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Report of Independent Public Accountants

To the Shareholders of OAO Kubanelectrosvyaz:

We have audited the accompanying balance sheets of OAO Kubanelectrosvyaz,
a Russian open joint stock company (hereinafter “the Company”), as of 31 December
1998 and 1997, and the related statements of income and cash flows for the years
then ended. These financial statements are the responsibility of the Company's
management. OQur responsibility is to express an opinion on these financial
statements based on our audits.

We conducted our audits in accordance with International Standards on Auditing.
Those standards require that we plan and perform the audits to obtain reasonable
assurance about whether the financial statements are free of material misstatement.
An audit includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well
as evaluating the overall financial statement presentation. We believe that our
audits provide a reasonable basis for our opinion.

Generally accepted accounting principles require that if a company controls an
enterprise, consolidated financial statements should be prepared for the group. As
more fully explained in Note 6 to the financial statements, the Company retains
effective control over ZAO Kuban GSM operations. No financial statements of ZAO
Kuban GSM prepared in accordance with generally accepted accounting principles
as of December 31, 1998 and for the year then ended were available for
consolidation. The Company’s investment in Kuban GSM is stated at cost in the
financial statements referred to above.

In our opinion, except for the effects on the 1998 financial statements of not
consolidating ZAO Kuban GSM as discussed in the preceding paragraph, the
financial statements referred to above present fairly, in all material respects, the
financial position of OAO Kubanelectrosvyaz as of 31 December 1998 and 1997 and
the results of its operations and its cash flows for the years then ended in conformity
with generally accepted accounting principles in the United States.
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Without further qualifying our opinion, we draw attention to -

a. Note 2 which discusses uncertainties regarding the Company’s liquidity and
financial resources, the effects of the Russian economic crisis and
management’s plans in regard to these matters, in addition to current
negotiations to restructure certain overdue payables,

b. Note 3 which discusses uncertainty regarding the Company’s ability to
realise non-monetary assets (specifically property, plant and equipment) as
represented in terms of US dollars in the accompanying financial statements,
and

c.  Note 19 which discusses uncertainties regarding Year 2000 compliance.

The accompanying financial statements have been presented on a going concern
basis, which contemplates the realisation of assets and the satisfaction of liabilities in
the normal course of business. In this regard, the financial statements include the
effects of the economic crisis in Russia to the extent they are known and can be
estimated. Additionally, these uncertainties may affect future operations, the
recoverability of the Company’s assets and the ability of the Company to maintain or
pay its debts as they mature. The financial statements do not include any
adjustments that might result should the Company be unable to continue as a going
concern.
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Moscow, Russia
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	KUBANELECTROSVYAZ

	BALANCE SHEETS AS OF DECEMBER 31, 1998 AND 1997

	(Amounts stated in thousands of US dollars)

	
	
	
	
	
	

	
	Note
	
	1998
	
	1997

	ASSETS
	
	
	
	
	

	
	
	
	
	
	

	CURRENT ASSETS
	
	
	
	
	

	  Cash and cash equivalents
	
	
	 $            502 
	
	 $       3 556 

	  Accounts receivable, net
	4
	
	            5 644 
	
	        15 832 

	  Inventories, net
	
	
	            2 329 
	
	          5 535 

	  Prepaids and other current assets
	
	
	               756 
	
	          2 070 

	TOTAL CURRENT ASSETS
	
	
	            9 231 
	
	        26 993 

	
	
	
	
	
	

	PROPERTY, PLANT & EQUIPMENT, NET
	5
	
	       225 663 
	
	      198 353 

	INTANGIBLE AND OTHER ASSETS, NET
	
	
	               616 
	
	              712 

	INVESTMENTS
	6
	
	               590 
	
	          1 493 

	
	
	
	
	
	

	TOTAL ASSETS
	
	
	 $    236 100 
	
	 $  227 551 

	
	
	
	
	
	

	LIABILITIES & SHAREHOLDERS' EQUITY
	
	
	
	
	

	
	
	
	
	
	

	CURRENT LIABILITIES
	
	
	
	
	

	  Short-term debt
	7
	
	 $        7 299 
	
	 $       6 472 

	  Accounts payable
	8
	
	            7 041 
	
	        14 754 

	  Advances received
	
	
	            2 110 
	
	          6 220 

	  Dividends payable
	
	
	            1 653 
	
	          7 419 

	  Current portion of long-term debt
	9
	
	            2 975 
	
	          2 305 

	  Other current liabilities
	
	
	            3 682 
	
	        11 078 

	TOTAL CURRENT LIABILITIES
	
	
	         24 760 
	
	        48 248 

	
	
	
	
	
	

	LONG-TERM DEBT
	9
	
	            6 942 
	
	        11 665 

	DEFERRED INCOME TAXES
	14
	
	                   -   
	
	          1 718 

	
	
	
	
	
	

	COMMITMENTS AND CONTINGENCIES
	15
	
	                   -   
	
	                 -   

	
	
	
	
	
	

	SHAREHOLDERS' EQUITY
	
	
	
	
	

	  Capital stock
	10
	
	         90 879 
	
	        91 361 

	  Additional paid-in capital
	10
	
	               746 
	
	                 -   

	  Retained earnings
	10
	
	       112 773 
	
	        74 559 

	
	
	
	
	
	

	TOTAL SHAREHOLDERS' EQUITY
	
	
	       204 398 
	
	      165 920 

	TOTAL LIABILITIES & SHAREHOLDERS' EQUITY
	
	
	 $    236 100 
	
	 $  227 551 

	
	 
	 
	
	 
	 

	
	V.L. Gorbachev
	L.V. Istomina

	
	General Director
	Chief Accountant


	KUBANELECTROSVYAZ

	STATEMENTS OF INCOME

	FOR THE YEARS ENDED DECEMBER 31, 1998 AND 1997

	(Amounts stated in thousands of US dollars, except earnings per share)

	
	
	
	
	
	

	
	
	
	
	
	

	
	Note
	
	1998
	
	1997

	
	
	
	
	
	

	REVENUES
	11
	
	 $    147 730 
	
	 $  186 616 

	
	
	
	
	
	

	OPERATING EXPENSES
	12
	
	        (93 955)
	
	    (116 549)

	
	
	
	
	
	

	GENERAL AND ADMINISTRATIVE EXPENSES
	13
	
	        (19 402)
	
	      (32 063)

	
	
	
	
	
	

	PROVISION FOR DOUBTFUL ACCOUNTS, 
  net of recoveries
	
	
	                 71 
	
	         (5 115)

	
	
	
	
	
	

	INCOME FROM OPERATIONS
	
	
	         34 444 
	
	        32 889 

	
	
	
	
	
	

	CURRENCY TRANSLATION GAIN
	
	
	         11 936 
	
	          3 538 

	
	
	
	
	
	

	INTEREST EXPENSE
	
	
	          (2 424)
	
	         (2 389)

	
	
	
	
	
	

	NON-OPERATING EXPENSES, net
	
	
	          (2 570)
	
	         (1 288)

	
	
	
	
	
	

	INCOME BEFORE PROVISION FOR INCOME TAXES
	
	
	         41 386 
	
	        32 750 

	
	
	
	
	
	

	PROVISION FOR INCOME TAXES
	14
	
	          (2 661)
	
	      (11 215)

	
	
	
	
	
	

	NET INCOME
	
	
	 $      38 725 
	
	 $     21 535 

	
	
	
	
	
	

	DIVIDENDS ACCRUED ON PREFERRED SHARES, TYPE A
	
	
	             (511)
	
	         (4 138)

	
	
	
	
	
	

	EARNINGS AVAILABLE TO COMMON SHAREHOLDERS (SUBJECT TO RESTRICTIONS 
	
	
	
	
	

	DESCRIBED IN NOTE 10)
	
	
	 $      38 214 
	
	 $     17 397 

	
	
	
	
	
	

	EARNINGS PER COMMON SHARE (US dollars)
	
	
	              3,64 
	
	             1,65 

	
	
	
	
	
	

	FULLY DILUTED EARNINGS PER 
	
	
	
	
	

	COMMON SHARE (US dollars)
	
	
	              3,40 
	
	             1,64 

	
	
	
	
	
	

	
	 
 
	 
	 

	
	V.L. Gorbachev
	L.V. Istomina

	
	General Director
	Chief Accountant


	KUBANELECTROSVYAZ

	STATEMENTS OF CASH FLOWS

	FOR THE YEARS ENDED DECEMBER 31, 1998 AND 1997

	(Amounts stated in thousands of US dollars)

	
	
	
	
	
	
	1998
	
	1997

	CASH FLOWS FROM OPERATING ACTIVITIES
	
	
	
	

	Net Income
	
	
	$      38 725
	
	$     21 535

	Adjustments to reconcile net income to net cash 
	
	
	
	
	

	provided by operating activities:
	
	
	
	
	

	
	Depreciation and amortization
	
	
	13 770
	
	10 863

	
	Increase in provision for investments
	
	
	395
	
	-

	
	Increase (decrease) in provision for doubtful accounts
	
	(71)
	
	5 115

	
	Non-cash component of currency translation gain
	
	(19 307)
	
	-

	
	Other non-cash adjustments
	
	
	234
	
	-

	Changes in assets and liabilities:
	
	
	
	
	

	
	(Increase) decrease in accounts receivable
	
	
	         18 496 
	
	         (9 931)

	
	(Increase) decrease in inventories
	
	
	            3 206 
	
	         (1 076)

	
	(Increase) decrease in prepaids and other current assets
	
	            1 314 
	
	           4 394 

	
	Decrease in accounts payable
	
	
	          (7 713)
	
	         (1 453)

	
	Increase (decrease) in advances received
	
	
	          (4 110)
	
	           2 184 

	
	Decrease in other current liabilities
	
	
	          (7 396)
	
	         (2 570)

	
	Increase (decrease) in deferred income taxes
	
	
	          (1 718)
	
	              878 

	
	
	
	
	
	
	
	
	

	
	
	Cash provided by operating activities
	
	
	         35 825 
	
	         29 939 

	CASH FLOWS FROM INVESTING ACTIVITIES
	
	
	
	

	
	Additions to property, plant and equipment
	
	
	        (41 080)
	
	       (40 429)

	
	Disposals of (additions to) investments
	
	
	               370 
	
	         (1 035)

	
	
	
	
	
	
	
	
	

	
	
	Cash flows used for investing activities
	
	
	        (40 710)
	
	       (41 464)

	CASH FLOWS FROM FINANCING ACTIVITIES
	
	
	
	

	
	Increase (decrease) of short-term debt
	
	
	          (1 980)
	
	           3 580 

	
	Dividends paid
	
	
	          (2 127)
	
	         (2 824)

	
	Increase of long-term debt
	
	
	            5 674 
	
	         10 246 

	
	Net gain on treasury shares sales/purchases
	 
	
	               264 
	
	                  -   

	
	
	
	
	
	
	
	
	

	
	
	Cash flows provided by financing activities
	
	
	            1 831 
	
	         11 002 

	
	
	
	
	
	
	
	
	

	Net decrease in cash and cash equivalents
	
	
	          (3 054)
	
	             (523)

	
	
	
	
	
	
	
	
	

	Cash and cash equivalents at beginning of period
	
	            3 556 
	
	           4 079 

	
	
	
	
	
	
	
	
	

	Cash and cash equivalents at end of period
	
	
	 $            502 
	
	 $        3 556 

	SUPPLEMENTAL DISCLOSURES OF CASH FLOW
	
	
	
	

	INFORMATION
	
	
	
	
	

	Cash paid during the period for interest
	
	
	 $        2 424 
	
	 $        1 567 

	Cash paid during the period for income taxes
	
	
	 $        5 886 
	
	 $        9 271 

	
	
	
	
	 
	 
	
	 
	 

	
	
	
	
	V.L. Gorbachev
	L.V. Istomina

	
	
	
	
	General Director
	
	Chief Accountant


KUBANELECTROSVYAZ

NOTES TO FINANCIAL STATEMENTS

DECEMBER 31, 1998 AND 1997
(Amounts stated in thousands of US dollars, unless otherwise noted)

_____________________________________________________________________________
1.
The Company

OAO Kubanelectrosvyaz (hereinafter referred to as “KES” or “the Company”), a Russian open joint stock company, completed its last charter registration on July 7, 1998.

KES’s principal activity is providing local and long-distance telephone services.  Other types of activity include production of telecommunication equipment and its technical support, as well as maintenance of recreational facilities and other social infrastructure.

The Company was privatized in May, 1994, assuming the assets and liabilities of the former state-owned enterprise.  As of December 31, 1998 KES consists of 58 branches and provides services to approximately 464,000 urban subscribers and 218,000 subscribers in rural areas.  The total installed capacity is approximately 749,000 telephone numbers.  

Open joint-stock company Svyazinvest, a federal holding company majority-owned by the Russian Federation, owns 51% of common stock of KES.

Operating licenses

KES has been granted operating licenses to provide telecommunications services.  The Company’s license to provide services for local and regional telephone, telegraph, data transmission, communication channel leasing, radio transmission, long-distance and international communications expires on October 1, 2004.  

Mobile radiotelephone communication licenses for services rendered in Krasnodar region expire in 2001.  

The license for paging services is valid from January 1, 1998 to August 1, 2000.

2.
Russian Environment and Economic Crisis (the “Crisis”)

General

Over recent years, Russia has undergone substantial political, economic and social change.  As an emerging market, Russia does not possess a well developed business and regulatory infrastructure which would generally exist in a more mature free market economy. As a result, operations carried out in Russia involve significant risks which are not typically associated with those in developed markets.  Instability in market reform could subject the Company to unpredictable changes in the basic business infrastructure under which it currently carries out its operations. Uncertainties regarding the political, legal, tax or regulatory environment, including the potential for adverse changes in any of these factors, could significantly affect the Company’s ability to operate commercially. Management is unable to estimate what changes may occur or the resulting effect of any such changes on the Company’s financial condition or future results of operations.

KUBANELECTROSVYAZ

NOTES TO FINANCIAL STATEMENTS

DECEMBER 31, 1998 AND 1997
(Amounts stated in thousands of US dollars, unless otherwise noted)

_____________________________________________________________________________
The Russian economy has been characterized by declining industrial production, significant inflation, rising unemployment and underemployment, an unstable currency, high government debt relative to gross domestic product, high levels of inter-company debt and high levels of corporate insolvency. In Russia, the possibility exists of widespread bankruptcy, mass unemployment and the collapse of certain sectors of the Russian economy.

Prior to August 17, 1998, the ruble corridor (in reference to its exchange for US dollars) was set between 5.27 rubles per US dollar and 7.13 rubles per US dollar. On August 17, 1998, due to the burden of short-term debt and falling Central Bank reserves, the Russian government withdrew its support for the falling ruble. Subsequently, Russia has begun to experience a severe economic crisis, which has been characterized by sharply reduced economic activity, illiquidity, highly volatile foreign-currency-exchange and interest rates, and an unstable stock market.

As a consequence of the current economic and political situation in Russia, it is uncertain whether Russia will be able to draw upon international organizations such as the IMF for additional financing.

It is not clear what action the Russian government will take as a result of the current economic situation. 

Management is of the opinion that the Crisis will, among others, continue to significantly affect the Company’s earnings, the Company’s ability to recover its reported investments in property, plant and equipment, and accounts receivable, including accounts receivable from governmental organizations. The ultimate outcome of these matters cannot presently be determined. 

Additionally, management cannot predict the potential for statutory revaluation of fixed assets for taxation purposes in order to reduce the negative effects of inflation upon the depreciable basis.

As a result, the financial statements do not include any adjustment that may result from these uncertainties. Related effects, if any, will be reported in the financial statements, as they become known and estimable.

Effects on Currency Exchange Rates

In the months immediately prior to the Crisis, the official ruble exchange rate for hard currencies had remained relatively stable.  While the ruble had continued to devalue from its December 31, 1997 rate of 5.96, the rate of devaluation as compared to the US dollar had been less than 8% during the twelve months prior to August 1998.  Subsequently, however, the exchange rate for 1 US dollar increased significantly.  As of December 31, 1998 the exchange rate was 20.65 rubles to 1 US dollar.  Subsequent to year end the exchange rate has continued to fall. As of 9 April 1999, the exchange rate was 25.09 rubles to 1 US dollar.

KUBANELECTROSVYAZ

NOTES TO FINANCIAL STATEMENTS

DECEMBER 31, 1998 AND 1997
(Amounts stated in thousands of US dollars, unless otherwise noted)

_____________________________________________________________________________
Effects Considered by the Company Through December 31, 1998

Impairment of property, plant and equipment

As described further in Note 3, subsequent to the establishment fixed asset balances of December 31, 1997 using the work of an appraiser, the Company has accounted for its investment in property, plant and equipment based on the historical costs of acquisition in US dollar terms.

In general, values considered in the tariffing process are based on the Company’s Russian statutory financial data. In this regard, property, plant and equipment are recorded in historical rubles, subject to statutory revaluations, if any.

As a result of significant devaluation of the ruble described above, the Company has assessed the recoverability of property, plant and equipment stated in US dollar terms.  Management has considered several factors in its analysis, including the following factors:

· the continued use of each facility,

· the implied value of property, plant and equipment stated at current exchange rates compared to historical exchange rates,

· expected cash flows from operations, and

· investment needed to maintain the Company’s current (and expected) operations.

Based on this analysis, management believes that the carrying value of property, plant and equipment reflected in the accompanying financial statements as of December 31, 1998 does not exceed their expected recoverable value. However, management believes that a continuation of the Crisis could significantly affect the future carrying value of property, plant and equipment, and when known and estimable, the possible effect could be significant.

Management cannot predict what a continuation of the Crisis or changes in fiscal, political or tariffing policies may have on the Company’s remaining investment or ability to make future investments in property, plant and equipment. Further, management cannot predict the potential for statutory revaluation of property, plant and equipment for taxation purposes nor its effect, if any, on the Company’s ability to successfully negotiate increases in tariffs.  The financial statements do not include any adjustments that might result from these uncertainties. Related effects will be reported in the financial statements as they become known and estimable.

KUBANELECTROSVYAZ

NOTES TO FINANCIAL STATEMENTS

DECEMBER 31, 1998 AND 1997
(Amounts stated in thousands of US dollars, unless otherwise noted)

_____________________________________________________________________________
Allowance for doubtful accounts receivable

The Crisis has significantly affected many organizations within Russia and their ability to meet their obligations.  

As detailed in Note 4, the Company provides for doubtful accounts from governmental, corporate and residential customers principally based on specific review of accounts in addition to other allowances associated with the overall delinquency in customer payments. 

While management believes that accounts receivable have been reduced to their approximate net realizable value, significant uncertainty exists as to the effect a continuation of the Crisis may have upon its customers, including governmental organizations, and their ability to fund telecom services consumed. The financial statements do not include any adjustments that might result from these uncertainties. Related effects will be reported in the financial statements as they become known and estimable.

Liquidity and Financial Resources

As described above, the Company will continue to be affected, for the foreseeable future, by Russia’s unstable economy. As of December 31, 1998 and 1997, the Company’s current liabilities exceeded its current assets by approximately $16 million and $21 million, respectively. Increases in interest rates could further affect the cost and availability of funding for the Company’s operations.  As a result, significant uncertainties exist as to the Company’s liquidity and future capital resources.

Primarily due to ongoing investments in maintenance and construction programs, the Company requires cash flows from operations, debt and other long-term financing resources which may be available from time to time.  The Company will continue to seek additional financing to fund these programs. Management cannot be assured, however, that financing will be available in the future at commercially acceptable rates.  To date, the Company has significantly relied upon short-term financing to fund the improvement of its telecommunication network.  This financing has historically been provided through Svyazinvest short-term loans and vendor financing credits.

While the Company will continue to seek additional financing to fund these programs under terms which correspond to the long-term nature of the investments, management cannot be assured that long-term financing will be available in the future, and if so, at commercially acceptable rates. Further, in seeking additional financing, the Company may be limited to borrowing in hard currencies. Hard currency borrowings have an inherent risk (i.e. exchange rate movements) for which no commercially viable hedging instruments are available.

If needed, management believes that certain projects may be deferred or curtailed in order to fund the Company’s current operating needs.

Through 1999, the Company plans anticipate funding from  a) existing cash reserves, b) cash generated from operations, c) equity financing, d) financing from domestic and international lending institutions, e) interest free financing from shareholder (OAO Svyazinvest) and f) restructuring of existing obligations. Additionally, management has been able and expects to continue to be able to delay payment for certain operating costs to manage its working capital requirements if necessary.

KUBANELECTROSVYAZ

NOTES TO FINANCIAL STATEMENTS

DECEMBER 31, 1998 AND 1997
(Amounts stated in thousands of US dollars, unless otherwise noted)

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

Debt restructuring and management plans

The effects of the Crisis on the financial condition of the Company’s customers has slowed sales and increased credit risk inherent in receivables from customers. Additionally, as of December 31, 1998, KES had a liability of $1,705 for construction works and interconnection to Rostelecom which is overdue. Additionally, a loan amounting to $2,814 due to Svyazinvest which matured in December 1998 was not repaid as of December 31, 1998. Management is currently negotiating the restructuring of this debt. The Company’s ability to timely meet its obligations depends significantly on the results of these negotiations. Should such agreements not be reached, management will consider other financing options or selling part of the Company’s assets.

In response to these economic events, during 1998, management has developed an anti-crisis program that covers the following: 

· Reduction of capital expenditure program 

· Strengthening of controls over cash disbursement and cash collection procedures,

· Enforcement of legal procedures against non-payers

· Debt restructuring with equipment and services vendors,

· Costs reduction, and

· Merger of several KES branches to decrease administration costs,

Russian 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, corporate income tax (profits tax), a number of turnover based taxes, and payroll (social) taxes, together with others. Laws related to these taxes have not been in force for significant periods, in contrast to more developed market economies; therefore, implementing regulations are often unclear or nonexistent. Accordingly, few precedents with regard to tax rulings have been established. Often, differing opinions regarding legal interpretation exist both among and within government ministries and organizations (like the State Tax Service and its various inspectorates) thus creating uncertainties and areas of conflict. Tax declarations, together with other legal compliance areas (as examples, customs and currency control matters), are subject to review and investigation by a number of authorities, who are enabled by law to impose extremely severe fines, penalties and interest charges. These facts create tax risks in Russia substantially more significant than typically found in countries with more developed tax systems. 

KUBANELECTROSVYAZ

NOTES TO FINANCIAL STATEMENTS

DECEMBER 31, 1998 AND 1997
(Amounts stated in thousands of US dollars, unless otherwise noted)

_____________________________________________________________________________
Establishment of Tariffs

Telecommunications services provided by KES are subject to tariff regulation by the Russian government.  In 1998, tariffs for local services were approved by the administration of the Krasnodar region. Tariffs for intercity services are approved by the Russian Federal Service of Natural Monopolies in Communications (RF SNMC) (at present this body is a department of RF ministry of antimonopoly policies and entrepreneurship support (RF MAPES)). Rostelecom is delegated the right to set international tariffs for regional operators. 

Tariffs for telecommunications services are generally ruble-denominated, based on the cost of providing the services.  The “rate making process” as known in the United States, however, is not followed in Russia.  Decisions on tariff adjustments are subject to various political and social considerations, including the general rate of inflation.  

During 1998 and 1997, tariffs for certain services were increased but not significantly. See also Note 17.

Year 2000 Issue

The effects of the Year 2000 Issue may be experienced before, on, or after January 1, 2000, and, if not addressed, the impact on operations and financial reporting may range from minor errors to significant systems failure, which could affect an entity's ability to conduct normal business operations. It is not possible to be certain that all aspects of the Year 2000 Issue affecting an entity, including those related to the efforts of customers, suppliers, or other third parties, will be fully resolved.

It is uncertain whether the government and other organizations who provide services in Russia will address the Year 2000 problem sufficiently to mitigate a disruption of services or damage to the Company’s operations.  Further, the Crisis could adversely affect the ability of these and other organizations to fund Year 2000 Compliance Programs which had been planned.  See also Note 19, “Year 2000 Issue (unaudited)”.

3.
Summary of Significant Accounting Policies

Basis of Accounting

KES maintains its books and records in Russian rubles and in accordance with accounting principles and practices mandated by Russian Accounting Regulations (RAR).

The accompanying financial statements have been restated from KES’s statutory financial statements and are presented in accordance with United States generally accepted accounting principles (US GAAP) and are expressed in US dollars (see Translation Methodology below). Significant differences exist between Russian Accounting Regulations and US GAAP. See also Note 18.

Comparative Information

Certain balances, in particular ruble denominated assets and liabilities, suffered significant reductions (in US dollar terms) compared to the corresponding December 31, 1997 balances as a result of the significant devaluation of the ruble during 1998. See also Translation Methodology below. 

KUBANELECTROSVYAZ

NOTES TO FINANCIAL STATEMENTS

DECEMBER 31, 1998 AND 1997
(Amounts stated in thousands of US dollars, unless otherwise noted)

_____________________________________________________________________________
Additionally, certain amounts for 1997 have been reclassified to conform to the current year presentation.

Management Estimates

The preparation of financial statements requires management to make estimates and assumptions that affect the reported amounts of assets and liabilities at the date of the financial statements and the reported amounts of revenues and expenses during the reporting period.  Actual results could differ from those estimates.  

Translation Methodology

Translation (remeasurement) of the Company’s ruble denominated financial statements into US dollars has been performed in accordance with the provisions of SFAS No. 52, as they relate to hyperinflationary economies. The objective of this remeasurement process is to produce the same results that would have been reported if the accounting records had been kept in US dollars.

Monetary assets and liabilities have been translated at the rate prevailing at the balance sheet date. Non-monetary assets (other than property, plant and equipment at December 31, 1997 - See “Property, Plant and Equipment” below) and liabilities have been translated at historical rates. Revenues, expenses and cash flows have been translated at quarterly average rates for the six months ended June 30, 1998 and, as a result of increasing exchange rates, at monthly average rates for the six months ended December 31, 1998. Translation differences resulting from the use of these rates have been accounted for as currency translation gain in the accompanying statements of operations.

The Company’s principal future operating cash flows (revenues, interconnection costs and personnel costs) will be generated in Russian rubles.  As a result, future movements in the exchange rate between the Russian ruble and the US dollar will affect the carrying value of the Company’s monetary assets and liabilities.  Such changes may also affect the Company’s ability to realize non-monetary assets as represented in terms of US dollars in the accompanying financial statements. See also Note 2.

Effective January 1, 1998, the Russian government redenominated the ruble by dividing by 1,000 and issued new currency. As an example, the December 31, 1997 exchange rate of 5,960 rubles to 1 US dollar became 5.96 rubles to 1 US dollar on January 1, 1998. All ruble amounts in these notes are stated in new redenominated Rubles. The exchange rate for 1 US dollar ranged from 5.96 to 20.99 during 1998. The year-end exchange rates equaled 20.65 as of December 31, 1998 and 5.96 as of December 31, 1997, respectively. See also Note 2.
Property, plant and equipment

Property, plant and equipment are stated at estimated historic acquisition cost, determined through valuation, less accumulated depreciation (calculated by the straight-line method).  

Russian financial information is maintained in ruble terms.  In years prior to 1992, exchange rates were fixed by government action and may not have represented market valuations.  In addition, certain purchases were affected through central purchasing authorities and values transferred to receiving organizations were determined by government action.  Subsequent to 1992, certain mandatory inflation adjustments for property, plant and equipment have also been instituted by government action.  

KUBANELECTROSVYAZ

NOTES TO FINANCIAL STATEMENTS

DECEMBER 31, 1998 AND 1997
(Amounts stated in thousands of US dollars, unless otherwise noted)

_____________________________________________________________________________
As a result, KES was not able to determine from the statutory accounting records an appropriate carrying value of property, plant and equipment for US GAAP reporting purposes.  Accordingly, an independent appraisal company was engaged to perform a historic cost valuation of property, plant and equipment, together with related accumulated depreciation as of December 31, 1997.

In performing a valuation of property, plant and equipment, the independent appraisal company employed appraisal techniques to determine both the historic cost and fair market value (in-use) for the appraised property in US dollar terms.  The first step in estimating the historic cost and fair market value of the fixed assets entailed estimating the cost of reproduction new (CRN).  The CRN reflects the cost to produce the existing property in like kind or using modern and equivalent materials.  Cost data from both Russian and foreign providers of telecommunications services were taken into account.  Cost data compiled from other producers within the Commonwealth of Independent States was given most consideration as most of the KES’s historic fixed assets are of Russian origin.  

To arrive at an appropriate estimate of original historic cost, the CRN was back-trended according to the actual age of the asset using historic western inflation adjustments.  The historic cost of the assets was then depreciated on a straight-line basis using estimates of economic useful lives.  The overall economic useful lives used by KES are as follows:

	
	Useful lives, years

	Buildings, construction and land improvements
	40

	Switching equipment, transmission, power supply and other network
	20

	Transport, tools and other equipment
	8


The results of this work have been used to determine the carrying values of KES’s property, plant and equipment for US GAAP purposes as of December 31, 1997. 

The period of validity of the Company’s operating licenses is significantly shorter than the useful lives used for depreciation of the cost of property, plant and equipment.  Management believes that the operating licenses will be renewed without significant cost, which would allow the Company to realize the cost of its property, plant and equipment through normal operations. See also Note 2.

The cost of maintenance, repairs, and replacement of minor items of property is charged to maintenance expense.  Renewals and betterments are capitalized.  Upon sale or retirement of property, plant and equipment, the cost and related accumulated depreciation are eliminated from the accounts.  Any resulting gains or losses are included in the determination of net income.  

Impairment losses, if any, are reflected as a component of income (loss) from operations.  See also Note 2.

KUBANELECTROSVYAZ

NOTES TO FINANCIAL STATEMENTS

DECEMBER 31, 1998 AND 1997
(Amounts stated in thousands of US dollars, unless otherwise noted)

_____________________________________________________________________________
Cash and Cash Equivalents

Cash and cash equivalents represent cash on hand and in the Company’s bank accounts, as well as cash deposits and short-term investments with original maturity dates of 3 months or less as of December 31, 1998 and 1997.

Accounts Receivable

Accounts receivable are stated at face value, less an allowance for doubtful accounts.  The Company reserves for doubtful accounts based on specific identification and management’s estimate of doubtful balances.  

Inventories

Inventories are priced at the lower of cost or market.  Cost is determined primarily using the specific identification method.  

Prepaids and Other Current Assets

Prepaids and other current assets consist primarily of prepayments and advances paid.

Investments

KES holds interests in several Russian legal entities, engaged primarily in telecommunications and banking activities.  Investments in all entities, except ZAO Kuban GSM (“Kuban GSM”), are not material for the financial position of the Company and are accounted for at cost of acquisition. Substantially all investments are in companies not traded in open markets.  

In 1998 Kuban GSM’s operations substantially increased in relation to prior year. In July 1998, KES decreased its Kuban GSM holding from 51% to 24%, however, the Company still retains control over Kuban GSM operations. No financial statements in accordance with US GAAP have been prepared by Kuban GSM. See Note 6.

Revenues

Sales of telecommunication services are recognized on the accrual method in the period when the services are rendered to customers.  

Expense recognition

Expenses are recognized using the accrual method on a consistent basis with sales.

Income taxes

Current income taxes are provided on the accounting profit as determined under Russian accounting principles at a rate of 35% after adjustments for certain items that are not taxable or deductible for taxation purposes.
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_____________________________________________________________________________
The accompanying financial statements reflect deferred income taxes to recognize deferred tax assets and liabilities for the expected future tax consequences of existing differences between financial reporting and tax reporting bases of assets and liabilities, and loss or tax credit carryforwards (see Note 14).

Comprehensive Income

The Company adopted SFAS No. 130, “Reporting Comprehensive Income” effective January 1, 1998.  This statement establishes standards for the reporting and display of comprehensive income (the change in equity of a business enterprise during a period from transactions and other events and circumstances from nonowner sources) and its components in financial statements. For the years ended December 31, 1998 and 1997, comprehensive income equaled net income.

Earnings per share

Earnings per share are calculated by dividing the net income for the period attributable to common shareholders (net of dividends accrued on preferred shares type A) by the weighted average number of ordinary shares outstanding during the period. Treasury shares are not considered to be outstanding for the purpose of such determination. Potential dilutive effect of the issue of additional shares (see Note 7) is also reflected.

4.
Accounts Receivable

Accounts receivable as of December 31, 1998 and 1997 comprise the following: 

	
	1998
	
	1997

	Trade receivables
	$5,142
	
	$18,803

	Other receivables
	3,425
	
	8,260

	   Less allowance for doubtful accounts
	(2,923)
	
	 (11,231)

	      Total
	$5,644
	
	$15,832


As of December 31, 1998 and 1997, the Company identified trade receivables by the following major customer groups: 

	
	1998
	
	1997

	Government customers 
	$1,515
	
	$3,723

	Corporate customers
	2,073
	
	10,751

	Residential customers
	1,554
	
	4,329

	      Total
	$5,142
	
	$18,803


Other receivables include prepaid taxes and settlements related to the Company’s non-core activities.  
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_____________________________________________________________________________
Significant market reforms within Russia have reduced the availability of budgetary funds to many governmental and recently privatized enterprises.  These budget deficits have further hindered the ability of large industrial and governmental organizations to make payments to suppliers on a timely basis. See also Note 2.

The Company invoices its governmental and corporate customers on a monthly basis. For residential customers, KES sends monthly payment requests and substantially relies upon these customers to remit payments based on the received payment requests. All customer payments are based upon tariffs, denominated in rubles, in effect at the time of calls made. Accordingly, in terms of US dollars, the Company is subject to the economic risk of currency movements between the time a call is made and the receipt of payment. In limited circumstances, the Company has billed and collected penalties associated with delays in payment and has been able to obtain certain payments through the Arbitrage Court. In order to further reduce a portion of the risk associated with customer nonpayments, the Company has in certain circumstances negotiated arrangements wherein the Company has accepted payment in goods and services which are utilized in carrying out its non-core business.

Management has provided allowances associated with the overall delinquency in customer payments and based on the aging of the accounts. 

5.
Property, Plant and Equipment

Property, plant and equipment as of December 31, 1998 and 1997 is comprised as follows:

	
	Buildings and constructions
	Switches and transmission
devices
	Assets under construction

and equipment

awaiting installation
	Machines and

other
	                 Total

	Cost
	
	
	
	
	

	At 31 December 1996
	$71,979
	$147,639
	$27,692
	$10,095
	$257,405

	Additions
	-
	-
	43,606
	-
	43,606

	Disposals
	(238)
	(2,441)
	-
	(198)
	(2,877)

	Transfers
	16,586
	25,237
	(44,313)
	2,490
	-

	At 31 December 1997
	88,327
	170,435
	26,985
	12,387
	298,134

	Additions
	-
	-
	43,859
	-
	43,859

	Disposals
	(2,706)
	(1,438)
	(266)
	(2,645)
	(7,055)

	Transfers
	8,121
	16,503
	(45,586)
	20,962
	-

	At 31 December 1998
	$93,742


	$185,500
	$24,992 
	$30,704
	$334,938

	Accumulated Depreciation
	
	
	
	
	

	At 31 December 1996
	$(30,604)
	$(55,083)
	-
	$(3,231)
	$(88,918)

	Charge for the year
	(1,900)
	(7,636)
	-
	(1,327)
	(10,863)

	At 31 December 1997
	(32,504)
	(62,719)
	-
	(4,558)
	(99,781)

	Charge for the year
	(2,259)
	(8,868)
	-
	(2,643)
	(13,770)

	Depreciation on disposals
	1,023
	954
	
	2,299
	4,276

	At 31 December 1998
	$(33,740)
	$(70,633)
	-
	$(4,902)
	$(109,275)
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	Buildings and constructions
	Switches and transmission
devices
	Assets under construction

and equipment

awaiting installation
	Machines and

other
	                 Total

	Net book value at 31 December 1998
	$60,002
	$114,867
	$24,992
	$25,802


	$225,663



	Net book value at 31 December 1997
	$55,823
	$107,716
	$26,985
	$7,829
	$198,353


As of December 31, 1998, machines and other include machinery with the net book value amounting to $23,490 and other fixed assets with the net book value amounting to $2,312.

6.
Investments

Investments as of December 31, 1998 and 1997 were comprised as follows:  

	
	1998
	
	1997

	
	Percentage of ownership
	
	Amount
	
	Percentage of ownership
	
	Amount

	Kuban GSM
	24.0%
	
	$422
	
	51.0%
	
	$856

	Krasnodarbank
	13.5%
	
	395
	
	13.5%
	
	395

	Other investments
	
	
	168
	
	
	
	242

	Less provision 
	
	
	(395)
	
	
	
	--

	     Total
	
	
	$590
	
	
	
	$1,493

	
	
	
	
	
	


Kuban GSM, a Russian closed joint stock company, was created to develop and operate a cellular GSM-900 telephone network in the Krasnodar region. During 1997 Kuban GSM was in initial phase of its operations. Substantial rollout of the cellular network did not begin in 1997. In 1998 Kuban GSM received cellular network equipment under financial lease from an international vendor. The equipment and the related obligation under financial lease amounted to approximately $5 million. During 1998 Kuban GSM has significantly developed its’ operations on the market.

In July 1998 the Company sold 27 % of its Kuban GSM holding, however KES retained control over Kuban GSM operations. Net income from the sale of Kuban GSM shares amounted to approximately $370. No financial statements of Kuban GSM prepared in accordance with US GAAP as of December 31, 1998 and for the year then ended were available. Therefore investment in Kuban GSM was reflected at cost in the accompanying financial statements.

Provision for investments consists of 100 % reserve for investment in Krasnodarbank that is not considered to be recoverable due to a weak investee’s financial position in 1998. 
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7.
Short – Term Debt

Short-term debt is comprised of secured loans obtained by KES from Russian banks, with fixed terms of repayment.  As of December 31, 1998 and 1997, KES had outstanding loans as follows: 

	
	1998
	
	1997

	Sberbank (Krasnodar)
	$4,358
	
	               $      --

	OAO Svyazinvest
	2,807
	
	--

	Credit Swiss

AKB Krasnodarbank

Mosbusinessbank
	--

--

--
	
	4,986

731

403

	Other
	134
	
	352

	     Total
	$7,299
	
	$6,472


During July – November 1998 the Company concluded five short-term loan agreements with Sberbank (Krasnodar), a Russian state owned bank, totaling 90,000 thousand rubles outstanding at 31 December 1998.  Prior to September 1998 the interest rates for the outstanding loans amounts were set at 48% and subsequently were increased to 61%.  For loans granted in November 1998 interest rate was set at 70%.  Loans mature in February - May 1999. 

In November 1997, KES received the loan in the amount of 57,970 thousand Russian rubles from OAO Svyazinvest for telecommunications network development.  No interest was charged on this loan.  According to the loan agreement, the entire amount outstanding was due on December 31, 1998. The loan was expected by the management to be redeemed by emission of common shares that should be transferred to Svyazinvest. Dilutive effect of the issue of additional shares is reflected in the accompanying statements of income as fully diluted earnings per common share. In the 1997 financial statements the loan is classified as a long-term debt. See also Notes 9 and 15.

The credit line from Credit Swiss available to the Company in 1997 was denominated in US dollars. The interest rate was set as LIBOR plus 4% (approximately 10% as of December 31, 1997).  The credit line expired on August 12, 1998. 

The loan from AKB Krasnodarbank, a Russian bank, in the amount of 3,700  thousand Russian rubles was granted.  The interest rate was set at 34.0%. As of December 31, 1997 outstanding loan equaled to 1,548 thousand Russian rubles ($260). The loan has been repaid in 1998. The Company also had a credit line from AKB Krasnodarbank denominated in Russian rubles. The interest rate was set at 3%. As of December 31, 1997 borrowings under this credit line totaled $471. The credit line expired on March 7, 1998.

As of December 31, 1997, the Company had a 8,000 thousand Rubles credit line from Mosbusinessbank which carried a 34% interest rate. As of December 31, 1997 outstanding loan equaled to 2,400 thousand Russian rubles ($403). The credit line expired on December 17, 1998. 
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8.
Accounts Payable

Accounts payable as of December 31, 1998 and 1997 comprise the following: 

	
	1998
	
	1997

	Trade payable to Rostelecom
	$2,147
	
	$8,701

	Other trade payables
	4,894
	
	6,053

	   Total
	$7,041
	
	$14,754


9.
Long-Term Debt

Long-term debt primarily consists of long-term financing arrangements with international equipment vendors.  As of December 31, 1998 and 1997, the Company’s long-term debt and maturity dates are as follows:

	
	1998
	
	1997
	
	Ultimate maturity

	OAO Svyazinvest
	$      --
	
	$9,727
	
	1998

	Ericsson
	3,435
	
	2,991
	
	2001

	Iskratel
	2,884
	
	1,161
	
	2000

	Siemens
	3,598
	
	-
	
	2000

	Other
	-
	
	91
	
	1998

	   Total
	9,917
	
	13,970
	
	

	     Less current portion
	(2,975)
	
	(2,305)
	
	

	       Non-current long-term debt
	$6,942
	
	$11,665
	
	


Vendor financing from Iskratel and Ericsson are denominated in US dollars; Siemens’s financing is denominated in German marks. The interest ranged from zero to 19.5% per annum. The loans are repayable by equal quarterly installments until the final maturity date. The loans are secured by the delivered equipment until the last installment is paid.

In 1997 KES received a loan from Svyazinvest with maturity on December 31, 1998. As of December 31, 1998 debt was not repaid by the Company, thus due to overdue of the loan it has been reclassified to short-term loan.  See also Note 7.
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10.
Shareholders’ Equity and Capitalization

	Shareholders’ equity:
	1998
	
	1997

	   Preferred stock, 35.97 rubles par value
	$22,840
	
	$22,840

	       3,517,825 shares authorized
	
	
	

	       3,517,768 and 3,517,825 shares 
	
	
	

	       outstanding as of 31 December 1998 and 1997
	
	
	

	       after deducting 57 shares held in treasury 
	
	
	

	       as of 31 December 1998
	
	
	

	
	
	
	

	   Common stock, 35.97 rubles par value
	68,039
	
	68,521

	       10,553,425 shares authorized
	
	
	

	       10,479,281 and 10,553,425 shares outstanding 
	
	
	

	        as of 31 December 1998 and 1997 
	
	
	

	        after deducting 74,144 shares held in treasury
	
	
	

	        as of 31 December 1998
	
	
	

	
	
	
	

	        Additional paid-in capital
	746
	
	-

	
	
	
	

	        Retained earnings
	112,773
	
	74,559

	             Total shareholders’ equity
	$204,398
	
	$165,920

	
	
	
	


	
	
	Retained Earnings

	Balance as of December 31, 1996 
	
	$58,993

	Net income for the year 1997
	
	21,535

	Dividends accrued for the year 1997
	
	(5,969)

	Balance as of December 31, 1997
	
	74,559

	Net income for the year 1998
	
	38,725

	Dividends accrued on preferred 

shares type A for the year 1998
	
	(511)

	Balance as of December 31, 1998
	
	$112,773


The share capital account represents the authorized capital of the Company as stated in the Charter documents.  The Company had 10,553,425 common shares and 3,517,825 preferred shares type A issued as of December 31, 1998 and 1997. All shares have a par value of 35.97 rubles. Of the capital stock issued as of December 31, 1998 and 1997, 75% was attributable to common shares and 25% attributable to preferred shares, type A.
The common shareholders are allowed one vote per share.  Preferred shares type A are non-voting.  All common shares and preferred shares type A are eligible for distribution of earnings available in accordance with Russian statutory accounting regulations, denominated in rubles.  Preferred shares type A are guaranteed an annual payment of dividends in the amount equal to 10% of statutory income available for dividends.  Each preferred share type A is guaranteed an annual dividend distribution that is not less than the distribution for each common share for the same year.  
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Shareholders of preferred shares type A have a preferred right to recover the par value of preferred shares in liquidation.  
During 1998 the Company purchased treasury stock for the purpose of resale to Russian investors. Amount of net gain on transaction with treasury stock during the period is $ 746 and is reflected as additional paid-in capital in the accompanying balance sheet as of 31 December 1998.

Dividends paid to shareholders are determined by the directors and legally declared and approved at the annual shareholders’ meeting.  In accordance with Russian statutory accounting regulations, earnings available for dividends are limited to profits, denominated in rubles, after certain deductions. See also Note 17.

In February 1998, KES concluded a Depositary Agreement with Bank of New York in respect of American Depositary Receipts (ADRs), Level 1.  Uneximbank was appointed as Custodian for shares depositary.  In accordance with the Agreement, each ADR is issued for one half of a common share. At the year-end ADRs represent 278,943 deposited ordinary shares which constitutes about 2.6% of total common shares issued. 

The following represents the Company’s shareholders as of December 31, 1998 (in thousands of shares):

	
	Common stock
	
	Preferred stock
	
	Total

	
	
	
	%
	
	
	
	%
	
	

	OAO Svyazinvest
	5,382
	
	51
	
	-
	
	-
	
	5,382

	Other legal entities
	3,701
	
	35
	
	2,624
	
	75
	
	6,325

	Individuals
	1,396
	
	13
	
	894
	
	25
	
	2,290

	Treasury stock
	     74
	
	1
	
	-
	
	-
	
	74

	   Total:
	10,553
	
	100
	
	3,518
	
	100
	
	14,071


11.  Revenues

Revenues for the years ended December 31, 1998 and 1997 consist of the following: 

	
	1998
	
	1997

	Domestic long-distance timed calls 
	$70,089
	
	$97,470

	Monthly fees for local calls
	30,066
	
	40,115

	Installation fees
	11,577
	
	14,396

	International timed calls
	10,000
	
	6,332

	Telegraph services
	6,367
	
	7,878

	Radio broadcasting
	2,095
	
	3,279

	Other revenues
	17,536
	
	17,146

	   Total
	$147,730
	
	$186,616


Other revenue primarily consists of revenue from transportation services and goods and services produced by manufacturing branches.
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As of December 31, 1998 and 1997, the Company identified revenue by these major customers group:

	
	1998
	
	1997

	Government customers
	$12,230
	
	$13,657

	Corporate customers
	67,817
	
	96,204

	Residential customers
	67,683
	
	76,755

	   Total
	$147,730
	
	$186,616


12.  Operating Expenses

Operating expenses for the years ended December 31, 1998 and 1997, consist of the following: 

	
	1998
	
	1997

	Salary and social charges
	$38,308
	
	$43,008

	Rostelecom interconnection charges
	18,734
	
	20,355

	Depreciation and amortization
	13,770
	
	10,863

	Materials and spare parts
	10,142
	
	5,635

	Operating taxes
	9,872
	
	13,833

	Maintenance and repair
	1,246
	
	10,817

	Transportation
	739
	
	1,275

	Other
	1,144
	
	10,763

	  Total
	$93,955
	
	$116,549


13.  General and Administrative Expenses

General and administrative expenses for the years ended December 31, 1998 and 1997, consist of the following: 

	
	1998
	
	1997

	Salary, social charges and other personnel costs
	$8,581
	
	$14,621

	Utilities
	4,220
	
	3,017

	Revenue collection charges
	1,298
	
	1,009

	Materials and spare parts
	866
	
	3,371

	Transportation
	371
	
	322

	Other
	4,066
	
	9,723

	  Total
	$19,402
	
	$32,063


14.  Income Taxes
As of December 31, 1998, KES had a current deferred tax benefit related primarily to temporary differences resulting from differences in timing of recognition of expenses and included into  Prepaids and Other Current Assets in the accompanying balance sheet. No reserves are provided for the amount of the deferred tax benefit, as its realization is probable.
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As of December 31, 1997, KES had a net non-current deferred tax liability related to differences in timing of recognition of revenues. The liability was included in the accompanying balance sheet as of 31 December 1997. 

The profits on the Company’s activities, as calculated in accordance with Russian legislation, were subject to income tax at a rate of 35% in 1998 and 1997.  A reconciliation of the effective income tax rate to the statutory tax rate is as follows: 

	
	1998
	
	1997

	Statutory income tax rate
	35%
	
	35%

	  Expenses not deductible for tax purposes
	9%
	
	13%

	  Investment allowance
	(7%)
	
	(28%)

	  Deferred tax effect
	(5%)
	
	  3%

	  Effect of currency losses in statutory books
	(18%)
	
	  -

	  Other reconciling items
	(8%)
	
	11%

	Effective tax rate
	6%
	
	34%


Investment allowances are reflected in the Company’s financial statements in the year in which the allowances are utilized. Unused investment allowances may not be carried forward under Russian tax legislation.  

15.
Commitments and Contingencies

Insurance coverage

The Russian insurance industry is in a developing state and many forms of insurance protection common in other parts of the world are not yet generally available. During 1998 and 1997, KES did not maintain insurance coverage on a significant part of their property, plant and equipment asset bases, business interruption, or third party liability in respect of property or environmental damage arising from accidents on the Company’s property or relating to the Company’s operations. Until the Company obtains adequate insurance coverage, there is a risk that the loss of destruction of certain assets could have a material adverse effect on the Company’s operation and financial position. 

Retirement and Other Benefit Obligations

The Company does not have any substantial pension arrangements separate from the State pension scheme of the Russian Federation, which requires current contributions by the employer calculated as a percentage of current gross salary payments; such contributions are charged to expense as incurred. In addition, the Company has no post-retirement benefits or significant other compensated benefits requiring accrual.
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Loan from Svyazinvest

As described in Note 7 above, the loan from Svyazinvest for 57,970 thousand Russian rubles ($2,807 at the exchange rate as of 31 December 1998) was due in December 1998. Presently, the Company’s management is in the process of re-negotiating the loan restructuring with Svyazinvest with the latter suggesting the new loan terms based on historic US dollar equivalent of the loan (approximately $10,000). No new loan agreement has been signed yet. The Company’s management believes that more favorable prolongation terms will be achieved as a result of negotiations. As a result, the accompanying financial statements do not include any adjustment that may result from these uncertainties. Related effects, if any, will be reported in the financial statements, as they become known and estimable.

16. Related-Party Transactions

(1) OAO Svyazinvest

As set out in Notes 1 and 10, the Company regards Joint Stock Company “Svyazinvest” as its parent entity.  OAO Svyazinvest was wholly owned by the Russian Government until July 1997 when the Government sold 25% plus one share of the Charter Capital of Svyazinvest to the private sector.

An effectively operating telecommunications and data transmission facility is of great importance to Russia for various reasons including economic, strategic and national security considerations. Consequently, the Government has and may be expected to continue to exercise significant influence over the operations of Svyazinvest and its subsidiary companies.

The Government’s influence is not confined to its share holdings in Svyazinvest.  It has general authority to regulate tariffs and does regulate domestic long distance tariffs to a limited extent. In addition, the State Committee of Communications and Informatisation has control over the licensing of providers of telecommunications services. 

(2) Rostelecom

AO Rostelecom, a majority owned subsidiary of Svyazinvest, is the primary provider of domestic long distance and international telecommunications services in the Russian Federation.  The Company has negotiated interconnection agreements with AO Rostelecom. The annual expense associated with traffic carried and terminated outside of the Company’s network is shown separately as Rostelecom interconnection charges in Note 12. Amounts due to Rostelecom are shown separately as trade payables to Rostelecom in Note 8.

(3) Transactions with State organizations

State organizations are a significant element in the Company’s customer base, purchasing services both directly through numerous authorities and indirectly through their affiliates.  Certain entities financed by the Government budget, including the Ministry of Defence, are users of the Company’s network.  These entities generally lease lines for which they are charged lower tariffs, approved by RF MAPES, than those charged to other customers.  In addition, the Government may by law require the Company to provide certain services to the Government in connection with national security and the detection of crime.
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Government subscribers accounted for approximately 29.5% and 19.8% of trade accounts receivable as of December 31, 1998 and 1997, respectively.  Amounts outstanding from Government subscribers as of December 31, 1998 and 1997 were $1,515 and $3,723, respectively.

(4) Investments

During 1998 and 1997 KES entered into transactions with its investees that included provision of interconnection into the common use network, rent of premises for technological and office use.  The overall effect of these transactions on the financial position of KES is not material.  

17.
Subsequent Events

Dividends

The Board of Directors of the Company proposed dividends for the year ended December 31, 1998 totaling approximately $818, which are subject for shareholders’ approval at the annual shareholders’ meeting before becoming legally payable. Dividends on preferred shares type A of approximately $511 of the amount above have been accrued in the accompanying balance sheet as of December 31, 1998.

Tariffs

Starting January 1999, local tariffs are also approved by RF MAPES (see also Note 2). In 1999 MAPES has made a decision to increase local tariffs for residential customers effective 1 June 1999. The expected tariff increase is approximately 20%.

Subsequent increases in exchange rates

Subsequent to December 31, 1998 the ruble to US dollar exchange rate has continued to fall.  As of April 9, 1999, the exchange rate was 25.09 rubles to 1 US dollar, representing a further 21.5% devaluation from December 31, 1998. 

18.
Reconciliation Between Russian statutory and US GAAP books (unaudited)

Certain conveniences have been utilized in presenting the tables below, including conversion of ruble amounts to US dollars. Accordingly, such disclosures have not been subjected to audit.

A reconciliation of reported 1998 and 1997 statutory net income of the Company to the accompanying financial statements is summarised below:

	
	1998
	
	1997

	Statutory income 
	$10,675
	
	$42,394

	   Bad and doubtful debt provision 
	71
	
	(4,267)

	   Inventories reserves/write-offs
	(1,779)
	
	(1,620)

	   Effect of depreciation
	(4,308)
	
	(231)

	   Recognition of deferred tax
	2,107
	
	(878)

	   Non-deductible expenses
	(8,079)
	
	(13,694)

	   Effect of currency gain
	32,327
	
	3,538

	   Other reconciling items
	7,711
	
	(3,707)

	US GAAP income
	$38,725
	
	$21,535
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A reconciliation of reported 1998 and 1997 statutory shareholders’ equity of the Company to accompanying financial statements is summarised below:

	
	1998
	
	1997

	Statutory shareholders' equity 
	$69,574
	
	$231,092

	   Property, plant and equipment valuation effect
	139,529
	
	(39,727)

	   Investments valuation effect
	181
	
	(405)

	   Bad and doubtful debt provision                                                                       
	(2,785)
	
	(11,216)

	   Inventories reserves/write-offs
	(1,570)
	
	(3,349)

	   Accrual of dividends proposed 
	(511)
	
	(5,794)

	   Recognition of deferred tax
	389
	
	(1,718)

	   Accruals and other reconciling items
	(409)
	
	(2,963)

	US GAAP shareholders’ equity
	$204,398
	
	$165,920


19. 
Year 2000 Issue (unaudited)

The operations of the Company could be adversely affected by the Year 2000 problem as the Company significantly relies on information systems in its business. As a result, management appointed personnel who are devoting their time to ascertain Year 2000 compliance. Currently, the Company is investigating the possibilities of replacing or upgrading the systems that are not Year 2000 compliant and is beginning to develop contingency plans for those systems identified as critical to the Company’s operations. The Company’s preliminary estimate of costs that will need to be spent to remediate its Year 2000 problem is approximately 89,500 thousand rubles ($4,334 at December 31, 1998 exchange rate).

The failure to adapt the Company’s systems to Year 2000 compliance and uncertainty as to the compliance of systems used by its suppliers and customers may have a significant negative impact on the Company’s financial performance and its intended level of operations.
If correction or replacement of non-compliant systems are not complete on a timely basis, the Year 2000 problem may have a material impact on the operations of the Company.  Management, however, does not anticipate these activities will have a material adverse impact on the financial position, results of operations or cash flows of the Company. See also Note 2.
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