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1. Company Profile 

1.1. Key Services Provided by the Group

AmRest Holdings N.V. operates KFC restaurants (in Poland and the Czech Republic), Pizza Hut restaurants (in Poland and, since 2006, in Ukraine) and Ice*Land outlets in Poland. Moreover, two new restaurant chains – Freshpoint and Rodeo Drive – will be launched in 2006. With the new brands, the Company will diversify its services and guarantee customer satisfaction with its broad range of products.

AmRest restaurants feature services like dine-in, take-away, drive-through and home delivery. Our aim is to provide tasty food at competitive prices, while ensuring quality service and a dining experience that is comfortable and friendly. The products offered at AmRest restaurants include proprietary menu items that are prepared from fresh ingredients according to unique recipes and standards of KFC and Pizza Hut chains, as well as on the basis of original concepts (Freshpoint and Rodeo Drive).

The KFC and Pizza Hut brands are franchised to AmRest by Yum! Brands Inc. The other brands, namely Ice*Land and the to-be-launched Freshpoint and Rodeo Drive, are proprietary brands of AmRest.

a) KFC

KFC is a quick service restaurant chain in Poland and the Czech Republic, offering miscellaneous chicken meals[image: image1.jpg]111 €S
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, such as spicy or mild tasting chicken wings, breasts and drumsticks (“Hot & Spicy” and “TMOR” original recipes), as well as various fresh seasonal salads, biscuits and desserts, originally cooked corn, and hot and cold beverages. In terms of revenue and number of restaurants, KFC AmRest is one of the largest restaurant chain operators in Central and Eastern Europe.

2005 saw a very good performance by KFC in Poland. Both revenues and earnings exceeded the planned targets. One of the driving forces behind the increase in total revenue were new restaurant openings at the new and existing shopping centres.

On a same store basis, the performance of KFC in the Czech Republic was weaker than in Poland, which followed from the general market trends. Yet, the profitability figures posted by the Czech restaurants remained high, exceeding those of Poland. Concurrently, KFC strengthened its position on the Czech market by increasing the number of its restaurants (e.g. through acquisition of the Big Foot chain).

In both countries, the Company launched the “Speed of Service” programme, which shortened the average service time by 20%. This programme, coupled with new menu items offered temporarily or permanently – e.g. Okura Rice Bowl (rice, vegetables and chicken breasts), Taco Qura Mexican (variation of the previous dish, with taco and Mexican sauce), Pocket Tortilla Wrapped Filet (chicken filet with tortilla, vegetables and sauce), Greek Salad (with feta, olives and tomato) – resulted in very good performance under the CHAMPS programme, which aims to gauge the customer satisfaction with the service, appearance, quality and general impression at the restaurants. At the beginning of 2006, CHAMPS reported record-breaking results – the brand had its best performance since January 2000, which is an impressive achievement given the two-fold increase in the number of restaurants.

In both countries, KFC seeks to strengthen its brand by offering not only chicken meals but also fresh salads, thus extending its offering and attracting new customers. This trend is continued by introducing new menu items that are perceived as prepared from fresh ingredients.

In 2005, a new programme was launched at KFC to integrate the operational tools (check lists for key and critical areas at the restaurants, work schedule, cleaning list, production planning) and procedures at the Polish and Czech restaurants of the KFC brand. This is to result in establishing a uniform management procedure and developing a platform for sharing best practices.

A lot of emphasis was also placed on professional development of the personnel (specialist trainings and meetings for large management groups aimed at sharing experience) and reducing the staff turnover (employee bonus programme).

The organisational structure was streamlined in many areas. Since 2005, KFC has had one managing director for both countries, which comprise three districts (two in Poland and one in the Czech Republic). Furthermore, besides the regional and restaurant managers, new managerial positions were established to look after the critical business aspects (functionality manager, product manager, work manager).

KFC strategy for 2005 was based on ensuring top quality of products and services while retaining the high hygiene standards, so that – by following the Customermania programme (seeking to ensure that the customers’ expectations are met at the fullest) – a distinctive brand would be developed on the market.

b) Pizza Hut
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Pizza Hut is one of the largest casual dining chains in Central and Eastern Europe, offering a wide range of various dishes in restaurants with waiter service. Pizza Hut serves traditional pan pizzas and Italian thin-crust pizzas, typical for its brand, with a selection of toppings and sauces,  as well as different dips, salads – both ready-made and prepared by the customers at salad bars ​– tortillas, hot and cold starters and sides, cakes and ice-cream desserts, a wide selection of wines, freshly squeezed juices, various types of coffees and other cold and hot drinks.

In 2005, significant changes were introduced at Pizza Hut restaurants in connection with the activities focused on strengthening perception of Pizza Hut as a casual dining brand. The extensive renovation plan gave the restaurants a new look, with a new salad bar and a self-service stand for preparing pastas being the main innovations. The changes demonstrate the brand’s commitment to serving top quality fresh food.

The Pizza Hut menu was restructured so as to present a rich selection of dishes in a clear manner. A number of new products were launched, the first one being Pizza Classica, a thin-crust crunchy pizza made with Polish flour, in keeping with the highest standards. Other novelties include a classic Cesar salad made to the traditional recipe and dough-and-cheese balls served as a starter or a side dish with a selection of dips.

In 2005, the Pizza Hut chain in Poland was restructured: four sites with predominantly take-away service were closed down, and their customers were taken over by other Pizza Hut restaurants. The decision to close down the sites was made following an analysis of their cost structure, which, similarly to the subsequent results, confirmed correctness of the measures adopted, the effect being an increased profitability of the existing restaurants. A high quality of service was maintained, with only a small part of the previous delivery area given up due to the necessity to maintain the delivery timing standards, which translate directly into product quality and customer satisfaction.

Year 2005 was also a time of intense work at Pizza Hut in the area of  professional development of the staff: the best employees were identified as part of the Develop More Broad Business Leaders Urgently programme (DMBBLU), and staff training tools were reviewed at each level. The focus was placed on development of personal and professional skills, which should help Pizza Hut reinforce its position among the best operators in the casual dining segment.

All those activities were supported by a new reporting system, DOS+ (Disciplined Operating System +), which has been used successfully by KFC for some time. It streamlined management processed by identifying the areas which require the most attention and a more streamlined approach.

c) Ice*Land
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Ice*Land is a chain of ice-cream bars offering a variety of products and desserts based on multi-flavoured ice cream as well as coffee beverages and cakes. The Ice*Land outlets are usually situated within KFC or Pizza Hut restaurants, and support their sales by supplementing the range of dishes with desserts. The revenue of this business segment is the highest in the summer months. Some of the Ice*Land sites operate only in summer, and their sales are included in the results of their host restaurants. That is why no separate presentation of the Ice*Land’s results is provided. 

d) Freshpoint
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Year 2005 was the time of preparations to launch two new proprietary restaurant brands of AmRest. The new concepts are developed by AmRest, therefore sales in these restaurants will not be subject to franchise fees payable to third parties. Freshpoint, the first new concept, will be a chain of small restaurants operating in locations with high pedestrian traffic, serving sandwiches to eat in or take out. In 2006, AmRest plans to open several such restaurants. 

The first Freshpoint restaurant was launched in mid-March this year in Warsaw. The restaurant’s menu is based on various sandwiches and fresh salads. In addition, customers can choose from many additional items on the menu, such as pies and cakes, as well as hot and cold beverages. 
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e) Rodeo Drive

The other concept, Rodeo Drive (American Bar & Grill), is a casual dining restaurant serving meals based mostly on grilled meat and a wide range of beverages. The restaurants will operate in attractive locations and will be able to serve 150–250 customers. In 2006, AmRest plans to open several such restaurants. The opening of the first restaurant is planned for April 2006.[image: image6.jpg]


 


1.2.  Revenue Structure

2005 was another year of growth in AmRest’s sales revenue, which rose by 7.9% 
(PLN 500m in 2005 relative to PLN 463m in 2004). The 2005 sales growth compared with 2004 was much higher in the second half of the year and reached 15.0%. To compare, CAGR for sales in 2002–2005 was 7.2%. 

The majority of AmRest Holdings N.V.’s revenues are generated on the KFC brand, which accounted for 73.8% of the Company’s total revenues in 2005. In 2004, the share of KFC in the Company’s total revenues stood at 72.6%. Higher sales are related to the very good performance of the brand and opening of more KFC restaurants than Pizza Hut outlets.

Table: AmRest Holdings N.V. sales structure by brand 

	BRAND
	Jan – Dec 2005
	Jan – Dec 2004

	
	PLN ‘000
	share (%)
	PLN ‘000
	share (%)

	KFC
	369,024
	73.8%
	336,066
	72.6%

	PH
	130,786
	26.2%
	127,132
	27.4%

	Total
	499,810
	100.0%
	463,198
	100.0%


* Revenue of multi-branded restaurants is divided in the following proportion: 60% – KFC, 40% – PH.

In 2005, 72.0% of AmRest N.V.’s revenues were generated in Poland, compared with 70.0% in 2004. The Czech Republic’s share in the Group’s revenue declined from 30.0% in 2004 to 28.0% in 2005. The lower sales are attributable to such events as temporary closure (for three months) of one of AmRest Holdings N.V.’s largest Czech restaurants for renovation.

Table: AmRest N.V. sales structure by country
	COUNTRY
	Jan – Dec 2005
	Jan – Dec 2004

	
	PLN ‘000
	share (%)
	PLN ‘000
	share (%)

	Poland
	360,002 
	72.0%
	324,433
	70.0%

	Czech Republic
	139,808
	28.0%
	138,765
	30.0%

	Total
	499,810
	100.0%
	463,198
	100.0%


Revenue of multi-branded restaurants is divided in the following proportion: 60% – KFC, 40% – PH.

1.3. Customers
AmRest’s products are addressed to a large number of individual customers and are 
offered through a chain of proprietary restaurants situated in Poland and the Czech Republic, mainly in cities or in their vicinity.

The target market for KFC in Poland and the Czech Republic is 15-39 year olds. Based on the available national statistics, this segment comprises 31% of Poland’s and 44% of the Czech Republic’s populations. Over 52% of KFC customers in the Czech Republic are 16-34 year olds, and 29% of them are aged between 35 and 54. Approximately 41% (43% according to the research conducted in 2004) of KFC customers in the Czech Republic completed at least secondary-level education, and over 60% (61.5% according to the 2004 research) live in cities with a population in excess of 20,000. In the case of KFC customers in Poland, 79% (78% according to the 2004 research) are 15-39 year olds, 78% (78% according to the 2004 research) of them completed at least secondary-level education, and 66% (67% according to the 2004 research) live in cities with a population in excess of 20,000.
The principal target market for Pizza Hut in Poland is 15-39 year olds. Based on the latest available national statistics, this segment comprises 31% of the population (31% according to the 2004 research). 75% of Pizza Hut customers in Poland (75% according to the 2004 research) are aged between 15 and 39 years, 73% (71% according to the 2004 research) completed at least secondary-level education and 60% (63% according to the 2004 research) live in cities with a population in excess of 20,000.
The above figures are based on the research carried out in 2005 by SMG/KRC TGI in Poland (January–December 2005) and by MML TGI in the Czech Republic (June–November 2005). Differences in data for 2005 and 2004 fall within statistical error. 

1.4. Suppliers

AmRest’s strategy for food and packaging purchases assumes ensuring quality and high level of service, as well as being competitive on the market – subject to fulfillment of the first two requirements. The Company has in place a strict programme for approving new suppliers and products, as well as for monitoring the existing suppliers. Such a system 
ensures that the products supplied to AmRest restaurants meet all the required parameters. 

In 2005, all main suppliers and distributors received top scores for the plants producing supplies for AmRest. Moreover, the Hazard Analysis and Critical Control Point (HACCP) system was introduced at all Pizza Hut and KFC restaurants in Poland and the Czech Republic. 

In 2005, the Company developed a plan for consolidating food purchases in order to improve efficiency within the whole supply chain and gain competitive advantage in its Central European operations. To this end, in 2005 AmRest established SCM Sp. z o.o., which today provides services not only to AmRest, but also to other Yum! franchisees in Central Europe. In 2005, through its subsidiary American  Restaurants Sp. z o.o., AmRest entered into an agency agreement with SCM. The agreement concerns provision of agency services and services related to negotiation of the terms of product supplies to the restaurants, including negotiations of the terms and conditions of distribution agreements. Currently, SCM is also engaged in negotiations with distributors on the Russian market, which will help substantially enhance the economies of scale in purchases.

In 2005, Drobimex, Konspol and Bona Agra, AmRest’s existing suppliers, were approved by Yum! for supplies to Germany, France, and the Netherlands. This attests to the quality of the services provided by these companies. In addition, last year saw the market entry of Lactalis in Central Europe. The company supplies mozzarella to Pizza Hut restaurants in Russia, Hungary, Cyprus, and Bulgaria.

A vital element of AmRest’s strategy is to ensure uniform packaging, which helps significantly reduce packaging production costs in Poland, the Czech Republic and 
Russia. This policy will be continued.

The above activities brought about a significant reduction of prices across a whole group of food products and packaging for Pizza Hut and KFC networks in Poland and the Czech Republic relative to 2004. In this area, SCM reported the best performance within the whole Yum! network in Europe.

In 2005, AmRest resolved to extend the agreement with Pepsi Cola, our strategic partner, until the end of 2010. For detailed information on the agreement see Appendix 1.

One of the key assumptions of AmRest’s strategy is to develop new products and brands. Such an approach is a response to the changing needs of Pizza Hut and KFC customers. Last year the Company selected five partners which will develop new products in cooperation with the SCM marketing, and new product development teams. Launch of new products will be continued in 2006.

Since July 2003, AmRest’s key supplier has been McLane. McLane supplies the Polish restaurants with packaging and all food products, excluding chicken, which is supplied directly by producers, and vegetables (in the case of some restaurants). In 2005, after comparing service prices within Yum!’s European network, a decision was made to extend the agreement with McLane for another two years, until the end of July 2008 (for detailed information see Appendix 1).

Ten largest suppliers for Pizza Hut and KFC in Poland: 

Mc Lane – supplier

Drobimex – chicken

Konspol – chicken

Pepsi Cola – cold beverages

Cerealia – rolls 

OSM Szczurowa – mozzarella 

Stoever – French fries 

Bona Agra - vegetables

Huhtamaki – packaging 

Lactalis – mozzarella, ementaler; 

and ten largest suppliers for to Czech restaurants:

Agropol Food – chicken

E.S.T. – distributor

Beskyd Frycovice – vegetables and sauces

Pepsi Cola – cold beverages

Stoever – French fries 

Setuza – shortening 

Huhtamaki – packaging 

Run – corn cobs 

McCormick – spice and marinate

Bohemik – ice-cream and dessert. 

Only in the case of McLane the value of supplies exceeds 10% of the Company’s total sales revenue. Supplies by any of the remaining largest suppliers (presented above) account for less than 10% of the sales revenue. 

2. Company’s Shareholders 

2.1. Shareholder Structure

According to the information available to the Company, as at the date of filing the annual report (March 31st 2006), the following shareholders submitted information on holding directly or indirectly (through subsidiaries) at least 5% of the total vote at the General Shareholders Meeting of AmRest Holdings N.V.

Table: Shareholder structure of AmRest Holdings N.V.

	Shareholder
	No. of shares
	% of share capital held
	No. of votes at GM
	% of the total vote at GM

	IRI LLC
	5,338,000
	39.54%
	5,338,000
	39.54%

	ING Nationale – Nederlanden Polska OFE
	838,046
	6.21%
	838,046
	6.21%

	American Life Insurance and Reinsurance Company
	767,202
	5.68%
	767,202
	5.68%

	BZ WBK AIB AM S.A.
	724,911
	5.37%
	724,911
	5.37%

	ING TFI S.A.
	706,227
	5.23%
	706,227
	5.23%

	PZU Życie S.A. 
	694,986
	5.15%
	694,986
	5.15%

	PZU S.A. 
	158,638
	1.18%
	158,638
	1.18%

	Other shareholders
	4,271,990
	31.64%
	4,271,990
	31.64%

	Total
	13,500,000
	100.00%
	13,500,000
	100.00%


*IRI LLC is wholly controlled by ARC.

2.2. Changes in the Shareholder Structure

Set forth below is a summary of material changes in the Company’s shareholder structure that have taken place since its stock exchange debut in April 2005. 

On January 18th 2006, IRI LLC, the major shareholder in AmRest Holdings N.V., reduced its holding by 45,000 shares and currently owns 5,338,000 shares representing 39.54% of the Company’s share capital and conferring the right to 5,338,000 votes at the General Shareholders Meeting, i.e. 39.54% of the total vote. Earlier, IRI LLC had reported on a reduction of its holding by 257,000 shares. The shares were sold in two transactions: 182,000 shares (transaction settled on July 19th 2005) and 75,000 shares (transaction settled on September 14th 2005). The shares were reserved for payments under the employee stock option scheme taken over from the Company by the shareholder (for relevant information see AmRest’s Prospectus), and were not subject to a 12-month lock-up. The Management Board was not the beneficiary of the transaction. Following the disposal, IRI LLC held 5,383,000 shares, representing 39.87% of the Company’s share capital and conferring the right to 5,383,000 votes at the General Shareholders Meeting, i.e. 39.87% of the total vote. Prior to the disposal, IRI LLC had held 5,640,000 shares representing 41.78% of the Company’s share capital and conferring the right to 5,640,000 of the votes at the General Shareholders Meeting, i.e. 41.78% of the total vote. 

According to the notification of July 20th 2005, ING Nationale–Nederlanden Polska Otwarty Fundusz Emerytalny (open pension fund) came to hold 838,046 shares in AmRest Holdings N.V., representing 6.21% of the Company’s share capital and conferring the right to 838,046 votes at the General Shareholders Meeting, i.e. 6.21% of the total vote. ING did not provide information to the Company on the size of its shareholding in AmRest Holdings N.V. prior to the change. 

As a result of entries made in securities accounts on April 26th 2005, American Life Insurance and Reinsurance Company holds 767,202 shares in AmRest Holdings N.V., representing 5.68% of the Company’s share capital and conferring the right to 767,202 votes at the General Shareholders Meeting, i.e. 5.68% of the total vote. The above shareholding of American Life Insurance and Reinsurance Company comprises an indirect investment under an investment made by AIG OFE (managed by AIG PTE S.A.), and AIG Asset Management Polska S.A. as part of discretionary management of securities portfolios. American Life Insurance and Reinsurance Company did not provide information to the Company on the size of their shareholding in AmRest Holdings N.V. prior to the change. 

As a result of a share acquisition settled on March 16th 2006, customers of BZ WBK AIB Asset Management S.A. became owners, in aggregate, of 724,911 shares in AmRest Holdings N.V., representing 5.37% of the Company’s share capital and conferring the right to a total of 724,911 votes at the General Shareholders Meeting, i.e. 5.37% of the total vote. Prior to the change, the customers of BZ WBK AIB Asset Management S.A. held, in aggregate, 674,911 shares in AmRest Holdings N.V., representing 4.999% of the Company’s share capital and conferring the right to a total of 674,911 votes at the General Shareholders Meeting, i.e. 4.999% of the total vote. 

On March 6th 2006, investment funds managed by ING Towarzystwo Funduszy Inwestycyjnych S.A. acquired shares in AmRest Holdings N.V., thereby increasing their aggregate shareholding to 706,227 shares, representing 5.23% of the Company’s share capital and conferring the right to a total of 706,227 votes at the General Shareholders Meeting, i.e. 5.23% of the total vote. Prior to the change, the investment funds managed by ING TFI S.A. held, in aggregate, 641,227 shares in AmRest Holdings N.V., representing 4.75% of the Company’s share capital and conferring the right to a total of 641,227 votes at the General Shareholders Meeting, i.e. 4.75% of the total vote.

According to the notification of June 7th 2005, PZU Życie S.A. held 694,986 shares in AmRest Holdings N.V., representing 5.15% of the Company’s share capital and conferring the right to 694,986 votes at the General Shareholders Meeting, i.e. 5.15% of the total vote. As at April 27th 2005, PZU S.A. held 158,638 shares in AmRest Holdings N.V., representing 1.18% of the Company’s share capital and conferring the right to 158,638 votes at the General Shareholders Meeting, i.e. 1.18% of the total vote.

On December 2nd 2005, SG Asset Management reduced the number of shares held in AmRest Holdings N.V. to 663,146 shares, representing 4.91% of the Company’s share capital and conferring the right to 663,146 votes at the General Shareholders Meeting, i.e. 4.91% of the total vote. Earlier, SG Asset Management, under two transactions concluded on September 19th and 20th 2005, increased its shareholding in AmRest Holdings N.V. to 705,511 shares representing 5.23% of the Company’s share capital and conferring the right to 705,511 votes at the General Shareholders Meeting, i.e. 5.23% of the total vote.

2.3. Other Information on Shareholders

The Management Board of AmRest Holdings N.V. does not hold any information on agreements (including agreements concluded after the balance-sheet date) which might in the future result in changes in the proportionate shareholdings of its existing shareholders.

To the best of the Management Board’s knowledge, no shareholder in AmRest Holding N.V. has been conferred special control rights with respect to the Company.

3. Company’s Management and Supervisory Staff. Employee Stock Option Plan

3.1. Composition of the Company’s Management and Supervisory Boards

During the last financial year, there were no changes in the rules governing appointment and removal from office of members of the management personnel or the powers of the management personnel. 

a) Management Board

On November 17th 2005, the Supervisory Board of Amrest Holdings N.V. accepted Mr Peter Whiskerd-Węgorzewski’s resignation from the position of a Member of the Management Board and the Company’s Managing Director. Simultaneously, the Supervisory Board, by virtue of its Resolution of November 17th 2005, appointed Mr Wojciech Mroczyński for the position of a Member of the Management Board of Amrest Holdings N.V. and entrusted him with the duties of the Managing Director at the Company. 

Composition of the Company’s Management Board is as follows:

Henry McGovern, and

Wojciech Mroczyński.

b) Supervisory Board

On April 26th 2005, Messrs Martin Shaker, Laurencje Roberts and Peter Roland Hearl tendered their resignations from membership in the Supervisory Board of AmRest Holdings N.V.

The following persons were appointed to replace them: Przemysław Schmidt, Jan Sykora, and Per Steen Breimyr.

Composition of the Company’s Supervisory Board is as follows:

Christian Richard Eisenbeiss,

Donald Macintosh Kendall Sr.,

Donald Macintosh Kendall Jr.,

Przemysław Schmidt,

Jan Sykora, and

Per Steen Breimyr.

3.2. Remuneration of the Management and Supervisory Personnel 
In 2005, the members of the supervisory personnel of AmRest Holdings N.V. did not receive any remuneration for the performance of their duties on the Company’s Supervisory Board.

Henry McGovern receives remuneration for his duties as Member of the Management Board of American Restaurants Sp. z o.o. Mr McGovern also provides his services to the AmRest Group, the cost of which is covered and paid to ARC Inc. by American Restaurants Sp. z o.o. and American Restaurants s.r.o., pursuant to a service agreement concluded between American Restaurants Sp. z o.o. and ARC Inc. 

Peter Whiskerd-Węgorzewski was employed under an employment contract at American Restaurants Sp. z o.o. as Chief Operating Officer, for which he received remuneration. Mr Whiskerd-Wegorzewski also provided services to the AmRest Group, the cost of which was covered and paid to ARC Inc. by American Restaurants Sp. z o.o. and American Restaurants s.r.o. pursuant to a service agreement concluded between American Restaurants Sp. z o.o. and ARC Inc., for which he received remuneration. 

Wojciech Mroczyński is employed under an employment contract at American Restaurants Sp. z o.o. as Chief Financial Officer, for which he receives remuneration.

The total remuneration paid by the AmRest Group to Henry McGovern in 2005 amounted to PLN 1,147 thousand. 

The total remuneration paid by the AmRest Group to Peter Whiskerd-Węgorzewski in 2005 amounted to PLN 693 thousand. 

The total remuneration paid by the AmRest Group to Wojciech Mroczyński in 2005 amounted to PLN 181 thousand. 

Henry McGovern and Wojciech Mroczyński participate in the Stock Option Plan.

As at December 31st 2005, Henry McGovern held a total of 100,000 units (options) under the Stock Option Plan, of which 73,334 units have vested. As at December 31st 2005, their value amounted to PLN 1,031 thousand.

As at December 31st 2005, Wojciech Mroczyński held 7,000 units (options), none of which has vested.

For more information on the Stock Option Plan see Notes 1(o) and 20 to the consolidated financial statements.

3.3. Other Information on the Company’s Management and Supervisory Personnel 

The Management Board of AmRest Holdings N.V. reports that there are no agreements between the Company and the members of the management personnel, which would provide for any compensation in the event of their resignation or dismissal. 

The members of the management and supervisory personnel of AmRest Holdings N.V. do not hold Company shares or shares or interests in the Company’s related undertakings.

3.4. Control over Employee Stock Option Plans 
Until April 27th 2005, the AmRest Group had in place a Profit Participation Plan (the “Plan”) under which eligible employees received participation units whose value was based on a multiple of profits for the financial year, adjusted for factors provided for in the Plan rules. According to the Plan rules, upon completion of the process of admission of AmRest Holdings N.V. shares to public trading on the Warsaw Stock Exchange, the Company was required to pay its employees the value of the vested participation units as at the date of admission of its shares to public trading. The value of such units represented the difference between the predefined value of participation units as at their grant date and the value of the instruments as at the date of admission of AmRest Holdings N.V. shares to public trading, calculated in a manner provided for in the rules of the Plan. The amount of such payments made in 2005 was PLN 697 thousand.

The Profit Participation Plan was terminated on April 27th 2005. Some participation units issued under the Plan, which vested until April 27th 2005, were settled by the Company. The liabilities resulting from the rest of the issued participation units (vested and unvested as at April 27th 2005) were assumed by ARC, a Company shareholder, and will be settled by ARC in the future.

In April 2005, the rules of the Employee Stock Option Plan (the “Stock Option Plan”) were announced by the Company to its employees. Under the Stock Option Plan, the employees of the AmRest Group are entitled to purchase AmRest Holdings N.V. shares. The total number of shares for which options may be issued is to be determined by the Management Board; however, it may not exceed 3% of all outstanding shares. In addition, under the provisions of the Stock Option Plan, the group of employees eligible to participate in the Stock Option Plan, the number of granted options, and the option allocation dates are subject to approval by the Management Board. The option strike price will be equal to the market price of the Company shares as at the option grant date, with the option vesting period being three or five years. In 2005, 79,300 options were granted, with the average exercise price amounting to PLN 24.2.

The aforementioned plans are of an incentive nature and are addressed only to the key employees and members of the management personnel of the AmRest Group companies.

For detailed information on the valuations and accounting treatment of the plans see Note 20 to the consolidated financial statements.
4. Organization of The Group

4.1. Composition of the Group

As at December 31st 2005, the Group included the following subsidiaries: 

	Company
	Registered office
	Core business
	Parent undertaking
	% of share capital and total vote
	Date of control takeover

	American Restaurants  Sp. z o.o.
	Wrocław, Poland
	Operation of Pizza Hut and KFC restaurants in Poland
	AmRest Holdings N.V.
	100.00 %
	December
2000

	American Restaurants s.r.o. 
	Prague, Czech Republic
	Operation of Pizza Hut and KFC restaurants in the Czech Republic
	AmRest Holdings N.V.
	100.00 %
	December
2000

	International Fast Food Polska Sp. z o.o. 
	Wrocław, Poland
	Lease of useable space and furnishings for restaurants
	American Restaurants Sp. z o.o.
	100.00 %


	January
2001

	Pizza Hut s.r.o. 
	Prague, Czech Republic
	No operations conducted currently
	American Restaurants s.r.o.

American Restaurants Sp. z o.o.
	99.973%

0.027%
	December
2000

	Fried Chicken s.r.o. (former miklik’s food s.r.o.)
	Prague, Czech Republic
	No operations conducted currently
	Pizza Hut s.r.o.
	100.00%
	May

2005

	Grifex I Sp. z o.o.
	Wrocław, Poland
	Operation of a children’s entertainment centre in Warsaw and a KFC restaurant
	American Restaurants Sp. z o.o.
	48.00 %
	September
2003

	Galeria Arka Sp. z o.o.
	Warsaw, Poland
	Lessee of space where a restaurant is to be opened
	American Restaurants Sp. z o.o.
	100.00 %


	March

2005

	Amrest Ukraina t.o.w.
	Kiev, Ukraine
	Operation of Pizza Hut restaurants in Ukraine
	American Restaurants Sp. z o.o.
	100.00 %
	December 

2005


As at December 31st 2005, the Group included the following affiliates, consolidated with the equity method:

	Company
	Registered office
	Core business
	Parent undertaking
	% of share capital and total vote
	Acquisition date

	Worldwide Communication Services LLC 
	Nevada, USA
	Marketing services for  the Group
	American Restaurants Sp. z o.o.
	33.33 %


	October
2003

	Global Communication Services Sp. z o.o. in liquidation
	Warsaw, Poland
	No operations conducted currently
	Worldwide Communication Services LLC
	33.33 %
	May
2002

	Synergy Marketing Partners Sp. z o.o.
	Warsaw, Poland
	Marketing services for  the Group
	Worldwide Communication Services LLC.
	26.66%
	May
2002

	Red 8 Communications Group Sp. z o.o.
	Warsaw, Poland
	Marketing services for  the Group
	Worldwide Communication Services LLC
	17.33%
	May
2002

	Synergy Marketing Partners s.r.o.
	Prague,  Czech Republic
	Marketing services for  the Group
	Synergy Marketing Partners Sp. z o.o.
	24.00%
	Incorporated in February 2005

	SCM Sp. z o.o.
	Chotomów, Poland
	Delivery services for the Group
	American Restaurants Sp. z o.o.
	35.00%
	April 
 2005


Worldwide Communication Services LLC (WCS) and its subsidiaries, Global Communication Services Sp. z o.o., Synergy Marketing Partners Sp. z o.o. and Red 8 Communications Sp. z o.o., were consolidated by the Company in the period January– December 30th 2004, since the Company held a controlling interest in WCS over that period. On December 30th 2004, American Restaurants Sp. z o.o. sold 33.33% of shares in WCS to an unrelated undertaking, thus reducing its equity interest in WCS to 33.33%.
On March 16th 2005, the General Shareholders Meeting of Global Communication Services Sp. z o.o. adopted a resolution to dissolve the company following its liquidation. The liquidation process is scheduled for completion within a few months. 
On March 23rd 2005, American Restaurants Sp. z o.o. concluded an agreement on acquisition of 100% of shares in Galeria Arka Sp. z o.o. The purpose of the transaction was to acquire a location for operating a restaurant in commercial premises in Warsaw.

On May 31st 2005, the subsidiary company Pizza Hut Czech s.r.o. (Buyer) concluded an agreement with Mr Vaclav Miklik (Seller), the subject of which was the transfer of 100% of shares in miklik’s food s.r.o. miklik’s food had operated a fast food chain serving chicken meals under the brand name of Big Food.

On June 3rd 2005, American Restaurants Sp. z o.o. (subsidiary company) sold 100% of  shares in Surf&Sip Eastern Europe Sp. z o.o., which did not conduct operations.
On October 1st 2005, two subsidiary companies, Spolpep Sp. z o.o. and Delta Creator Sp. z o.o., were merged into American Restaurants Sp. z o.o. (also a subsidiary company).
Subsequent to the balance sheet date, on February 3rd 2006, the subsidiary company American Restaurants Sp. z o.o. acquired 10% of shares in SCM Sp. z o.o., and thus increased its interest in SCM Sp. z o.o. to 45%. 

The Group has offices in Wrocław, Poland, and operates restaurants in Poland and the Czech Republic.

4.2. Employment 

As at the end of 2005 and 2004, the employment in the Group was as follows:  
Table: Employment at AmRest Holdings N.V. 
	Year
	2005
	2004

	Restaurants 
	5,609
	4,764

	Administration
	112
	130

	Total
	5,721
	4,894


4.3. Changes in the Management System 

In the reporting period, the following changes were introduced in the Company’s and the Group’s management system: 

A significant change introduced into the management system of the Company was the creation of a new Chief Marketing Officer position. The CMO is responsible for brand management, supporting the activities of Brand Presidents in brand positioning as well as for cooperation with Synergy, AmRest’s strategic marketing partner. On September 12th 2005, Zoltan Lukac, who had formerly worked for Kraft Food, was appointed the CMO.

In 2005, a substantial change occurred in the management structure of the AmRest restaurant chain. As of September 2005, a new position of KFC’s Brand President for Poland and the Czech Republic was established. The former KFC’s Brand President for Poland, Drew O’Malley was promoted to the position. Concurrently, there were created three new positions of a District Manager, responsible for managing the operations of KFC restaurants located in the assigned districts and directly subordinated to the Brand President. In February 2006, James Glover became the head of the Rodeo Drive brand, simultaneously keeping the position of Pizza Hut’s Brand President. Organisation-wise, the entire AmRest’s casual dining sector was thus integrated.   

The policy aiming at simplifying the Group’s structure and reducing costs was consistently carried out in 2005. In October 2005, two subsidiary companies, Spolpep Sp. z o.o. and Delta Creator Sp. z o.o., were merged into American Restaurants Sp. z o.o. (also a subsidiary company). In June 2005, a subsidiary company American Restaurants Sp. z o.o. sold all of its shares in Surf&Sip Eastern Europe Sp. z o.o. (which did not conduct operations). 

5. Company’s Financial Standing and Assets 

5.1. Assessment of the Company’s Performance and the Balance Sheet Structure

Table: Financial highlights of AmRest Holdings N.V.

	PLN ‘000, unless stated otherwise
	2005
	2004
	2003
	2002

	Sales revenue
	499,810
	463,198
	430,783
	383,693

	EBITDA*
	62,204
	54,114
	48,028
	34,641

	EBITDA margin
	12.4%
	11.7%
	11.1%
	9.0%

	Operating profit/(loss)*
	24,728
	20,618
	8,611
	4,883

	Operating margin (EBIT margin)
	4.9%
	4.5%
	2.0%
	1.3%

	Pre-tax profit/(loss)*
	17,371
	14,038
	(7,490)
	(17,621)

	Pre-tax margin
	3%
	3%
	(2%)
	(5%)

	Net profit/(loss)*
	24,133
	12,270
	(11,347)
	(20,778)

	Net margin
	4.8%
	2.6%
	(3%)
	(5%)

	Equity
	123,579
	17,576
	7,957
	15,842

	Return on equity (ROE)
	34%
	96%
	(95%)
	(85%)

	Balance-sheet total
	286,148
	214,366
	220,357
	222,954

	Return on assets (ROA)
	10%
	6%
	(5%)
	(10%)


*  For 2004-2005, the profit is calculated without the one-off IPO-related expenses.

Definitions:

-
EBIDTA margin: EBITDA (earnings before interest, tax, depreciation and amortisation) to sales revenue;

-
Operating margin: operating profit to sales revenue;

-
Pre-tax margin: pre-tax profit to sales revenue;

-
Net margin: net profit to sales revenue;

-
Return on equity (ROE): net profit to average equity;

-
Return on assets (ROA): net profit to average assets.

Table: Liquidity in 2002–2005

	PLN ‘000, unless stated otherwise
	2005
	2004
	2003
	2002

	Current assets
	61,891
	31,042
	34,421
	31,896

	Inventories
	5,973
	5,819
	6,407
	7,722

	Current liabilities
	73,217
	169,866
	185,342
	171,972

	Quick ratio
	0.76
	0.15
	0.15
	0.14

	Current ratio
	0.85
	0.18
	0.19
	0.19

	Cash and cash equivalents
	31,575
	11,486
	8,558
	7,330

	Cash ratio
	0.43
	0.07
	0.05
	0.04

	Inventory cycle (days)
	4.31
	4.82
	5.99
	6.18

	Trade receivables
	13,463
	8,069
	12,651
	10,420

	Average collection period (days)
	7.86
	8.16
	9.77
	8.84

	Average operating cycle (days)
	12.17
	12.98
	15.76
	15.02

	Trade payables
	54,896
	50,766
	56,613
	65,242

	Average payment period (days)
	38.58
	42.31
	51.62
	61.49

	Cash conversion ratio (days)
	(26.41)
	(29.33)
	(35.86)
	(46.47)


Definitions:

-
Quick ratio: current assets less inventories to current liabilities;

-
Current ratio: current assets to current liabilities;

-
Cash ratio: cash and cash equivalents to current liabilities as at the end of the period;

-
Inventory cycle (days) – average inventories to sales revenue, times the number of days in the period;

-
Average collection period (days) – average trade receivables to sales revenue, times the number of days in the period;

-
Average operating cycle (days) – sum of the inventory cycle and the average collection period;

-
Average payment period (days) – average trade payables to sales revenue, times the number of days in the period;

-
Cash conversion ratio – difference between the operating cycle and trade payables.

Table: Debt in 2002–2005

	PLN ‘000, unless stated otherwise
	2005
	2004
	2003
	2002

	Current assets
	61,891
	31,042
	34,421
	31,896

	Non-current assets
	224,257
	183,324
	185,936
	191,058

	Trade receivables
	13,463
	8,069
	12,651
	10,420

	Liabilities
	162,569
	196,790
	212,400
	207,112

	Non-current liabilities
	89,352
	26,924
	27,058
	35,140

	Inventories to current assets (%)
	9,65%
	18.70%
	18.60%
	24.20%

	Trade receivables to current assets (%)
	21,75%
	26.00%
	36.80%
	32.70%

	Cash and cash equivalents to current assets (%)
	51,02%
	37.00%
	24.90%
	23.00%

	Equity to non-current assets
	0.55x
	0.10x
	0.04x
	0.08x

	Debt ratio
	0.57x
	0.92x
	0.96x
	0.93x

	Long-term debt ratio
	0.72x
	1.53x
	3.4x
	2.2x

	Liabilities to equity
	1.3x
	11.2x
	26.7x
	13.1x


Definitions:

-
Inventories, trade receivables, cash and cash equivalents to current assets: inventories, trade receivables, cash and cash equivalents, respectively, to current assets;

-
Equity to non-current asset ratio: equity to non-current assets;

-
Debt ratio: total liabilities and provisions for liabilities to assets;

-
Long-term debt ratio: non-current liabilities to equity;

-
Liabilities to equity: liabilities and provisions for liabilities as at the end of the period to equity.

In 2005, AmRest Holdings N.V. generated sales of PLN 499,810 thousand, up by 7.9% on the 2004 figure. The H1 2005 sales result was materially affected by the temporary closures and other factors limiting sales in Pizza Hut restaurants, due to the modernization process carried out in the period. In H2 2005, sales growth was more pronounced, amounting to 15%, year on year. The rapid increase was a result of the acquisition of Big Food and Spolpep restaurants as well as the Group’s launches of more new restaurants in the latter half of the year.

The 2005 sales were also undercut by an approximately 4.9% decrease in the CZK/PLN exchange rate compared with 2004.

AmRest has seen a steady improvement of its operating margin. The gross sales margin grew from 12.6% in 2004 to 13.1% at the end of 2005. As regards restaurant expenses, due to economies of scale, the cost of food and marketing expenses grew more slowly than sales (by 5.1% and 6.5%, respectively, compared with 2004). At the same time, the cost of payroll increased at a faster pace than sales (up by 11.0% on 2004), due to changes in salaries and wages on the labour market.

AmRest posted better financial performance. The cumulative EBITDA* for 2005 was PLN 62,204 thousand, representing a 14.9% increase on 2004. The EBITDA margin* expanded from 11.7% in 2004 to 12.4% in 2005. As at the end of 2005, EBIT* totalled PLN 24,728 thousand, compared with PLN 20,618 thousand posted in 2004 (up by  19.9%). A factor that contributed to this result, apart from the sales growth, was lower general and administrative expenses (PLN 40,315 thousand in 2004 and PLN 37,883 thousand in 2005). At the same time, the Company reported higher expenses related to revaluation of assets (PLN 3,167 thousand compared with PLN 2,411 thousand as at the end of 2004), and a loss on disposal of non-financial fixed assets as at the end of 2005 (PLN 2,711 thousand compared with a gain of PLN 319 thousand as at the end of 2004). 

AmRest continued in the trend of upward-bound margins, both at the level of operating profit and net profit. In 2005, operating profit* grew to PLN 24,728 thousand, and was 19.9% higher than the amount reported for 2004. The operating margin* rose from 4.5% to 4.9% compared with 2004. As at the end of 2005, cumulative net profit* increased – compared to the end of 2004 – by 96.7% (from PLN 12,270 thousand to PLN 24,133 thousand). As at the end of December 2005, the Company’s net margin* grew – compared with 2004 – from 2.6% to 4.8%. Net profit was affected by a change in deferred tax asset, whose net value (i.e. less deferred tax liability) grew in 2005 by PLN 6,324 thousand; the amount includes, foremost, result on recognition of unrealised retained deficit and timing differences. In 2005, the Company’s tax payments amounted to PLN 4,513 thousand.

From the perspective of its past performance, the AmRest Group secured a material improvement in financial liquidity, reflected in most liquidity ratios. As at the end of 2005, the quick and current ratios were 0.76 and 0.85, respectively. The higher cash and cash equivalents translated directly into a higher cash ratio, which grew to 0.43 from 0.07 as at the end of 2004.

The structure of interest-bearing external financing also changed significantly. Compared with 2004, the Group’s short-term bank loans shrunk sizeably. As at December 31st 2005, they totalled PLN 18,321 thousand, versus PLN 119,094 thousand as at the end of 2004. Current debt (repayable within a year) was, by and large, replaced with long-term loans. The objective of the debt restructuring carried out in 2005 was to significantly downsize the Group’s liquidity risk. For detailed information on bank loans see Note 19 to the financial statements. 

Despite the rising sales revenue and the growing number of newly-opened restaurants, the Group managed – by optimising the supply chain management – to maintain its inventories approximately on par with the 2004 year-end balance. As a result, there was a further improvement in the inventory cycle, which fell from more than 6 days in 2002 to 4.3 days in 2005. Thanks to the stable average collection period (7.9 days) and average payment period (38.6 days), the Group can finance much of its current operations with commercial credit. 

The achievement of better financial liquidity has resulted in a more timely settlement of trade payables than in pervious years and, as a one-off consequence, a shorter average payment period (upon elimination of overdue accounts). 

The AmRest Group’s liquidity has significantly improved. Given the nature of the restaurant business, the present liquidity ratios ensure the Group’s disruption-free operations. The available free cash flow permits the Group to settle existing liabilities and to finance, in a balanced manner, its capex plans.

The share issue proceeds were the key factor that fuelled equity growth, from PLN 17,576 thousand as at the end of 2004 to PLN 123,579 thousand as at the end of 2005. The debt to equity ratio shrunk from 11.2 in 2004 to ca. 1.3 in 2005. The debt ratio went down from 0.92 to 0.57 in the analogous period. Equity increase and debt restructuring contributed to the improvement of AmRest’s balance-sheet structure, which will help the Group sustain further dynamic growth.

5.2. Loans and Borrowings Contracted within the Group

Detailed information on the loans and borrowings is presented in Note 19 to the financial statements.

On April 28th 2005, AmRest Holdings N.V. (as the lender) concluded a CZK 141,944,000 loan agreement with American Restaurants s.r.o. (as the borrower). The loan was granted for five years and bears interest at PRIBOR + 180 basis points annually.
Moreover, on August 22nd 2005, AmRest Holdings N.V. (as the lender) concluded a CZK 25,362,300 loan agreement with American Restaurants s.r.o. (as the borrower). The loan was granted for five years and bears interest at PRIBOR + 180 basis points annually.

The table below presents all the loans granted in 2005 to related parties:

a. AmRest Holdings N.V.

	Borrower
	Loan currency
	PLN ‘000

	
	
	Value of loans granted as per agreement *
	Loan value as at Dec 31 2005**

	American Restaurants s.r.o.
	CZK
	22,235
	22,747

	* translated at the mid-exchange rate quoted by the NBP on Dec 31 2005
	
	
	

	** including  interest accrued until Dec 31 2005
	
	

	
	
	

	
	
	


b. American Restaurants Sp. z o.o.

	Borrower
	Loan currency
	PLN ‘000

	
	
	Value of loans granted as per agreement *
	Loan value as at Dec 31 2005 **

	American Restaurants s.r.o.
	CZK
	261
	266

	Galeria Arka Sp. z o.o.
	PLN
	1,798
	1,848

	Grifex I Sp. z o.o.
	PLN
	918
	918

	* translated at the mid-exchange rate quoted by the NBP on Dec 31 2005
	
	
	

	** including  interest accrued until Dec 31 2005
	
	


In April 2005, AmRest Holdings N.V. as the debtor, American Restaurants Sp. z o.o. and American Restaurants s.r.o. as the borrowers, and ABN AMRO Bank N.V. as the lender, entered into a credit facility agreement. Under the agreement, ABN AMRO Bank N.V. agreed to advance to the borrowers a credit facility of up to PLN 110,000,000. The facility will be disbursed as two loans: a term loan of up to PLN 100,000,000 (maturing in five years from the date of the credit facility agreement), and a revolving loan of up to PLN 30,000,000 (maturing in three years from the date of the credit facility agreement). The facility was disbursed in the Polish złoty and the Czech crown. The facility bears interest at a floating rate. The above credit facility agreement provides for joint and several liability of the parties thereto, i.e. AmRest Holdings N.V., American Restaurants Sp. z o.o. and American Restaurants s.r.o.. The facility has been used for repayment of the existing debt as well as development of the restaurant chain in Central and Eastern Europe.

American Restaurants Sp. z o.o. established deposit mortgages of up to the amount of PLN 143,000,000 and CZK 1,031,746,032 for the benefit of ABN Amro, to secure the Bank’s receivables. Additionally, registered pledges have been established on the assets of American Restaurants Sp. z o.o. and American Restaurants s.r.o. (on July 1st 2005, the District Court of Wrocław entered the pledges into the Pledge Register). Moreover, claims under insurance agreements of American Restaurants Sp. z o.o have been assigned to ABN Amro Bank.

Financial restructuring allowed the Company to significantly reduce its financing costs. Establishment of the above securities for the benefit of ABN Amro Bank allowed the Company to eliminate the costs related to loan guarantees issued in previous periods. In the past, those guarantees were issued by Yum!.
As at December 31st 2005, the following credit facilities were available to the AmRest Group:

a) ABN Amro Bank

-
PLN 8,342 thousand (PLN/CZK revolving loan)

b) ABN Amro Bank

- 
PLN 3,280 thousand (CZK overdraft facility)

c) ABN Amro Bank

- 
PLN 5,000 (PLN overdraft facility)

d) Bank BPH


-
PLN 74 thousand (PLN overdraft facility).
5.3. Key Domestic and Foreign Investments
The table below presents acquisitions of non-current assets in 2005 and comparable data for 2004.

Table: Acquisitions of non-current assets by AmRest Holdings N.V. (2004(2005)

	PLN ‘000
	Dec 31 2005
	Dec 31 2004

	Intangible assets, including:
	 
	 

	 
	Licences
	-
	-

	 
	Lease agreements on favourable terms
	8,389
	-

	 
	Goodwill
	4,819
	-

	 
	Other intangible assets
	5,122
	1,842

	Property, plant and equipment, including:
	 
	 

	 
	Land
	-
	1,004

	 
	Buildings
	26,557
	10,647

	 
	Equipment
	15,936
	14,211

	 
	Vehicles
	22
	62

	 
	Other, including: property, plant and equipment under construction
	(129)
	7,320

	Total
	60,716
	35,086


Capital expenditure incurred by AmRest is primarily connected with the adaptation of leased premises to be used as restaurants, and with reconstruction and replacement of assets in the existing restaurants. In 2005, capital expenditure was also affected by the acquisition of Big Food restaurants in the Czech Republic and restaurants owned by Spolpep Sp. z o.o. in Poland.

The Company’s capital expenditure depends primarily on the number and type of the newly-opened restaurants.

Table: Number of restaurants of AmRest Holdings N.V. (2003(2005)

	As at
	2005
	2004
	2003

	Number of restaurants
	
	
	

	Pizza Hut in Poland
	52
	55
	57

	Pizza Hut in the Czech Republic
	0
	1
	1

	KFC in Poland
	76
	71
	67

	KFC in the Czech Republic
	41
	30
	23

	Total
	169
	157
	148

	Total opened restaurants
	25
	13
	9

	Total closed restaurants
	13
	4
	0

	Net increase in the number of restaurants in the reporting period
	12
	9
	9


In 2005, in Poland, 2 multi-brand restaurants operating under the Pizza Hut and KFC chains were rebranded to sell KFC products only, and 2 KFC restaurants and 1 Pizza Hut restaurant were moved to new locations. Out of 9 KFC restaurants opened in Poland, 2 were taken over through acquisition of Spolpep Sp. z o.o. and 1 through acquisition of Delta Creator Sp. z o.o. In 2005, 4 Pizza Hut restaurants were opened in Poland, 2 of which were taken over through acquisition of Spolpep Sp. z o.o.

During the same period, in the Czech Republic, 1 restaurant selling Pizza Hut and KFC brands was rebranded into a restaurant selling KFC products only. Out of 12 newly- opened KFC restaurants in the Czech Republic, 8 restaurants have been taken over through acquisition of miklik’s food s.r.o, a company engaged in the restaurant business, having a range of products similar to those offered by KFC restaurants. Therefore, adapting its premises to KFC standards was quick, and required relatively low investment expenditure.

The Management Board intends to open each year a minimum of 20 restaurants in the years to come.

Subsequent to this report’s balance-sheet date, the Company opened 1 KFC restaurant and closed 1 Pizza Hut restaurant in Poland. Moreover, the 1 Freshpoint, AmRest’s new concept restaurant, was opened in mid-March. The new concept was created by AmRest, therefore sales in these restaurants are not subject to franchise fees.

Subsequent to the balance-sheet date, no changes occurred to the number of AmRest-operated restaurants in the Czech Republic.

In 2005, the investments were financed with net cash provided by operations, debt and proceeds from the issue of shares.

In 2005, AmRest’s capital expenditure totalled PLN 69,853 thousand, and comprised:

· Funds invested in the acquisitions of: Galeria Arka, Spolpep and miklik’s food – PLN 19,978 thousand (PLN 17,753 thousand, VAT exclusive ( including the acquired cash);

· Acquisition of the right to lease agreements on favourable terms, carried in the balance sheet at PLN 10,500 thousand (involves the acquisition of Spolpep);

· Acquisitions of property, plant and equipment of PLN 37,421 thousand, and of intangible assets of PLN 1,954 thousand.
5.4. Structure of Key Equity Investments 

As at December 31st 2005, the equity investments of AmRest amounted to PLN 574 thousand, including PLN 316 thousand worth of shares in Worldwide Communication Services LLC (WCS), and PLN 258 thousand worth of shares in SCM Sp. z o.o.

5.5. Major Events With a Significant Bearing on the Company’s Operations and Financial Results

a) On March 23rd 2005, American Restaurants Sp. z o.o. concluded an agreement on the acquisition of 100% of shares in Galeria Arka Sp. z o.o. The purpose of the transaction was to acquire a location for operating a restaurant in commercial premises in Warsaw.
b) In March 2005, the Company renewed its principal cold beverages supply contract with Pespi-Cola International on significantly improved terms compared with the previous contract, being a combination of a marketing contribution worth PLN 15m over the contract term, as well as price reductions and other cash benefits, totalling PLN 19m. AmRest also negotiated additional benefits in 2005 worth approximately PLN 2.25m.
c) On February 21st 2005, the Polish Securities and Exchange Commission admitted the Company shares to trading on the Warsaw Stock Exchange. On March 24th 2005 AmRest published the Issue Prospectus, and on April 22nd 2005 the shares of the Company were admitted to listing on the main board of the Warsaw Stock Exchange. The first quotation of the shares on the Warsaw Stock Exchange took place on April 27th 2005.

During the public offering, investors subscribed for shares totalling PLN 188,640 thousand. The total costs and expenses of the offering were ca. PLN 8,571 thousand, of which PLN 2,437 thousand was charged against the Company’s profit and loss account (PLN 500 thousand in 2004, and PLN 1,937 thousand in 2005). Net issue proceeds to the Company amounted to ca. PLN 77,866 thousand. The amount was used, inter alia, to repay the loan granted to American Restaurants Sp. z o.o. by CitiBank in the amount of PLN 38,200 thousand (through the share capital increase in American Restaurants Sp. z o.o. by PLN 55,000 thousand). Additionally, the amount of PLN 22,235 thousand was made available, in the form of a loan, to American Restaurants s.r.o., a subsidiary.

The IPO proceeds enabled the Company to restructure its debt:

· AmRest negotiated better terms for external financing, which will have a positive effect on its financing costs in the future reporting periods;

· The share of long-term financing increased, materially reducing the Company’s liquidity risk;

· The overall liquidity improved. The Company’s total liabilities shrank from PLN 196,790 thousand as at the end of 2004 to PLN 162,569 thousand as at the end of 2005. Thus AmRest acquired additional possibilities of raising financing for its development projects.

d) In April 2005, AmRest Holdings N.V. as the debtor, American Restaurants Sp. z o.o. and American Restaurants s.r.o. as the borrowers, and ABN AMRO Bank N.V. as the lender, entered into a credit facility agreement. Under the agreement, ABN AMRO Bank N.V. agreed to advance to the borrowers a credit facility of up to PLN 110,000,000. The credit facility was used to refinance the debt of AmRest Holdings N.V. As a result, the debt and the cost of debt of the Group’s companies were lowered. For detailed information on the agreement see Section 5.2.

e) On May 31st 2005, the subsidiary company Pizza Hut Czech s.r.o. (Buyer) concluded an agreement with Mr Vaclav Miklik (Seller), the subject of which was the transfer of 100% of shares in miklik’s food s.r.o. (limited liability company). The transaction was effected to acquire premises for operating a KFC restaurant. Eight out of nine restaurants that were acquired launched their operations under the KFC brand in June 2005. For detailed information on the agreement see Appendix 2.

f) On July 5th 2005, American Restaurants Sp. z o.o. acquired Spolpep Sp. z o.o., the owner of four largest Pizza Hut and KFC restaurants in Poland, located in Warsaw. In 2004, Spolpep Sp. z o.o. reported a turnover of PLN 26.7m and a net profit of PLN 1.7m. For detailed information on the agreement see Appendix 2.

g) In accordance with earlier arrangements, December 31st 2005 was the date of expiry of the Development Agreement concluded on September 25th 2003 with the franchisor, KFC International Holdings (KFCIH), and Pizza Hut International, LLC (PHILLC), subsidiaries of YUM!. Under the agreement, the Company had the right and obligation to develop new KFC and Pizza Hut outlets in Poland and the Czech Republic. Provided that the Company was in compliance with its obligations under the Development Agreement, the Company had a right of first refusal in relation to any new KFC or Pizza Hut restaurant in Poland and the Czech Republic proposed to be developed by the franchisor or in respect of which the franchisor proposed to grant franchise rights.

The parties agreed that in line with the current strategy of YUM!, which does not provide for similar agreements with franchisees on stable markets such as Poland and the Czech Republic, it is not necessary to sign a new agreement. At the same time, YUM! undertook to notify the Company of its entering into a similar agreement with another franchisee at least six months before its first KFC or Pizza Hut restaurant is opened in Poland or in the Czech Republic. During this period, the Company has the right to present its opinion on the issue. YUM! has stated that at present it has no plans to conclude agreements with other prospective franchisees in Poland or the Czech Republic or to open new restaurants by itself.

In December 2005, the Company signed a Development Agreement with PHILLC, a subsidiary undertaking of YUM!, concerning the development and construction of Pizza Hut restaurants in Ukraine. The term of the agreement is three years.

h) In December 2005, American Restaurants Sp. z o.o., a subsidiary, established Amrest Ukraina t.o.w. and acquired 100% of shares in the company. The registered office of Amrest Ukraina t.o.w. is in Kiev, Ukraine. The company was incorporated in order to supervise investment projects and operate restaurants in Ukraine.

i) Three cases brought against IFFP by DOMONT Stefan Pastryk Anna Pastryk spółka jawna are pending before the Regional Court of Warsaw, XVI Commercial Division. The claims concern the payment of amounts due under notes issued by IFFP to DOMONT Stefan Pastryk Anna Pastryk spółka jawna for a total amount of PLN 3,867,000.

DOMONT’s claims concern the payment for construction works that had been performed by DOMONT for IFFP before November 2000, i.e. before American Restaurants Sp. z o.o. acquired shares in IFFP. According to the Management Board of IFFP, the claims are groundless, as they are not justified by the balance of settlements between IFFP and DOMONT. According to the documents disclosed, DOMONT does not have the right to claim the payment of the disputed amount. The Court has not commenced examination of the facts of the case yet.

It should be noted that IFFP does not carry out operating activities and is not an entity material for the operations of the Company and its Group.

5.6. Other Factors and Extraordinary Events with a Material Bearing on the Group’s Performance

a) In June 2005, the Management Board of AmRest Holdings N.V., after a meeting with the Supervisory Board, made crucial decisions concerning the implementation of the dine-in strategy for the Pizza Hut brand. The strategy is aimed at repositioning and strengthening the Pizza Hut brand in Poland, and involves focusing on casual dining and gradual withdrawal from the low-profit home deliveries. One of the scheduled tasks was the refurbishment and modernisation of 15 restaurants. In addition, new restaurants are expected to open in the most attractive locations (e.g. shopping centres). In the second half of 2005, AmRest closed down or relocated a number of less profitable restaurants which were oriented mainly at home deliveries. This part of business will be carried out by the other existing and newly opened restaurants, so that Pizza Hut customers may continue to place orders by phone.
b) In 2005, the Company recognised a higher deferred tax asset relating to deferred tax and timing differences. AmRest expects that a significant portion of the deferred tax asset, which amounted to PLN 11,530 thousand as at December 31st 2005, will be used in 2006. AmRest also expects that the use of the asset may materially affect the financial result for 2006 and the subsequent years. The expected charge will have no impact on cash flows.

c) The financial results of AmRest’s Czech operations, translated into the złoty are affected by changes in the currency exchange rates used for currency translations. The overall depreciation of the Czech crown against the Polish złoty, which took place in 2004–2005, led to a reduction in the Czech operations’ contribution to the consolidated results.

d) As at the end of 2005, the CZK/PLN exchange rate was lower by 0.9% as compared with the end of 2004, while the 2005 average exchange rate fell by 4.9% on the 2004 average rate. If the Czech crown continues to weaken against the Polish złoty in the future, this will have an adverse effect on the Czech operations’ contribution to the Group’s consolidated results.
5.7. Assessment of the Feasibility of Investment Plans, Including Equity Investments

AmRest’s key objectives will include focusing on the development of the KFC and Pizza Hut restaurant chains on the existing and new markets and, where possible, launching new product and restaurant concepts which can be profitably developed.

The Management Board of AmRest believes that in order to implement the modernisation strategy at selected Pizza Hut and KFC restaurants and to keep AmRest’s operations profitable, the capital expenditure scheduled for 2006 should amount to not less than 1.5% of the restaurants’ sales revenue.

The existing AmRest restaurant chain will be developed by opening a total of approximately 15 new Pizza Hut and KFC restaurants each year in the next few years. The cost of opening a new Pizza Hut or KFC restaurant ranges from PLN 1.6m to PLN 2.8m, depending on the location and restaurant type.

The Rodeo Drive (RD) new dining concept will be launched first in Poland, then in the Czech Republic. The Company expects that three to five new restaurants will be opened in 2006 and in each of the next few years. The average cost of opening a new RD restaurant is to fall in the range between PLN 2.8m and PLN 3.2m.

In March 2006, AmRest launched a new concept for a quick service restaurant under the name of Freshpoint. The Company intends to open five to ten such restaurants in 2006 and to continue expansion of the chain thereafter. The average cost of opening a Freshpoint restaurant is estimated at approximately PLN 500 thousand.
As part of its expansion in the region, AmRest also plans to launch a chain of restaurants in Ukraine. It is expected that the Company will enter the Ukrainian market in mid 2006. The Company plans to open two Pizza Hut Restaurants in 2006; the average cost of opening a new restaurant is estimated at PLN 3m.
It should be added that the plan of opening new restaurants will be adjusted on an on-going basis to reflect prevailing market conditions and the possibilities of finding new attractive locations in specific countries.
The Management Board predicts that the growth (investments) will be financed with the Company’s own funds (cash earnings) and, potentially, debt funding which the Company may obtain in the future.

6. AmRest Holdings N.V.: Outlook for 2006

6.1. Internal and External Factors Material to the Development of the Company’s Business in 2006

In the opinion of the Company’s management, the following factors will have a material bearing on the Company’s development and performance in the future: 

a) External factors:

· competitiveness in terms of prices, service and food quality, as well as location;

· demographic changes, tendencies concerning the number and profile of the restaurants’ customers as well as the number and location of the competition’s restaurants;

· amendments to laws and regulations, directly affecting the functioning of the restaurants and their employees;

· changes in the occupancy costs (lease of property) and related costs;

· changes in prices of the ingredients used in preparing meals and changes in prices of packaging materials; 

· changes in the overall economic conditions in Poland and the Czech Republic as well as  consumers’ confidence, the level of disposable incomes and individual spending patterns. 

b) Internal factors:

· recruiting and training employees needed to develop the existing and new restaurant chains;

· acquiring attractive locations;

· success in launching new restaurant chains and new products;

· developing an integrated IT system.

6.2. Key Risk and Threats to the Company

a) Factors Outside of the Company’s Control

There are a number of factors outside of the Company’s control which affect AmRest’s development strategy, based on launching new restaurants. These factors include: the ability to identify and secure suitable restaurant locations which the Company is able to acquire, the ability to obtain the required authorisations in due time, and possible delays in launching new restaurants. 

b)  Dependence on the Franchisor 

AmRest manages KFC and Pizza Hut restaurants as a franchisee. Therefore, numerous factors and decisions made in connection with AmRest’s operations are determined by the limitations and specifications imposed by the franchisor and depend on its approval. 

The term of each Franchise Agreement (the first of which commenced in 2000) is ten years. AmRest has an option to extend the term by another ten years, provided that it complies with the terms and conditions of the agreement and other requirements, including the requirement to pay an extension fee. Notwithstanding the fulfilment of the abovementioned conditions, there can be no assurance that after the first two terms have expired a given Franchise Agreement is prolonged for another term.

c) Lack of Exclusivity Rights

The Franchise Agreements do not provide AmRest with any exclusivity rights in a given territory, protection or any other rights in the territory, region or market where the AmRest restaurants operate. 

According to previous arrangements,  the Development Agreement of September 25th 2003 concluded between the franchisor and YUM!’s subsidiaries, KFC International Holdings (“KFCIH”) and Pizza Hut International, LLC (“PHILLC”), expired on December 31st 2005. Under the Agreement, the Company was granted the right and was obliged to construct and develop  new KFC and Pizza Hut restaurants in Poland and the Czech Republic. Subject to compliance with the Agreement’s terms and conditions, the Company had the right of first refusal in relation to any new KFC or Pizza Hut restaurant in Poland and the Czech Republic proposed to be developed by the franchisor or in respect of which the franchisor proposed to grant franchise rights. 

In line with the current YUM!’s policy, which does not envisage concluding such agreements in relation to stable markets such as Poland and the Czech Republic, the parties agreed that it is not necessary to execute a new agreement. YUM! undertook to inform the Company of concluding an agreement with another franchisee no later than six months before launching the franchisee’s first KFC or Pizza Hut restaurant in Poland or the Czech Republic. During this period, the Company has the right to express its opinion on the matter. YUM! has stated that presently it has no intention to conclude agreements with other potential franchisees in Poland or the Czech Republic or to launch new restaurants itself. 

In December 2005 the Company signed a Development Agreement with PHILLC, YUM!’s subsidiary, on the construction and development of Pizza Hut restaurants in Ukraine. The Agreement was concluded for three years. 
d) Lease Agreements and Their Extension

Nearly all AmRest restaurants use leased premises. The majority of lease agreements are long-term agreements, concluded for at least a ten-year period beginning on the lease commencement date (assuming that all extension options are exercised on specified terms, and excluding those agreements which are renewed periodically unless terminated, and agreements concluded for an indefinite term). Under a number of lease agreements, AmRest holds the right to extend the term of the agreement, providing that the Company complies with the terms and conditions of the lease. Notwithstanding the fulfilment of such terms and conditions, there can be no assurance that AmRest will be able to extend the lease agreements on commercially reasonable terms. If there is no such possibility, the potential loss of key restaurant locations may have an adverse effect on AmRest’s performance and operations. 

Furthermore, under certain circumstances, AmRest may decide to close down a given restaurant, and the termination of the respective lease agreement on cost-effective terms may prove impossible. Such a situation may adversely affect the Company’s performance and operations. Closing down of any restaurant requires the franchisor’s approval, and there can be no assurance that such an approval will be obtained.

e) AmRest’s Status of a Foreign Entity

The Company is a joint-stock company incorporated under the Dutch laws, therefore its internal relations are also subject to these laws. Polish investors should be aware that rights of shareholders attached to the Company shares are subject to Dutch laws and that there are numerous differences between the provisions of Dutch companies law and the Polish Companies Act. Lack of knowledge of Dutch regulations may impede exercising of rights attached to shares by Polish investors. Additionally, given the location of the Company’s registered office, investors intending to lodge claims against AmRest may encounter difficulties relating to service of process and settling the dispute.

f) Health Concerns Relating to the Consumption of Food Products

Health concerns relating to chicken meat, which is the main ingredient of the KFC meals, may affect consumers’ preferences. Consumers’ preferences may also change as a result of dissemination by mass media of any adverse information about the quality of products, diseases caused by them and any other types of damage suffered because of dining at AmRest’s or other KFC and Pizza Hut franchisees’ restaurants, or publication by the government or market segment analysts of unfavourable reports on products offered in these restaurants, on health issues and the manner of functioning of any one or more restaurants operated either by AmRest or its competitors. The Company mitigates this risk by using at the AmRest restaurants ingredients of the highest quality, sourced from proven and reputed suppliers, by complying with strict quality control and hygiene standards, and by applying the most advanced equipment and processes ensuring absolute safety of the meals. 
g) Restrictions Imposed by Lenders 

On April 4th 2005, AmRest Holdings N.V., American Restaurants Sp. z o.o. and American Restaurants s.r.o. (the Obligors) entered into a credit facility agreement providing, inter alia, for a loan of up to PLN 110m to refinance part of the existing debt.

Under the credit facility agreement, each of the Obligors has covenanted to observe certain restrictions on their ability to borrow money, incur capital expenditure, grant security and dispose of assets, and has also covenanted to comply with certain financial ratio tests. It is possible that these covenants could materially impair AmRest's ability to run its business in the future and any failure to comply with the covenants could cause an acceleration of loans granted under the facility, which in turn could have a material adverse affect on the financial condition and results of operations of AmRest.

h) Risks Related to the Launch of New Brands

In line with its development plan, in 2006 AmRest intends to launch two new dining concepts, Rodeo Drive and Freshpoint (the first Freshpoint restaurant was opened in mid March this year). Because these dining concepts are completely new to the Company, there is a risk related to the level of demand and the reception of the products by consumers and a risk related to the “good-start factor” and brand awareness.

i) Risk Related to the Opening of a Pizza Hut Restaurant in Ukraine

This will be the first restaurant in a new geographical and political region. The investment entails the risks that the consumer preferences in Ukraine may be different and that the Company may lack adequate knowledge of the market. Other risks involved include the foreign exchange risk, the regulatory risk, and the geopolitical risk.

6.3. The Company’s Development Directions and Strategy

AmRest’s strategy assumes developing and operating large-scale branded dining concepts with the projected growth rate exceeding 20% (IRR). The Company’s objective is to become the leading restaurant operator in Central and Eastern Europe.

AmRest intends to expand its activities in the core restaurant market segments in Poland, the Czech Republic and Ukraine (in the case of KFC and Pizza Hut – subject to the approval of the franchisor) and continue its expansion in other countries. The Company expects that the markets of Central and Eastern Europe will remain its principal region of investments.

Over the next two years AmRest will mainly focus on the expansion of the KFC and Pizza Hut restaurant chains in the existing and new markets.

AmRest’s new restaurant chains, such as Rodeo Drive and Freshpoint, will be first developed in Poland and the Czech Republic, and – as the market position of the brands strengthens – also in other countries. 

The Company believes that the demand for restaurant services will continue to grow dynamically, which offers significant market opportunities, the most interesting of which include:

· continued development of the KFC concept as a chain of quick service restaurants in Poland and the Czech Republic; 

· operation of one or more new restaurant chains or brands in the Company’s existing geographical territories and/or acting as the franchisee of one or more brands which have already gained a foothold in other markets;
· continued development of the Pizza Hut concept as a chain of casual dining restaurants in Poland;

· acquisition and subsequent development of the businesses of KFC and Pizza Hut restaurant operators in other markets of Central and Eastern Europe (subject to the approval of the franchisor).

AmRest’s plans in relation to the KFC concept include the expansion of the number of KFC restaurants in Poland and the Czech Republic, in particular by opening restaurants in the best locations and increasing the number of drive-through outlets. AmRest also plans to improve the image of a number of its existing KFC restaurants, which would distinguish them from other restaurants operating in the same market segment. 

In relation to the Pizza Hut concept, AmRest intends to raise the quality of service by refurbishing and modernising the existing restaurants operating in appropriate locations and building new restaurants in selected locations. 

AmRest intends to continue to improve profitability at the restaurant level and increase the Company’s operational efficiency. 
AmRest is committed to continuing efforts aimed at providing its customers with quick, friendly and efficient service and ensure consistent quality of the meals served. 
In 2006, AmRest intends to focus on raising its customers’ awareness of the excellent value for money offered by the AmRest restaurants.
7. Statement of the Management Board 

7.1. True and Fair View Presented in the Financial Statements
To the best knowledge of the Management Board of AmRest Holdings N.V., the annual financial statements and the comparable data presented in the annual financial statements of the AmRest Group were prepared in accordance with the applicable accounting standards and give a true and fair view of the assets, financial standing and financial results of the AmRest Group. This annual Directors’ Report gives a true view of the developments, achievements and the situation of the AmRest Group, including the description of key risks and threats. 

7.2. Appointment of the Entity Qualified to Audit Financial Statements
KPMG Audyt Sp. z o.o., the entity qualified to audit financial statements which has audited the annual financial statements of the AmRest Group, was appointed in accordance with the applicable laws. The entity and the auditors performing the audit met the conditions necessary to issue an impartial and independent audit opinion in accordance with the applicable laws. 
The agreement on the audit of the 2005 consolidated financial statements was executed on February 22nd 2006 between the Company and KPMG Audyt Sp. z o.o., registered office at ul. Chłodna 51, Warsaw, Poland, which is an entity qualified to audit financial statements, entered in the list of entities qualified to audit financial statements under Reg. No. 458. The agreement provides for the audit of the Company’s financial statements for the period January 1st – December 31st 2005. The KPMG’s fees for the audit of the Company’s 2005 financial statements totalled EUR 182,000, while the total fees received in respect of other services rendered in 2005 were EUR 44,975. In 2004 the respective fees amounted to EUR 195,000 and EUR 38,361, respectively.

Wroclaw, 31st of March 2006

Henry McGovern
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