from previous years at the year end amounted to 22,212.8 m rubles. Profit from previous years is 14,231.5 m  rubles. For 2006, unapppropriated profit of the accounting year is 7,981.3 m rubles.

2. Within the structure of long-term liabilities bank loans and credits for the amount of 1,960.5 m rubles were settled. Deferred taxation liabilities, at the end of 2006, were 749,4 m rubles that is 56.8 m less than at the beginning of the accounting period.

3. Short-term liabilities grew insignificantly by 4,7 m  rubles. The liabilities on loans and credits grew up to 1734,9 m  rubles or by 6.9 m rubles. Liabilities on credits in rubles at the year end was 1,185.7 m rubles the main part of which belonging to the credit line in the Sberbank of the Russian Federation fore the total amount of 1,183.2 m rubles. Liabilities in foreign currency at the year end went from 1,728.0 m rubles down to 549.2 m rubles.

During the accounting period accounts payable decreased by 90.5 m rubles and, as at December 31, 2006, was 7,398.3 m rubles. These accounts for 20 % the overall amount of liabilities.

The following changes occurred in the structure of account payable:

1. Liabilities to suppliers and contractors  went up by 136.2 m rubles and is now 5,402.0 m rubles.

The growth of the outstanding amounts is due mainly to the increase of liabilities to the Federal Aeronavigation Service (Rosaronavigation) by 1,113.4 m rubles. In 2006  there were changes in the terms and conditions of service agreements with Rosaeronavigation  concerning  payments terms and conditions. Moreover, the amount of liabilities to FGUP “State Corporation on Flight Dispatch” went up by 90.2 m rubles due to the rise of payment rates for services provided,   effective from November of 2006, and the failure to pay invoices fro November and December that were settled in the beginning of 2007. With that, the outstanding payments for these type of services due to the company FGUP “GC PPVD” (in accordance with the Order of FAUFI RF was merged with FGUP “State Corporation on Flight Dispatch”) for the total amount of 26.3 m rubles was settled in full. Overall outstanding payments for aeronaviagation services amount to 430.9 m rubles; the increase during the accounting period was 55.2 m  rubles.

Under this balance sheet line, outstanding amounts due for fuel and lubricants is noted to make  55.0 m rubles; for aircraft and aircraft leases  - 22.5 m rubles; for aircraft maintenance – 31.4 m rubles. 

The growth of accounts payable to suppliers and contractors was mitigated by a decrease of liabilities in the profile of some specific types of services. The decrease by of  liabilities took place in the settlements with airlines - by 419.0 m rubles; in the settlements with aircraft maintenance organizations – by 14.0 m rubles; in settlements for catering services – by 56.0 m 
rubles. 

2. Liabilities to employees of the Company went up by 86.4 m rubles and amount to 272.7 m rubles. This can be explained by the increase, during the accounting year, of salaries and wages.

3. Liabilities on taxation and charges was considerable reduced by 1,304,2 m rubles and totaled 109.5 m rubles, the main reason  being the settlement of the profit tax the outstanding amount of which during the accounting period went from 1,346.5 m rubles down to 44.2 m rubles, i.e. it was actually paid in full.

4. Liabilities to other creditors increased by 900.3 m rubles and amounted to 1,119.9 m rubles. The main part is the liabilities to Vnesheconombank for funds paid for public JSC “Terminal”’s shares in the amount of 774.4 m rubles.

5. Liabilities for advance payments received went up by 168.8 m rubles and amounted to 462.5 m rubles. The increase is connected mainly with the growth of sales of transportation services.

Analysis of the balance sheet shows that, during the accounting period, the value of net assets of the Company increased by 6,196.1 m rubles or by 29 %. The value of the assets taken for calculation of this indicator at the year end was 36,750.9 m rubles; of the liabilities - 9,893.1 m rubles. Therefore, the value of the net assets was 26,857.8 m rubles, whereas, at the beginning of the year, it was 20,761.7 m  rubles.

2. Analysis of financial results of 2006.

Revenue from sales for the accounting period amounts to 71,353.1 m  rubles, that is 13,5 % or by 8,503.8 m rubles more than in 2005. The surplus of the revenue has been secured through the growth of the volume of transportation services. Thus, as against 2005, Company’s income in 2006  has changed as follows:

due to passenger service – increased by 17.4 % (i.e. by 8116,5 m rubles) and amounted to 54,769.0 m  rubles;

due to cargo service – decreased by 7.0 % (i.e. by 473.2 m rubles) and amounted to 6,304.6 m  rubles;

due to mail service decreased by 23.8 % (i.e. by 33.7 m rubles) and amounted to 108.0 m  rubles;

due to pool arrangements – increased by 1.4 % (i.e. by 109,0 m rubles) and amounted to 7,659.2 m  rubles;

due to other sales – increased by 45.5 % (i.e. by 785.2 m rubles) and amounted to 2,512.3 m rubles

Main growth of revenue was secured through the growth of passenger service that offset running decreases  in cargo and mail services.

Company expenses in its main types of activities went up by 7.2% or by 3,870.5 m rubles and amounts to 57,608.4 m  rubles.

The Auditing Commission has noted growth on some specific accounts of operation costs to include: aviation fuel and lubricants – by 3,701.5 m rubles; salary and wages together with allocations to social needs – by 607.9 m rubles; payment of agents’ services – by 403.4 m rubles; aircraft leases – by 369.0 m rubles; ground handling – by 347.4 m rubles; reservations costs – by  296.0 m rubles.

The comparative analysis of income, costs and financial results accomplished by the Company is provided in Table 3.

(m rubles)
Table 3
	Indicator
	2005
	2006
	Variance
	% 
2006 against
2005

	Revenue 

	Revenue 
	62,849.3
	71,353.0
	+8,503.7
	113.5

	Interests receivable
	241.1
	180.4
	-60.7
	74.8

	Gains from participation in other companies
	206.8
	208.1
	+1.3
	100.6

	Other income
	10,100.3
	10,270.7
	+170.4
	101.7

	Total:
	73,397.5
	82,012.2
	+8,614.7
	111.7

	Expenses

	Operation costs
	53,737.9
	57,608.4
	+3,870.5
	107.2

	Commercial costs
	3,522.7
	3,894.9
	+372.2
	110.6

	Administrative costs
	2,297.9
	2,249.9
	-48.0
	97.9

	Interests payable                    
	230,3
	156.7
	-73.6
	68.0

	Other expemses
	5,242.8
	6,669.7
	+1,426.9
	127.2

	Total:
	65,031.6
	70,579.6
	+5548.0
	108.5

	Financial result

	Gross revenue 
	9,111.4
	13,744.6
	+4,633.2
	150.9

	Earnings from sales
	3,290.8
	7,599.9
	+4,309.1
	230.9

	Profit before taxes
	8,365.9
	11,432.6
	+3,066.7
	136.7

	Deferred tax assets
	140.3
	56.5
	-83.8
	40.3

	Deferred tax liabilities
	(806.3)
	56.8
	+863.1
	

	Other tax payments
	281.7
	453.5
	-171.8
	161.0

	Current profit tax
	1,385.8
	3,111.2
	-1,725.4
	224.5

	Net profit
	6,032.4
	7,981.3
	+1,948.9
	132.3


Irrespective of the growth of revenue that in 2006 amounted to 5,548.0 m rubles (8.5%), during the increase of income was noted to surpass the growth of expenses. In general income went up by 8,614.7 m rubles (11.7 %) mainly due to the growth from earnings form main activities.

A a result net income indicator amounted to 13,744.6 m rubles that is 4,633.2 m rubles more than it was last year. Profit from sales went up by 4,309.1 m rubles; net profit amounted to 7,981.3 m rubles that id 1,948.9 m rubles more than it was 2005.

Based on the audit of Company’s results during the year ended on December 31, 2006 the Auditing Commission has come to the opinion that the accounting statements of the Company are fair in all material respects and do not contain any significant misstatements, the Commission therefore has no reasons to refuse to confirm the information contained in the balance sheet and accounting statements (accounts) of the Company for the year ended on December 31, 2006.
Proceeding from the results of this audit and specific audits of the Company during 2006 (analysis of the Company’s work with accounts receivable and payable; analysis of the order of holding tenders with foreign companies; auditing of expenses for aeronaviagation services) the Auditing Commission  of JSC “Aeroflot – Russian Airlines” recommends:
1. to complete the process of installing SAP R/3 program by eliminating problems in the accounting connected with the change of the polices of accounting income from air transportation services intended for processing reports covering dates of emergence of accounts receivable in an automated form in 2007.
2. to arrange and ensure monitoring of execution of contracts with counterparties concerning their compliance with terms and conditions stated and having passed through the procedure of competitive tenders fro selection of firms and organizations contracted for fulfillment of works and rendering services. 
3. to introduce an order ensuring centralized payment of invoices for aeronaviagation services inside the Russian Federation; to carry out an inventorization of of contracts with Russian providers of aeronavigation services; basing on the results of such an inventorization, to prepare proposals for making changes in the legislation and regulations applicable.  
Chairman of the Auditing Commission

A.N.Khovstunkov
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