OPEN JOINT STOCK
COMPANY
MUGANBANK

Independent Auditors’ Report
and Financial Statements

For the Year Ended 31 December 2006



OPEN JOINT STOCK COMPANY MUGANBANK

TABLE OF CONTENTS

STATEMENT OF MANAGEMENT'S RESPONSIBILITIES FOR THEREPARATION
AND APPROVAL OF THE FINANCIAL STATEMENTS

INDEPENDENT AUDITORS’ REPORT

FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2006:

Income statement

Balance sheet

Statement of changes in equity
Statement of cash flows

Notes to the financial statements

Page

2-3



STATEMENT OF MANAGEMENT’'S RESPONSIBILITIES FOR THE PREPARATION
AND APPROVAL OF THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2006

The following statement, which should be read injgnction with the independent auditors’ respottitids
stated in the independent auditors’ report seboyiages 2 to 3, is made with a view to distingaggthe
respective responsibilities of management and thbde independent auditors in relation to thafficial
statements of Open Joint Stock Company Muganbduek‘Bank”).

Management is responsible for the preparation efittancial statements that present fairly therfaial
position of the Bank as at 31 December 2006, thelt®of its operations, cash flows and changes in
equity for the year then ended, in accordance Inigrnational Financial Reporting Standards (“IFRS”

In preparing the financial statements, managensergsiponsible for:

Selecting suitable accounting principles and amglyhem consistently;
Making judgements and estimates that are reasoaabl@rudent;

Stating whether IFRS have been followed, subjeeint material departures disclosed and explained
in the financial statements; and

Preparing the financial statements on a going aoroasis, unless it is inappropriate to presume tha
the Bank will continue in business for the foresteduture.

Management is also responsible for:

Designing, implementing and maintaining an effexi@wmd sound system of internal controls,
throughout the Bank;

Maintaining proper accounting records that disglesth reasonable accuracy at any time, the firsnci
position of the Bank, and which enable them to emthat the financial statements of the Bank
comply with IFRS;

Maintaining statutory accounting records in commia with legislation and accounting standards of
the Republic of Azerbaijan;

Taking such steps as are reasonably availableeto th safeguard the assets of the Bank; and
Detecting and preventing fraud and other irregtiési

The financial statements for the year ended 31 ibee 2006 were authorized for issue on 24 May 2007
by the Management Board.

On behalf of the Management Board

Chairman Head of Finance Department
Shaig Alakbarov Galina Sidneva
24 May 2007 24 May 2007
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INDEPENDENT AUDITORS’ REPORT
To the Shareholders and Management Board of the @Quat Stock Company Muganbank:
Report on the Financial Statements

We have audited the accompanying financial staténaOpen Joint Stock Company
Muganbank, which comprise the balance sheet ak Be8ember 2006, and the income
statement, statements of changes in equity andficagh for the year then ended, and a
summary of significant accounting policies and o#aglanatory notes.

Management’'s Responsibility for the Financial Statments

Management is responsible for the preparation aingfesentation of these financial
statements in accordance with International FiredriReporting Standards. This responsibility
includes: designing, implementing and maintainimtgrinal control relevant to the preparation
and fair presentation of financial statements #natfree from material misstatement, whether
due to fraud or error; selecting and applying appete accounting policies; and making
accounting estimates that are reasonable in therostances.

Auditor's Responsibility

Our responsibility is to express an opinion on é@sancial statements based on our audit.
We conducted our audit in accordance with Inteameati Standards on Auditing. Those
standards require that we comply with ethical rezqaents and plan and perform the audit to
obtain reasonable assurance whether the finartaiginsents are free from material
misstatement.

An audit involves performing procedures to obtaidiaevidence about the amounts and
disclosures in the financial statements. The promsiselected depend on the auditor’s
judgment, including the assessment of the riskaaterial misstatement of the financial
statements, whether due to fraud or error. In ngaltiose risk assessments, the auditor
considers internal control relevant to the entify‘sparation and fair presentation of

the financial statements in order to design audit@dures that are appropriate in the
circumstances, but not for the purpose of exprgsainopinion on the effectiveness of
the entity’s internal control.

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



Deloitte

An audit also includes evaluating the appropriagsrod accounting policies used and the
reasonableness of accounting estimates made bygsraeat, as well as evaluating the overall
presentation of the financial statements.

We believe that the audit evidence we have obtamedfficient and appropriate to provide
a basis for our audit opinion.

Opinion
In our opinion, the financial statements preseintyfan all material respects the financial
position of Open Joint Stock Company Muganbank 8 ®ecember 2006, and its financial

performance and its cash flows for the year theleérin accordance with International
Financial Reporting Standards.

p@&”’é& gchuh .

24 May 2007



OPEN JOINT STOCK COMPANY MUGANBANK

INCOME STATEMENT
FOR THE YEAR ENDED 31 DECEMBER 2006

(in New Azerbaijan Manats and in thousands, except for earnings per share which is in Manats)

Notes 200¢ 2005

Interest incom 4,24 3,622 1,93t
Interest expen: 4,24 (1,521 (616
NET INTEREST INCOMEBEFORE PROVISION FOR

IMPAIRMENT LOSSES ON INTEREST BEARING ASSETS 2,101 1,319
Provision for impairment losses on interest beasissget 5,24 (620 (327
NET INTEREST INCOM! 1,481 992
Net loss on foreign exchange operat 6 (58) a97,
Fee and commission inco 7 1,50¢ 901
Fee and commission expe 7 (144 (101
Net (loss)gain onsecurities availab-for-sale 3 2
Liquidation fe¢ 8 60 -
Other incom 1 -
NET NON-INTEREST INCOME 1,36¢ 60%
OPERATING INCOME 2,84t 1,597
(Provision)/recovery of provision for impairmens&es on other

transactions 5 2) 59
OPERATING EXPENSE 9,24 (1,766 (1,020
OPERATING PROFIT BEFORE INCOME TA 1,077 63€
Income tax expen 10 (248 (158
NET PROFI1 82¢ 47¢
EARNINGS PER SHAR] 11
Basic (AZN) 26.16¢ 17.70¢
On behalf of the Management Board
Chairman Head of Finance Department
Shaig Alakbarov Galina Sidneva
24 May 2007 24 May 2007

The notes on pages 9 to 43 form an integral pattesfe financial statements. The Independent AudiR@port is

on pages 2 and 3.



OPEN JOINT STOCK BANK MUGANBANK

BALANCE SHEET
AS AT 31 DECEMBER 2006
(in New Azerbaijan Manats and in thousands)

ASSETS
Cash and balances with the National Bank of Azgah
Due from bank
Loans to custome
Securities availab-for-sale
Property, equipmerand intangible asse
Othel asset

TOTAL ASSETS

LIABILITIES AND EQUITY

LIABILITIES:
Due tobanks and other institutio
Customer accour
Current income tax liabilitie
Deferred inome tax liabilitie
Allowance for losses on other transacti
Other liabilities

Total liabilities
EQUITY:
Share capiti
Revaluation resen
Retained earnin

Total equit

TOTAL LIABILITIES AN D EQUITY

On behalf of the Management Board

Chairman
Shaig Alakbarov

24 May 2007

Notes 2006 200¢
12 4,53¢ 1,55¢
13 5,331 4,152
14, 24 24,12¢ 13,87¢
15 64€ -
16 5,10z 1,81(
17 24¢ 35
39,99; 21,42¢
18 12,69¢ 5,04z
19, 24 16,57¢ 9,991
10 97 65
10 266 33
5 9 7
2G, 24 257 87
29901 15,23!
21 7,80( 5,40(
70z -
1,59¢ 798
10,09¢€ 6,19¢
39,99° 21,42¢

Head of Finance Department

Galina Sidneva

24 May 2007

The notes on pages 9 to 43 form an integral pattesfe financial statements. The Independent Audit@port is

on pages 2 and 3.



OPEN JOINT STOCK COMPANY MUGANBANK

STATEMENT OF CHANGES IN EQUITY
FOR THE YEAR ENDED 31 DECEMBER 2006
(in New Azerbaijan Manats and in thousands)

Share capital Revaluation Retained Total equity
reserve earnings

31 December 20C 4,38¢ - 317 4,708
Share apital increas 1,012 - - 1,012
Net profit - - 47¢ 47¢
31 December 20C 5,40( - 79% 6,19t
Share capital increa 2,40( - - 2,40(
Fixed assets revaluation, net of tax

effect - 702 - 702
Dividends pai - - (30) (30)
Net profit - - 82¢ 82¢
31 December 20C 7,80( 70z 1,59/ 1009¢€

On behalf of the Management Board

Chairman
Shaig Alakbarov

24 May 2007

Head of Finance Department

Galina Sidneva

24 May 2007

The notes on pages 9 to 43 form an integral pattasfe financial statements. The Independent AudiRaport is

on pages 2 and 3.



OPEN JOINT STOCK COMPANY MUGANBANK

STATEMENT OF CASH FLOWS
FOR THE YEAR ENDED 31 DECEMBER 2006
(in New Azerbaijan Manats and in thousands)

CASH FLOWS FROM OPERATING ACTIVITIES:
Profit before income tax
Adjustments fol
Provision for imjairment losses on interest bearing a:
Provision/(recovery of provision) for impairmenskes on
other transactions
Depreciation and amortizati
Net change in accru:
Net unrealized loss arising from changes in foreign
currency exchange ra
Gain/(loss) on disposal of investments
Net change in recovery value of derivative finahcia
instrument

Cash flow from operating activities before chanigesperating

assets and liabilities

Changes in operating assets and liabi
(Increase)/decrease in operating as
Minimum reserve deposit with the National Bank of
Azerbaijar
Due fron bank:
Loans to custome
Other asse
Increase/(decrease) in operating liabilit
Due tc banks and other institutic
Customer accour
Other liabilities

Cash inflov from operating activities befc income taxe
Income tax pai
Net cash inflov from operating activitie
CASH FLOWS FROM INVESTING ACTIV ITIES:
Purchase of fixed and intangible as

Net proceeds from <e of investments availat-for-sale

Net cash(outflow)/inflow from investing activitie

Notes 20C6 200¢
1,077 63¢€
62C 327
2 (59)
23€ 162
(318 4
117 333
3 (2)
(38) (16)
1,699 1,386
(984) (91)
(2,948 66¢€
(10,661) (3,083
(216 (35)
7,771 (3,319
6,86¢ 6,27¢
17% 7C
1,49¢ 1,87(
(181 (109
1,317 1,761
(2,627 (132
(648 35¢
(3,275 227




OPEN JOINT STOCK COMPANY MUGANBANK

STATEMENT OF CASH FLOWS
FOR THE YEAR ENDED 31 DECEMBER 2006 (Continued)
(in New Azerbaijan Manats and in thousands)

Notes 20(6 200¢
CASH FLOWS FROM FINANCING ACTIV ITIES:
Issue of ordinary share cap 2,40( 1,012
Dividends pai (30) -
Net cash inflov from financing activitie 2,37( 1,012
Effect of foreign exchange rate changes on casicasi (30) (26)
NET INCREASE IN CASH AND CASH EQUIVALENTS 382 2,974
CASH AND CASH EQUIVALENTS AT BEGINNING OF THE
YEAR 12 3,493 519
CASH AND CASH EQUIVALENTS AT END OF THE YEAI 12 3,87t 3,49:

Interest paid and received by the Bank in casindutie year ended 31 December 2006 amounted to AZN
1,417 and AZN 3,200 thousand, respectively. Intgrai&l and received by the Bank in cash during the
year ended 31 December 2005 amounted to AZN 541AZhd1,863 thousand, respectively.

On behalf of the Management Board

Chairman Head of Finance Department
Shaig Alakbarov Galina Sidneva
24 May 2007 24 May 2007

The notes on pages 9 to 43 form an integral pattasfe financial statements. The Independent AudiRaport is
on pages 2 and 3.



OPEN JOINT STOCK COMPANY MUGANBANK

NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2005
(in New Azerbaijan Manats and in thousands)

1. ORGANISATION

Open Joint Stock Company Muganbank (“the Bank”) imasrporated in Azerbaijan in 1992 as a
closed joint stock company and in 2005 it becamepan joint stock company. The Bank is
regulated by the National Bank of the Republic akaijan (the “NBA”") and conducts its business
under the general license for banking activitied fomeign currency operations number 29 issued on
25 November 1992 and renewed by the letter num®ai02508 on 10 November 2000. The Bank
had 15 and 14 branches in Azerbaijan as at 31 Dese2®06 and 2005, respectively. The Bank’s
primary business consists of making payments antesntransfers, commercial activities, trading
with foreign currencies and originating loans aegasits.

The address of its registered office is 4, 28 Mag&, Baku, Azerbaijan.

As at 31 December 2006 and 2005 the following iitlisls and legal entities owned the share
capital of the Bank:

Owner 31 December 31 December
2006 2005
% %

Mehdiyev Elmi 72.21 81.0¢
Mehdiyev Maqbe 7.90 7.71
Veliyeva Vefe 7.82 7.5¢
Mehdiyeva Farid 5.07 3.61

Total 100.0( 100.0(

These financial statements were authorized foeigguthe Management Board on 24 May 2007.

2. BASIS OF PRESENTATION
Accounting basis

These financial statements of the Bank have begpaped in accordance with International
Financial Reporting Standards (“IFRS”) issued by lifiternational Accounting Standards Board
(“IASB”) and Interpretations issued by the Inteioatl Financial Reporting Interpretations
Committee (“IFRIC").

These financial statements are presented in thdesarNew Azerbaijan Manats (“AZN"), unless
otherwise indicated. These financial statementg lw@en prepared on accrual basis and under the
historical cost conversion, except for the measerdrat fair value of certain financial instruments
and revaluation of certain properties accordintpternational Accounting Standard (“IAS”) No. 16
“Property, Plant and Equipment”.

The Bank maintains its accounting records in acmaed with Azerbaijan law. These financial
statements have been prepared from the Azerbagtutary accounting records and have been
adjusted to conform with IFRS.



OPEN JOINT STOCK COMPANY MUGANBANK

NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2006 (Continued)
(in New Azerbaijan Manats and in thousands)

Key assumptions

The preparation of financial statements in confoymiith IFRS requires management to make
estimates and assumptions that affect the repartedint of assets and liabilities and disclosure of
contingent assets and liabilities at the date efitrancial statements and reported amounts ohrese
and expenses during the reporting period. Actuallte could differ from those estimates. Estimates
that are particularly susceptible to change rdtatbe provisions for impairment losses and the fai
value of financial instruments.

Key assumptions concerning the future and otherskeyces of estimation uncertainty at the balance
sheet date, that have a significant risk of cauaingaterial adjustment to the carrying amounts of
assets and liabilities within the next financiatipd include:

31 December 31 December

2006 2005
Loans to customers 24,128 13,875
Securities available-for-sale 646 -

Loans to customers and securities available-far-as# measured at amortized cost/cost less
allowance for impairment losses. The estimatioallmivance for impairment losses involves an
exercise of judgment. It is impracticable to assessxtent of the possible effects of key
assumptions or other sources of uncertainty orethatances at the balance sheet date.

Functional currency

The functional currency of these financial statetménthe New Azerbaijan Manat (“AZN").

3.  SIGNIFICANT ACCOUNTING POLICIES
Recognition and measurement of financial instrumerst

The Bank recognizes financial assets and lialslitie its balance sheet when it becomes a party to
the contractual obligation of the instrument. Ragway purchases and sales of the financial assets
and liabilities are recognized using settlemen¢ @acounting. Regular way purchases of financial
instruments that will be subsequently measurediatélue between the trade date and the
settlement date are accounted for in the same way acquired instruments.

Financial assets and liabilities are initially rgoized at fair value plus, in the case of a finahci
asset or financial liability not at fair value tiugh profit or loss, transaction costs that arectliye
attributable to the acquisition or issue of thefinial asset or financial liability. The accounting
policies for subsequent re-measurement of thesesitee disclosed in the respective accounting
policies set out below.

10



OPEN JOINT STOCK COMPANY MUGANBANK

NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2006 (Continued)
(in New Azerbaijan Manats and in thousands)

Cash and cash equivalents

Cash and cash equivalents include cash on hanekstunted balances on correspondent and time
deposit accounts with the National Bank of the Rdipwof Azerbaijan with original maturity within
90 days, advances to banks in countries includédei©rganization for Economic Co-operation and
Development (“OECD"), except for margin depositsdperations with plastic cards, which may be
converted to cash within a short period of timer. parposes of determining cash flows, the
minimum reserve deposit required by the NationailBaf the Republic of Azerbaijan is not
included as a cash equivalent due to restrictionisscavailability (Note 12).

Due from banks

In the normal course of business, the Bank maistaitvances or deposits for various periods of
time with other banks. Due from banks with a fixedturity term are subsequently measured at
amortized cost using the effective interest metfdubse that do not have fixed maturities are
accounted for under the effective interest methesskd on expected maturity. Amounts due from
credit institutions are carried net of any allowaffar impairment losses.

Loans to customers

Loans to customers are non-derivative assets witll for determinable payments that are not quoted
in an active mark other than those classified eptategories of financial assets.

Loans granted by the Bank with fixed maturitiesiargally recognized at fair value plus related
transaction costs. Where the fair value of consitlen given does not equal the fair value of the
loan, for example where the loan is issued at Idh&n market rates, the difference between the fair
value of consideration given and the fair valu¢hefloan is recognized as a loss on initial
recognition of the loan and included in the incategement according to nature of these losses.
Subsequently, loans are carried at amortized @isguhe effective interest method. Loans to
customers are carried net of any allowance for impent losses.

Loans to customers originated by the Bank in AZ&llarked to the foreign currency with one-way
currency clause. Due to this clause, the Bank hagpton to revalue the asset at foreign exchange
rate favourable for the Bank, comparing to theifpreexchange rate valid as of the balance sheet
date. Embedded financial instruments are initiedlgorded and subsequently measured at fair value
which approximates the fair value of the consideragiven, with their subsequent re-measurement
to fair value. Due to the special circumstancethefmarket in Azerbaijan, the fair value of this
option can not be calculated since the forwardsriie AZN are not available. Result of translation
of these loans at the favourable rate are repantadsets (aggregate of positive market values).
Positive valuation results are recognized in ttodipand loss for the year in which they arise unde
net gain on foreign exchange operations.

Write off of loans and advances

Loans and advances are written off against thevalh@e for impairment losses in the case of the
uncollectibility of loans and advances, includihg tepossession of collateral. Loans and advances
are written off after management has exercisepaasibilities available to collect the amounts due
to the Bank and after the Bank has sold all avhlabllateral. In accordance with the statutory
legislation, loans may only be written off with thpproval of the Supervisory Board and, in certain
cases, with the respective decision of the Court.

11



OPEN JOINT STOCK COMPANY MUGANBANK

NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2006 (Continued)
(in New Azerbaijan Manats and in thousands)

Allowance for impairment losses

The Bank establishes an allowance for impairmesgdse of financial assets when there is objective
evidence that a financial asset or group of finalnessets is impaired. The allowance for impairment
losses is measured as the difference between théngpamount and the present value of expected
future cash flows, including amounts recoveraldenfiguarantees and collateral, discounted at the
financial asset’s original effective interest rdt®,financial assets which are carried at amodtize
cost. If in a subsequent period the amount of iifeairment loss decreases and the decrease can be
related objectively to an event occurring afterithpairment was recognized, the previously
recognized impairment loss is reversed by adjustimgllowance account. For financial assets
carried at cost the allowance for impairment logseseasured as the difference between the
carrying amount of the financial asset and thegiregalue of estimated future cash flows
discounted at the current market rate of returrafeimilar financial asset. Such impairment losses
are not reversed.

The determination of the allowance for impairmesiskes is based on an analysis of the risk assets
and reflects the amount which, in the judgment ahagement, is adequate to provide for losses
incurred. Allowances are made as a result of aivithaal appraisal of risk assets for financial asse
that are individually significant, and an individwa collective assessment for financial assets tha
are not individually significant.

The change in the allowance for impairment losseharged to the income statement and the total
of the allowance for impairment losses is deduaiegtriving at assets as shown in the balance sheet
Factors that the Bank considers in determining hdret has objective evidence that an impairment
loss has been incurred include information aboeidisbtors’ or issuers’ liquidity, solvency and
business and financial risk exposures, levels dfteends in delinquencies for similar financial
assets, national and local economic trends andittmmgl and the fair value of collateral and
guarantees. These and other factors may, eithidndlly or taken together, provide sufficient
objective evidence that an impairment loss has be=nred in a financial asset or group of finahcia
assets.

It should be understood that estimates of lossasva an exercise of judgment. While it is possible
that in particular periods the Bank may sustaisdgswhich are substantial relative to the allowanc
for impairment losses, it is the judgment of mamaget that the allowance for impairment losses is
adequate to absorb losses incurred on the risksasse

Investments available-for-sale

Investments available-for-sale represent debt invests that are intended to be held for an
indefinite period of time. Such securities areiarially recorded at fair value. Subsequently the
securities are measured at fair value, with suagheasurement recognized directly in equity until
sold when gain/loss previously recorded in equetycles through the income statement, except for
impairment losses, foreign exchange gains or lossdsnterest income accrued using the effective
interest method, which are recognized directhyhimihncome statement.

12



OPEN JOINT STOCK COMPANY MUGANBANK

NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2006 (Continued)
(in New Azerbaijan Manats and in thousands)

The Bank uses quoted market prices to determinfaihealue for the Bank’s investments available-
for-sale. If such quotes do not exist, managemsatappropriate valuation techniques. Valuation
techniques include using recent arm’s length markesactions between knowledgeable, willing
parties, reference to the current fair value oftfaoinstrument that is substantially the same,
discounted cash flow analysis. If there is a vatuatechnique commonly used by market
participants to price the instrument and that tepmhas been demonstrated to provide reliable
estimates of prices obtained in actual market &etiens, the Bank uses that technique. Dividends
received are included in dividend income in theoime statement.

Non-marketable debt securities are stated at aredrttost and cost, respectively, less impairment
losses, if any, unless fair value can be reliabdasured.

When there is objective evidence that such seearftave been impaired, the cumulative loss
previously recognized in equity is removed fromiggand recognized in the income statement for
the period. Reversals of such impairment lossadetm instruments, which are objectively related to
events occurring after the impairment, are recaghin the income statement for the period.
Reversals of such impairment losses on equityungnts are not recognized in the income
statement.

Property, equipment and intangible assets

Property, equipment and intangible assets areechati historical cost less accumulated depreciation
and amortization and any recognized impairment IDspreciation on assets under construction and
those not placed in service commences from thetHatassets are ready for their intended use.

Depreciation of property, equipment and amortizatibintangible assets is charged on their
historical cost and is designed to write off assetx their useful lives. It is calculated on agght
line basis at the following annual rates:

31 December

2006
Buildings 5%
Furniture and fixtures 20%
Computer equipment 25%
Vehicles 20%
Other fixed assets 20%
Intangible assets 10%

Leasehold improvements are amortized over thefithe related leased asset. Expenses related to
repairs and renewals are charged when incurredhahdled in operating expenses unless they
qualify for capitalization.

13



OPEN JOINT STOCK COMPANY MUGANBANK

NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2006 (Continued)
(in New Azerbaijan Manats and in thousands)

The carrying amounts of fixed and intangible asastseviewed at each balance sheet date to assess
whether they are recorded in excess of their reate amounts, and where the carrying values
exceed the estimated recoverable amounts, thesassetritten down to their recoverable amounts.
An impairment is recognized in the respective pkead is included in operating expenses. After the
recognition of an impairment loss the depreciatibarge for fixed assets is adjusted in future

periods to allocate the assets’ revised carryiigevdess its residual value (if any), on a systiana
basis over its remaining useful life.

Buildings held by the Bank are stated in the badasiweet at their revalued amounts, being the fair
value at the date of revaluation, determined froanket-based evidence by appraisal undertaken
by professional valuers, less any subsequent adateduwepreciation and subsequent accumulated
impairment losses.

Any revaluation increase arising on the revaluagbhuildings is credited to the fixed assets
revaluation reserve, except to the extent tha\iérses a revaluation decrease for the same asset
previously recognised as an expense, in which ttesmcrease is credited to the profit and loss
account to the extent of the decrease previouslyged. A decrease in carrying amount arising on
the revaluation of buildings is charged as an egpda the extent that it exceeds the balanceyif an
held in the properties revaluation reserve relatting previous revaluation of that asset.

Depreciation on revalued buildings is charged tmme statement. On the subsequent sale or
retirement of a revalued property, the attributablealuation surplus remaining in the properties
revaluation reserve is transferred directly toiretd earnings.

Taxation
Income tax expense represents the sum of the ¢@nendeferred tax expense.

The current tax expense is based on taxable foofihe year. Taxable profit differs from net ptofi
as reported in the income statement because il@aslitems of income or expense that are taxable
or deductible in other years and it further exchidems that are never taxable or deductible. The
Bank’s current tax expense is calculated usingdses that have been enacted or substantively
enacted by the balance sheet date.

Deferred tax is the tax expected to be payableawerable on differences between the carrying
amounts of assets and liabilities in the finanstatements and the corresponding tax bases used in
the computation of taxable profit, and is accouritedising the balance sheet liability method.
Deferred tax liabilities are generally recognizeddll taxable temporary differences and deferred
tax assets are recognized to the extent thaprbisable that taxable profits will be available iaga
which deductible temporary differences can bezagdi Such assets and liabilities are not recognized
if the temporary difference arises from the initetognition of other assets and liabilities in a
transaction that affects neither the tax profit th@ accounting profit.

The carrying amount of deferred tax assets is wedleat each balance sheet date and reduced to the
extent that it is no longer probable that suffitiexxable profits will be available to allow all part
of the asset to be recovered.

Deferred tax is calculated at the tax rates thaeapected to apply in the period when the liabist
settled or the asset is realised. Deferred takasged or credited in the income statement, except
when it relates to items charged or credited diydotequity, in which case the deferred tax i®als
dealt with in equity.

Azerbaijan also has various other taxes, whictaasessed on the Bank’s activities. These taxes are
included as a component of operating expenseimtome statement.

14



OPEN JOINT STOCK COMPANY MUGANBANK

NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2006 (Continued)
(in New Azerbaijan Manats and in thousands)

Deposits from banks and customers

Deposits from banks and customers are initiallypgaized at fair value. Subsequently amounts due
are stated at amortized cost and any differencedset net proceeds and the redemption value is
recognized in the income statement over the peariade borrowings using the effective interest
method.

Provisions

Provisions are recognized when the Bank has aprésgal or constructive obligation as a result of
past events, and it is probable that an outflonesburces embodying economic benefits will be
required to settle the obligation and a reliableveste of the obligation can be made.

Financial guarantee contracts issued and letters afredit

Financial guarantee contracts and letters of cigslied by the Bank are credit insurance that gesvi
for specified payments to be made to reimbursédhder for a loss it incurs because a specifiedaleb
fails to make payment when due under the originatadified terms of a debt instrument. Such finahci
guarantee contracts and letters of credit isswehiially recognized at fair value. Subsequetitlyy are
measured at the higher of (a) the amount recogrizedprovision and (b) the amount initially
recognized less, where appropriate, cumulative ration of initial premium revenue received over
the financial guarantee contracts or letter ofitissued.

Share capital

Share capital is recognized at cost. External aiststly attributable to the issue of new shares,
other than on a business combination, are dedficigdequity net of any related income taxes.

Dividends on ordinary shares are recognized intg@s a reduction in the period in which they are
declared. Dividends that are declared after thertzal sheet date are treated as a subsequent event
under International Accounting Standard 10 “Evedftsr the Balance Sheet Date” (IAS 10) and
disclosed accordingly.

Retirement and other benefit obligations

In accordance with the requirements of the Azeabdiggislation, the Bank withholds amounts of
pension contributions from employee salaries arys plaem to the state pension fund. In addition
such pension system provides for the calculatiocuafent payments by the employer as a
percentage of current total disbursements to saith expense is charged in the period the related
salaries are earned. Upon retirement all retirerbenéfit payments are made by the state pension
fund. The Bank does not have any pension arrangsmseparate from the state pension system of
Azerbaijan, which requires current contributionsamyployer calculated as a percentage of current
gross salary payments. In addition, the Bank hgsast-retirement benefits or other significant
compensated benefits requiring accrual.
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OPEN JOINT STOCK COMPANY MUGANBANK

NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2006 (Continued)
(in New Azerbaijan Manats and in thousands)

Recognition of income and expense

Interest income and expense are recognized oncanahdasis using the effective interest rate
method. The effective interest method is a metHazhlzulating the amortized cost of a financial
asset or a financial liability (or group of finaatassets or financial liabilities) and of allocatithe
interest income or interest expense over the ratgyeriod. The effective interest rate is the thtd
exactly discounts estimated future cash paymentsoaipts through the expected life of the
financial instrument or, when appropriate, a shiggéiod to the net carrying amount of the finahcia
asset or financial liability.

Once a financial asset or a group of similar fingrassets has been written down (partly writtenrgo
as a result of an impairment loss, interest inc@mkereafter recognized using the rate of interest
used to discount the future cash flows for the psepof measuring the impairment loss.

Interest income also includes income earned orsimvents in securities. Other income is credited to
the income statement when the related transaciiesompleted.

Loan origination fees are deferred, together viithrelated direct costs, and recognized as antadjos

to the effective interest rate of the loan. Where probable that a loan commitment will lead to a

specific lending arrangement, the loan commitmeasfare deferred, together with the related direct
costs, and recognized as an adjustment to theliefféaterest rate of the resulting loan. Wheiis it
unlikely that a loan commitment will lead to a sifiedending arrangement, the loan commitment
fees are recognized in the income statement oearetinaining period of the loan commitment.

Where a loan commitment expires without resultmg@ ioan, the loan commitment fee is recognized
in the income statement on expiry. Loan servicegsfare recognized as revenue as the services are
provided. Loan syndication fees are recognizetiénimcome statement when the syndication has
been completed. All other commissions are recognideen services are provided.

Foreign currency translation

Monetaryassets and liabilities denominated in foreign cuwies are translated into New Azerbaijan
Manats at the appropriate spot rates of excharlggyrat the balance sheet date. Foreign currency
transactions are accounted for at the exchange padeailing at the date of the transaction. Psofit
and losses arising from these translations arediecl in net gaion foreign exchange operations.

Rates of exchange

The exchange rates at year-end used by the Bahk jpreparation of the financial statements are as

follows:
31 December 31 December
2006 2005
AZN/1 US Dollar 0.8714 0.9186
AZN/1 Euro 1.1471 1.0918
AZN/1 GBP 1.7113 1.5858
AZN/1 RUR 0.0331 0.0319
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NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2006 (Continued)
(in New Azerbaijan Manats and in thousands)

Implementation of New Azerbaijan Manat

The Azerbaijan Manat was denominated on 1 Janu@0@ and, starting from that date, AZN 5
thousand is equal to 1 New Azerbaijan Manat (“AZN"he corresponding figures for the year
ended 31 December 2005 were appropriately restated.

Offset of financial assets and liabilities

Financial assets and liabilities are offset andrgl net on the balance sheet when the Bank has a
legally enforceable right to set off the recogniaeabunts and the Bank intends either to settle on a
net basis or to realize the asset and settledbdily simultaneously. In accounting for a transééa
financial asset that does not qualify for derectignj the Bank does not offset the transferredtasse
and the associated liability.

Adoption of new standards

In the current year, the Bank has adopted all ®@fiw and revised Standards and Interpretations
issued by the International Accounting Standardar8dthe 1ASB) and the International Financial
Reporting Interpretations Committee (the IFRIC}h# IASB that are relevant to its operations and
effective for annual reporting periods beginninglodanuary 2006. The adoption of these new and
revised Standards and Interpretations has notteesinl changes to the Bank’s accounting policies
that have affected the amounts reported for theentior prior years. The following standards were
adopted in 2006:

The IASB’s amendment to IAS 39, ‘Cash Flow Hedge@&mting of Forecast Intragroup
Transactions’, published in April 2005, amended Zg5to permit the foreign currency risk of a
highly probable forecast intragroup transactionualify as a hedged item in consolidated financial
statements. The amendment, effective for annu@gebeginning on or after 1 January 2006, had
no material effect on the financial statementdhefBank.

The IASB’s amendment to IAS 39, ‘Financial Guaran@ontracts’, published in August 2005,
amended IAS 39 and IFRS 4. The amendment defifieargcial guarantee contract and requires
such contracts to be recorded initially at fairmeabnd subsequently at higher of the provision
determined in accordance with IAS 37 ‘Provisionsntingent Liabilities and Contingent Assets’
and the amount initially recognised less amortisatlThe amendment, effective for annual periods
beginning on or after 1 January 2006, had no natefiect on the Bank.

At the date of authorization of these consoliddieancial statements, the following Standards and
Interpretations applicable to the Bank were isdugtdhot yet effective:

The IASB issued IFRS 7 ‘Financial Instruments: sares’ in August 2005. The standard replaces
IAS 30 ‘Disclosures in the Financial Statement8ahks and Similar Financial Institutions’ and the
disclosure provisions in IAS 32. IFRS 7 requirescltisure of the significance of financial
instruments for an entity’s financial position gmetformance and of qualitative and quantitative
information about exposure to risks arising fromaficial instruments. The standard is effective for
annual periods beginning on or after 1 January 2007

In August 2005, the IASB issued an amendment, ‘@apisclosures’, to IAS 1 ‘Presentation of

Financial Statements’. It requires disclosures &bhawentity’s capital and the way it is managed.
This amendment is also effective for annual perlmesinning on or after 1 January 2007.
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NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2006 (Continued)
(in New Azerbaijan Manats and in thousands)

The IFRIC issued interpretation IFRIC 9 ‘ReassesdroEEmbedded Derivatives’ in March 2006.
Entities are required to assess financial instrustam the existence of embedded derivatives; this
interpretation prohibits subsequent reassessméggaithere is a change of terms that significantly
changes the terms of the financial instrument. iftexpretation is effective for accounting periods
starting on or after 1 June 2006.

The IASB issued IFRS 8 ‘Operating Segments’ in Dawer 2006. This will replace IAS 14
‘Segment Reporting’ for accounting periods begigram or after 1 January 2009. IFRS 8 requires
entities to report segment information as repottesianagement and reconcile it to the financial
statements.

Management of the Bank is currently assessingmipact of the adoption of these new and revised
Standards and Interpretations in future periods.

4. NET INTEREST INCOME

Year ended Year ended
31 December 31 December
2006 2005
Interest income
Interest on loans to custom 3,28( 1,83¢
Interest on due from ban 13¢€ 17
Interest on debt securit 12¢ 19
Interest on guarante 75 54
Interest on REPO traaction: - 9
Total interest incon 3,627 1,93¢
Interest expense
Interest on customer accou 1,18¢ 36¢€
Interest on due to banks and other institut 337 24¢
Total interest expen 1,521 61€
Net interest income before provision for impairmiastses on
interest bearing assets 2,101 1,319

18



OPEN JOINT STOCK COMPANY MUGANBANK

NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2006 (Continued)
(in New Azerbaijan Manats and in thousands)

5. ALLOWANCE FOR IMPAIRMENT LOSSES

The movements in allowance for impairment lossemtarest earning assets were as follows:

Loans to Due from Total

customers banks
31 Cecember 200 601 52 658
Provision/(ecovery 37¢ (52) 327
Write-off of asset (579 - (579
31 December 20C 401 - 401
Provision 62C - 62C
Write-off of assets (465 - (465
31 December 20C 55€ - 55€

Allowances for impairment losses on securities lab#e-for-sale were as follows:

Securities
available-
for-sale
31 December 20C 7
Recoven (6)
Write-offs of asse! (1)

31 December 20C -

Provision/(ecovery -
Write-offs of asse! -

31 December 206 -

The movements in allowances for impairment losseguarantees and other commitments were as

follows:

Guarantees

and other

commitments
31 December 20C 60
Recover (53)
31 December 20C 7
Provisior 2
31 Deember 20(6 9
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NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2006 (Continued)
(in New Azerbaijan Manats and in thousands)

6. NET LOSS ON FOREIGN EXCHANGE OPERATIONS

Year ended Year ended
31 December 31 December
2006 2005
Dealing, ne 21 12C
Translation differences, r (79) (317
Total net loss on foreign exchange opera (58) (197
7. FEE AND COMMISSION INCOME AND EXPENSE
Year ended Year ended
31 December 31 December
2006 2005
Fee and commission income
Cash operatiot 63¢ 37¢
Settlement 52C 24¢€
Foreign exchange and securities operat 154 164
Documentary operons 4C 6
Plastic cards operatia 29 9
Other operatior 127 97
Total fee and commission inco 1,50¢ 901
Fee and commission expens
Plastic cards operatiol 62 27
Correspondent bank servi 44 28
Cash operatiot 23 37
Foregn exchange and securities operal 9 3
Documentary operatio 3 6
Other operatior 3 -
Total fee and commission exper 144 101
8. LIQUIDATION FEE

For the year ended 31 December 2006 liquidatiomdpeesents proceeds amounting to AZN 60
thousand received from the former associate oB#&k liquidated in 2006.
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NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2006 (Continued)
(in New Azerbaijan Manats and in thousands)

9. OPERATING EXPENSES

Year ended Year ended
31 December 31 December
2006 2005
Staff cost 852 351
Depreciation and amortizati 23€ 163
Advertising cost 14¢ 71
Comrrunication: 104 86
Ren 87 60
Professional servic 86 80
Security 66 42
Stationer 47 37
Taxes, other than income 39 31
Fixed assets maintenai 31 8
Occupancy cos 17 12
Business trip expens 12 6
Insuranc 8 24
Membership fe 3 2
Othel 29 47
Total operating expens 1,76¢ 1,02(

10. INCOME TAXES

The Bank provides for taxes based on the stattitoraccounts maintained and prepared in
accordance with the Azerbaijan statutory tax reipria that differ from International Financial
Reporting Standards. The Bank is subject to cepgaimanent tax differences due to non-tax
deductibility of certain expenses.

Deferred taxes reflect the net tax effects of terapodifferences between the carrying amounts of
assets and liabilities for financial reporting mses and the amounts used for tax purposes. Tempora
differences as at 31 December 2006 and 2005 malasdly to different methods of income and
expense recognition as well as to recorded valfiesrtain assets.
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FOR THE YEAR ENDED 31 DECEMBER 2006 (Continued)
(in New Azerbaijan Manats and in thousands)

Temporary differences as at 31 December 2006 a@8 @0mprise:

31 December

31 December

2006 2005
Deferred assets
Other asse 5 33
Other liabilities 32 -
Total deferred ass¢ 37 33
Deferred liabilities:
Due from bank - (39)
Embedded derivativ: (54) (16)
Allowance for oftbalance sheet iter (103 (39)
Fixed asse (1,088) (90)
Total deferred liabilitie (1,245) (184
Net deferred liabilitie (1,208) (151
Deferred income tax liability at staory rate 229 (26€) (33)

Relationships between tax expenses and accountirfig fior the year ended 31 December 2006 and

2005 are explained as follows:

Profit before income t:

Statutory tax ra

Theoretical tax at the statutory tax r
Tax effect of permanent differen:
Effect of changes in income tax r

Income tax expen

Current income tax exper
Deferred income tax exper

Income tax expen

Year ended Year ended
31 December 31 December
2006 2005

1,077 63€
22% 24%
237 15z

11 9
- (4)
24¢ 15¢€
214 12¢
34 29
24¢ 15€

Deferred income tax liabilities

At beginning of the period
Increase in the deferred income tax recognizeddome statement
Increase in the deferred income tax recognized,uity

31 December

31 December

At end of the period

2006 2005
33 4
34 29
199 -
266 33
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NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2006 (Continued)
(in New Azerbaijan Manats and in thousands)

Income tax liabilities consist of the following:

Current income tax liabilit
Deferred incom tax liability

Income tax liabilitie

11. EARNINGS PER SHARE

Profit:
Net profit for the year

Weighted average number of ordinary shares
for basic earnings per share

Earnings per share— basic AZN

31 December

31 December

2006 2005
97 65
26€ 33
363 98
Year ended Year ended
31 December 31 December
2006 2005
829 478
31,685 27,000
26.164 17.704

12. CASH AND BALANCES WITH THE NATIONAL BANK OF AZERBAI JAN

Cash on har
Balances with the National Bank of Azerba

Total cash and balances with the National Bank afrBaijar

31 December

31 December

2006 2005
1,03¢ 751
3,50( 80¢<
4,53¢ 1,55¢

The balances with the NBA as at 31 December 20862805 include AZN 1,217 and AZN 266
thousand, respectively, which represent the minimeserve deposits required by the NBA. The
Bank is required to maintain the reserve balantkeaNBA at all times.

Cash and cash equivalents for the purposes otdtengent of cash flows comprise:

Cash and balances with the fonal Bank of Azerbaija
Loans and advances to banks in OECD coul

Less minimum reserve deposit with the National Baihkzerbaijal

Total cash and cash equivale
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2006 2005
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OPEN JOINT STOCK COMPANY MUGANBANK

NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2006 (Continued)
(in New Azerbaijan Manats and in thousands)

13.

14.

DUE FROM BANKS
31 December 31 December
2006 2005
Correspondent accounts with other banks 5,334 4,149
Loans to banks 3 3
Total loans and advances to banks, net 5,337 4,152

Movements in allowances for impairment losses dartzs due from banks for the years ended
31 December 2006 and 2005 are disclosed in Note 5.

As at 31 December 2006 and 2005 the Bank had adgdo@ banks totaling AZN 3,929 and AZN
3,445 thousand, respectively, which individuallgesded 10% of the Bank’s equity which
represents significant concentration of 74% and 8&%pectively.

As at 31 December 2006 and 2005 maximum creditexglosure of due from banks amounted to
AZN 5,337 and AZN 4,152 thousand, respectively.

LOANS TO CUSTOMERS
31 December 31 December
2006 2005
Originated loans 24,684 14,276
Less allowance for impairment losses (556) (401)
Total loans to customers, net 24,128 13,875

As at 31 December 2006 and 2005 accrued interesina included in loans to customers amounted
to AZN 696 and AZN 275 thousand, respectively.

Movements in allowances for impairment lossesltierytears ended 31 December 2006 and 2005 are
disclosed in Note 5.
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31 December

31 December

2006 2005

Loans collateralized by real est 15,08¢ 9,057
Loans collateralized by vehic 5,07¢ 2,02
Loans collateralized by depo: 1,20: 492
Loans collateralized by guarant 1,04t 93C
Loans collateralized by inventor 722 427
Loans collateralized by securit 417 31z
Loans collateralized bythers 86 31
Unsecured loatr 49C 59¢

Total loans to customers, 24,12¢ 13,87¢

31 December

31 December

2006 2005

Analysis by industry
Individuals 9,448 7,615
Trading 6,816 3,772
Construction 2,945 378
Manufacturing 2,526 934
Agriculture 2,053 1,127
Other 340 49

Total loans to customers, net 24,128 13,875

As at 31 December 2006 and 2005 the Bank had kma2snd 1 customers totaling AZN 3,466 and
AZN 1,315 thousand, respectively, which individyadkceeded 10% of the Bank’s equity.

As at 31 December 2006 and 2005 maximum creditexglosure of loans to customers amounted to
AZN 24,684 and AZN 14,276 thousand, respectively.

15. SECURITIES AVAILABLE-FOR-SALE

Interestto 31 December Interestto 31 December
nominal 2006 nominal 2005
% %
Debt securities
National Bank of the Republic of
Azerbaijan 12.99% 646 - -
Total debt securities available-for-sale 646 -

As at 31 December 2006 accrued interest incomadied in debt securities amounted to AZN 1
thousand.
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16. PROPERTY, EQUIPMENT AND INTANGIBLE ASSETS

Buildings  Furniture Computer Vehicles Other Intangible  Construc- Total
and equipment fixed assets tionin
fixtures assets progress

At cost

31 December
200¢ 1,608 257 120 11 7 100 - 2,103

Additions 2,03( 227 70 26¢€ 8 11 15 2,627
Revaluation 671 - - - - - - 671

31 December
2006 4,309 484 190 277 15 111 15 5,401

Accumulated

depreciation
31 December

2005 151 72 46 11 1 12 - 293
Charge for the

year 87 72 36 28 2 11 - 236

Eliminated on
revaluation (230) - - - - - - (230)

31 December
2006 8 144 82 39 3 23 - 299

Net book value
31 December
2006 4,301 340 108 238 12 88 15 5,102

Net book value
31 December
2005 1,457 185 74 - 6 88 - 1,810

The Bank’s head quarter premises and branchesrexaied based on the independent appraisal of
“DTZ Debenham Tie Leung” dated 20 December 200& Hvaluation was performed using the
comparative sales method. Had the buildings besredaunder the cost method the net book value
of property, equipment and intangible assets 8% &ecember 2006 would be AZN 4,201 thousand.
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17.

18.

OTHER ASSETS
31 December 31 December
2006 2005

Prepaymen 29 8
Plastic cards settleme 21 -
Receivables from Western Uni 88 22
Receivables from Migo 8C 5
Receivables from Lider Mone 27

Total other asse 24k 35
DUE TO BANKS AND OTHER INSTITUTIONS

31 December

31 December

2006 2005
Amount due to the National Fund for Support of Emte@eurs 7,987 2,192
Demand deposits 1,776 1,850
Time deposits and loans 2,933 1,000
Total due to banks and other institutions 12,696 5,042

As at 31 December 2006 accrued interest expenskesiad in due to banks amounted to AZN 2
thousand (as at 31 December 2005 — nil).

The Bank receives loans from the National FundSigpport of Entrepreneurs (“NFSE”) as a means
of support of small and medium-sized entreprenigubszerbaijan. Under the agreement with the
Fund as at 31 December 2006 and 2005 the Banknebitéoans for AZN 7,987 and AZN 2,192
thousand, respectively with maturity periods froto 5 years and bearing annual interest rates
ranging from 0.5% to 4%. Subsequently, these fuvele used by the Bank to issue loans with the
same maturity periods to the individual entrepreséu Azerbaijan at annual interest rates from 5%
to 7%.

Beside loans from NFSE mentioned above, as at 8&meer 2006 and 2005 the Bank had loans

and advances from 2 banks of AZN 3,943 and AZN & fBéusand in total, each of which
individually exceeded 10% of the Bank’s equity.
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19. CUSTOMER ACCOUNTS

Time deposit
Repayable on dema

Total customer accour

As at 31 December 2006 and 2005 accrued interpsnses included in customers accounts amounted

31 December

31 December

2006 2005
10,84 8,66(
5,732 1,335
16,57¢ 9,99;

to AZN 261 and AZN 159 thousand, respectively.

As at 31 December 2005 the Bank had deposit frasktareholder Mehdiyev Elmir of AZN 1,577

thousand in total, which individually exceeded 16Pthe Bank’s equity.

Analysis of customer accounts by industry:

Individuals

Trade

Insuranc

Constructior

Manufacturing

Transport and communicatio
Agriculture

Othel

Total customer accour

20. OTHER LIABILITIES

Payables unde¢financeleast
Accrued expens:

Taxes other than income tax paya

Settlements payat
Other creditor

Total other liabilitie

31 December

31 December

200¢ 200¢
12,03 8,57¢
2,171 794
1,43¢ 25¢
58¢ 22
192 11€
94 14
37 184
25 39
16,57¢ 9,99

31 December

31 December

2006 2005
15¢ -
35 37
14 8
9 29
41 13
257 87
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21.

22.

The future minimum lease payments under financeeteaf fixed assets are as follows:

Minimum lease payments Present value of minimum ése

payments
31 December 31 December 31 December 31 December
2006 2005 2006 2005

Not later than 1 ye 87 - 64 -
Later than 1 year and not later

than 5 years 106 - 94 -
Less: future finance charg (35) - N/A N/A
Present value of lease obligati 15¢ - 15¢ -
Less: Amount due for settlement

within 1 yea (64) -
Amount due for settlement after 1

yeal not later than 5 yee 94 -

SHARE CAPITAL

As at 31 December 2006 and 2005 the Bank’s autidnd paid share capital comprised of
ordinary shares amounting to AZN 7,800 and AZN B,¢tbusand.

On 24 May 2005 the Bank’s shares were listed oBdilas Stock Exchange and the Bank became an

open joint stock company. As at 31 December 20@62805 the authorized, registered and paid up
share capital consisted of 39,000 and 27,000 angstzares, respectively, with par value of AZN
200 each. All shares are ranked equally and careyote.

In 2006 and 2005 the shareholders of the Bank &se its share capital by AZN 2,400 and AZN
1,012 thousand, respectively.

In 2006 the Bank declared dividends of AZN 30 tlamasfor 2005 financial year on ordinary shares.

FINANCIAL COMMITMENTS AND CONTINGENCIES

In the normal course of business the Bank is g/partinancial instruments with off-balance sheet
risk in order to meet the needs of its customelgse€ instruments, involving varying degrees of
credit risk, are not reflected in the balance sheet

The Bank’s maximum exposure to credit loss undatiegent liabilities and commitments to extend
credit, in the event of non-performance by the ofizety where all counterclaims, collateral or sigu
prove valueless, is represented by the contraatoalints of those instruments.

The Bank’s uses the same credit control and managiegpolicies in undertaking off-balance sheet
commitments as it does for on-balance operations.

29



OPEN JOINT STOCK COMPANY MUGANBANK

NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2006 (Continued)
(in New Azerbaijan Manats and in thousands)

The risk-weighted amount is obtained by applyingddrconversion factors and counterparty risk
weightings according to the principles employedh®Basle Committee on Banking Supervision.

As at 31 December 2006 and 2005, the nominal dractramounts and risk-weighted amounts were:

31 December 2006 31 December 2005
Nominal Risk Nominal Risk
Amount Weighted Amount Weighted
Amount Amount
Contingent liabilities and credit
commitments
Guarantees issued and similar
commitments 5,150 5,150 1,970 1,970
Commitments on credits and unused
credit lines 469 - 568 -
Total contingent liabilities and
credit commitments 5,619 5,150 2,538 1,970

Capital commitments The Bank had no material commitments for capitgleexiitures outstanding
as at 31 December 2006.

Operating leases The Bank has no rental commitments under non-cableebperating lease
agreements as at 31 December 2006 and 2005.

Legal proceedings +rom time to time and in the normal course of bess, claims against

the Bank are received from customers and countigpaManagement is of the opinion that no
material unaccrued losses will be incurred and ratiegly no provision has been made in these
financial statements.

Taxes -Azerbaijan commercial legislation and tax legiglatin particular may give rise to varying
interpretations and amendments. In addition, asagement’s interpretation of tax legislation may
differ from that of the tax authorities, transangamay be challenged by the tax authorities, arad as
result the Bank may be assessed additional taregJties and interest. The Bank believes thatst ha
already made all tax payments, and therefore wavatice has been made in the financial statements.
Tax years remain open to review by the tax autiesrior three years.

Pensions and retirement plansEmployees receive pension benefits in accordaritetie laws

and regulations of the Rebuplic of Azerbaijan. A8 aDecember 2006 and 2005, the Bank was not
liable for any supplementary pensions, post-retagniealth care, insurance benefits, or retirement
indemnities to its current or former employees.

Operating environment Fhe Bank’s principal business activities are witAzerbaijan. Laws and
regulations affecting the business environmentzerBaijan are subject to rapid changes and the
Bank’s assets and operations could be at risk@uegative changes in the political and business
environment.
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23. SUBSEQUENT EVENTS

24.

In January 2007 the Bank concluded a brokerageaxinkith Parex Bank for issuing bonds of the
Bank totaling USD 5 million. The bonds will be fled in Latvia in 2007 with fixed interest payable
every six months over 3 years.

TRANSACTIONS WITH RELATED PARTIES

Related parties, as defined by IAS 24, are thosateo parties that represent:

(@)

(b)
()
(d)

(e)

Enterprises that directly, or indirectly thréwgne or more intermediaries, control, or are
controlled by, or are under common control with Baxnk (this includes holding companies,
subsidiaries and fellow subsidiaries);

Associates — enterprises in which the Banksigsficant influence and which is neither a
subsidiary nor a joint venture of the investor;

Individuals owning directly or indirectly, anterest in the voting power of the Bank that gives
them significant influence over the Bank;

Key management personnel, that is, those psiisaving authority and responsibility for
planning, directing and controlling the activitigisthe Bank, including directors and officers of
the Bank (also non-executive directors and closabees of the families of such individuals);

Enterprises in which a substantial intereshevoting power is owned, directly or indirectly,
by any person described in (c) or (d) or over whigbh a person is able to exercise significant
influence. This includes enterprises owned by dinscor major shareholders of the Bank and
enterprises that have a member of key managementimon with the Bank.
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In considering each possible related party relatign attention is directed to the substance of the
relationship, and not merely the legal form. Tha@lBhad the following transactions outstanding
with related parties:

31 December 2006 31 December 2005
Related party Total category Related party Total category
transactions as per transactions as per financial
financial statements
statements caption
caption
Loans to customers, gr¢ 154 24,684 51 14,276
- shareholders and entitiesin
which a substantial interest
is owned by the
shareholders of the Bank 71 32
- key management personnel 83 19
Allowance for loans to 3 556 1 401
- shareholders and entitiesin
which a substantial interest
is owned by the
shareholders of the Bank 1 1
- key management personnel 2 -
Customer accour 241 16,576 1,70¢ 9,997
- shareholders and entitiesin
which a substantial interest
is owned by the
shareholders of the Bank 55 1,598
- key management personnel 186 108
Other liabilities 17 257 - 87
- shareholders and entitiesin
which a substantial interest
is owned by the
shareholders of the Bank - -
- key management personnel 17 -
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Included in the profit and loss account for theryaaded 31 December 2006 and 2005 are the
following amounts which arose due to transactioitb velated parties:

Year ended Year ended
31 December 2006 31 December 2005
Related party  Total category  Related party = Total category
transactions  as per financial transactions  as per financial
statements statements
caption caption

Interest incom 17 3,62: 2 1,93¢
-shareholders and entitiesin
which a substantial interest is
owned by the shareholders of
the Bank 12

- key management personnel 5

Interest expen: 27 1,521 48 61¢€
- shareholders and entitiesin
which a substantial interest is
owned by the shareholders of
the Bank 11 42

- key management personnel 16 6

Allowance / (recovery of
allowance) for impairment losses 2 620 1 327

- shareholders and entitiesin
which a substantial interest is
owned by shareholders of the
Bank - 1

- key management personnel 2 -

Operating expenst
- shareholders and entitiesin
which a substantial interest is
owned by the shareholders of
the Bank 5 1,766 30 1,020

Year ended Year ended
31 December 2006 31 December 2005
Related party Total category  Related party Total category
transactions as per financial transactions as per financial

statements statements
caption caption
Key management personnel
compensation:
short-term employee benefits 349 853 71 351
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25. FAIR VALUE OF FINANCIAL INSTRUMENTS

26.

Estimated fair value disclosures of financial instents is made in accordance with the requirements
of IAS 32 “Financial Instruments: Disclosure anaé$antation” and IAS 39 “Financial Instruments:
Recognition and Measurement”. Fair value is defiaethe amount at which the instrument could be
exchanged in a current transaction between knowkdalg willing parties in an arm’s length
transaction, other than in forced or liquidatiotes&s no readily available published price

guotations in an active market exists for a large pf the Bank’s financial instruments, judgment i
necessary in arriving at fair value using a valratechnique, based on current economic conditions
and specific risks attributable to the instrument.

The fair value of financial assets and liabilitemsnpared with the corresponding carrying amount in
the balance sheet of the Bank is presented below:

31 December 206 31 December 205
Carrying Fair value Carrying Fair value
value value

Cash and balances with the

National Bank of the Republic of

Azerbaijan 4,539 4,539 1,554 1,554
Due from banks 5,337 5,337 4,152 4,152
Due to banks 12,696 12,696 5,042 5,042
Customer accounts 16,576 16,576 9,997 9,997

The fair value of loans to customers can not besomea reliably as it is not practicable to obtain
market information or apply any other valuationhgiqques on such instruments.

The fair value of available-for-sale securities oahbe measured reliably since these securitees ar
not publicly traded and the range of reasonablevidiie estimates is significant.

REGULATORY MATTERS

Quantitative measures established by regulati@msure capital adequacy require the Bank to
maintain minimum amounts and ratios (as set forthé table below) of total (8%) and tier 1 capital
(4%) to risk weighted assets.

The ratio was calculated according to the prinsigleaployed by the Basle Committee by applying the
following risk estimates to the assets and off4#edasheet commitments net of allowances for
impairment losses:

Estimate Description of position
0% Cash and balances with the National Bank of Baign
0% State debt securities in Azerbaijani Manats
20% Loans and advances to banks for up to 1 year
100% Loans and advances to customers
100% Other assets
Obligations and commitments on unused loans wihrhial maturity of over 1
50% year
100% Guarantees

34



OPEN JOINT STOCK COMPANY MUGANBANK

NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2006 (Continued)
(in New Azerbaijan Manats and in thousands)

27.

The Bank’s actual capital amounts and ratios aeseprted in the following table:

Capital amounts and ratios Actual For Capital Ratio For Minimum
Amount Adequacy Capital Required
purposes Adequacy Ratio
Amount purposes
As at 31 December20(6
Total capits 10,09¢ 10,09¢ 29% 8%
Tier 1 capite 9,39/ 9,39¢ 27% 4%
As at 31 December20(5
Total capita 6,19t 6,19t 34% 8%
Tier 1 capite 6,19t 6,19t 34% 4%

RISK MANAGEMENT POLICIES

Management of risk is fundamental to the bankingjrmss and is an essential element of the Bank’s
operations. The main risks inherent to the Bank'srations are those related to credit exposures,
liquidity and market movements in interest rates fomeign exchange rates. A description of the
Bank’s risk management policies in relation to thasks follows.

The Bank manages the following risks:
Liquidity risk

Liquidity risk refers to the availability of sufiient funds to meet deposit withdrawals and other
financial commitments associated with financiatriasents as they actually fall due.

In order to manage liquidity risk, the Bank perfardaily monitoring of expected future cash flows
on clients’ and banking operations, which is a pathe assets/liabilities management process. The
Assets and Liabilities Management Committee (theENMK”) sets limits on the minimum proportion
of maturing funds available to meet deposit withels and on the minimum level of interbank and
other borrowing facilities that should be in placeover withdrawals at unexpected levels of
demand.
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Cash flow interest rate risk

Cash flow interest rate risk is the risk that thieufe cash flow of a financial instrument will fluate
because of changes in market interest rates.

The ALMC also manages interest rate and markes hgkmatching the Bank’s interest rate position,
which provides the Bank with a positive interestrgimra The Department of Financial Control
conducts monitoring of the Bank’s current finangatformance, estimates the Bank’s sensitivity to
changes in interest rates and its influence olBHr&k’s profitability.

The majority of the Bank’s loan contracts and offrencial assets and liabilities that bear interes
are either variable or contain clauses enablingritegest rate to be changed at the option of

the lender. The Bank monitors its interest rategmaand consequently does not consider itself
exposed to significant interest rate risk or consegjal cash flow risk.

The following table presents an analysis of interat risk and thus the potential of the Bank for
gain or loss. Effective interest rates are presehyecategories of financial assets and liabilitees
determine interest rate exposure and effectiveoietbse interest rate policy used by the Bank.

2006 2005
Other Other
AZN USD currencies AZN USD currencies

ASSETS
Due frombanks - 8% 2% - 5.00% -
Loans to custome 15.66%  24.35% 22.42% 9.04% 19.81%  25.41%
Securities availab-for-sale 12.99% - - - - -
LIABILITIES
Due to banks and other institutions 1.27% 9.12% - 3.18% 5.00% -
Customer accounts 13.44% 15.55% 12.93% 3.32% 11.23%  9.16%
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The analysis of interest rate and liquidity risklmatance sheet transactions is presented in the
following table:

Uptol 1 monthto 3 monthsto 1yearto Over Overdue Maturity 31 Decembe
month 3 months 1 year 5years 5years undefined 2006
Total
ASSETS
Due from bank 2,81¢ - - - - - - 2,81¢
Loans to customers 1,724 1,333 5,909 15,063 - 99 - 24,128
Securities available for sale 646 - - - - - - 646
Total interest bearing
assets 5,185 1,333 5,909 15,063 - 99 - 27,589
Cash and balances with the
National Bank of Azerbaijan 3,322 - - - - - 1,217 4,539
Due from banks 2,519 - - - - - 3 2,522
Property, equipment and
intangible assets - - - - - - 5,102 5,102
Other asse 24F - - - - - - 24F
TOTAL ASSETS 11,271 1,333 5,909 15,063 - 99 6,322 39,997
LIABILITIES
Due to banks and other
institutions 2,442 100 480 7,462 436 - - 10,920
Customer accounts 2,732 920 5,892 3,642 - - - 13,186
Total interest bearing
liabilities 5,174 1,020 6,372 11,104 436 - - 24,106
Due to banks and other
institutions 1,776 - - - - - - 1,776
Customer accounts 3,390 - - - - - - 3,390
Current income tax liabilities 97 - - - - - - 97
Deferred income tax liabilities - - - 266 - - - 266
Provisions - - - - - - 9 9
Other liabilities 106 10 47 94 - - - 257
TOTAL LIABILITIES 10,543 1,030 6,419 11,464 436 - 9 29,901
Liquidity gap 728 303 (510) 3,599 (436)
Interest sensitivity gap 11 313 (463) 3,959 (436)
Cumulative interest sensitivi
gap 11 324 (139) 3,820 3,384
Cumulative interest sensitivi
gap as a percentage of total
assets 0% 1% 0% 10% 8%

37



OPEN JOINT STOCK COMPANY MUGANBANK

NOTES TO THE FINANCIAL STATEMENTS

FOR THE YEAR ENDED 31 DECEMBER 2006 (Continued)
(in New Azerbaijan Manats and in thousands)

Uptol 1 monthto 3 monthsto 1yearto Over Overdue Maturity 31 Decembe
month 3 months 1 year 5 years 5years undefined 2005
Total
ASSETS
Due from bank 1,841 - - - - - - 1,841
Loars to custome 943 974 6,157 5,56: - 23¢ - 13,675
Total interest bearing ass 2,784 974 6,157 5,56 - 23€ - 15,716
Cash and balances with the
National Bank of Azerbaijan 1,288 - - - - - 266 1,554
Due from bank 2,30¢ - - - - - 3 2,311
Property, equipment and
intangible assets - - - - - 1,810 1,810
Other asse 35 - - - - - - 35
TOTAL ASSETS 6,41°¢ 974 6,157 5,56: - 23¢ 2,07¢ 21,42¢
LIABILITIES
Due to banks and other
institutions 4 1,007 920 2,091 - - - 3,192
Customer accour 1,351 15¢ 1,83¢ 5,31¢ - - - 8,66(
Total interest bearing
liabilities 1,355 1,162 1,926 7,409 - - - 11,852
Due to banks and oth 1,85( - - - - - - 1,85(
Customer accour 1,337 - - - - - - 1,337
Current income tax liabilitie 65 - - - - - - 65
Deferred income tax liabilitie - - - 33 - - - 33
Prouvisions - - - - - - 7 7
Other liabilities 87 - - - - - - 87
TOTAL LIABILITIES 4,69¢ 1,162 1,92¢ 7,447 - - 7 15,23:
Liquidity gag 1,721 (188 4,231 (1,879 -
Interest sentivity gag 1,42¢ (188) 4,231 (1,846 -
Cumulative interest sensitivity
gap 1,429 1,241 5,472 3,626 3,626
Cumulative interest sensitivity
gap as a percentage of total
assets 7% 6% 26% 17% 17%
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Substantially all of the Bank’s interest earningeds and interest bearing liabilities are at firags
of interest.

Asset and liability maturity periods and the apitib replace interest liabilities at an acceptalolst
when they mature are crucial in determining thekBahquidity and its susceptibility to fluctuatisn
in interest rates and exchange rates.

Currently, a considerable part of customer depaséggepayable on demand. However, the fact that
these deposits are diversified by the number ape 6§ customers and the Bank’s previous
experience indicates that these deposits are ke stall long-term source of finance for the Bank.

Currency risk

Currency risk is defined as the risk that the valfia financial instrument will fluctuate due to
changes in foreign exchange rates. The Bank issexpto the effects of fluctuations in the

prevailing foreign currency exchange rates oniitarfcial position and cash flows. The Management
Board sets limits on the level of exposure by auwies. These limits also comply with the minimum
requirements of the NBA. The Bank’s exposure teifpm currency exchange rate risk is presented in
the table below:

AZN usD EUR Other 31 Decembe
1 USD= 1 EUR= currencies 2006
AZN 0.8714 AZN 1.1471 Total

ASSETS
Cash and balances with the

National Bank of Azerbaiijc 3,547 969 9 14 4,539
Due from banks - 5,309 8 20 5,337
Loans to customers 16,279 7,775 74 - 24,128
Securities available for sale 646 - - - 646
Property, equipment and

intangible assets 5,102 - - - 5,102
Other assets 48 197 - - 245
TOTAL ASSETS 25,622 14,250 91 34 39,997
LIABILITIES
Due to banks and other 8,088 4,608 - - 12,696
Customer accounts 7,187 9,070 299 20 16,576
Current income tax liabilitie 97 - - - 97
Deferred income tax liabilitit 266 - - - 266
Provision: 1 8 - - 9
Other liabilities 100 105 47 5 257
TOTAL LIABILITIES 15,739 13,791 346 25 29,901
OPEN POSITIOI 9,88: 45¢ (255 9
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AZN UsD EUR Other 31
1 USD= 1 EUR= currencies December
AZN 0.9186 AZN 1.092 2005
Total

ASSETS
Cash and balances with the

National Bank of Azerbaije 852 685 16 1 1,554
Due from bank - 4,131 2 19 4,152
Loans to custome 5,241 8,54: 91 - 13,87¢
Property, equipment and

intangible assets 1,810 - - - 1,810
Other asse 8 27 - - 35
TOTAL ASSET¢S 7,911 13,38¢ 10¢ 2C 21,42¢
LIABILITIES

Due to banks and other 3,192 1,850 - - 5,042
Customer accour 1,74¢ 7,85¢ 37¢€ 14 9,997
Current income tax liabilitie 65 - - - 65
Deferred income tax liabilitit 33 - - - 33
Provisiors - 7 - - 7
Other liabilities 87 - - 87
TOTAL LIABILITIES 5,12¢ 9,71¢ 37¢ 14 15,23:
OPEN POSITION 2,785 3,671 (267) 6

Price Risk

Price risk is the risk that the value of a finah@iatrument will fluctuate as a result of changes

market prices whether those changes are causexttoyd specific to the individual security or its
issuer or factors affecting all securities tradethie market. The Bank is exposed to price risksof
products which are subject to general and speatiéitket fluctuations.

The Bank manages price risk through periodic esiona of potential losses that could arise from
adverse changes in market conditions and estatdjstrid maintaining appropriate stop-loss limits
and margin and collateral requirements. With resfgeandrawn loan commitments the Bank is
potentially exposed to loss in an amount equahéatdtal amount of such commitments. However,
the likely amount of loss is less than that, simmest commitments are contingent upon certain
conditions set out in the loan agreements.

Fair value interest rate risk

Fair value interest rate risk is the risk thatvh&ie of a financial instrument will fluctuate diee
changes in market interest rates.

The Bank manages fair value interest rate riskutjngperiodic estimation of potential losses that
could arise from adverse changes in market comditibhe Management Board of the Bank
conducts monitoring of the Bank’s current finangatformance, estimates the Bank'’s sensitivity to
changes in fair value interest rates and its imib@eon the Bank’s profitability.

40



OPEN JOINT STOCK COMPANY MUGANBANK

NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31 DECEMBER 2006 (Continued)
(in New Azerbaijan Manats and in thousands)

Credit risk

The Bank is exposed to credit risk which is thé& tisat one party to a financial instrument willlfai
to discharge an obligation and cause the othey paitcur a financial loss.

The Bank structures the levels of credit risk ilertakes by placing limits on the amount of risk
accepted in relation to one borrower, or groupsasfowers. Limits on the level of credit risk by

borrower are reviewed and approved by the SupagwvBoard twice a year. Actual exposure per
borrower against limits is monitored on new loarenged. The Credit Committee may initiate a

change in the limits; however this must be apprdwethe Supervisory Board.

Where appropriate, and in the case of most loaesaink obtains collateral and corporate
guarantees. The credit risks are monitored on &ragyus basis and are subject to annual or more
frequent reviews, especially where no such secudtybe obtained.

Commitments to extend credit represent unusedgraf credit in the form of loans, guarantees or
letters of credit. The credit risk on off-balanteet financial instruments is defined as a proligbil
of losses due to the inability of the counterpaotgomply with the contractual terms and conditions
With respect to credit risk on commitments to egteredit, the Bank is potentially exposed to loss
in an amount equal to the total unused commitmétasiever, the likely amount of loss is less than
the total unused commitments since most commitnmtergstend credit are contingent upon
customers maintaining specific credit standarde Bank applies the same credit policy to the
contingent liabilities as it does to the balanceetliinancial instruments, i.e. the one based en th
procedures for approving the grant of loans, uBings to mitigate the risk, and current monitoring
The Bank monitors the term to maturity of credibmoitments because longer term commitments
generally have a greater degree of credit risk #tamter-term commitments.
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Geographical concentration

The geographical concentration of assets andiliasilis set out below:

Azerbaijan CIs OECD Other 31 Decembe
countries countries non-OECD 2006
countries Total

ASSETS
Cash and balances with the

National Bank of Azerbaijan 4,539 - - - 4,539
Due from bank 4,45 331 553 - 5,337
Loans to custome 24,12¢ - - - 24,12¢
Securities available for sale 646 - - - 646
Property, equipment and

intangible assets 5,102 - - - 5,102
Other asse 50 19t - - 24E
TOTAL ASSETS 38,918 526 553 - 39,997
LIABILITIES
Due to banks and other

institutions 12,696 - - - 12,696
Customer accounts 16,509 57 - 10 16,576
Current income tax liabilitie 97 - - - 97
Deferred income tax liabiliti¢ 26€ - - - 26¢€
Provision: 9 - - - 9
Other liabilities 24¢ 9 - - 257
TOTAL LIABILITIES 29,825 66 - 10 29,901
NET POSITION 9,093 460 553 (10)
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Azerbaijan CIS countries OECD Other 31 Decembe
countries non-OECD 2005
countries Total

ASSETS
Cash and balances with the

National Bank of Azerbaijan 1,554 - - - 1,554
Due from bank 1,861 34 2,20F 52 4,152
Loans to custome 13,87t - - - 13,87¢
Property, equipment and

intangible assets 1,810 - - - 1,810
Other asse 35 - - - 35
TOTAL ASSET¢S 19,13¢ 34 2,20¢ 52 21,42¢
LIABILITIES

Due to banks and other credit

institutions 5,042 - - - 5,042
Customer accour 9,927 21 1 48 9,997
Current income tax liabilitie 65 - - - 65
Deferred income tax liabilitie 33 - - - 33
Provision: 7 - - - 7
Other liabilities 87 - - - 87
TOTAL LIABILITIES 15,16: 21 1 48 15,23:
NET POSITIOM 3,97¢ 13 2,20 4
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