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Each tile is attached to the
roof completely independ-
ently. Together, the tiles
form a clear organised
structure, which can with-
stand the effects of strong
wind and other climate
factors.

tile

Ivan Batalov
Vice-President, Sales
and Promotion

A clear, structured ap-
proach to building a
strategic partnership
means that both par-
ties will get the best
possible benefit out
of the relationship.
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Essentially, social responsibility covers a number
of key areas:

Expanding social programmes for Sistema-Hals
employees;

Embracing environmental protection and
building regulations and ensuring that we meet
these requirements to the highest degrees of safety
and quality;

Participation in a range of public social pro-
grammes and charity work;  

Supporting cultural development through our
involvement in socially significant cultural and ar-
chitectural projects.

Social Programmes for Employees

Our employees are one of the Company’s most
valuable assets and it is essential to the future suc-
cess of Sistema-Hals that we are able to attract and
retain the top talent.  We strive to provide the best
for our employees both in terms of training and
other benefits.  

All Sistema-Hals’ employees receive medical in-
surance, which includes outpatient and dental care,
house calls, and coverage of medical expenses in-
curred outside Russia. All employees are entitled to
five days’ paid sick leave a year and also receive lump
sum payments for the birth of a child, marriage or
the death of a close relative. The Company also pro-
vides a corporate pension scheme to which all em-
ployees are entitled, and additional support is
provided through the pension fund of its parent com-
pany, AFK Sistema. 

We believe in providing training and opportuni-
ties to all employees to enable them to enhance their
qualifications and progress in their careers. We offer
compensated training and seminars for employees
and short-term courses at Sistema’s “Corporate Uni-
versity”, as well as opportunities to participate in

Sistema-Hals is committed to integrating so-
cial responsibility into every aspect of its
business. All of the Company’s divisions are
proactively engaged in ensuring that social
responsibility - from employee programmes
and charitable works through to environ-
mental protection and quality control in re-
lation to the construction and development
of projects - is at the core of Sistema-Hals’
activities. This is a central goal for man-
agers and employees of the Company and
we work hard to ensure that this commit-
ment is met. 

Leto
7 Pulkovskoye Highway, 
St. Petersburg

The anchor tenants of the
Leto regional mega mall
will include a major
hypermarket network, a
modern multiplex cinema,
and major electronic,
sporting goods, computer
and home appliances
stores.  

Social 
Responsibility
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longer-term corporate training programmes at the
Innovative Management Faculty of Lomonosov
Moscow State University.

Our employees receive additional benefits includ-
ing corporate discounts for goods and services pro-
vided by subsidiaries of AFK Sistema and we hold
regular corporate sports events for employees and
their families. 

Environmental Protection and Quality Control

Sistema-Hals is committed to protecting the envi-
ronment and preserving the natural surroundings of
its developments.  We abide by the principle that it
is easier to identify and prevent environmental im-
pacts at the planning stage than to deal with poten-
tial issues later on in the project.  To this end, we are
committed to evaluating and addressing the poten-
tial environmental impact of all our projects and en-
suring that we comply with the building codes of the
Russian Federation and environmental protection
regulations.  As well as our own commitment to pro-
tect the environment, we also undertake to ensure
that our contractors possess all the necessary certifi-
cations for the equipment and materials used in the
construction process.

Furthermore, all of the construction and develop-
ment work undertaken by Sistema-Hals adheres to
the highest technical and safety specifications and
each of our projects is supervised by teams of pro-

fessional engineers from the very beginning through
to completion. This quality control covers all aspects
of inspection from conformity of work operations,
design and planning documentation and drawings,
through to construction regulations and technical
specifications.

Special Public Projects

Sistema-Hals is committed to supporting cultural
development in Russia through our involvement in
socially significant cultural and architectural proj-
ects.  One such project, which began in 2007, is fi-
nancing the reconstruction of the historic centre of
Yalta in Ukraine, which includes the restoration of
Pushkin Boulevard, Gogol Street and the outflow of
the Vodopadnaya River.  Pushkin Boulevard is a sig-
nificant historical site dating back to 1873 when the
most influential and wealthy residents of Yalta and
the surrounding area built their summer residences
there.

In 2007, Sistema-Hals also retained its position as
the managing company for the “Wreath of Russian
Manors” tourist programme, the purpose of which is
to create new urban tourist routes and infrastruc-
ture, to preserve unique natural landscapes, and to
protect historical and architectural monuments of
Russian culture.

The foundation of the “Wreath of Russian
Manors” programme is focused on urban architec-

25A Dnepropetrovskaya Street,
Moscow

This monolithic residential
building, which is situated
next to Bitsevsky Park, will
include a children's nursery
and underground parking.  
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tural monuments preserved from the 17th to 19th
Centuries – there are around ten overall, including
the Izmailovo, Vorontsovo, Kuzminki, Kuskovo and
Ostankino mansions.  The transportation component
of the project involves the restoration of the Niko-
laev ring-railway for a specially retrofitted passenger
train, a replica of the one which used the route at the
beginning of the 20th Century.

Sistema-Hals is responsible for carrying out the
restoration, landscaping and other works on the his-
torical and architectural projects, as well as the de-
velopment of infrastructure. The programme is
coordinated by The Moscow City Committee for
Tourism.

In addition, Sistema-Hals is also active in a num-
ber of social housing programmes, involving the con-
struction of residential properties for municipal and
federal needs.  

Charity Work

Sistema-Hals and its subsidiaries committed
around USD 793,000 (18,5 million roubles) to chari-
table causes during 2007, making donations to char-
ities as well as to sporting and cultural foundations.  

As a co-founder of the Sistema Charitable Fund,
Sistema-Hals made donations to the following or-
ganizations during 2007: the Foundation for Future
Russian Olympians, which supports talented young

sportsmen and veterans of Russian sport; Russia’s
football team for the disabled “Olympro”; the inter-
national “Musical Kremlin” festival organized by the
Nikolay Petrov Foundation, which supports veteran
musicians and gives scholarships to young com-
posers and musicians; and the Annual Benois de la
Danse Ballet Award, which has been part of the fed-
eral “Culture of Russia” programme since 2003. Sis-
tema-Hals also supported the “One Billion in Coins”
programme which helps children from poor families
who are suffering from cancer.

Our subsidiaries were also involved in a variety of
charity work:

CJSC Kuntsevo-Invest funded several special proj-
ects including the restoration of the War Glory Mu-
seum, which is housed in the 659 School in Kuntsevo
where it is restoring the museum, acquiring modern
equipment and creating a multimedia centre. Kunt-
sevo-Invest also funded a home kindergarden in the
Solntsevo district of Moscow, as well as donating to
a number of other charities in the region.

PSO Sistema-Hals made donations to the Federa-
tion of Jewish Communities of Russia and to the
Mar’inoroschinskaya Jewish Community to support
charity events, open budget dining halls and provide
humanitarian aid to the elderly and needy.

JSC Kamelia Health SPA sponsored the Sochi City
Day and repaired several major roads as part of the
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preparations for “SOCHI 2007”, an international in-
vestment forum.

JSC Mosdachtrest supported several charities in-
cluding the Foundation of the Christ the Savior
Cathedral, “Care”, the Foundation for social aid, and
“Memory Debt”, a charity for children of soldiers
who lost their lives in the Caucasus war.

Kamelia Resort
89 Kurortny Prospekt, Sochi

The Kamelia SPA resort,
which is located in Sochi,
host city for the 2104
Winter Olympics, involves
the construction of a
luxury residential complex
and hotel.  
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INDEPENDENT AUDITORS’ REPORT

To the Shareholders of JSC Sistema-Hals: We
have audited the accompanying consolidated balance
sheets of JSC Sistema-Hals (“Sistema-Hals”) and sub-
sidiaries (collectively – the “Group”) as of December
31, 2007 and 2006, and the related consolidated state-
ments of operations, changes in shareholders’ equity,
and cash flows for the years then ended. These finan-
cial statements are the responsibility of the Group’s
management. Our responsibility is to express an opin-
ion on these financial statements based on our audits.

We conducted our audits in accordance with au-
diting standards generally accepted in the United
States of America. Those standards require that we
plan and perform the audit to obtain reasonable as-
surance about whether the financial statements are
free of material misstatement. An audit includes con-
sideration of internal control over financial reporting
as a basis for designing audit procedures that are ap-
propriate in the circumstances, but not for the pur-
pose of expressing an opinion on the effectiveness of
the Group’s internal control over financial reporting.
Accordingly, we express no such opinion. An audit
also includes examining, on a test basis, evidence sup-

porting the amounts and disclosures in the financial
statements, 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, such consolidated financial state-
ments present fairly, in all material respects, the fi-
nancial position of the Group as of December 31,
2007 and 2006, and the results of their operations and
their cash flows for the years then ended, in con-
formity with accounting principles generally ac-
cepted in the United States of America.

As described in Note 2 to the consolidated finan-
cial statements, the Group changed the manner in
which it accounts for uncertain tax positions effec-
tive January 1, 2007, in accordance with the adoption
of Statement of Financial Accounting Standards In-
terpretation No. 48, “Accounting for Uncertainty in
Income Taxes an interpretation of FASB Statement
No. 109”.

/S/ ZAO Deloitte and Touch CIS

April 28, 2008 Moscow, Russia

JSC Sistema-Hals 
and subsidiaries

Consolidated 
Financial Statements
Years Ended December 31, 2007
and 2006
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See notes to consolidated financial statements.

Consolidated Balance Sheets as of December
31, 2007 and December 31, 2006
(Amounts in thousands of U.S. dollars)

Notes December 31 December 31
2007 2006

ASSETS
Cash and cash equivalents 3 45,398 261,952
Trade receivables, net 4 216,024 34,741
Taxes receivable 5 55,770 38,855
Other receivables, net 6 33,460 9,771
Deposits, loans receivable and investments
in debt and equity securities 7 129,613 164,855
Costs and estimated earnings in excess of billings
on uncompleted contracts 8 119,040 13,081

REAL ESTATE INVESTMENTS, NET
Real estate developed for sale 9 856,883 270,892
Income producing properties, net 9 155,736 59,541
Total 1,012,619 330,433

Buildings used for administrative purposes, 
plant and equipment, net 10 10,702 5,477
Development rights and other intangible assets, net 11 33,229 40,035
Investments in associates and joint ventures 12 51,355 2,799
Debt issuance costs, net
of accumulated amortization 16 36,866 –
Deferred tax assets 21 11,014 –
Total assets 1,755,090 901,999

LIABILITIES AND SHAREHOLDERS’ EQUITY
LIABILITIES

Payables to suppliers and subcontractors 13 58,229 33,477
Billings in excess of costs and estimated earnings 
on uncompleted contracts 14 31,664 25,363
Accrued expenses and other liabilities 15 67,092 25,130
Taxes payable – 11,937 3,899
Construction obligations – – 2,232
Loans and notes payable 16 977,837 377,967
Deferred tax liabilities 21 32,324 21,504
Total liabilities 1,179,083 489,572
Commitments and contingecies 24 – –
Minority interests 27,060 18,681

SHAREHOLDERS’ EQUITY
Share capital 17 20,492 20,492
Treasury stock 17 (1,576) (2,322)
Additional paid-in capital 17 529,910 430,126
Retained earnings accumulated deficit 121 (54,550)
Total shareholders’equity 548,947 393,746
Total liabities shareholders’equity 1,755,090 901,999
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Notes 2007 2006

REVENUES 452,196 282,899

Operating Expenses 20 (403,530) (199,903)

Operating Income 48,666 82,996

OTHER INCOME/(EXPENSES):
Other expenses, net (2,140) (372)
Interest income 14,274 4,255
Interest expense, net of amounts capitalized (12,790) (7,554)
Gain/(loss) on foreign currency transactions 16,567 (1,930)
Gain on sale of shares in associates – 2,808
Gain on sale of a subsidiary 113 –
Income Before Income Tax 
And Minority Interests 64,690 80,203

Income tax expense 21 (16,216) (16,299)

Income Before Minority Interests 48,474 63,904

Minority interests (13,793) (8,330)
NET INCOME 34,681 55,574

WEIGHTED AVERAGE NUMBER 
OF COMMON SHARES OUTSTANDING:
Basic 10,200,006 6,316,318
Diluted 10,273,318 6,316,318

Earnings per share, U.S. dollars:
Basic 2 3.40 8.80
Diluted 2 3.38 8.80

See notes to consolidated financial statements.

Consolidated Statements of Operations
for the Years Ended December 31, 2007
and 2006 (Amounts in thousands of U.S.
dollars, except for share and per share
amounts)
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2007 2006

OPERATING ACTIVITIES:
Net income 34,681 55,574

Adjustments to reconcile net income to net 
cash (used in) /provided by operations:
Depreciation and amortization 14,873 7,144
Loss /(gain) on disposal of plant and equipment 47 (507)
Minority interests 13,793 8,330
Gain on sale of a subsidiary (113) -
Gain on sale of shares in associate - (2,808)
Gain on sale of real estate investments (157,989) (96,919)
Stock-based compensation 99,807 -
Deferred tax (benefit)/expense (194) 10,621
Bad debt expense - 115
Foreign currency transactions gain for non-operating activities (7,796) (448)
Gain on sale of short-term investments (4,809)
Amortization of debt issuance cost 3,134

Changes in operating assets and liabilities:
(Costs in excess of billings) / billings in excess 
of costs on uncompleted contracts (113,733) 66,602
Trade receivables (52,980) (13,927)
Taxes receivable (18,026) (13,797)
Other receivables (23,713) (6,197)
Payables to suppliers and subcontractors 11,088 20,267
Accrued expenses and other liabilities 31,082 10,416
Taxes payable 9,506 (3,229)

Net cash (used in) / provided by operating activities (161,342) 41,237

INVESTING ACTIVITIES:
Payments for real estate investments (713,416) (145,407)
Proceeds from sale of real estate investments 68,254 52,537
Payments for plant and equipment and intangible assets (8,672) (4,094)
Proceeds from sale of plant and equipment - 1,207
Issuance of loans and notes receivable (189,628) (96,022)
Repayment of loans and notes receivable issued 143,597 42,596
Short-term deposits (50,000) (104,118)
Repayments of short-term deposits 146,896 -
Payments for shares in associates (2,737) (2,697)
Proceeds from sale of subsidiary, net of cash disposed (362) -
Proceeds from sale of shares in associate 25 3,290

Net cash used in investing activities (606,043) (252,708)

69
See notes to consolidated financial statements.

Consolidated Statements of Cash Flows
for the Years Ended December 31, 2007
And 2006 (Amounts in thousands of U.S.
Dollars)
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2007 2006

FINANCING ACTIVITIES:
Proceeds from issuance of common stock - 391,756
Payments for repurchasing own shares (2,781) -
Principal payments on long-term borrowings (10,226) (85,264)
Proceeds from long-term borrowings 729,201 28,609
Debt issuance cost (40,000) -
Principal payments on short-term borrowings (438,609) (216,624)
Proceeds from short-term borrowings 294,884 400,352
Cash transfers from Sistema 27,500 (57,451)
Cash transfers to Sistema (5,658) -
Dividends paid to minority shareholders of subsidiaries (4,655) (3,551)

Net cash provided by financing activities 549,656 457,827

Effects of foreign currency translation on cash and cash equivalents 1,175 5,234

NET (DECREASE)/INCREASE IN CASH AND CASH EQUIVALENTS (216,554) 251,590

CASH AND CASH EQUIVALENTS, beginning of the year 261,952 10,362

CASH AND CASH EQUIVALENTS, end of the year 45,398 261,952

SUPPLEMENTAL INFORMATION:
Income taxes paid 13,423 6,174
Interest paid 38,109 10,245

NON-CASH INVESTING AND FINANCING ACTIVITIES:
Amounts owed for capital expenditures 14,811 2,873
Payable related to investments 15,267 2,623

In addition, non-cash investing and financing activities for the years ended December 31, 2007 included
stock option and stock bonus program, as described in Note 26.

See notes to consolidated financial statements.

Consolidated Statements of Cash 
Flows (Continued) for the Years Ended
December 31, 2007 and 2006 
(Amounts in thousands of U.S. dollars)
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Retained
Additional earnings/

paid-in (Accumulated
Share capital Treasury stock capital deficit) Total

Shares Amount Shares Amount

Balances at 
January 1, 2006 1,175 24 – – 41,909 (12,502) 29,431
Issuance of common 
stock 11,215,919 20,468 (1,222,663) (2,322) 388,217 (14,607) 391,756
Transfers to Sistema – – – – – (83,015) (83,015)
Net income – – – – – 55,574 55,574
Balances at 
December 31, 2006 11,217,094 20,492 (1,222,663) (2,322) 430,126 (54,550) 393,746

Effect of FIN 
48 adoption (Note 2) – – – – – (2,171) (2,171)
Stock-based 
compensation (Note 26) – – 403,815 767 99,040 – 99,807
Acquisition of own stock – – (11,217) (21) (2,760) – (2,781)
Reimbursement 
of initial public 
offering costs, 
net of tax (Note 17) – – – – 3,504 – 3,504
Transfers to and from 
Sistema (Note 18) – – – – – 22,161 22,161
Net income – – – – – 34,681 34,681
Balances at 
December 31, 2007 11,217,094 20,492 (830,065) (1,576) 529,910 121 548,947
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Consolidated Statements of Changes in
Shareholders’ Equity for the Years Ended
December 31, 2007 and 2006 (Amounts
in thousands of U.S. dollars)

See notes to consolidated financial statements.
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1. DESCRIPTION OF THE BUSINESS

JSC Sistema-Hals (“Sistema-Hals”) and subsidiaries (together – “the Group”) are engaged in real estate de-
velopment, project and construction management, real estate asset management and facility management,
primarily focused on the “Class A” and “Class B” segments of the Moscow office market, shopping centers,
high-end housing, single family houses, apartment buildings and land development. The Group’s revenues
are derived principally from the following activities: 

(i) Sale of completed development projects, both commercial and residential, as well as the sale of rights
for land; 

(ii) Project and construction management activities for infrastructure and other construction and devel-
opment projects; 

(iii) Rental income from completed development projects held as investments; and 

(iv) Facility management services.

Business operations of the Group are conducted in the Russian Federation (hereinafter referred to as  “the
RF”) and the Commonwealth of Independent States (“the CIS”), primarily in Moscow, the Moscow Region, the
Nizhniy Novgorod region, Sochi, Kiev and Saint-Petersburg. Majority of the Group entities are incorporated
in the RF.

Initial public offering – In November 2006, Sistema-Hals completed an initial public offering of 1,850,821
common shares, including 1,738,650 newly issued shares (in the form of global depositary receipts (“GDRs”),
with twenty GDRs representing one share) and 112,171 shares sold by the shareholders. The GDRs were ad-
mitted to trade on the London Stock Exchange.

The Group’s reorganization – In the fourth quarter of 2006, JSFC Sistema (“Sistema”), the controlling
shareholder of the Group, completed the corporate reorganization of its Real Estate business segment by
consolidating ownership of the segment’s entities under Sistema-Hals. 

The reorganization has been accounted for at the historical book value of the assets and liabilities of the
Group’s entities. The Group’s equity has been retroactively restated to reflect the reorganization as if it had
occurred at the beginning of the earliest period presented.

Prior to the reorganization, Sistema did not charge the Group for any management services, including
corporate oversight, financial management, legal, corporate communications or human resources. Costs in-
curred by Sistema to provide such services to the Group have not been significant during these periods. How-
ever, the financial statements for the periods prior to reorganization may not necessarily be indicative of the
conditions that would have existed or the results of operations and cash flows if the Group had been oper-
ated as a stand-alone company during these periods.

Notes to the Consolidated Financial 
Statements for the Years Ended December
31, 2007 and 2006 (amounts in thousands
of U.S. dollars unless otherwise stated)
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Use of estimates – The preparation of the 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 amounts of revenues
and expenses of the reporting period. Actual results could differ from those estimates.

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. Russian land and
property legislation is complicated, often ambiguous and contradictory at the federal and regional levels. In
particular, it is not always clear which state bodies are authorized to enter into land leases with respect to par-
ticular land plots, construction approval procedures are complicated and prone to challenge or reversal, and
construction and environmental rules often contain requirements that are impossible to comply with in prac-

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Basis of presentation – The accompanying 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 entities maintain accounting records and prepare their statutory financial statements in Russ-
ian rubles (“RUB”), U.S. dollars and in Ukrainian hryvnia in accordance with the requirements of accounting
and tax legislation in their respective countries of domicile. The accompanying financial statements differ
from the financial statements prepared for statutory purposes in that they reflect certain adjustments, not
recorded in the statutory accounting books of the Group’s entities, which are appropriate to present the fi-
nancial position, results of operations and cash flows in accordance with U.S. GAAP.

Principles of consolidation – All significant transactions within the Group, balances and unrealized
gains/(losses) on such transactions have been eliminated in these financial statements.

The ownership interest of Sistema-Hals and proportion of its voting power in its major subsidiaries as of
December 31, 2007 and 2006 were as follows:

Ownership interest Voting power

Operating entities December 31, 2007 December 31, 2006 December 31, 2007 December 31, 2006

Kuntsevo-Invest 100% 100% 100% 100%
Sistema-Hals Nord-West 76% 76% 76% 76%
IRT 100% 100% 100% 100%
TRK Kazan 100% 100% 100% 100%
Mosdachtrest 57% 57% 60% 60%
Landshaft-2 100% 100% 100% 100%
Nostro – 100% – 100%
Organizator 51% 51% 51% 51%
PSO Sistema-Hals 51% 51% 51% 51%
Hals-Stroy 100% 100% 100% 100%
City-Hals 100% 100% 100% 100%
Bolshoy City 100% 100% 100% 100%
Yalta Fish Plant 98% 98% 98% 98%
RTI-Estate 51% – 51% –
Sapidus 100% – 100% –
Gorki-8 74,9% – 74,9% –
Istochnik 74,9% – 74,9% –
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tice. As a result, the risk exists that the Group’s ownership of and/or lease rights for land and buildings might
be challenged by government authorities or third parties.

The construction industry in general is subject to risks in respect to the means of financing, the legal and po-
litical risks and the financial risks associated with construction projects which transpire over a prolonged pe-
riod of time. The Group is also reliant on a limited number of general contractors and subcontractors to undertake
its commitments for construction in the timeframe required to avoid penalties and other associated costs.

Concentration of credit risk – The Group is exposed to credit risk which is the risk that the other party
to a financial instrument will fail to discharge its obligation and cause a financial loss for the Group. The
Group does not hedge its credit risks.

Foreign currency translation – The Group follows a translation policy in accordance with Statement on
Financial Accounting Standards (“SFAS”) 52, “Foreign Currency Translation”.

Management believes that the U.S. Dollar (“USD”) was the functional currency of the Group in the years
ended December 31, 2007 and 2006, as the majority of its revenues, costs and capital expenditures were ei-
ther priced, incurred, payable or otherwise measured in USD. In addition, the Group maintained a significant
portion of its debt instruments in USD. To the extent settlements were required to be in RUB, the Group set
prices and values in USD and performed the settlements in RUB using the then prevailing exchange rate of
the Central Bank of Russia.

As such, in the years ended December 31, 2007 and 2006, the Group remeasured its assets, liabilities, income
and expense items in USD. Monetary assets and liabilities were translated into USD at the rate in effect as of the
balance sheet date; non-monetary assets and liabilities and income and expense items were translated at the rate
prevailing on the date of the transaction. Exchange gains and losses arising from the remeasurement of mone-
tary assets and liabilities not denominated in USD were included in gain/(loss) on foreign currency transactions
in the statements of operations. The official exchange rates quoted by the Central Bank of Russia as of Decem-
ber 31, 2007 and 2006 were 24.55 and 26.33 rubles per 1 USD, respectively.

Revenue recognition – The Group’s revenues are principally derived from i) real estate development, ii)
project and construction management, iii) real estate asset management and iv) facility management. The
Group records revenues as follows:

(i) Revenues from real estate development activities are recognized in accordance with the provisions of
SFAS 66 “Accounting for Sales of Real Estate” or AICPA Statement of Position 81-1, “Accounting for Per-
formance of Construction-Type and Certain Production-Type Contracts” (“SOP 81-1”).

When the Group undertakes real estate development projects at its own risk, it recognizes revenues from
sales of real estate when a) a sale is consummated; b) the buyer's initial and continuing investments are ad-
equate to demonstrate a commitment to pay; c) the Group's receivable is not subject to future subordina-
tion; d) the Group has transferred to the buyer the usual risks and rewards of ownership and does not have
a substantial continuing involvement with the project. A sale is not considered consummated until (a) the par-
ties are bound by the terms of a contract; (b) all consideration has been exchanged; (c) any permanent fi-
nancing for which the Group is responsible has been arranged; and (d) all conditions precedent to closing have
been performed. Revenues from development of office buildings, apartments, condominiums, shopping cen-
ters and similar structures are recognized prior to consummation of sale by the percentage-of-completion
method if (a) construction is beyond a preliminary stage; (b) the buyer is committed to the extent of being un-
able to require a refund except for nondelivery of the property; (c) sales prices are collectible; (d) aggregate
sales proceeds and costs can be reasonably estimated. Other investments in real estate developed for sale
where the sale is not consummated are accounted for under the deposit method in accordance with SFAS 66.
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In those instances, when the Group acts as a contractor under construction contracts with third parties, it ap-
plies the percentage of completion method to the respective contracts where and as soon as it is able to reliably
estimate the stage of progress to completion of the project, costs to complete the project and contractual revenues.
Progress towards completion is measured by the percentage of costs incurred to date to the estimated total costs
at completion for each contract (the “cost-to-cost” method). On most of its contracts, the Group is not able to re-
liably estimate costs to complete the project and contractual revenues until the project is at least 30% complete.

Revenue from sale of equity interests in the properties developed by the Group are recognized when 

(a) the buyer is independent of the Group, (b) collection of the sales price is reasonably assured, (c) the
Group will not be required to support the operations of the property or its related obligations to an extent
greater than its proportionate interest.

When the Group participates in the revenue and cost sharing agreements relating to project development,
revenues and related costs are recognized in the amount reflecting the Group’s share in such agreements.

(ii) The Group provides project and construction management services to municipal governments on cer-
tain socially important infrastructure projects. The Group’s remuneration for such services was determined
as a percentage of project costs incurred by third parties and approved by the municipal government. Based
upon the guidance in Emerging Issues Task Force Consensus 99-19, Reporting Revenue Gross as a Principal ver-
sus Net as an Agent (“EITF 99-19”), management has concluded that the Group’s services under such contracts
do not transfer to the Group the full risks and rewards associated with the projects. Therefore, the Group rec-
ognizes as revenues only its fees from project management services. Fees are recognized as the project costs
are incurred and approved by the municipal government.

(iii) Revenues from real estate asset management include rental revenues, revenues from sale or assign-
ment of rights to land plots and residential units. Rental revenues are recognized over the lease term on a
straight-line basis. Revenues from sale or assignment of rights over real estate are recognized when sub-
stantially all the risks and rewards of ownership have been passed to the buyer.

(iv) Revenues from service contracts for facility management are recognized on the accrual basis over the
periods when services are provided.

Change orders and claims – Once contract performance is underway, the Group may experience changes
in the conditions, client requirements, specifications, designs, materials and/or work schedule (“change or-
ders”). Generally a change order will be negotiated with the customer to modify the original contract to approve
both the scope and the pricing of the change. When a change order becomes a point of dispute between the
Group and its customer, the Group then considers it as a claim. Costs related to change orders and claims are
recognized when they are incurred. Change orders are included in total estimated contract revenues when it
is probable that the change order will result in a bona fide addition to the relevant contract value and can be
reliably estimated. Claims are included in total estimated contract revenue only to the extent that contract costs
related to the claim have been incurred and when it is probable that the claim will result in a bona fide addi-
tion to contract value and can be reliably estimated.

Estimated losses on uncompleted contracts and changes in contract estimates – The Group provides
for estimated losses on uncompleted contracts in the periods in which such losses are identified. 

The cumulative effects of revisions to contract revenue and estimated completion costs are recorded in the
accounting period in which the amounts become evident and can be reasonably estimated. These revisions
may include such items as the effects of change orders and claims, warranty claims, other contractual penal-
ties and contract closeout settlements.
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Costs and billings on uncompleted contracts – Costs related to the Group’s performance under con-
struction contracts (including estimated earnings from uncompleted contracts) is recorded net of billings on
those contracts. Billings when in excess of costs and estimated earnings on uncompleted contracts are
recorded as liabilities.

Income producing properties – The Group has a number of developments where it generates or expects
to generate economic benefits through retaining title to or lease rights for the property and receiving rental
revenues. Such properties primarily consist of residential and commercial buildings and land which is, or will
be, leased on either a short-term or long-term basis.

Income producing properties are depreciated on a straight-line basis over the estimated useful lives of the
assets (buildings and land improvements – 20 to 40 years; leasehold improvements – the lesser of the re-
maining life of the asset or term of the lease).

Fair value of financial instruments – The Group’s financial instruments primarily comprise cash and
cash equivalents, deposits, loans receivable, investments in debt and equity securities, receivables, payables
and debt. The estimated fair value of short-term financial instruments as of December 31, 2007 approximated
their carrying value as reflected in the balance sheet due to the short maturity of those instruments. The fair
value of long-term loans and notes payable which have variable interest rates based on market rates ap-
proximate the carrying amount of those financial instruments. The fair value of long-term loans and notes
payable which have fixed interest rates also approximate the carrying amount of those financial instruments
as of December 31, 2007 as these loans were recently obtained. Fair value of significant investments in asso-
ciates and joint ventures is presented in Note 12 to these consolidated financial statements.

Cash and cash equivalents – Cash and cash equivalents include cash on hand, amounts on deposit in
banks and cash invested temporarily in various instruments with maturities of three months or less at the
time of purchase.

Deposits, loans receivable and investments in debt and equity securities – Deposits and loans re-
ceivable with original maturities in excess of three months are being accounted for at amortized cost. Man-
agement regularly assesses the realizability of the carrying values of deposits and loans receivable and, if
necessary, records impairment losses to write these assets down to fair value.

Investments in marketable debt and equity securities are classified as available-for-sale and stated at fair
value based on market quotes. Unrealized gains/(losses), net of income taxes, are recognized in other com-
prehensive income. Interest income on debt securities is recognized in the statement of operations. 

Investments in associates and joint ventures – The Group’s share in the net assets and net income/(loss)
of the entities, in which the Group holds 20-50% of the voting shares and has the ability to exercise signifi-
cant influence over their operating and financial policies (“affiliates”) and the entities, in which the Group
shares in joint control (“joint ventures”), is accounted for using the equity method of accounting. In the years
ended December 31, 2007 and 2006, the Group’s share in the net income/(loss) of these entities was in-
significant.

Investments in corporate shares where the Group owns less than 20% voting interest or does not have the
ability to exercise significant influence are accounted for at cost of acquisition. 

Accounts receivable – Accounts receivable are stated at their net realizable value after deducting an al-
lowance for doubtful accounts. Such provisions reflect either specific cases or estimates based on evidence
of collectibility.
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Value-added taxes – Value-added taxes (“VAT”) related to sales are payable to the tax authorities on an ac-
crual basis based upon invoices issued to the customer. VAT incurred for purchases may be reclaimed, sub-
ject to certain restrictions, against VAT related to sales. VAT related to purchase transactions that are
reclaimable after the balance sheet dates is recorded in taxes receivable. 

Non reclaimable VAT on real estate investments is capitalized as it is a cost necessarily incurred in the
completion of the relevant project.

Buildings used for administrative purposes, plant and equipment – Buildings used for administrative
purposes, plant and equipment with a useful life of more than one year are capitalized at historical 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 statements of oper-
ations as incurred.

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

Plant and equipment is depreciated on the straight-line basis over 3 to 5 years. Buildings used for admin-
istrative purposes are depreciated on the straight-line basis over 20 to 40 years.

Development rights and other intangible assets – Development rights acquired by the Group are stated
at acquisition cost. The costs of development rights are amortized on a straight-line basis from the date when
the project starts generating revenues until the development period expires. Development rights as of De-
cember 31, 2007 and 2006, comprise rights to develop residential property in the Western Kuntsevo district
of Moscow. The development period for this project is expected to be completed in 2012. Amortization of
other finite-life intangible assets is computed on a straight-line basis.

Impairment of long-lived assets – The Group periodically evaluates the recoverability of the carrying
amount of its long-lived assets in accordance with SFAS 144, “Accounting for the Impairment or Disposal of
Long-Lived Assets”. Whenever events or changes in circumstances indicate that the carrying amounts of those
assets may not be recoverable, the Group compares undiscounted net cash flows estimated to be generated
by those assets to the carrying amount of those assets. When these undiscounted cash flows are less than the
carrying amounts of the assets, the Group records impairment losses to write the asset down to fair value,
measured by the estimated discounted net future cash flows expected to be generated from the use of the as-
sets. Management does not believe there should be any impairment charge recorded relating to the Group’s
investments in long-lived assets as of December 31, 2007 and 2006.

Construction obligations – Construction obligations represented obligations to construct apartments as-
sumed as a result of the acquisition of rights to develop residential property in the Western Kuntsevo district
of Moscow.

Income taxes – Income taxes have been computed in accordance with the laws of the countries of domi-
cile of the Group entities. The standard income tax rate in the RF for the years ended December 31, 2007 and
2006 was 24%.

Deferred income taxes are accounted for under the liability method and reflect the tax effect of all sig-
nificant temporary differences between the tax bases of assets and liabilities and their reported amounts in
the financial statements. A valuation allowance is provided for deferred tax assets if it is more likely than not
that these items will either expire before the Group will be able to realize the benefit, or the future de-
ductibility is uncertain.
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Accounting for uncertainty in income taxes – As of January 1, 2007, the Group implemented Interpre-
tation No. 48, “Accounting for Uncertainty in Income Taxes”, (“FIN 48”),  which clarifies the accounting for un-
certain tax positions stated in SFAS No. 109, “Accounting for Income Tax”. FIN 48 applies to all tax positions
that are within the scope of FAS No. 109 and requires a two-step approach for recognizing and measuring tax
benefits. FIN 48 establishes a “more-likely-than-not” recognition threshold that must be met before a tax ben-
efit can be recognized in the financial statements. To meet this threshold, the enterprise must determine that
upon examination by the taxing authority, the tax position is more likely to be sustained than not, based on
the technical merits of the position. Once the recognition threshold has been met, enterprises are required to
recognize the largest amount of tax benefit that is greater that fifty percent likely of being realized upon ul-
timate settlement with the taxing authority. In both steps, enterprises must presume that the taxing author-
ity has full knowledge of all relevant information.

The adoption of FIN 48 resulted in a cumulative effect adjustment to the opening balance of retained earn-
ings as of January 1, 2007, of USD 2,171 thousand (of which approximately USD 361 thousand for the payment
of penalties and USD 6 thousand for the payment of fines). As of December 31, 2007, the Group included ac-
cruals for unrecognized income tax benefits totaling USD 5,812 thousand as a component of accrued liabili-
ties (of which approximately USD 1,608 thousand for payments of penalties and USD 313 thousand for fines). 

The Group recognizes accrued interest related to unrecognized tax benefits and penalties in income tax
expenses.

The changes in unrecognized tax benefits for the year ended December 31, 2007 were as follows: 

The Group considers it reasonably possible that approximately USD 813 thousand of unrecognized tax
benefit (including interest and penalties) will be reversed within the next year, due to the expiration of the
statute of limitations.

As of the date of these financial statements, the tax years ended December 31, 2005, 2006 and 2007 re-
mained subject to examination by the Russian tax authorities.

Retirement benefit and social security costs – The Group contributes to the RF state pension fund, so-
cial insurance fund and medical insurance fund on behalf of all of its current employees in the RF. In accor-
dance with the current RF legislation, all social contributions are calculated by the application of a regressive
rate from 26% to 2% to the annual gross remuneration of each employee. 

Stock-based compensation – The Group accounts for stock-based compensation in accordance with the
provisions of SFAS No. 123R , “Share-Based Payment”. Under SFAS No. 123R, companies must calculate and
record the cost of equity instruments, such as stock options or restricted stock, awarded to employees for serv-
ices received in the statement of operations. The cost of the equity instruments is measured based on the fair
value of the instruments on the date they are granted and is recognized over the period during which the em-
ployees are required to provide services in exchange for the equity instruments.

Balance at January 1, 2007 1,804
Additions based on tax positions related to the current year 3,305
Translation loss 57
Reversal of tax positions from prior years due to expiration of statute of limitations (1,275)

Balance at December 31, 2007 3,891
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See notes to consolidated financial statements.

Borrowing costs – The Group capitalizes interest on borrowings during the active construction period of
its development projects. Capitalized interest is added to the cost of the underlying assets and is amortized
over the useful lives of the assets. For the years ended December 31, 2007 and 2006, capitalized borrowing
costs were USD 25,837 thousand and USD 10,234 thousand, respectively. Other borrowing costs were recog-
nized as an expense in the period in which they were incurred.

Advertising costs – The Group expenses the cost of advertising in the period in which it is incurred.

Minority interests – Minority interests represent the share in the book value of the net assets of the
Group’s entities proportional to equity interests in those entities owned, directly or indirectly, by share-
holders outside of the Group.

Dividends and distributions – Dividends and distributions to shareholders are recognized at the date
they are declared. The dividends are distributed in accordance with statutory legislation that allows to dis-
tribute dividends up to the amount of distributable retained earnings based on statutory financial statements
of Sistema-Hals of USD 14 million (unaudited) that differs from amount of retained earnings calculated on the
basis of U.S. GAAP.

Earnings per share – Basic earnings per share of common stock are computed by dividing net income by
the weighted average number of common shares outstanding for the year. Diluted earnings per share of com-
mon stock reflects the maximum potential dilution that could occur if securities or other contracts to issue
common stock were exercised or converted into common stock and would then share in the net income of
the Group.

The following table reconciles numerator (income) and denominator (shares) of the EPS calculation for
the year ended December 31, 2006:

The following table reconciles numerator (income) and denominator (shares) of the EPS calculation for
the year ended December 31, 2007:

$ Income (‘000 USD) Shares EPS (USD)

EPS – basic 55,574 6,316,318 8.80

$ Income (‘000 USD) Shares EPS (USD)

EPS – basic 34,681 10,200,006 3.40
Effect of stock option (Note 26) – 73,312 (0.02)
EPS – diluted – 10,273,318 3.38
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Recent accounting pronouncements – In September 2006, the FASB issued SFAS No. 157, Fair Value
Measurements (“SFAS 157”). SFAS 157 defines fair value, establishes a framework for measuring fair value in
generally accepted accounting principles, and expands disclosures about fair value measurements. This State-
ment applies under other accounting pronouncements that require or permit fair value measurements, the
FASB having previously concluded in those accounting pronouncements that fair value is the relevant meas-
urement attribute. Accordingly, this Statement does not require any new fair value measurements. SFAS 157
is effective for financial statements issued for fiscal years beginning after November 15, 2007, and interim
periods within those fiscal years. Management believes that the adoption of SFAS No. 157 will not have a ma-
terial effect on the Group’s financial statements.

In February 2007, the FASB issued SFAS No. 159, The Fair Value Option for Financial Assets and Financial
Liabilities (“SFAS 159”), which permits an entity to measure certain financial assets and financial liabilities
at fair value. SFAS 159 offers an irrevocable option to carry the vast majority of financial assets and liabilities
at fair value, with changes in fair value recorded in earnings. The Statement’s objective is to improve finan-
cial reporting by allowing entities to mitigate volatility in reported earnings caused by the measurement of
related assets and liabilities using different attributes, without having to apply complex hedge accounting pro-
visions. SFAS 159 is effective as of the beginning of an entity’s first fiscal year beginning after November 15,
2007. The Group adopted the provisions of SFAS No. 159 effective January 1, 2008. Management has decided
not to designate any additional financial instruments to be accounted for at the fair value effective January
1, 2008 and therefore believes that the adoption will not have a material impact on the Group’s financial
statements.

In December 2007, the FASB issued SFAS No. 141 (revised 2007), Business Combinations, (“SFAS 141R”).
SFAS 141R significantly changes the accounting for business combinations. Under SFAS 141R, an acquired en-
tity will be required to recognize all the assets acquired and liabilities assumed in a transaction at the ac-
quisition date fair value with limited exceptions. SFAS 141R will change the accounting treatment for certain
specific acquisition related items including expensing acquisition related costs as incurred, valuing non-
controlling interests at fair value at the acquisition date and expensing restructuring costs associated with
an acquired business. SFAS 141R also includes a substantial number of new disclosure requirements. SFAS
141R is to be applied prospectively to business combinations for which the acquisition date is on or after Jan-
uary 1, 2009. The Group is currently assessing the impact of adopting the statement.

In December 2007, the FASB issued SFAS No. 160, Noncontrolling Interests in Consolidated Financial State-
ments – an amendment of Accounting Research Bulletin No. 51 (“SFAS 160”). SFAS 160 establishes accounting and
reporting standards for ownership interests in subsidiaries held by parties other than the parent, the amount of
consolidated net income attributable to the parent and to the noncontrolling interest, changes in a parent’s own-
ership interest, and the valuation of retained noncontrolling equity investments when a subsidiary is deconsoli-
dated. SFAS 160 also establishes disclosure requirements that clearly identify and distinguish between the interest
of the parent and the interests of the noncontrolling owners. SFAS 160 is effective on January 1, 2009. The Group
is currently assessing the impact of adopting the statement.

In March 2008, the FASB issued FASB Statement No. 161 (“SFAS No. 161”), “Disclosures about Derivative
Instruments and Hedging Activities”. The new standard requires enhanced disclosures about derivative in-
struments and hedging activities to enable investors to better understand their effects on an entity’s finan-
cial statements. SFAS No. 161 becomes effective for financial statements issued for fiscal years and interim
periods beginning after November 15, 2008. Management is currently evaluating the potential impact, if any,
of the adoption of SFAS No. 161 on the Group’s financial statements.



NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS 
FOR THE YEARS ENDED DECEMBER 31, 2007 AND 2006 
(AMOUNTS IN THOUSANDS OF U.S. DOLLARS UNLESS 
OTHERWISE STATED)

Consolidated Financial
Statements

2007

3. CASH AND CASH EQUIVALENTS

Cash and cash equivalents as of December 31, 2007 and 2006 consisted of the following:
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The Group had USD 18,693 thousand and USD 240,771 thousand of deposits maturing within three months that were
classified as cash equivalents as of  December 31, 2007 and December 31, 2006, respectively. The weighted average inter-
est rate on demand deposits as of December 31, 2007 and December 31, 2006 was 7.3% and 5.4%, respectively. 

4. TRADE RECEIVABLES, NET

Trade receivables, net of provision for doubtful debts, as of December 31, 2007 and 2006 consisted of the following:

December 31, 2007 December 31, 2006

CASH AND CASH EQUIVALENTS ON DEPOSIT WITH:
Third parties 11,590 7,542
Moscow Bank of Reconstruction and Development (“MBRD”), 
a subsidiary of Sistema 33,808 254,410
Total 45,398 261,952

December 31, 2007 December 31, 2006

Apsys 86,391 –
Saraya Russia 60,000 –
Mirax Group 30,182 –
Mosmetrostroy 8,059 –
TMK Global AG – 15,338
Trade receivables from other third parties 4,936 12,278
Total trade receivables from third parties 189,568 27,616

Sistema K-Invest, a Sistema subsidiary 15,615 –
Manezh 13, a Sistema subsidiary 7,868 6,052
Other trade receivables from Sistema subsidiaries 2,001 1,114
Trade receivables from related parties other than Sistema subsidaries 972 153
Total trade receivables from related parties 26,456 7,319

Less: provision for doubtful debts – (194)
Total 216,024 34,741
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5. TAXES RECEIVABLE

Taxes receivable as of December 31, 2007 and 2006 consisted of the following:

December 31, 2007 December 31, 2006

VAT receivable 43,493 34,133
Other taxes receivable 12,277 4,722
Total 55,770 38,855

6. OTHER RECEIVABLES, NET

Other receivables, net of provision for doubtful debts, as of December 31, 2007 and 2006 consisted of the
following:

The provision for doubtful debts as of December 31, 2006 includes a provision against an advance given
for project 15, Elninskaya St. in the amount of USD 2,512 thousand. The project was completed as of De-
cember 31, 2006 and the contractor did not fulfill its obligations. As of December 31, 2007, the advance was
written off against provision. 

7. DEPOSITS, LOANS RECEIVABLE AND INVESTMENTS IN DEBT AND EQUITY SECURITIES

Deposits, loans receivable and investments in debt and equity securities as of December 31, 2007 and 2006
consisted of the following:

December 31, 2007 December 31, 2006

Advances to and other receivables from third parties 20,228 7,279
Interest receivable from related parties 3,422 –
Prepaid expenses 4,795 4,328
Interest receivable from third parties 4,035 79
Other receivables from Sistema subsidiaries 1,097 663
Less: provision for doubtful debts (117) (2,578)
Total 33,460 9,771

December 31, 2007 December 31, 2006

Available-for-sale investments in marketable 
debt and equity securities – 64,974
Funds under trust management 22,149 –
Loans and notes receivable from:
- subsidiaries of Sistema 25,288 64,211
- related parties 26,226 3,464
- third parties 55,445 25,210
Time deposits in MBRD 505 6,996
Total 129,613 164,855
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In December 2006, the Group transferred a portfolio of its investments in debt securities into a trust man-
aged by MBRD. As of December 31, 2006, the portfolio included promissory notes of Sistema subsidiaries in
the amount of USD 32,148 thousand and debt securities of third parties in the amount of USD 64,974 thou-
sand. The trust management agreement expired in September 2007. 

In April 2007, the Group transferred a deposit in the amount of USD 50,000 thousand into two trusts man-
aged by Renaissance Capital Investment Management Ltd (“Renaissance Capital”). As of December 31, 2007,
funds under trust management were represented by the portfolio of investments managed by Renaissance
Capital in the amount of USD 22,149 thousand. 

Realized income from available-for-sale securities for the year ended December 31, 2007 in amount of USD
4,809 thousand was recorded in the statement of operations. 

The weighted average interest rates on loans and notes receivable from Sistema subsidiaries, associates of
Sistema and third parties as of December 31, 2007 were 5.5%, 13.1% and 10.0%, respectively. Substantially all
loans and notes receivable held by the Group as of December 31, 2007 mature within one year from that
date. 

The Group’s time deposits are represented by time deposits in MBRD in the amount of USD 505 thousand.
The weighted average interest rate under time deposits in MBRD was 4.2% as of December 31, 2007.

8. COSTS AND ESTIMATED EARNINGS IN EXCESS OF BILLINGS ON UNCOMPLETED CON-
TRACTS

Costs and estimated earnings in excess of billings on uncompleted contracts as of December 31, 2007 and
2006 consisted of the following:
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December 31, 2007 December 31, 2006

Accumulated costs and earnings 312,017 25,578
Less: amounts billed (192,977) (12,497)
Total 119,040 13,081

9. REAL ESTATE INVESTMENTS, NET

Real estate investments, net of accumulated depreciation as of December 31, 2007 and 2006 consisted of
the following:

December 31, 2007 December 31, 2006

Real estate developed for sale 856,883 270,892

Income producing properties
Buildings and constructions 166,964 66,140
Less: accumulated depreciation (11,228) (6,599)

155,736 59,541
Total 1,012,619 330,433
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Project Share USD thousand

Land in Odintsovsky region 74.9% 151,210
Building in Moscow at Lva Tolstogo Street 100% 135,000
Land and summer houses in Odintsovsky region 74.9% 100,366
Building in Moscow at 8 Marta Street 51% 31,382
Land in Nizhny Novgorod 100% 23,200
Long-term lease right for a land plot of 
14,016 sq. meters and ownership rights for 
a land plot of 1,041 sq. meters in Kyiv (Ukraine) 51% 20,000
Building on Khalturinskaya Street in Moscow 100% 14,636
Land in Naro-Fominsky district of Moscow Region 100% 14,600
Plot of land in Yalta (Ukraine) 75% 561

Real estate investments disposed during 2007 mainly consisted of the following: 

Project Share Sale price, USD thousand

Building at Kostyansky lane, Moscow 100% 49,983
Building at Kamenny Ostrov, Saint-Petersburg 50% 14,080
TRK Leto, a retail and entertainment complex in Saint-Petersburg 50% 86,400
Kamelia Health Resort, hotel in Sochi 50% 60,000

The depreciation charge for the years ended December 31, 2007 and 2006 amounted to USD 6,192 thou-
sand and USD 2,759 thousand, respectively.

Real estate investments acquired during 2007 mainly consisted of the following: 

10. BUILDINGS USED FOR ADMINISTRATIVE PURPOSES, PLANT AND EQUIPMENT, NET

Buildings used for administrative purposes, plant and equipment, net of accumulated depreciation, as of
December 31, 2007 and 2006 consisted of the following:

The depreciation charge for the years ended December 31, 2007 and 2006 amounted to USD 2,036 thou-
sand and USD 988 thousand, respectively.

December 31, 2007 December 31, 2006

Buildings used for administrative purposes 4,127 2,454
Plant and equipment 6,122 2,260
Other assets 6,100 3,446
Subtotal 16,349 8,160
Less: accumulated depreciation (5,647) (2,683)
Total 10,702 5,477
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11. DEVELOPMENT RIGHTS AND OTHER INTANGIBLE ASSETS, NET

Development rights and other intangible assets, net of accumulated amortization as of December 31, 2007
and 2006 consisted of the following:

The amortization charge for the years ended December 31, 2007 and 2006 amounted to USD 6,642 thou-
sand and USD 3,397 thousand, respectively.

Development rights granted to Kuntsevo-Invest in accordance with the Decree of the Moscow City Gov-
ernment relate to the program for reconstruction of residential property in the Western Kuntsevo district of
Moscow. Kuntsevo-Invest entered into an investment agreement with CJSC Inteko, pursuant to which Kunt-
sevo-Invest and CJSC Inteko shared 50% of the program’s risks and rewards each. During the year ended De-
cember 31, 2007, CJSC Inteko transferred its risks and rewards for the program to PIK Group. Under the
program, as subsequently amended, the Group is committed to complete construction of 190.7 thousand
square meters of residential living space to be sold in the market (“commercial buildings”) and of an addi-
tional 86.65 thousand square meters of residential living space to be transferred to the Moscow City Govern-
ment (“municipal buildings”). As of December 31, 2007, the Group’s remaining commitment under the
program was to complete 162.9 thousand square meters of commercial buildings and 50.1 thousand square
meters of municipal buildings. 

Management estimates that on the basis of the amortization policy referred to in Note 2, the estimated
amortization expense is as follows:

December 31, 2007 December 31, 2006

Development rights – Kuntsevo properties 43,156 43,156
Other intangible assets 305 391

43,461 43,547
Less: accumulated amortization (10,232) (3,512)
Total 33,229 40,035

2008 6,646
2009 6,646
2010 6,646
2011 6,646
2012 6,645
Total 33,229

Actual amortization expense to be reported in future periods could differ from these estimates as a result
of new intangible assets acquisitions, changes in useful lives and other relevant factors.
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12. INVESTMENTS IN ASSOCIATES AND JOINT VENTURES

Investments in associates and joint ventures as of December 31, 2007 and 2006 consisted of the following:

In September 2007, the Group purchased 50% of Soyuzkomint shares for USD 12,453 thousand.
Soyuzkomint owns warehouses in the Moscow Region. The investment is accounted for under equity method. 

The Group does not have the ability to exercise significant influence over Sibmost’s operations, and there-
fore accounted for the investment in 25% of Sibmost’s common shares using the cost method in the finan-
cial statements for the years ended December 31, 2007 and 2006.

In June 2007, the Group purchased from a variable interest entity (as defined by FIN 46(R) “Consolidation
of Variable Interest Entities”), whose primary beneficiary is Sistema, 5% of the common shares of Detsky Mir
for USD 7,014 thousand. Detskiy Mir is a subsidiary of Sistema. 

(See also Notes 18 and 22).

Fair value of the Group’s share in investments in associates and in joint ventures as of  December 31, 2007
estimated is as follows:

December 31, 2007 December 31, 2006

Soyuzkomint 12,604 –
Joint venture with Apsys 27,371 –
Joint venture with Saraya 5,824 –
Sibmost 2,400 2,400
Detsky Mir 1,357 –
Other 1,799 399
Total 51,355 2,799

December 31, 2007

Soyuzkomint 12,604
Joint venture with Apsys 36,000
Joint venture with Saraya 60,000
Total 108,604
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13. PAYABLES TO SUPPLIERS AND SUBCONTRACTORS

Payables to suppliers and subcontractors as of December 31, 2007 and 2006 consisted of the following:

December 31, 2007 December 31, 2006

Payable for the building at Lva Tolstogo Street in Moscow 12,963 –
Payables to other third parties 39,670 30,729
Payables to the subcontractor for Siemens project, a related party 
(Note 19) 3,872 1,049
Payables to Sistema subsidiaries 1,724 1,699
Total 58,229 33,477

14. BILLINGS IN EXCESS OF COSTS AND ESTIMATED EARNINGS ON UNCOMPLETED 
CONTRACTS

Billings in excess of costs and estimated earnings on uncompleted contracts as of December 31, 2007 and
2006 consisted of the following:

December 31, 2007 December 31, 2006

Amounts billed 105,904 97,274
Less: accumulated costs and earnings (74,240) (71,911)
Total 31,664 25,363

15. ACCRUED EXPENSES AND OTHER LIABILITIES

Accrued expenses and other liabilities as of December 31, 2007 and 2006 consisted of the following:

December 31, 2007 December 31, 2006

Payable for 50% of Soyuzkomint 12,453 –
Advances received for sale and rent of summer houses 
in the Moscow Region 10,600 4,278
Accrued interest expense 4,421 8,219
Payables to municipal authorities for development project in Yalta 6,742 –
Other accrued expenses and other liabilities to third parties 27,413 10,987
Other liabilities to Sistema and its subsidiaries 5,463 1,646
Total 67,092 25,130
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In August, September and October 2006, Sistema-Hals entered into one-year loan facilities with Deutsche
Bank AG, Nomura International plc and UBS AG in the amounts of USD 140,000 thousand, USD 100,000 thou-
sand and USD 100,000 thousand, respectively. The facilities are extended for the Group’s general operational
needs and refinancing of its existing debt facilities and had interest rates of 8.65%, 8.45% and 8.65%, respec-
tively. The debt was guaranteed by Sistema. The guarantee fee payable by the Group was 3% per annum. As
of December 31, 2007, all of the above loans were fully repaid in accordance with the repayment schedule.

In August and November 2007, the Group signed two agreements with VTB for loan facilities of USD 500,000
thousand and USD 200,000 thousand, respectively. The Group paid USD 40,000 thousand as commission under
the loan facilities. The commission costs, net of accumulated amortization as of December 31, 2007 are USD
36,866 thousand. The loan facilities are payable in 60 months. The first loan facility bears effective interest rate
of 8.5% per annum and was extended for the refinancing of loans from Deutsche Bank AG, Nomura Interna-
tional plc and UBS AG, as well as to finance the Group’s investment program. The second loan facility bears
the floating interest rate of LIBOR + 5.43% and is extended for the financing of the Group’s investment program
and operational activities. For information about pledges under the loan facilities refer to Note 23 “Guarantees
and pledges”. The loans are subject to certain restrictive covenants including compliance with certain finan-
cial ratios. The Group received waiver from VTB with respect to the year ended December 31, 2007.

In August 2007, the Group signed a loan agreement with Alfabank for a loan facility of USD 12,075 thou-
sand. The loan is repayable within 12 months from the date of issuance. The floating interest rate  varies
from LIBOR + 5.5 %  to LIBOR + 6.0% . The facilities are extended for construction of the buildings in the West-
ern Kuntsevo district of Moscow.

December 31, 2007 December 31, 2006

LOANS AND NOTES PAYABLE TO THIRD PARTIES
VTB 700,000 –
Vnesheconombank 56,000 –
Davia 61,603 –
Alfabank 12,075 –
Deutsche Bank AG – 140,000
Nomura International plc – 100,000
UBS AG – 100,000
Other 24,194 27,867

853,872 367,867

LOANS AND NOTES PAYABLE 
TO SISTEMA AND ITS SUBSIDIARIES
East-West United Bank 96,000 –
MGTS 19,975 –
Other 7,990 10,100

123,965 10,100

Total loans and notes payable 977,837 377,967
Current portion of loans and notes payable 103,321 362,560
Non-current portion of loans and notes payable 874,516 15,407

16. LOANS AND NOTES PAYABLE

The Group’s loans and notes payable as of December 31, 2007 and 2006 consisted of the following:
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In September 2007, the Group acquired Gorki-8, which had a loan agreement with Vnesheconombank in
the amount of USD 56,000 thousand for the acquisition of 79 cottages with corresponding land plots in the
Moscow Region. The interest rate is 9%, the loan is repayable in July 2014. For the information about pledges
under the loan refer to Note 23 “Guarantees and pledges”.

In November 2007, the Group issued  promissory notes in the amount of USD 162,031 thousand to Davia,
which in turn received loan in an equivalent amount from MBRD. As of December 31, 2007, the outstanding
balance amounted to USD 61,603 thousand. The promissory notes are repayable upon demand, but not ear-
lier than May 27, 2008. The notes bear fixed interest rate of 10.5%, that will be charged since May 27, 2008.

In November 2007, the Group obtained a loan from MGTS in the amount of USD 19,975 thousand. 

The loan is repayable on May 30, 2008. The fixed interest rate is 8% until March 31, 2008, afterwards the
fixed interest rate is 9%. The facilities are extended for reconstruction of MGTS buildings.

In December 2007, the Group obtained a loan from East-West United Bank S.A. in the amount of USD
96,000 thousand to finance the acquisition of Istochnik. The fixed interest rate under the loan agreement is
12.6%. The loan is repayable in 3 years.

The weighted average interest rate on loans and notes payable outstanding as of December 31, 2007 and
2006 was 9.3% and 8.7%, respectively.

The schedule of repayment of debt is as follows:

Year ended December 31,
2008 103,321
2009 20,503
2010 96,981
2011 –
2012 700,000
Thereafter 57,032
Total 977,837

17. CAPITAL TRANSACTIONS

The authorized share capital of Sistema-Hals as of December 31, 2007 and December 31, 2006 comprised
13,087,525 common shares, of which 11,217,094 shares were issued as of December 31, 2007 and 10,387,029
shares were outstanding. 

In the year ended December 31, 2007, the amount of outstanding common shares increased by 403,815 as
the stock based compensation was granted (Note 26) and subsequently decreased by 11,217 shares as shares
were repurchased from a former employee for USD 2,781 thousand. 

Additional paid-in capital increased in the year ended December 31, 2007 by USD 3,504 thousand, net of
tax, due to the reimbursement of initial public offering costs. 
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18. TRANSFERS TO AND FROM SISTEMA 

In the year ended December 31, 2007, Sistema-Hals sold its 100% stake in Nostro, which owns a building
located at 75, Sadovnicheskaya st., Moscow, for USD 50,000 thousand to MBRD (see Note 22). Part of the ex-
cess of the sale price over the carrying value of the investment in the amount of USD 27,500 represented a
return of a cash transfer to Sistema, recorded at the acquisition of the Nostro shares by the Group in 2006.
This amount was recorded in the statement of changes in equity for the year ended December 31, 2007 as a
transfer from Sistema.

In July 2007, Sistema-Hals acquired from parties under common control a 5% stake in Detsky Mir. The ex-
cess of the purchase price over the historical value of the assets in Sistema books in the amount of USD 5,658
thousand was recorded as a transfer to Sistema. 

19. SIEMENS PROJECT

In 2003, the Group entered into a fixed price contract with Siemens to develop an office building in
Moscow. In 2005 the Group signed a fixed price agreement with a subcontractor to physically construct the
building. In October 2007, the subcontractor’s controlling shareholder was assigned as a vice-president of
the Group in charge for construction. Management believes that this event will not effect the relationships
with subcontractor. Amounts due to the subcontractor are presented in the Note 13 to these consolidated fi-
nancial statements.

During 2006 and 2007, there was significant growth in the prices of materials, labor and other construction
costs. As a result of this, the Group is unable to complete the project within the original budget cost estimates.
The Group has initiated negotiations with Siemens to revise the contract price to recover the increased costs.
At the same time, the Group is negotiating the fixed price construction agreement so that all or part of the over-
runs be absorbed by the subcontractor. In case the Group is unable to reach consensus with Siemens and/or the
subcontractor on these matters, the Group will consider various remedial options, including actions that may
lead to termination of the contract. In case the contract is terminated the Group is likely to retain the rights for
the constructed building and become liable for repayment of EURO 64 million of advances received previously
under the contract, while possible compensation, claims and damages to Siemens will need to be assessed. At
this stage the Group is unable to estimate the amount of such compensation, claims and damages.

Due to the uncertainties referred to above, as of the reporting date, the Group is not able to reasonably de-
termine or estimate the likely outcome of the project. No losses in relation to this project are provided for as
at December 31, 2007.

The following amounts in relation to this project were recorded in the consolidated financial statements
as of and for the years ended December 31, 2007 and 2006:

December 31, 2007 December 31, 2006 Total

Revenues – 62,444 62,444
Costs (16,898) (45,546) (62,444)
Financing received from Siemens, 
EUR thousand 64,000 64,000 –
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20. OPERATING EXPENSES

Operating expenses for the years ended December 31, 2007 and 2006 comprised the following:

2007 2006

Cost of sales 223,680 151,476
Stock-based compensation (see Note 26) 99,807 –
Payroll and other employee-related costs 41,630 24,720
Depreciation and amortization 14,872 7,144
Taxes other than income taxes 3,998 1,555
Advertising and marketing 3,261 739
Consulting services 2,847 1,617
Rent of premises and land 2,730 2,009
Security expenses 2,239 1,479
Repairs and maintenance 2,142 2,247
Other 6,324 6,917
Total 403,530 199,903

21. INCOME TAXES 

The Group’s provision for income taxes for the years ended December 31, 2007 and 2006 was as follows:

2007 2006

Current tax expense 16,410 5,678
Deferred tax (benefit)/expense (194) 10,621
Total 16,216 16,299
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The provision for income taxes is different from that which would be obtained by applying the statutory
income tax rate of 24% to income before income tax and minority interests. The items causing this difference
are as follows:

During the year ended December 31, 2007, the Group entered into certain investing activities in another
tax jurisdiction. The tax benefit from those transactions amounted to USD 26,565 thousand.

Temporary differences between the Russian statutory tax accounts and these financial statements give
rise to the following deferred tax assets and liabilities as of December 31, 2007 and 2006.

2007 2006

Income tax provision computed on income before taxes at statutory rate 15,523 19,248
Adjustments due to:
Stock-based compensation 23,954 –
Other non-deductible items 3,109 1,189
Effect of non-standard income tax rates (26,565) –
Other non-taxable items (3,007) –
Share of profit on Pokrovka 40 development project, 
retained by the controlling shareholder – (6,135)
Change in valuation allowance 1,089 369
Tax losses not carried forward – 1,135
Prior period losses used in the current period (1,089) –
Change in unrecognized tax benefits 3,641 –
Currency exchange and translation differences (439) 493
Total 16,216 16,299

December 31, 2007 December 31, 2006

Deferred tax assets
Tax losses carried forward 2,465 –
Depreciation 939 –
Provisions 4,706 –
Other 2,904 1,089
Less: valuation allowance – (1,089)
Total deferred tax assets 11,014 –

Deferred tax liabilities
Development rights (7,934) (9,561)
Revenue recognition (6,903) (11,100)
Borrowing costs capitalized (17,474) –
Other (13) (843)
Total deferred tax liabilities (32,324) (21,504)
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22. RELATED PARTY TRANSACTIONS

In the years ended December 31, 2007 and 2006, the Group entered into the following transactions with
Sistema and its subsidiaries:

Site management services provided
Revenues from site management services provided to Sistema and its subsidiaries in the years ended De-

cember 31, 2007 and 2006 were USD 18,527 thousand and USD 8,004 thousand, respectively. 

Agreements to act as a developer
In the year ended December 31, 2007 and 2006, the Group had agreements with Detsky Mir, Sistema Mass

Media and MGTS, Intourist and NIIDAR, subsidiaries of Sistema, to act as a developer for projects to rede-
velop properties owned by these entities. The revenues from such services for the year ended December 31,
2007 amounted to USD 625 thousand. The revenues from such services for the year ended December 31, 2006
were not material.

Services purchased and other expenses
Services purchased by the Group mostly include connection services from MTS. Other expenses include

transfers to the Charity Fund “Sistema”.

Interest costs:
In the years ended December 31, 2007 and 2006, costs of the Group’s borrowings from MBRD amounted

to USD 422 thousand and USD 3,742 thousand, respectively.

In the year ended December 31, 2007, costs of the Group’s borrowings from MGTS amounted to USD 147
thousand. 

The Group paid USD 1,373 thousand and nil of guarantee fees to Sistema in the years ended December 31,
2007 and 2006 respectively. 

Interest income
Interest income for the year ended December 31, 2007 includes USD 3,726 thousand of income received

from a trust managed by MBRD and USD 5,921 thousand from a deposit in MBRD. Interest income from a de-
posit in MBRD in the year ended December 31, 2006 amounted to USD 1,438 thousand.

Related party balances for the years ended December 31, 2007 and 2006 are disclosed in the corresponding
notes to the financial statements.

2007 2006

Revenues from development projects 50,000 2,148
Services provided 19,952 10,058
Services purchased and other expenses (1,857) (981)
Interest income 10,251 1,522
Interest costs (1,960) (3,963)
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23. GUARANTEES AND PLEDGES

Warranties and guarantees of work performed – The Group is contractually responsible for the quality
of construction works performed subsequent to the date at which the relevant object was handed over, gen-
erally for a period up to 2 years subsequent to handover. Based upon prior experience with warranty claims,
which have not been significant, no contingent liabilities have been recorded in the Group’s financial state-
ments in relation to warranties and guarantees for work performed.

Pledges – As of December 31, 2007, common shares of the Group’s entities have been pledged under bor-
rowings from MBRD as follows:

As of December 31, 2007, Sistema has pledged 1,248,000 shares of JSC Sistema-Hals as a security under the
loan facility from VTB in the amount of USD 500,000 thousand. 

As of December 31, 2007, the Group has pledged 669,040 shares of treasury stock  as a security under the
loan facility from VTB in the amount of USD 200,000 thousand.

As of December 31, 2007, the Group has pledged 40 cottages (13,184.9 sq. m) and land plots (10,695 sq. m)
in the Moscow Region as a security under the loan from Vnesheconombank in the amount of USD 56,000
thousand.

As of December 31, 2007, the Group has also pledged title to apartments with fair value of USD 2,971 thou-
sand and USD 137 thousand under obligations to Ordynka and Remstroytrest-701, respectively.

As of December 31, 2007, the Group has guaranteed MBRD’s borrowings to its subsidiaries in the amount
of USD 9,653 thousand.

As of December 31, 2007, the Group has granted guarantees and pledged title to apartments under Nakhi-
movsky project in the amount of USD 30,000 thousand. Guarantees and pledges were provided for the credit line
obtained by Ferro-Stroy, the co-developer, from MBRD in the amount of USD 30,000 thousand. 

As of December 31, 2007, the Group has guaranted the loans obtained by RemStroyTrest from MGTS and
Golden Line, subsidiaries of Sistema, in the amounts of USD 34,682 thousand and USD 2,567 thousand re-
spectively. 

24. COMMITMENTS AND CONTINGENCIES

a) Taxation environment
Russia currently has a number of laws related to various taxes imposed by both federal and regional

governmental authorities. Applicable taxes include value added tax (“VAT”), corporate income tax and
payroll (social) taxes, together with others. Laws related to these taxes have not been in force for signifi-
cant periods, in contrast to more developed market economies; therefore, the government’s implemen-
tation of these regulations is often inconsistent or nonexistent. Accordingly, few precedents with regard
to tax rulings have been established. Tax declarations, together with other legal compliance areas (for ex-

Number of shares 
pledged as a percentage 

Number of shares pledged of total shares

Mosdachtrest 5,609 9%
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ample, customs and currency control matters), are subject to review and investigation by a number of au-
thorities, which are enabled by law to impose extremely severe fines, penalties and interest charges. These
facts create tax risks in Russia that are more significant than typically found in countries with more de-
veloped tax systems. Management believes that the Group is in compliance with the tax laws affecting its
operations; however, the risk remains that governmental authorities could take differing positions with
regard to interpretative issues.

During the year ended December 31, 2007, the Group entered into a number of investing activities in an-
other tax jurisdiction, their tax effect is described as “effect of non-standard income tax rates” in Note 21
“Income taxes”.  While management believes that it has adequately provided for tax liabilities based on its
interpretation of current and previous legislation, it is possible that the tax authorities in the Russian Fed-
eration could take a differing position with regard to certain interpretive tax issues relating to the afore-
mentioned tax savings. This uncertainty may expose the Group to additional taxation, fines and penalties that
could be significant.

b) Russian environment and current economic situation
Over the past decade Russia has undergone substantial political and social changes. As an emerging mar-

ket, Russia does not possess a fully developed business and regulatory infrastructure that would generally
exist in a more mature market economy. The Russian government is attempting to address these issues; how-
ever it has not yet fully implemented the reforms necessary to create banking and judicial systems that usu-
ally exist in more developed markets. As a result, operations in Russia involve risks that typically do not exist
in more developed markets.

c) Industry regulation
Construction and development of real estate in Russia is primarily governed by the Civil Code, the Fed-

eral Land Code, the City Construction Code, the Federal Law on the State Registration of Rights to Im-
movable Property and Transactions Therewith, construction norms and regulations approved by the
Ministry of Industry and Energy, and others. Construction and development involves compliance with bur-
densome regulatory requirements, and authorizations from a large number of authorities at the federal,
regional and local levels. In particular, the Federal Agency on Construction, Housing and the Communal
Sector, or Rosstroi, the Federal Service for Supervision in the Sphere of Use of Natural Resources, the Fed-
eral Service on Ecological, Technologic and Nuclear Supervision and regional bodies of the state architec-
tural and construction supervision are involved in the process of authorizing and supervising real estate
development.

In addition, construction is subject to all applicable environmental, fire safety and sanitary norms and
regulations.

The Group is constructing a number of cottages without obtaining the necessary construction permits.
However, management is in the process of addressing this issue and does not foresee that this will adversely
affect the Group’s financial position or results of operations.

d) Legal proceedings
In the ordinary course of business, the Group may be a party to various legal and tax proceedings, and be

subject to claims. In the opinion of management, the Group’s liability, if any, in all current and pending lit-
igations or other legal proceedings will not have a material effect upon the financial condition, results of op-
erations or liquidity of the Group, other than as is already reflected in these financial statements.

e) Commitments under construction contracts
The Group has entered into agreements with third parties for construction of objects which will require

capital outlays subsequent to December 31, 2007. A summary of significant commitments under construction
contracts as of December 31, 2007 is provided below:



96

Sistema-H als     Annual Report 2007

Leningradsky 39 – The Group has contracted for construction works, including foundations, shell and
core, utilities and other general construction expenditures. Commitments under these contracts amounted
to USD 63,307 thousand as of December 31, 2007. In addition, in connection with this project, the Group un-
dertook obligations to provide the Central Army Sports Club (“CSCA”) with 17,437 sq.m. of residential hous-
ing. As of December 31, 2007, the remaining obligation amounted to 8,775 sq.m. with approximate market
value of USD 36,320 thousand.

MGTS properties – The Group entered contractual agreements for the reconstruction of certain MGTS
buildings. Commitments under these contracts amounted to USD 53,210 thousand as of December 31, 2007.

Mosdachtrest properties – The Group has contracted for construction works related to Mosdachtrest
properties. Commitments under these contracts amounted to USD 5,296 thousand as of December 31, 2007.

Aurora project – The Group has contracted for construction works, including construction of the roads,
gas and electricity networks. Commitments under these contracts amounted to USD 15,415 thousand as of
December 31, 2007.

Western Kuntsevo properties – The Group has hired a contractor to perform general construction works.
Commitments under these contracts amounted to USD 101,513 thousand, including USD 81,495 thousand in
relation to Elninskaya 28A Project and USD 19,555 thousand in relation to Rublevskoe shosse 111A Project
as of December 31, 2007.

Zdravnitza Novaya (Rozhnovka) – The Group entered contractual agreements for a technological con-
nection to transmission links. Commitments under the contract amounted to USD 2,990 thousand as of De-
cember 31, 2007.

Povarskaya 8 – The Group entered contractual agreements for construction of office premises. Commit-
ments under these contracts amounted to USD 22,331 thousand as of December 31, 2007.

Pekin – The Group entered contractual agreements for construction of a Hotel and Office Centre. Com-
mitments under these contracts amounted to USD 15,662 thousand as of December 31, 2007.

Buchvostova 12/11 – The Group entered contractual agreements for initial construction works of the proj-
ect. Commitments under these contracts amounted to USD 3,019 thousand as of December 31, 2007.

TRK Leto – The Group entered contractual agreements for construction of a retail and entertainment com-
plex in Saint-Petersburg. Commitments under these contracts amounted to USD 48,139 thousand as of De-
cember 31, 2007. 

Moscow City Government – The Group has obligations to manage a number of construction projects
which will be completed subsequent to the balance sheet date. The Moscow City Government has the obli-
gation to finance these construction projects, with the Group generating commissions based on the agreed
upon budget cost of the project.

f) Operating leases
With a few exceptions, land in Moscow is owned by the Moscow Government. The lease of land in Moscow is

subject to a separate regulatory regime administered by the Government. As a general rule, such land lease rights
are granted by the Government on the basis of an auction or tender, typically in exchange for either an upfront
payment or ongoing consideration in the form of periodic lease payments. Periodic lease payments under land
lease agreements in effect for the years ended December 31, 2007 and 2006 have not been significant.
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Mosdachtrest leases numerous cottages to individuals at a discount to market rates as a result of the
Moscow Government requirement to make available certain properties to pensioners and others entitled to
social benefits. Furthermore, certain residents of Mosdachtrest settlements hold life or long-term leases,
which could prevent or delay the Group from developing or redeveloping such settlements. Even if granted
the right to develop or redevelop these properties, the Group would be required to transfer these residents
to housing of a similar quality.

g) Commitment to maintain production at Yalta Fish Processing Plant
In the acquisition of the Yalta Fish Processing Plant, the Group assumed obligations to maintain the ac-

tivities and the workforce of the plant up to the end of 2008. Management does not expect this commitment
to result in significant cash outflows for the Group.

h) Environmental regulations
Environmental laws and regulations impose certain restrictions and encumbrances on the properties that

the Group holds or develops. Some of the land plots under development are located in areas that have spe-
cial environmental protection. In addition, the development of a project may be subject to certain obligations,
including planting of greenery and clean-up measures. These requirements may result in delays in the de-
velopment of projects, or additional costs.

25. SEGMENT INFORMATION

SFAS No. 131, “Disclosures about Segments of an Enterprise and Related Information”, established stan-
dards for reporting information about operating segments in financial statements. Operating segments are
defined as components of an enterprise engaging in business activities about which separate financial in-
formation is available that is evaluated regularly by the chief operating decision maker or group in deciding
how to allocate resources and in assessing performance.

The Group’s operating segments are: Real estate development, Project and construction management, Real es-
tate asset management and Facility management. Activities of the Group’s Real estate development segment in-
clude identification of investment opportunities, performance of feasibility studies, obtaining necessary
construction permits, project financing and marketing activities. The Project and construction management seg-
ment is currently primarily acting as a construction manager to oversee compliance by contractors with design
specifications and the terms of a particular contract. The Real estate asset management segment is involved in
renting of residential and commercial properties that the Group has developed or acquired. The Facility manage-
ment segment provides site management services, including security, cleaning, staffing, technical support, repair
and renovation, as well as general building maintenance. The Group’s management evaluates performance of the
segments based on both operating income and income before income taxes and minority interests.

General and administrative expenses of the managing company of the Group (Sistema-Hals) are allocated
to the Real estate development segment. 

The intersegment eliminations presented below consist primarily of intersegment sales transactions, elim-
ination of interest on intersegment borrowings and other intersegment transactions conducted under the nor-
mal course of operations.
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Project and Real estate 
Real estate construction asset Facility

development management management management Total

As of and for the year ended December 31, 2007
Net sales to external 
customers 356,044 28,551 44,828 22,773 452,196
Intersegment sales 373 1,601 537 2,524 5,035
Interest income 19,043 106 425 – 19,574
Interest expense, 
net of amounts 
capitalized (11,451) (528) (3,369) – (15,348)
Depreciation 
and amortization (9,026) (363) (5,431) (52) (14,872)
Operating income 9,412 15,104 23,939 2,203 50,658
Income before income 
tax and minority 
interests 33,389 17,469 15,692 2,137 68,687
Income tax expense (7,331) (4,452) (3,917) (516) (16,216)
Segment assets 1,678,580 64,265 147,856 8,422 1,899,123
Capital expenditures 764,272 1,777 24,782 192 791,023

Project and Real estate 
Real estate construction asset Facility

development management management management Total

As of and for the year ended December 31, 2006
Net sales to external 
customers 206,155 39,930 26,805 10,009 282,899
Intersegment sales 250 4,741 529 1,751 7,271
Interest income 4,048 590 2 – 4,640
Interest expense, 
net of amounts 
capitalized (6,485) (542) (912) – (7,939)
Depreciation 
and amortization (3,920) (366) (2,846) (12) (7,144)
Operating income /(loss) 64,488 9,517 11,040 (953) 84,092
Income/(loss) before 
income tax and 
minority interests 66,555 9,253 6,561 (1,070) 81,299
Income tax expense (9,690) (3,485) (2,971) (153) (16,299)
Segment assets 850,973 40,546 96,539 3,599 991,657
Capital expenditures 148,303 826 25 347 149,501 
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2007 2006

Total segment operating income 50,658 84,092
Intersegment eliminations (1,992) (1,096)
Other income/(loss), net (2,140) (372)
Interest income 14,274 4,255
Interest expense, net of amounts capitalized (12,790) (7,554)
Gain/(loss) on foreign currency transactions 16,567 (1,930)
Gain on sale of equity investee – 2,808
Loss on sale of interests in a subsidiary 113 –

Income before income tax and minority interests 63,302 80,203
Total segment assets 1,899,123 991,657
Intersegment eliminations (144,033) (89,658)
Total assets 1,755,090 901,999

The reconciliation of segment operating income to the income before income tax and minority interests
and reconciliation of segment assets to the total assets of the Group are as follows:

26. STOCK-BASED COMPENSATION

On May 22, 2007, the Board of Directors of Sistema-Hals approved a stock option and stock bonus program (“the
Program”) for senior management of Sistema-Hals. On June 25, 2007, the General Meeting of shareholders ap-
proved the stock bonus program (“the Program”) for the Board of Directors of Sistema-Hals.

Within the framework of the Program on June 25, 2007 Sistema-Hals granted stock bonuses of 403,815
common shares (3.6% of total issued shares) to the Group’s top managers (280,427 shares – 2.5% of total issued
shares), and directors (123,388 shares – 1.1% of total issued shares). The fair value of the awards as of the
grant date approximated USD 68,032 thousand and USD 29,934 thousand, respectively, and was included in
operating expenses for the year ended December 31, 2007 (see Note 20).

Within the framework of the Program, in July 2007, Sistema-Hals granted stock options of 235,556 shares
(2.1% of total issued shares) to certain members of the top management. Stock options entitle participants of
the Program to acquire a specific number of shares of Sistema-Hals during the following 4 year period in
equal amounts each year at a price determined and agreed in advance. The exercise price for these options
is 201 US Dollars (calculated as 10.05 US Dollars for 1 GDR, where 1 share represents 20 GDRs). The stock
price as of the grant date amounted to 236 US Dollars.

The following table summarizes information about non-vested common stock options in the year ended
December 31, 2007:

Grant date fair 
Exercise price value of options

Number of shares (per share), USD (per share), USD

Outstanding as of January 1, 2007 – – –
Granted 235,556 201 47.43
Exercised – – –
Forfeited (89,736) 201 47.43
Outstanding as of December 31, 2007 145,820 201 47.43
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The fair value of options granted in the year ended December 31, 2007 was estimated using the Black-Scholes
pricing model using the following assumptions:

Compensation costs under the stock option plan of USD 1,841 thousand were recognized in consolidated state-
ments of operations during the year ended December 31,2007.

As of December 31, 2007, there is USD 5,075 thousand of total unrecognized compensation cost related to
non-vested stock-based compensation awards under stock option plan. This amount is expected to be recognized
over a period of 42 months.

The stock option plan is out-of-the-money as of December 31, 2007.

27. SUBSEQUENT EVENTS

As at January 1, 2008, the Group has changed its functional currency from US Dollars to Russian Rubles in ac-
cordance with SFAS No. 52 “Foreign Currency Translation”. The change in functional currency is due to the in-
troduction of a new policy to fix contract sales prices in Russian Rubles from January 1, 2008, as well as other
changes to the Group’s activities.

In February and in April 2008, the Group obtained two tranches in the amounts of USD 35,000 thousand and USD
41,500 thousand, respectively, under a loan facility from Alfa Bank. The maximum amount of the loan facility is USD
88,800 thousand. The loan facility is repayable within 12 months and bears fixed interest rate of 13%. The Group has
pledged land plots and summer houses in the Odintsovsky Region with the fair value of USD 60,460 thousand as a
security under the loan facility.  

In March 2008, the Group sold a complex of buildings at 8 Marta Street and its 51% share in JSC “RTI-Estate”,
that owns a building at 8 Marta Street (building 10, construction 12) to JSC “RTI-Radio”, a subsidiary of Sistema,
for the total amounts of USD 18,450 thousand and USD 38,553 thousand respectively. 

In March 2008, the Group sold its 100% share in JSC “Rosturstroy”, which owns construction rights for 22,
Rodchelskaya St., for the amount of USD 26,249 thousand. The estimated gain on the disposal is approximately
USD 11,654 thousand.

Risk-free rate 4.97%
Expected dividend yield 0%
Expected volatility 26.2%
Expected option life (years) 1
Grant date fair value of shares (per share) USD 236






