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INDEPENDENT AUDITORS’ REPORT
To the Shareholders of JSFC Sistema:

We have audited the accompanying consolidated balance sheets of JSFC Sistema and
subsidiaries (the “Group”) as of December 31, 2005 and 2004 and the related consolidated
statements of operations and comprehensive income, changes in shareholders’ equity, and cash
flows for the years then ended. These financial statements are the responsibility of the Group’s
management. Our responsibility is to express an opinion on these financial statements based
on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the
United States of America. 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 consideration of internal control over financial reporting as a basis for
designing audit procedures that are appropriate in the circumstances, but not for the purpose
of expressing an opinion on the effectiveness of the Group’s internal control over financial
reporting. Accordingly, we express no such opinion. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit
also includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe
that our audits provide a reasonable basis for our opinion.

In our opinion, based on our audits, such financial statements present fairly, in all material
respects, the consolidated financial position of the Group as of December 31, 2005 and 2004,

and the consolidated results of its operations and its cash flows for the years then ended in
conformity with accounting principles generally accepted in the United States of America.

D&/ oitte A \7:046&{&_3

April 21, 2006

. . . . . Member of
Audit.Tax.Consulting . Financial Advisory. Deloitte Touche Tohmatsu



JSFC SISTEMA AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
DECEMBER 31, 2005 AND 2004

(Amounts in thousands of U.S. dollars, except share amounts)

ASSETS

CURRENT ASSETS:

Cash and cash equivalents

Short-term investments

Loans to customers and banks, net

Insurance-related receivables

Accounts receivable, net

Prepaid expenses, other receivables and
other current assets, net

VAT receivable

Inventories and spare parts

Deferred tax assets, current portion

Total current assets

Property, plant and equipment, net
Advance payments for non-current assets
Investments in affiliated companies
Other investments

Goodwill

Licenses, net

Other intangible assets, net

Debt issuance costs, net

Deferred tax assets

Other non-current assets

TOTAL ASSETS

Notes

O 0 3 O
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2005 2004
$ 482,647 $ 503,747
594,196 202,580
568,502 379,310
149,589 130,278
442,643 327,921
578,152 230,460
495,191 345,999
482,909 276,832
123,681 73,592
3,917,510 2,470,719
5,876,124 4,448,045
233,761 181,281
914,203 206,520
150,000 -
330,932 174,341
615,042 666,934
886,272 594,315
82,662 27,267
33,472 3,482
50,872 50,424

$ 13,090,850 $

8,823,328




JSFC SISTEMA AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS (continued)
DECEMBER 31, 2005 AND 2004

(Amounts in thousands of U.S. dollars, except share amounts)

LIABILITIES AND SHAREHOLDERS’ EQUITY

CURRENT LIABILITIES:
Accounts payable
Bank deposits and notes issued
Insurance-related liabilities
Taxes payable
Deferred tax liabilities, current portion
Accrued expenses, subscriber prepayments and
other current liabilities
Short-term loans payable
Current portion of long-term debt

Total current liabilities

LONG-TERM LIABILITIES:
Capital lease obligations, net of current portion
Long-term debt, net of current portion
Subscriber prepayments, net of current portion
Deferred tax liabilities, net of current portion
Postretirement benefits obligation

Total long-term liabilities
Deferred revenue
TOTAL LIABILITIES
Minority interests in equity of subsidiaries
Commitments and contingencies
SHAREHOLDERS’ EQUITY:

Share capital (9,650,000 and 8,100,000 shares issued
and outstanding as of December 31, 2005 and 2004,
respectively, with par value of 90 Russian Rubles)

Additional paid-in capital

Retained earnings

Accumulated other comprehensive income

TOTAL SHAREHOLDERS’ EQUITY
TOTAL LIABILITIES AND SHAREHOLDERS’ EQUITY

See notes to consolidated financial statements.

Notes

18
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34

$

2005 2004
594,816 $ 361,016
496,829 326,861
412,328 344,460
125,474 117,888
28,149 22,071
993,344 770,192
637,769 221,103
520,310 340,938
3,809,019 2,504,529
6,682 3412
3,202,629 2,494,522
163,897 156,233
237,916 228,977
16,217 11,513
3,627,341 2,894,657
125,700 130,913
7,562,060 5,530,099
2,295,147 1,851,027
30,057 25,090
1,479,743 198,882
1,696,276 1,170,620
27,567 47,610
3,233,643 1,442,202
13,090,850 $ 8,823,328




JSFC SISTEMA AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS AND COMPREHENSIVE INCOME
FOR THE YEARS ENDED DECEMBER 31, 2005 AND 2004
(Amounts in thousands of U.S. dollars, except share and per share amounts)

Notes 2005 2004

Sales $ 7,143,386 $ 5,415,491
Revenues from financial services 450,163 318,459
TOTAL REVENUES 7,593,549 5,733,950
Cost of sales, exclusive of depreciation and amortization shown

separately below (2,877,169) (2,044,827)
Financial services related costs, exclusive of depreciation and

amortization shown separately below (342,018) (201,631)
TOTAL COST OF SALES (3,219,187) (2,246,458)
Selling, general and administrative expenses (1,414,313) (1,010,288)
Depreciation and amortization (1,024,592) (797,274)
Other operating expenses, net (71,392) (44,529)
Equity in net income of investees 78,033 27,121
Gain on disposal of interests in subsidiaries 15,326 2,184
OPERATING INCOME 1,957,424 1,664,706
Interest income 66,132 18,061
Interest expense, net of amounts capitalized (225,684) (213,943)
Currency exchange and translation (loss)/gain (13,913) 12,620
Income before income tax, minority interests, extraordinary

gain and cumulative effect of a change in accounting principle 1,783,959 1,481,444
Income tax expense 25 (512,993) (445,731)
Income before minority interests, extraordinary gain and

cumulative effect of a change in accounting principle $ 1,270,966 $ 1,035,713




JSFC SISTEMA AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS AND COMPREHENSIVE INCOME (continued)
FOR THE YEARS ENDED DECEMBER 31, 2005 AND 2004
(Amounts in thousands of U.S. dollars, except share and per share amounts)

Notes 2005 2004
Minority interests $ (740,514) $ (589,014)
Income before extraordinary gain and cumulative effect of
a change in accounting principle 530,452 446,699
Extraordinary gain 3 3,956 -
Cumulative effect of a change in accounting principle
(net of income tax effect of nil) 2 - (35,472)
NET INCOME $ 534,408 $ 411,227
Other comprehensive income/(loss):
Unrealized gain on securities available for sale, net of income
tax effect of nil 1,622 1,967
Change in fair value of interest rate swaps, net of income tax
effect of $537 and $245, respectively 1,701 (257)
Translation adjustment, net of minority interests of $26,757 and
$28,582, respectively, and income tax effect of nil 2 (23,368) 29,979
Comprehensive income $ 514,363 $ 442,916
Weighted average number of common shares outstanding 9,475,980 8,100,000
Earnings (loss) per share, basic and diluted:
Income before extraordinary gain and cumulative effect of
a change in accounting principle $ 56.0 § 55.1
Extraordinary gain 0.4 -
Cumulative effect of a change in accounting principle - 4.3)
Net income 56.4 50.8

See notes to consolidated financial statements.



JSFC SISTEMA AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS
FOR THE YEARS ENDED DECEMBER 31, 2005 AND 2004
(Amounts in thousands of U.S. dollars)

OPERATING ACTIVITIES:
Net income

Adjustments to reconcile net income to net cash provided by
operations:

Extraordinary gain
Depreciation and amortization
Loss on disposals of property, plant and equipment
Long-term investments impairment
(Gain)/loss on disposal of interests in subsidiaries
Cumulative effect of a change in accounting principle
Minority interests
Equity in net income of investees
Deferred income tax benefit
Provision for doubtful accounts receivable
Allowance for loan losses
Inventory obsolescence expense

Changes in operating assets and liabilities, net of effects from purchase

of businesses:
Trading securities
Loans to banks
Insurance-related receivables
Accounts receivable
Prepaid expenses, other receivables and other current assets
VAT receivable
Inventories
Accounts payable
Insurance-related liabilities
Taxes payable

Accrued expenses, subscriber prepayments and other liabilities

Postretirement benefits obligation
Net cash provided by operations

INVESTING ACTIVITIES:
Purchases of property, plant and equipment
Purchases of intangible assets
Purchases of businesses, net of cash acquired
Proceeds from disposals of subsidiaries, net of cash disposed
Purchases of long-term investments
Proceeds from sale of long-term investments
Purchases of short-term investments
Proceeds from sale of short-term investments
Proceeds from sale of property, plant and equipment
Net increase in loans to customers

Net cash used in investing activities

2005 2004
534,408 $ 411,227
(3,956) -
1,024,592 797,274
15,638 1,551
- 3,070
(15,326) 1,862
- 35,472
740,514 589,014
(78,033) (27,121)
(105,920) (58,903)
59,564 29,809
62,054 13,810
10,875 5,868
(306,567) 27,142
86,254 (25,661)
(47,837) 31,111
(181,033) (101,567)
(343,342) 66,240
(149,192) (67,558)
(200,444) (112,269)
311,936 54,110
127,255 51,985
6,566 (1,997)
218,510 171,966
4,704 7,636
1,771,220 1,904,071
(2,095,235) (1,498,098)
(372,552) (164,577)
(540,404) (338,906)
12,862 649
(796,990) (76,217)
13,053 6,850
(839,516) (142,696)
662,847 180,650
4,179 7,807
(319,174) (39,898)
(4,270,930) (2,064,436)




JSFC SISTEMA AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS (continued)

FOR THE YEARS ENDED DECEMBER 31, 2005 AND 2004
(Amounts in thousands of U.S. dollars)

FINANCING ACTIVITIES:
Proceeds from/(principal payments on) short-term borrowings, net
Net increase in deposits from customers
Net increase in bank promissory notes issued
Proceeds from grants
Proceeds from capital transactions of subsidiaries
Proceeds from long-term borrowings, net of debt issuance costs
Principal payments on long-term borrowings
Principal payments on capital lease obligations
Payments to shareholders of subsidiaries
Dividends paid
Proceeds from issuance of common stock, net of issuance costs

Net cash provided by financing activities
(DECREASE)/INCREASE IN CASH AND CASH EQUIVALENTS
CASH AND CASH EQUIVALENTS, beginning of the year
CASH AND CASH EQUIVALENTS, end of the year

CASH PAID DURING THE YEAR FOR:
Interest
Income taxes

NON-CASH INVESTING AND FINANCING ACTIVITIES:
Property, plant and equipment contributed free of charge
Equipment acquired through vendor financing
Equipment acquired under capital leases

2005 2004
408,707 (263,981)

112,663 150,876

50,511 12,838

3,360 3,285

- 9,445

1,357,125 1,458,082
(526,852) (868,347)

(4,468) (7,924)

(198,333) (108,165)

(8,752) (5,162)

1,284,649 -

$ 2,478,610 $ 380,947
$ (21,100) $ 220,582
503,747 283,165

$ 482,647 $ 503,747
$ (204,171) $ (265,779)
(708,505) (487,447)

$ 6,259 $ 13,597
2,533 20,714

7,738 6,393

In addition, non-cash investing activities for the years ended December 31, 2005 and 2004 included acquisitions and

dispositions of subsidiaries and affiliates, as described in Notes 3 and 4.

See notes to consolidated financial statements.



JSFC SISTEMA AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CHANGES IN SHAREHOLDERS’ EQUITY
FOR THE YEARS ENDED DECEMBER 31, 2005 AND 2004
(Amounts in thousands of U.S. dollars)

Accumu-
lated other
Additional compre-
Share paid-in  Retained  hensive
capital capital earnings income Total
Balances at January 1, 2004 $ 171 189,934 $ 789,474% 15,921 % 995,500
Capital transactions of subsidiaries, net of minority
interest of $2,628 and income tax of nil (Note 4) - 8,948 - - 8,948
Unrealized gain on securities available for sale,
net of income tax of nil - - - 1,967 1,967
Change in fair value of interest rate swaps,
net of income tax effect of $64 - - - (257) (257)

Translation adjustment, net of minority interest of
$28,582 and income tax of nil - - 29,979 29,979

(5,165) - (5,162)

Dividends declared -
Increase of par value of shares 24919 - (24,919) - -
Net income - - 411,227 - 411,227
Balances at January 1, 2005 $ 250908% 198,882 % 1,170,6208 47,610 $ 1,442,202
Issuance of common stock (Note 28) 4967 1,279,682 - - 1,284,649
Disposal of a subsidiary, net of income tax of nil

(Note 4) - 1,179 - - 1,179
Unrealized gain on securities available for sale,

net of income tax effect of nil - - - 1,622 1,622
Change in fair value of interest rate swaps,

net of income tax effect of $537 - - - 1,701 1,701

Translation adjustment, net of minority interest of
$26,757 and income tax of nil (Note 2) - - (23,368)  (23,368)

(8,752-) - (8,752)

Dividends declared (Note 28) - -
Net income - - 534,408 - 534,408
Balances at December 31, 2005 $ 30,057 $ 1,479,743 $ 1,696,276 $ 27,567 $ 3,233,643

See notes to consolidated financial statements.



JSFC SISTEMA AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
FOR THE YEARS ENDED DECEMBER 31, 2005 AND 2004
(Amounts in thousands of U.S. dollars, except share and per share amounts or if otherwise stated)

1. DESCRIPTION OF BUSINESS

The financial statements of JSFC Sistema and subsidiaries (the “Group”) reflect the consolidation of
separate financial statements of operating entities related by means of direct or indirect ownership of
a majority voting interest by the Group’s holding company, JSFC Sistema. Most of the consolidated
entities and the parent company are incorporated in the Russian Federation (“RF”).

The controlling shareholder of JSFC Sistema is Vladimir P. Evtushenkov. Minority holdings are held
by certain top executives or former top executives of the Group. Commencing from February 2005,
19% of outstanding shares of the Group are traded on the London Stock Exchange in the form of GDRs

(Note 28).

The principal activities of the significant entities of the Group are as follows:

Operating Entities Short Name Principal activity

JSFC Sistema JSFC Sistema  Investing and financing activities

Telecommunications Segment:

MTS and subsidiaries Comstar-UTS and MTS Wireless telecommunication services
subsidiaries
Comstar UTS  Fixed line telecommunication services,
data transmission and internet services

Technology Segment:

Concern SITRONICS and subsidiaries SITRONICS  Production and marketing of integrated circuits,
wafers, electronic devices and consumer
electronics, research and development. IT and
systems integration, computer hardware and
software distribution

Insurance Segment:

Rosno and subsidiaries Rosno Medical, property, casualty, life and personal
insurance and reinsurance, administration of
state medical insurance programs

Banking Segment:

Moscow Bank for Reconstruction and MBRD Banking activities, securities transactions and

Development and subsidiaries

Real Estate Segment:
Sistema-Hals and subsidiaries

Mass Media Segment:
Sistema Mass Media and subsidiaries

Retail Segment:

Sistema-Hals

foreign currency transactions

Development and marketing of real estate
projects in Moscow

Sistema Mass MediaProduction and distribution of periodicals,

publishing activities, broadcasting, advertising

Detsky Mir and subsidiaries Detsky Mir Retail trading in Moscow and other Russian
cities, rent of premises

Detsky Mir-Center and subsidiaries DM-Center

Other businesses:

VAO Intourist and subsidiaries Intourist Sale of tour packages in the RF and abroad

Concern RTI Systems and subsidiaries Concern RTI ~ Manufacturing of radiotechnical equipment,
research and development

ECU GEST Holding S.A. and Sistema Investing in real estate projects, financing

subsidiaries International activities



SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Basis of Presentation — The accompanying consolidated financial statements have been prepared
in conformity with the accounting principles generally accepted in the United States of America
(“U.S. GAAP”). The Group’s Russian entities maintain accounting records in Russian Rubles in
accordance with the requirements of Russian accounting and tax legislation. The accompanying
financial statements differ from the financial statements prepared for statutory purposes in Russia in
that they reflect certain adjustments, appropriate to present the financial position, results of operations
and cash flows in accordance with U.S. GAAP, which are not recorded in the accounting books of
the Group’s entities.

Principles of Consolidation — The consolidated financial statements include the accounts of

JSFC Sistema, as well as entities, where JSFC Sistema has operating and financial control through
direct or indirect ownership of a majority voting interest. The consolidated financial statements also
include accounts of variable interest entities where the Group is a primary beneficiary. All significant
intercompany transactions, balances and unrealized gains (losses) on transactions have been eliminated.

The beneficial ownership interest of JSFC Sistema and proportion of voting power of the Group in
the significant subsidiaries as of December 31, 2005 and December 31, 2004 are as follows:

Operating entities Ownership interest Proportion of voting power
2005 2004 2005 2004
MTS and subsidiaries: 53%1 51%D 53% 51%
Ukrainian Mobile
Communications (“UMC”) 53%" 51%" 100% 100%
Telecom XXI Merged® 51%" Merged 100%
Kuban-GSM Merged” 51%" Merged 100%
Telecom-900 Merged" 51%" Merged 100%
SCS-900 53%1) 51%W 100% 100%
FECS-900 53%1) 51%W 100% 100%
Uraltel 53%1) 51%W 100% 100%
Recom 53%1) 27%W 100% 54%
BM-Telecom 53%1 51%1 100% 100%
TAIF Telcom 53%1) 51%1 100% 100%
Dontelecom Merged” 51%" Merged 100%
Sibchallenge 539" 51%" 100% 100%
Tomsk Cellular
Communications 53%1) 51%" 100% 100%
Primtelefon 53%W 51%W 100% 100%
Uzdunrobita 39%W 37%W 74% 74%
Gorizont R 53%1) 39%W 100% 76%
Telesot-Alania 53%1) 27% 100% 53%
Barash 53%1) n/a 100% n/a
Comstar UTS and subsidiaries: 100%" @ 77%Y 100% 100%
MGTS 46%" 46% 56% 56%
MTU-Inform 999 76% 99% 99%
Telmos 100%" 62%" 100% 80%
MTU-Intel 100%" 87% 100% 100%
Golden Line 100%" 87% 100% 100%
Tymenneftegazsvyaz 75%" n/a 89% n/a
Concern SITRONICS and
subsidiaries: 78% 78% 78% 78%
STROM telecom 78%) 52% WM 100% 67%
Kvazar-Micro 40%\" 50%" 51% 51%
NIIME and Micron (“Micron”) 60%"" 60%"" 7% 76%
SITRONICS 78% 78% 100% 100%
Rosno 49%" 49%D 51% 51%
MBRD 95% ) 82% 99% 86%
Intourist 72% 91% 72% 91%
DM-Center 100% 100% 100% 100%
Detsky Mir 75%" 75%" 75% 75%
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Operating entities Ownership interest Proportion of voting power

2005 2004 2005 2004
Sistema-Hals 100%™ 100%" 100% 100%
Concern RTI 100% 100% 100% 100%
ECU GEST 100% 99% 100% 99%

) _ Including indirect ownership
@ _ Based on the number of outstanding shares
®) _ Subsidiaries of MTS merged with MTS in July 2005

Accounts of newly-acquired subsidiaries have been consolidated in the Group’s financial statements
from the beginning of the year, in which the control was acquired, with pre-acquisition earnings of
an interest purchased during the year included in minority interest in the consolidated statement of
operations.

Consolidation of Variable Interest Entities — In December 2003, the Financial Accounting Standards
Board (“FASB”) issued a revision to Interpretation No. 46, “Consolidation of Variable Interest Entities,
an Interpretation of ARB No. 517 (“FIN 46R” or the “Interpretation”). FIN 46R clarifies the application
of Accounting Research Bulletin (“ARB”) No. 51, “Consolidated Financial Statements”, to certain
entities in which equity investors do not have the characteristics of a controlling financial interest or do
not have sufficient equity at risk for the entity to finance its activities without additional subordinated
financial support. FIN 46R requires the consolidation of these entities, known as variable interest
entities (“VIEs”), by the primary beneficiary of the entity. The primary beneficiary is the entity, if any,
that will absorb a majority of the entity’s expected losses, receive a majority of the entity’s expected
residual returns, or both. Among other changes, the revisions of FIN 46R (a) clarified some requirements
of the original FIN 46, which had been issued in January 2003, (b) eased some implementation problems,
and (c) added new scope exceptions.

Following the adoption of FIN 46R in the consolidated financial statements for the year ended
December 31, 2004, the Group reevaluated the relationships with certain of its related parties:
Promtorgcenter, Notris, Laminea, Finescort-M, Kuntsevo-Invest, Putney Assets and Mosdachtrest.
Kuntsevo-Invest and Mosdachtrest are engaged in construction activities of the Group. Promtorgcenter,
Notris, Laminea, Finescort-M and Putney Assets hold equity interests in and provide financing through
loans to other entities of the Group. Mosdachtrest was accounted for under the equity method for the
periods prior to January 1, 2004. The Group determined that these entities were variable interest entities
and that it was their primary beneficiary. Accordingly, the Group has consolidated these companies
effective January 1, 2004. All intercompany balances have been eliminated in consolidation and the
results of these VIEs have been included in the Group’s consolidated statement of operations and
statement of cash flows for the years ended December 31, 2005 and 2004. In accordance with the
provisions of FIN 46R, the Group recorded a charge for the cumulative effect of this accounting change
of $35.5 million, net of income tax of nil, in the year ended December 31, 2004. This charge reflects
the cumulative impact to the Group’s results of operations had these VIEs been consolidated since their
inception.

Use of Estimates — The preparation of financial statements in conformity with U.S. GAAP requires
management to make estimates and assumptions that affect the reported amounts of assets and liabilities
and disclosure of contingent assets and liabilities at the date of the financial statements and the reported
amounts of revenues and expenses of the reporting period. Actual results could differ from those
estimates.

Examples of significant estimates include the allowance for doubtful accounts, the recoverability of
intangible assets and other long-lived assets, and valuation allowances on deferred tax assets.

Concentration of Business Risk — The Group’s principal business activities are within the RF.

Laws and regulations affecting businesses operating in the RF are subject to rapid changes, which could
impact the Group’s assets and operations.

11



Foreign Currency Translation — The Group follows a translation policy in accordance with Statement
on Financial Accounting Standards (“FAS”) No. 52, “Foreign Currency Translation”.

Management has determined that the functional currency of MGTS, Rosno, Micron, Detsky Mir,
DM-Center, Sistema Mass Media and Concern RTI is the Russian Ruble (“RUR”). Commencing
January 1, 2005, RUR was determined as MBRD’s functional currency following the increased ratio
of RUR-denominated transactions in MBRD’s operations. The functional currency of UMC is the
Ukrainian Hryvnia (“UAH”) and the functional currency of STROM telecom is the Czech Krona.
Management believes that U.S. dollar (“USD”) is the appropriate functional currency for the other
subsidiaries of the Group due to the pervasive use of the U.S. dollar in their operations.

The Group has selected the USD as its reporting currency and translates into USD financial statements
of subsidiaries with functional currencies other than USD. Assets and liabilities are translated at the
exchange rates current at the balance sheet date, while income and expense items are translated at
average rates of exchange prevailing during the period. The resulting translation adjustment loss in
the amount of $23.4 million for the year ended December 31, 2005 and translation adjustment gain
in the amount of $30.0 million for the year ended December 31, 2004, net of minority interests of
$26.8 million and $28.6 million, respectively, were recorded as a separate component of other
comprehensive income.

The Ruble is not a fully convertible currency outside of the territory of the Russian Federation.

The translation of RUR denominated assets and liabilities into USD for the purpose of these financial
statements does not indicate that the Group could or will in the future convert the reported values of
the assets and liabilities into USD.

Revenue Recognition — The Telecommunications Segment of the Group earns revenues from the
provision of wireless and wireline telecommunication and data transmission services and usage of
its exchange networks and facilities. Segment revenues consist of (i) usage charges, (ii) monthly
subscription fees, (iii) service activation and connection fees, (iv) revenues from use of prepaid phone
cards, (v) charges for value-added telecommunication services, (vi) roaming fees charged to other
operators for guest roamers utilizing the Group’s network and (vii) equipment sales. The Group records
revenues over the periods they are earned as follows:

(i) Revenues derived from wireless and wireline telephone usage and data transmission are
recognized as the services are provided.

(i1)) Monthly telephone and network service fees are recognized in the month during which the
telephone services are provided to customers.

(iii) Upfront fees received for installation and activation of wireless, wireline and data transmission
services (“‘connection fees”) are deferred and recognized over the expected subscriber relationship
period. MTS calculates an average expected term of the subscriber relationship for each region
in which it operates and amortizes regional connection fees accordingly. Average expected
subscriber life ranged from 20 to 76 months in the year ended December 31, 2004 and from
12 to 60 months in the year ended December 31, 2005. The effect of change in estimate in the
year ended December 31, 2005 was not material. The customer relationship period for residential
wireline voice phone subscribers is 15 years. For all other categories of subscribers, except for
residential subscribers of broadband Internet services, the customer relationship period is estimated
at 3 to 5 years. Average expected subscriber life for residential subscribers of broadband Internet
services was 3 years in the year ended December 31, 2004. Effective July 1, 2005, the Group
has changed its estimates of average subscriber lives for residential subscribers of the broadband
Internet services from 3 years to 1 year. The effect of this change in estimate in the year ended
December 31, 2005 was an increase in net income of approximately $4.0 million, net of income tax.

(iv) The Group recognizes revenues from prepaid phone cards in the period when customer uses time
under the phone card. Unused time on sold cards is not recognized as revenues until the related
services have been provided to the customer or the card has expired. Revenues under prepaid
service tariff plans, whereby a customer may purchase a package that allows a connection to the
Group’s wireless network and a predetermined allotment of wireless phone calls and/or other
services offered by the Group, are allocated between connection fees and service fees based on
their relative fair values.
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(v) Revenues derived from value-added telecommunication services are recognized in the period
when the services are provided to customers.

(vi) The Group charges roaming per-minute fees to other wireless operators for their subscribers
utilizing the Group’s networks. Revenues derived from roaming services are recognized as
services are provided.

(vii) The Group sells handsets and accessories to customers who are entering into contracts for service
and as separate distinct transactions. The Group recognizes revenues from the handsets and
accessories when title passes to the customer. Estimated returns are recorded as a direct reduction
of sales at the time the related sales are recorded. In Ukraine, the Group also from time to time
sells handsets at prices below cost. The Group recognizes these subsidies in cost of equipment
when sale is recorded.

Local telephone services, provided by MGTS, totaling approximately 4% and 5% of the consolidated
revenues for the years ended December 31, 2005 and 2004, respectively, are regulated tariff services,
and changes in rate structure are subject to the Federal Tarift’s Service approval.

Prior to January 1, 2005, MGTS was required to grant discounts ranging from 20% to 100% on
installation and monthly fees to certain categories of residential subscribers, such as pensioners,
military veterans and disabled individuals, and was entitled to reimbursement from the federal budget
for these discounts. Due to the lack of certainty of reimbursement, MGTS accounted for such revenues
upon collection. According to the new Law on Communications, effective January 1, 2005, all MGTS’
subscribers are required to pay the full price for residential service, and those entitled to discounts are
to receive reimbursement from the government rather than discounts from MGTS. The amount of
discounts provided by MGTS for the year ended December 31, 2004 was $26.3 million.

The Technology Segment of the Group earns revenues from (i) manufacturing and distribution of IT
and telecommunication equipment, consumer electronics and other electronic devices, and semiconductor
products; (ii) manufacturing and distribution of software products; and (iii) systems integration services.
The Group records revenues over the periods they are earned as follows:

(1) Revenues from manufacturing and distribution of equipment and semiconductor products are
recognized when the product has been delivered, risk of loss has passed to the buyer, collection
of the resulting receivable is probable, persuasive evidence of an arrangement exists, and the
price to the buyer is fixed or determinable. Because of frequent sales price reductions and rapid
technology obsolescence in the Technology Segment, sales made to dealers under agreements
allowing price protection and/or right of return are deferred until the dealers sell the merchandise.

The Group enters into arrangements with certain manufacturers and distributors of consumer
electronics devices to perform assembly of their products at the Group’s facilities. In those cases
where the Group buys components from and subsequently sells the assembled devices to the same
counterparty, the Group records only the net amount retained as its revenues.

(ii) The Group’s arrangements with end users of its telecommunication and other software products
include sales of software licenses, as well as installation, training and post-contract support
services. These arrangements are accounted for in accordance with the Statement of Position
(“SOP”) No. 97-2, “Software Revenue Recognition”. The aggregate arrangement fee is allocated
to each of the undelivered elements in an amount equal to its fair value with the residual of the
arrangement fee allocated to the delivered elements. Fair values are based upon vendor-specific
objective evidence. Fees allocated to each element of an arrangement are recognized as revenue
when the following criteria have been met: (a) a written contract for the delivery of an element
has been executed, (b) the Group has delivered the product to the customer, (¢) the fee receivable
is fixed or determinable, and (d) collectibility of the resulting receivable is deemed probable.

If evidence of fair value of the undelivered elements of the arrangement does not exist, all revenue
from the arrangement is deferred until such time evidence of fair value does exist, or until all
elements of the arrangement are delivered. Fees allocated to post-contract support are recognized
as revenue ratably over the support period. Fees allocated to other services are recognized as
revenue as services are performed.

During the years ended December 31, 2005 and 2004, the Group did not sell installation, training
or post-contract support services, as well as upgrades or enhancements to existing software
products, separately from other elements of its software arrangements. The vendor-specific
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objective evidence of fair value of installation, training and postcontract support services, as well
as upgrades or enhancements to existing products, has been established by management having
the relevant authority. The management believes that it is probable that the established price
(based on rates per hour) for such services will not change before their separate introduction into
the marketplace.

(iii)) The Group’s arrangements with its customers regarding systems integration services typically
include multiple elements, such as equipment and software, installation services and post-contract
support. A multiple-element arrangement is separated into more than one unit of accounting if all
of the following criteria are met: (a) the delivered items have value to the customer on a standalone
basis; (b) there is objective and reliable evidence of the fair value of the undelivered items;

(c) if the arrangement includes a general right of return relative to the delivered items, delivery
or performance of the undelivered items is considered probable and substantially in the control of
the Group. If evidence of fair value of the undelivered elements of the arrangement does not exist,
all revenue from the arrangement is deferred until such time evidence of fair value does exist,
or until all elements of the arrangement are delivered. Fees allocated to post-contract support are
recognized as revenue ratably over the support period. Fees allocated to other services are
recognized as revenue as services are performed.

Premiums on written non-life insurance of the Insurance Segment are recognized on a pro-rata basis
over the term of the related policy coverage, normally not exceeding 1 year. The unearned premium
provision represents that portion of premiums written relating to the unexpired term of the policy.
Premiums from traditional life and annuity policies with life contingencies are recognized as revenue
when due from the policyholder.

Interest income of the Banking Segment is recognized on accrual basis. Loans are placed on non-accrual
status when interest or principal is delinquent for a period in excess of 90 days, except when all amounts
due are fully secured by cash or marketable securities and collection proceedings are in process. Interest
income is not recognized where recovery is doubtful. Loans are written off against allowance for loan
losses in case of uncollectibility of loans and advances, including through repossession of collateral.

In the year ended December 31, 2005, revenues on the construction-type contracts of the Real Estate
Segment were recognized using the percentage of completion method in accordance with SOP 81-1
“Accounting for Performance of Construction-Type and Certain Production-Type Contracts”. Progress
towards completion is measured by percentage of costs incurred to date to the estimated total costs at
completion for each contract (the “cost-to-cost” method). The Group carries the projects at cost until
the project is at least 30% complete, as on most of its contracts the Group is not able to reliably estimate
costs to complete the project and contractual revenues until the project is 30% complete. The Group
does not recognize revenues on contracts until reasonably dependable estimates of costs to complete
the project and contractual revenues can be made. Revenues on other types of contracts of the Real
Estate Segment are recognized in accordance with FAS 66, “Accounting for Sales of Real Estate”.

Prior to January 1, 2005, the Group recognized revenues on construction-type contracts using the
completed contract method as reasonably dependable estimates of the extent of progress towards
completion, contract revenues and contracts costs in most cases could not be made. The change in
accounting principle effective January 1, 2005 was accounted for retroactively. The effect of the
change for the year ended December 31, 2004 was an increase in sales of $22.7 million, an increase
in cost of sales of $24.7 million, an increase in selling, general and administrative expenses of

$0.6 million, a decrease in depreciation and amortization expenses of $2.6 million and increase in
retained earnings of $6.2 million.

In arrangements where the Group acts as an agent, including travel agency arrangements and
arrangements to administer construction projects, only the net agency fee is recognized as revenue.

The other Group’s entities recognize revenues when products are shipped or when services are
rendered to customers.
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Cash and Cash Equivalents — Cash and cash equivalents include cash on hand, amounts on deposit in
banks, cash invested temporarily in various instruments with maturities of three months or less at time
of purchase and minimum reserve deposits with the Central Bank of the Russian Federation. Short-term
interbank loans originated by MBRD with original maturities of three months or less are included in
loans to customers and banks.

Financial Instruments — The Group’s financial instruments include cash, short-term and long-term
investments, receivables, payables and debt. Except as described below, the estimated fair value of
such financial instruments as of December 31, 2005 approximated their carrying value as reflected

in the consolidated balance sheet. The fair value of the Group’s publicly traded long-term notes as of
December 31, 2005 ranged from 101.3% to 106.6% of the principal amount. As of December 31, 2005,
fair value of other fixed rate debt, including capital lease obligations and variable rate debt approximated
carrying value.

From time to time, in its acquisitions the Group uses derivative instruments, consisting of put and call
options on all or part of the minority stakes of acquired companies, to defer payment of the purchase
price and provide optimal acquisition structuring. In addition, in December 2004, the Group entered
into two variable-to-fixed interest rate swap agreements to manage its exposure to changes in fair value
of future cash flows of its variable-rate long term debt, which is caused by interest rate fluctuations.
In March 2005 and October 2005, the Group also entered into several short-term USD forward
agreements to hedge the fair value of its investments in Ruble-denominated financial instruments.
The Group does not use derivatives for trading purposes.

The Group accounts for derivative instruments in accordance with FAS No. 133, “Accounting for
Derivative Instruments and Hedging Activities” and FAS No. 149, “Amendment of Statement 133 on
Derivative Instruments and Hedging Activities”. All derivatives, including some embedded derivatives,
are measured at fair value and recognized as either assets or liabilities on balance sheets. The Group’s
interest rate swap and foreign currency forward agreements are designated as a cash flow hedge and the
hedging relationship qualifies for hedge accounting. The effective portion of the change in fair value of
interest rate swap agreements is, accordingly, recorded in other comprehensive income and reclassified
to interest expense when the hedged debt affects the interest expense. Changes in fair value of other
derivative instruments are recognized in net income as those instruments were not designated as
hedges.

At the inception of the hedge and on a quarterly basis, the Group performs an analysis to assess
whether changes in cash flows of its interest rate swap agreements are deemed highly effective in
offsetting changes in cash flows of the hedged debt. If at any time the correlation assessment will
indicate that the interest rate swap agreements are no longer effective as a hedge, the Group will
discontinue hedge accounting and all subsequent changes in fair value will be recorded in net income.

MBRD also enters into sale and purchase back agreements (“repos”) and purchase and sale back
agreements (“reverse repos”) in the normal course of its business. A repo is an agreement to transfer
a financial asset to another party in exchange for cash or other consideration and a concurrent obligation
to reacquire the financial assets at a future date for an amount equal to the cash or other consideration
exchanged plus interest. Assets sold under repos are retained in the financial statements and a consideration
received is recorded in liabilities as collateralized deposit received. A reverse repo is an agreement to
purchase assets and resell them at a future date with accrued interest received. Assets purchased under
reverse repos are recorded in the financial statements as cash received on deposit which is collateralized
by securities or other assets. In December 2005, JSFC Sistema entered into a repurchase operation on
sale and purchase back of approximately 11% of Comstar shares. The respective repurchase was
completed in February 2006 (Note 21).

Accounts Receivable — Accounts receivable are stated at their net realizable value after deducting

an allowance for doubtful accounts. Such provisions reflect either specific cases of delinquencies or
defaults or estimates based on evidence of collectibility.
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Loans to Customers and Banks — Loans to customers and banks arise out of operations of the Banking
Segment. The determination of the allowance for losses in respect of loans provided by MBRD is based
on an analysis of the loan portfolio and reflects the amount, which, in the judgment of management of
the Group, is adequate to provide for losses inherent in the loan portfolio. A specific provision is made
as a result of a detailed appraisal of risk assets.

Management’s evaluation of the allowance is based on MBRD’s past loss experience, known and
inherent risks in the portfolio, adverse situations that may affect the borrower’s ability to repay,

the estimated value of any underlying collateral and current economic conditions. It should be understood
that estimates of loan losses involve an exercise of judgment. While it is possible that in particular
periods MBRD may sustain losses, which are substantial relative to the allowance for loan losses,

it is the judgment of management that the allowance for loan losses is adequate to absorb losses
inherent in the loan portfolio.

Insurance-related Receivables — Insurance-related receivables include receivables arising from
insurance operations and advances to health care providers under voluntary and obligatory medical
insurance programs. Receivables arising from insurance operations consist of outstanding direct
premiums due from policyholders, outstanding assumed premiums due from ceding companies and
receivables due from claims ceded.

Policy Acquisition Costs — Policy acquisition costs represent costs of the acquisition or renewal of
insurance policies by Rosno. They are deferred as an asset and are amortized over the period for which
costs are expected to be recoverable out of associated revenues. Deferred acquisition costs are included
in other receivables and prepaid expenses, net of the unexpired risk provision, that is recognized when
unearned premiums are insufficient to meet claims and expenses, which may be incurred after the end
of the financial year.

Subscriber Acquisition Costs — Subscriber acquisition costs represent the direct costs paid for each
new subscriber. The Group expenses these costs as incurred.

Inventories and Spare Parts — Inventories and spare parts are stated at the lower of cost or market.
The cost of MGTS’ inventories (including mostly spare parts) is computed on an average cost basis.
Cost of goods for resale held by retail businesses of the Group is determined using the retail method.
Other subsidiaries of the Group account for their inventories using the first-in-first-out (“FIFO”)
cost method.

Cost of raw materials includes cost of purchase, customs duties, transportation and handling costs.
Work-in-progress and finished goods are stated at production cost which includes direct production
expenses and manufacturing overheads. Project costs include the accumulated costs of projects
contracted with third parties, net of related progress billings. The entities of the Group periodically
assess their inventories for obsolete or slow moving stock.

Vendor Programs — Funds received by SITRONICS from its vendors for price protection, vendor
rebates, marketing, training, product returns and promotion programs are recorded when earned as
adjustments to product costs, revenue, or selling, general and administrative expenses according
to the nature of the program.

Value-Added Taxes (“VAT”) — Value-added taxes related to sales are payable to the tax authorities
on an accrual basis based upon invoices issued to the customer. VAT incurred for purchases may
be reclaimed, subject to certain restrictions, against VAT related to sales. VAT related to purchase
transactions that are not reclaimable as of the balance sheet dates are recorded as VAT receivable in
the accompanying financial statements.

Property, Plant and Equipment — For subsidiaries acquired by the Group through business combinations
accounted for by the purchase method, property, plant and equipment (“PP&E”’) was assigned their
fair values at the acquisition date. If fair values of the identifiable net assets of the acquired entities
exceeded acquisition cost, the fair values of non-current assets held by the acquired entities at the
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acquisition date, including PP&E, were reduced by such excess. All subsequent additions to PP&E
have been recorded at cost.

Cost includes major expenditures for improvements and replacements, which extend useful lives of
the assets or increase their revenue generating capacity. Repairs and maintenance are charged to
the statement of operations as incurred.

Capital leases are recorded at the lower of the fair market value of the asset or the present value of
future minimum lease payments. The discount rate used in determining present value of the minimum
lease payments is the Group’s incremental borrowing rate, unless (1) it is practicable to learn the implicit
rate computed by the lessor and (2) the implicit rate is less than the Group’s incremental borrowing rate.
If both of those conditions are met, the interest rate implicit in the lease is used.

Depreciation is computed under the straight-line method utilizing estimated useful lives of the assets
as follows:

Buildings 20-50 years

Leasehold improvements Lesser of the estimated useful
life or the term of the lease

Switches and transmission devices 10-31 years

Network and base station equipment 5-12 years

Other property, plant and equipment 3-15 years

Items of property, plant and equipment that are retired or otherwise disposed of are eliminated from the
consolidated balance sheet along with the corresponding accumulated depreciation. Any gain or loss
resulting from such retirement or disposal is included in the determination of consolidated net income.

Construction-in-progress and equipment for installation are not depreciated until an asset is placed into
service.

As a result of numerous restatements of financial statements for the fiscal year ended December 31, 2004,
by U.S. public companies and publication of a letter by the Chief Accountant of the U.S. Securities
and Exchange Commission (“SEC”) regarding the interpretation of longstanding lease accounting
principles, MTS has corrected its accounting practices for the leasehold improvements in the fourth
quarter of 2004. The primary effect of this accounting correction was to accelerate to earlier periods
depreciation expenses with respect to certain components of previously capitalized leasehold
improvements.

These corrections resulted in a cumulative, net charge to net income of $17.7 million in the fourth
quarter of 2004, of which $10.9 million relates to the years 1998 through 2003. The net cumulative
charge is comprised of a $44.5 million increase in depreciation expense related primarily to depreciation
of capitalized leasehold improvements for base stations; a decrease of $1.4 million in the equity net
income from the MTS-Belarus also related to depreciation of capitalized leasehold improvements
expenses for base stations positions; increase of $11.0 million related to additional deferred tax benefit
due to the change in accounting base for property, plant and equipment; and decrease in minority
interest of $17.2 million.

All components of the net charge are non-cash and do not impact historical or future cash flows or
the timing of payments under the related leases.

Asset Retirement Obligations — In accordance with FAS No. 143, “Accounting for Asset Retirement
Obligations”, the Group calculates an asset retirement obligation and an associated asset retirement cost
when the Group have a legal obligation in connection with the retirement of tangible long-lived assets.
The Group’s obligations under FAS No. 143 arise from certain of its leases and relate primarily to
the cost of removing equipment from such lease sites. As of December 31, 2005, the estimated assets
retirement obligations were not significant to the Group’s consolidated financial position and results
of operations.
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License Costs — Costs of licenses for providing telecommunications services are capitalized as a result
of (a) purchase price allocated to licenses acquired in business combinations (Note 3) and (b) licenses
purchased directly from government organizations, which require license payments.

Current operating licenses of the Group do not provide for automatic renewal upon expiration.

As the Group and the telecommunications industry do not have sufficient experience with the renewal
of licenses, license costs are being amortized, subject to periodic review for impairment, on the
straight-line basis over the initial term of the license without consideration of possible future renewals
commencing from the date such license area becomes commercially operational.

Goodwill and Other Intangible Assets — Goodwill represents the excess of the cost of business
acquired over the fair value of identifiable net assets at the date of acquisition. Goodwill is reviewed
annually for impairment or whenever it is determined that the impairment indicators exist. The Group
determines whether an impairment has occurred by assigning goodwill to the reporting unit identified
in accordance with FAS No. 142, “Goodwill and Other Intangible Assets”, and comparing the carrying
amount of the reporting unit to the fair value of the reporting unit. If a goodwill impairment has occurred,
the Group recognizes a loss for the difference between the carrying amount and the implied fair value
of goodwill. No material impairment of goodwill was identified in the years ended December 31, 2005
and 2004.

The carrying amount of goodwill attributable to each reportable operating segment with goodwill
balances and changes therein, are as follows:

(000°s)
Telecom- Corporate and
munications Insurance Other Total
Balance as of January 1, 2004 $ 71,363 $ -3 635$ 71,998
Purchase price allocation 101,002 1,341 - 102,343
Balance as of December 31, 2004 172,365 1,341 635 174,341
Purchase price allocation 156,591 - - 156,591
Balance as of December 31,2005 $ 328,956 $ 1,341 $ 635§ 330,932

Other intangible assets represent acquired customer bases, trademarks, roaming contracts with other
telecommunications operators, telephone numbering capacity, rights to use radio frequencies, rights
to use premises and various purchased software costs. Trademarks and telephone numbering capacity
with unlimited contractual life are not amortized, but are reviewed, at least annually, for impairment
in accordance with the provisions of FAS No. 142,

Acquired customer bases commencing January 1, 2005, are amortized over the estimated average
subscriber life from 32 to 60 months. In the year ended December 31, 2004, the average subscriber life
ranged from 20 to 76 months. Telephone numbering capacity with limited contractual life and the
rights to use premises are being amortized over their contractual lives, which vary from five to twenty
years. Rights to use radio frequencies are amortized over the period of the contractual life from three to
fifteen years. Software costs and other intangible assets are being amortized over three to fifteen years.
All finite-life intangible assets are being amortized using the straight-line method.

Investments — The Group’s share in net assets and net income of certain entities, where the Group holds
20 to 50% of voting shares and has the ability to exercise significant influence over their operating and
financial policies (“affiliates”) is included in the consolidated net assets and operating results using
the equity method of accounting. Due to the Group’s day-to-day involvement in the affiliates’ business
activities, the Group’s share of their income is recorded within the operating income.
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Investments in corporate shares where the Group owns more than 20% of voting shares, but does not
have the ability or intent to control or exercise significant influence over operating and financial policies,
are accounted for at cost of acquisition. Management periodically assesses realizability of the carrying
values of such investments and records impairment charges, if required.

Trading securities held by the Group are stated at market value. Unrealized holding gains and losses
for trading securities are included in earnings.

The Group also purchases promissory notes for investing purposes. These notes are carried at cost and
the discount against the nominal value is accrued over the period to maturity. A provision is made,
based on management assessment, for notes that are considered uncollectible.

Debt Issuance Costs — Debt issuance costs are amortized using the effective interest method over
the terms of the related loans. Debt issuance costs amounted to $82.7 million and $27.3 million, net of
accumulated amortization of $28.7 million and $11.7 million as of December 31, 2005 and 2004,
respectively.

Impairment of Long-lived Assets — The Group periodically evaluates the recoverability of the carrying
amount of its long-lived assets in accordance with FAS No. 144, “Accounting for 