 National Bank of Pakistan  Baku Branch

Balance Sheet as at 31 December 2006
(in thousands AZN, USD  & Pak.Rs.)

(1 USD = 0,87 AZN; 1 USD =  60,8855 Pak. Rs.)

	
	
	
	
	

	
	Note
	2006 AZN
	2006 USD
	2006 Pak. Rs.

	Assets
	
	
	
	

	Cash and cash equivalents
	5
	277,63
	319,11
	19429,47

	Mandatory cash balances with the National 

Bank of the Republic of Azerbaijan
	
	37,10
	42,64
	2596,38

	Loans and advances to customers
	6
	30,44
	34,99
	2130,29

	Investment securities available-for-sale
	7
	8203,00
	9428,74
	574073,28

	Premises and equipment
	8
	103,76
	119,26
	7261,47

	Other assets
	9
	71,54
	82,23
	5006,61

	
	
	
	
	

	
	
	
	
	

	Total assets
	
	8723,47
	10026,98
	610497,51

	
	
	
	
	

	
	
	
	
	

	Liabilities
	
	
	
	

	Customer accounts
	10
	405,24
	465,79
	28360,05

	Accounts of financial institutions
	11
	35,72
	41,06
	2499,80

	Other liabilities
	12
	25,73
	29,57
	1800,67

	
	
	
	
	

	
	
	
	
	

	Total liabilities
	
	466,69
	536,43
	32660,52

	
	
	
	
	

	
	
	
	
	

	Participants’ equity
	
	
	
	

	Redeemable participants’ capital
	13
	7600,00
	8735,63
	531873,33

	Accumulated deficit
	13
	-192,24
	-220,97
	-13453,60

	Retained earnings of financial year
	13
	57,35
	65,92
	4013,54

	Other  reserves
	13
	791,67
	909,97
	55403,71

	
	
	
	
	

	Total participants’ equity
	
	8256,78
	9490,55
	577836,99

	
	
	
	
	

	
	
	
	
	

	Total liabilities and participants’ equity
	
	8723,47
	10026,98
	610497,51

	
	
	
	
	

	
	
	
	
	


Approved for issue by the Board of Directors and signed on its behalf on :

Sohail Ahmad
Guliyev Sahib Ali oglu

General Manager
Chief Accountant



Statement of Income for the Year Ended 31 December 2006
(In thousands AZN ,USD  & Pak.Rs.)

(1 USD = 0,87 AZN: 1 USD =60,8855 Pak. Rs.)

	
	Note
	2006 AZN
	2006 USD
	2006 Pak.Rs.

	
	
	
	
	

	Interest income
	14
	592,23
	680,72
	41446,23

	Interest expense
	14
	-1,62
	-1,86
	-113,37

	
	
	
	
	

	
	
	
	
	

	Net interest income
	
	590,61
	678,86
	41332,86

	Provision for loan impairment (2%)
	
	-0,62
	-0,71
	-43,39

	
	
	
	
	

	Net interest income after provision 

for loan Impairment
	
	589,99
	678,15
	41289,47

	Fee and commission income
	15
	36,43
	41,87
	2549,49

	Fee and commission expense
	15
	-55,94
	-64,30
	-3914,87

	Other income
	15
	10,27
	11,80
	718,73

	Other expense
	15
	-15,37
	-17,67
	-1075,64

	Operating income
	
	565,38
	649,86
	39567,18

	Staff costs
	16
	-238,92
	-274,62
	-16720,42

	General, administrative and other operating 

Expenses
	16
	-252,65
	-290,40
	-17681,29

	
	
	
	
	

	
	
	
	
	

	Profit before tax
	17
	73,81
	84,84
	5165,47

	Profit  tax expense
	          17
	16,46
	18,92
	1151,93

	
	
	
	
	

	
	
	
	
	

	Net profit
	17
	                     57,35
	65,92
	4013,54

	
	
	
	
	


Approved for issue by the Board of Directors and signed on its behalf on :


Sohail Ahmad
Guliyev Sahib Ali oglu

General Manager
Chief Accountant



Statement of Cash Flows for the Year Ended 31 December 2006

	
	
	
	
	

	
	
	2006 AZN
	2006 USD
	2006 Pak.Rs.

	
	
	
	
	

	Cash flows from operating activities:
	
	
	
	

	Interest received
	
	580,67
	667,44
	40637,22

	Interest paid
	
	-1,62
	-1,86
	-113,37

	Fee and commissions received
	
	36,43
	41,87
	2549,49

	Fee and commissions paid
	
	-55,94
	-64,30
	-3914,87

	Other operating income received
	
	0,00
	0,00
	0,00

	Operating expenses paid
	
	-455,40
	-523,45
	-31870,41

	
	
	
	
	

	Cash flows from operating activities before 

changes in operating assets and liabilities
	
	104,14
	119,70
	7288,06

	Changes in operating assets and liabilities
	
	
	
	

	Net increase in mandatory reserves with the NBA
	
	-23,99
	-27,57
	-1678,90

	Net increase in loans and advances to customers
	
	-30,79
	-35,39
	-2154,79

	Net decrease/(increase) in other assets 
	
	25,05
	28,79
	1753,08

	Net decrease/(increase) in other liabilities
	
	-30,00
	-34,48
	-2099,50

	Net increase in customers accounts
	
	244,95
	281,55
	17142,42

	
	
	
	
	

	Net cash used in operating activities
	
	289,36
	332,60
	20250,38

	
	
	
	
	

	Cash flows from investing activities:
	
	
	
	

	Acquisition of investment securities available for sale 
	
	-3125,04
	-3592,00
	-218700,72

	Total assets (purchase price)
	
	-37,56
	-43,17
	-2628,57

	Acquisition of intangible assets
	
	-14,11
	-16,22
	-987,46

	
	
	
	
	

	Net cash used in investing activities
	
	-2887,35
	-3318,79
	-202066,38

	
	
	
	
	

	Cash flows from financing activities:
	
	
	
	

	Net increase in accounts of financial institutions
	
	35,72
	41,06
	2499,80

	Increase in redeemable participant’s & additional capital 
	
	2960,38
	3402,74
	207177,26

	
	
	
	
	

	Net cash from financing activities
	
	108,75
	125,00
	7610,69

	
	
	
	
	

	Effect of exchange rate changes on cash and cash equivalents
	
	-5,11
	-5,87
	-357,61

	
	
	
	
	

	Net increase in cash and cash equivalents
	
	103,64
	119,13
	7253,07

	Cash and cash equivalents as at the beginning of the year 
	
	173,99
	199,99
	12176,40

	
	
	
	
	

	Cash and cash equivalents as at the end of the year
	
	277,63
	319,11
	19429,47




Statement of Changes in Participants’ Equity for the Year Ended 31 December 2006

	
	Redeemable

Participants’ capital
	Additional capital
	Accumulated deficit


	Total participants’ equity

	
	
	
	
	

	Balance as at 1 January 2006  AZN
	5000,00
	431,29
	-192,24
	5239,05

	
	
	
	
	

	
	
	
	
	

	Increase in redeemable participants’ 

Capital 
	2600,00
	
	
	2600,00

	
	
	360,38
	
	360,38

	Net profit
	
	
	57,35
	57,35

	Balance as at 31 December 2006 AZN
	7600,00
	791,67
	-134,89
	8256,78


Approved for issue by the Board of Directors and signed on its behalf on :

Sohail Ahmad                                                            Guliyev Sahib Ali oglu

General Manager                                                       Chief Accountant



Note 1: Principal activities

National Bank of Pakistan (“the Bank”) was registered by the Ministry of Justice of Azerbaijan Republic in 1996. The Bank has operated under a full banking licence N 248 issued by the National Bank of Azerbaijan (“NBA”) on 30 June 2005. The Bank’s principal business activity is commercial and retail banking operations within the Republic of Azerbaijan. 

Financial Statements at 31 December 2006 were audited by the “RR & VAM-International” Independent Auditor Firm according to the contract N AP 019424 dated 07 December 2006.

The Bank’s registered office (legal address) is located Zargar Palan str.130, Baku, Azerbaijan. Factual address is Istiglaliyyat str.41, Baku, Azerbaijan. The number of the Bank’s employees as at 31 December 2006 was 19.
Note 2: Operating environment of the Bank
The economy of the Republic of Azerbaijan has shown progress in achieving a lower rate of inflation, stable exchange rates and sustainable growth in recent years. The ongoing political stabilisation has been a positive contributing factor for the further development of the political and legal environment.

However, the economy is largely dependent on oil prices and all sectors of the economy, including the banking sector, may be affected by fluctuations in oil prices.  The need for further developments in the bankruptcy regulations, formalised procedures for the registration and enforcement of collateral, and other legal and fiscal impediments contribute to the difficulties experienced by banks currently operating in the Republic of Azerbaijan. 

In addition, economic conditions continue to limit the volume of activity in the financial markets. Market quotations may not be reflective of the values for financial instruments which would be determined in an efficient, active market involving willing buyers and willing sellers. Management has therefore used the best available information to adjust market quotations to reflect their best estimate of fair values, where considered necessary.

Note 3: Basis of preparation

Basis of preparation. These financial statements have been prepared in accordance with International Financial Reporting Standards (“IFRS”) issued by the International Accounting Standards Board, including International Accounting Standards (“IAS”) issued by the International Accounting Standards Committee and Interpretations issued by the Standing Interpretations Committee. The Bank maintains its accounting records in accordance with Azerbaijani banking and accounting regulations. These financial statements have been prepared from those accounting records and adjusted as necessary in order to comply with IFRS.

The financial statements have been measured in the national currency of the Republic of Azerbaijan, the Azerbaijani Manat (“AZN”) and it was changed foreign currency USD and USD also changed to Pakistan Rupee.

The preparation of the financial statements requires the use of estimates and assumptions that affect the reported amounts of assets and liabilities, disclosure of contingent assets and liabilities as at the date of the financial statements, and the reported amounts of revenues and expenses during the reported period. Although these estimates are based on Management’s best knowledge of current events and actions, actual results ultimately may differ from those estimates.

Note 4: Significant accounting policies

The following significant accounting policies have been applied in the preparation of these financial statements: 

Cash and cash equivalents.  Cash and cash equivalents are items which can be converted into cash within a day. All short term interbank placements, beyond overnight placements, are included in due from other banks. Amounts, which relate to funds that are of a restricted nature, are excluded from cash and cash equivalents.

Mandatory cash balances with the NBA.  Mandatory cash balances with the NBA represent mandatory reserve deposits which are not available to finance the Bank’s day to day operations and hence are not considered as part of cash and cash equivalents for the purposes of the cash flow statement.
Originated loans and provisions for loan impairment. Loans originated by the Bank by providing money directly to the borrower or to a sub-participation agent at draw down, other than those that are originated with the intent of being sold immediately or in the short-term which are recorded as trading assets, are categorised as originated loans. Originated loans and advances are recorded when cash is advanced to borrowers. 
Other credit related commitments. In the normal course of business, the Bank enters into other credit related commitments including letters of credit and guarantees. Specific provisions are recorded against other credit related commitments when losses are considered probable.
Investment securities available for sale.  This classification includes investment securities, which Management intends to hold for an indefinite period of time, that may be sold in response to needs for liquidity or changes in interest rates, exchange rates or equity prices. Management determines the appropriate classification of its investment securities at the time of purchase. Unrealised gains and losses arising from changes in the fair value of investment securities available for sale are recorded in the statement of changes in participants’ equity. When the investment securities available for sale are disposed of, the related accumulated fair value adjustments are recorded in the statement of income as gains less losses arising from investment securities available for sale. Interest earned on investment securities available for sale is reflected in the statement of income as interest income on investment securities available for sale. All regular way purchases and sales of investment securities available for sale are recorded at trade date, which is the date that the Bank commits to purchase or sell the asset.
Premises and equipment.  Premises and equipment are stated at cost or revalued amounts, as described below, less accumulated depreciation and provision for impairment, where required. The revaluation was performed to restate the net book value of the asset to a level, which reflected their market value.  Gains and losses on disposal of premises and equipment are determined by reference to their carrying amount and are taken into account in determining profit/(loss)/ Repairs and maintenance are charged to the statement of income when the expenditure is incurred.

Depreciation.  Depreciation is calculated on a straight-line basis over the estimated useful lives of the assets using the following rates:

Computers and communication equipment 

25% per annum;
Furniture, fixtures and other 

20% per annum;
Intangible assets 

10% per annum

Note 4: Significant accounting policies (continued)
Operating leases. Where the Bank is the lessee, the total lease payments, including those on expected termination, are charged by the lessee to the statement of income on a straight-line basis over the period of the lease.

Income taxes.  Taxation has been provided for in the financial statements in accordance with Azerbaijani legislation currently in force. The income tax charge in the statement of income for the year comprises current tax and changes in deferred tax.  Current tax is calculated on the basis of the expected taxable profit for the year, using the tax rates enacted at the balance sheet date. Taxes, other than on income, are recorded within operating expenses.

Deferred income tax is provided, using the balance sheet asset and liability method, for all temporary differences arising between the tax basis of assets and liabilities and their carrying amounts for financial reporting purposes.  Deferred tax assets are recorded to the extent that it is probable that future taxable profit will be available against which the temporary differences can be utilized.  Deferred tax assets and liabilities are measured at tax rates that are expected to apply to the period when the asset is realized or the liability is settled, based on tax rates that have been enacted or substantively enacted at the balance sheet date.

Interest income and expense recognition. Interest income and expense are recorded in the statement of income for all interest bearing instruments on an accrual basis, using the effective yield method based on the actual purchase price. Interest income includes coupons earned on fixed income securities and accrued discount and premium on promissory notes and other discounted instruments. When loans become doubtful of collection, they are written down to their recoverable amounts and interest income is thereafter recorded based on the rate of interest that was used to discount the future cash flows for the purpose of measuring the recoverable amount.

Fees, commissions and other income and expense items are recorded on an accrual basis when the service has been provided.  Loan origination fees for loans, which are probable of being drawn down, are deferred (together with related direct costs) and recorded as an adjustment to the effective yield on the loan.

Foreign currency transaction. Transactions denominated in foreign currency are recorded at the exchange rate ruling on the transaction date. Exchange differences resulting from the settlement of transactions denominated in foreign currency are included in the statement of income using the exchange rate ruling on that date.

Monetary assets and liabilities denominated in foreign currency are translated into AZN at the official exchange rate of the NBA at the balance sheet date. Translation differences on debt securities and other monetary financial assets measured at fair value are included in foreign exchange translation gains and losses. Translation differences on non-monetary items such as equity securities held for trading or available for sale are recorded as part of the fair value gain or loss.
As at 31 December 2006 the principal rate of exchange used for translating foreign currency balances was USD 1 = 0,8714 Azerbaijani Manats. USD 1 = 60,8855 Pak.Rs. AZN is not a freely convertible currency in most countries outside of the Republic of Azerbaijan. 

Offsetting. Financial assets and liabilities are offset and the net amount reported in the balance sheet only when there is a legally enforceable right to offset the recognised amounts, and there is an intention to either settle on a net basis, or to realise the asset and settle the liability simultaneously.

Note 4: Significant accounting policies (continued)
Provisions. Provisions are recorded when the Bank has a present legal or constructive obligation as a result of past events, it is probable that an outflow of resources embodying economic benefits will be required to settle the obligation, and a reliable estimate of the amount of the obligation can be made.

Staff costs related contributions. The Bank’s contributions to social insurance funds in respect of the salary of its employees are expensed as incurred and included into staff costs.

Note  5: Cash and cash equivalents

	
	2006 AZN
	2006 USD
	2006 Pak.Rs.

	Cash in hand
	41,15
	47,30
	2879,81

	Cash balances with the NBA (other than mandatory reserve deposits)
	36,69
	42,17
	2567,69

	Correspondent accounts with other banks:
	199,79
	229,64
	13981,97

	- Republic of Azerbaijan
	0,00
	0,00
	0,00

	- Other countries
	199,79
	229,64
	13981,97

	
	
	
	

	Total cash and cash equivalents
	277,63
	319,11
	19429,47


It was calculated 10% - 21,29 AZN on balances during definite date (15 days) national currency of mandatory reserve account in NBA, 7% - 15,81 AZN on balances foreign currency of mandatory reserve account. 

Geographical, currency, maturity and interest rate analyses of cash and cash equivalents are disclosed in Note 18. 

Note 6: Loans and advances to customers

	
	2006 AZN
	2006 USD
	2006 Pak.Rs.

	Current loans:
	30,79
	35,39
	2154,79

	- corporate customers
	0,00
	0,00
	0,00

	- individuals
	30,79
	35,39
	2154,79

	Calculated non received interest
	0,27
	0,31
	18,90

	Overdue loans
	0,00
	0,00
	0,00

	Less: provision for loan impairment
	-0,62
	-0,71
	-43,39

	
	
	
	

	Total loans and advances to customers

	30,44
	34,99
	2130,29


Note 7: Investment securities

	
	2006 AZN
	2006 USD
	2006 Pak.Rs.

	
	
	
	

	Investment securities available-for-sale
	
	
	

	Notes of National Bank of Azerbaijan 
	8164,29
	9384,24
	571364,23

	Calculated un-received interest income
	38,71
	44,49
	2709,05

	
	
	
	

	Total investment securities
	8203,00
	9428,74
	574073,28

	
	
	
	


Interest rate on investment securities arranged 11,60 – 14,37%.
Geographical, currency, maturity and interest rate analyses of investment securities are disclosed in Note 18.  

Note 8: Premises and equipment

	
	Buildings
	Other fixed assets
	Furniture, computers and office equipment
	Vehicles
	Total

	Net book amount as at

01January 2006
	
	7,93
	91,16
	0,00
	99,09

	Additions (purchase price)
	
	
	15,41
	22,16
	37,57

	Depreciation charge 
	
	-1,72
	-27,49
	-3,69
	-32,90

	Net book AZN amount at 31 December 2006
	
	6,21
	79,08
	18,46
	103,76

	Net book USD amount at 31 December 2006
	
	7,14
	90,90
	21,22
	119,26

	Net book Pak. Rs. amount at 31 December 2006
	
	434,60
	5534,28
	1291,89
	7261,47


Furniture, fixtures and others, computers and office equipment 31 December 2006 using market prices, which approximated the fair value of these fixed assets as of these dates.  
Note 9: Other assets

	
	2006 AZN
	2006 USD
	2006 Pak.Rs.

	Deferred tax asset, net 
	0,00
	0,00
	0,00

	Intangible assets including,
	33,80
	38,85
	2365,44

	      - Computer programme
	33,80
	38,85
	2365,44

	      - historical value
	37,80
	43,45
	2645,37

	      - depreciation
	-4,00
	-4,60
	279,93

	 Expenses paid in advance
	37,74
	43,38
	2641,17

	Repair expenses of rented building
	0,00
	0,00
	0,00

	Total intangible and other assets
	71,54
	82,23
	5006,61


Geographical, currency, maturity and interest rate analyses of other assets are disclosed in Note 18.

Note 10: Customer accounts

	
	2006 AZN
	2006 USD
	2006 Pak.Rs.

	Corporate customers:
	200,76
	230,76
	14049,85

	- Current/settlement accounts
	85,76
	98,57
	6001,77

	- Term deposits
	115,00
	132,18
	8048,08

	Individuals:
	204,06
	234,55
	14280,80

	- Current/demand accounts
	181,89
	209,07
	12729,27  



	- Term deposits
	22,17
	25,48
	1551,53

	Calculated un-paid interest
	0,42
	0,48
	29,39

	Total customer accounts
	405,24
	465,79
	28360,05


Interest rate on term deposits ranged between  8-12%.

Note 11: Accounts of financial institutions
	
	2006 AZN
	2006 USD
	2006 Pak.Rs.

	Funds borrowed from:
	35,72
	41,06
	2499,80

	 - NBA
	0,00
	0,00
	0,00

	 - “Loro” account  at local commercial banks 
	35,72
	41,06
	2499,80

	 - Fund borrowed from foreign banks
	0,00
	0,00
	0,00

	Total other borrowed funds
	35,72
	41,06
	2499,80


Note 12: Other liabilities

	
	2006 AZN
	2006 USD
	2006 Pak.Rs.

	Payables to tax and other authorities
	16,46
	18,92
	1151,93

	Accrued expenses
	9,27
	10,66
	648,75

	Total other liabilities
	25,73
	29,57
	1800,67


Geographical, currency, maturity and interest rate analyses of other liabilities are provided in Note 18.
Note 13: Redeemable participants’ capital

The Branch's founder is National Bank of Pakistan.  The Branch's authorised and paid-in capital as at 31 December 2006 is, as follows:

	
	
	2006 AZN
	2006  USD
	2006 Pak.Rs.

	Authorised capital
	
	7600,00
	8735,63
	531873,33

	Unclosed loss of previous years
	
	-192,24
	-220,97
	-13453,60

	Retained earnings of financial year
	
	57,35
	65,92
	4013,54

	Additional capital
	
	791,67
	909,97
	55403,71

	
	
	
	
	

	Total authorised and paid-in capital
	
	8256,78
	9490,55
	577836,99

	
	
	
	
	


Note 14: Interest income and expense

	
	2006 AZN
	2006 USD
	2006 Pak.Rs.

	Interest income
	
	
	

	Interest income on loans and advances to customers 
	5,66
	6,51
	396,11

	Income on “Nostro” account
	4,54
	5,21
	317,72

	Interest income on investment securities
	582,03
	669,00
	40732,40

	Total interest income
	592,23
	680,72
	41446,23

	Interest expense
	
	
	

	Interest expense on customer accounts
	-1,62
	-1,86
	-113,37

	Interest expense on funds borrowed
	0,00
	0,00
	0,00

	Total interest expense
	-1,62
	-1,86
	-113,37

	
	
	
	

	Net interest income
	590,61
	678,86
	41332,86

	
	
	
	


Note 15: Fee and commission income and expense

	
	2006 AZN
	2006 USD
	2006 Pak.Rs.

	Fee and commission income
	
	
	

	Fees from cash withdrawals
	13,34
	15,33
	933,58

	Commission income on foreign exchange operations
	1,68
	1,93
	117,57

	Fees from fund transfers
	4,40
	5,06
	307,93

	Other fees
	17,01
	19,55
	1190,42

	Total fee and commission income
	36,43
	41,87
	2549,49

	Fee and commission expense
	
	
	

	Fees paid to other banks for cash withdrawals
	-2,29
	- 2,63
	-160,13

	Fees paid to other banks for fund transfers
	-0,46
	-0,53
	-32,32

	Fee and commissions on broker operations
	-47,30
	-54,37
	-3310,21

	Commission expense on foreign exchange operations
	
	
	

	Total fee and commission expense
	-50,05
	-57,53
	-3502,67

	Other income (+ currency difference)

Other expenses (- currency difference)
	10,27

-15,37
	11,80

-17,67
	718,73

-1075,64


Note 16.1: Personnel expenses

	
	2006 AZN
	2006 USD
	2006 Pak.Rs.

	Staff costs (wage and other costs)
	-238,92
	-274,62
	-16720,42

	Total staff costs
	-238,92
	-274,62
	-16720,42


Note 16.2: General, administrative and other operating expenses

	
	2006 AZN
	2006 USD
	2006 Pak.Rs.

	Depreciation of premises and equipment 
	-62,36
	-71,68
	-4364,16

	SWIFT expenses
	-18,14
	-20,85
	-1269,50

	Security expenses
	-7,14
	-8,21
	-499,68

	Professional fees
	-16,37
	-18,82
	-1145,63

	Rent expenses 
	-100,50
	-115,52
	-7033,33

	Insurance and utility expenses 
	-2,09
	-2,40
	-146,27

	Advertisement expenses 
	0,00
	0,00
	0,00

	Office expenses
	-10,02
	-11,52
	-701,23

	Communication expenses
	-13,44
	-15,45
	-940,58

	Property Tax 
	-1,1
	-1,26
	-76,98

	Other expenses
	-21,49
	-24,70
	-1503,94

	Total general, administrative 

and other operating expenses
	-252,65
	-290,40
	-17681,29

	Note 17: Profit tax


	2006 AZN
	2006 USD
	2006 Pak Rs.

	Profit before taxation
	73,81
	84,84
	5165,47

	Adjustments for items which are not deductible from profits or assessable for profits for taxation purpose
	
	
	

	Non deductible expenses
	75,92
	87,26
	5313,13

	Total profit on 2006
	149,73
	172,10
	10478,60

	Profit tax 22%*(149,73-74,89)
	16,46
	18,92
	1151,93


Effective since 01 January 2006 tax rate has been reduced to 22%. In the Republic of Azerbaijan, there is no conclusive procedure for the final agreement of tax assessments. Tax returns are filled by 31 March of the year following the reporting year. But tax authorities can control and change notes or calculations of taxes during undefined term.

Note 17: Profit tax (continued)

Deferred taxes.  Differences between IFRS and the Azerbaijani statutory taxation rules give rise to certain temporary differences between the carrying value of certain assets and liabilities for purposes of both financial reporting and profit tax calculation purposes. The tax effect of these differences is recorded, using a tax rate of 22%, which is effective from 1 January 2006.
The deferred tax asset and liability represent the tax effect of temporary differences arising from the different treatment of certain items of income and expenses recorded in the financial statements compared to the local tax return, in accordance with the applicable tax law.At 31 December 2005 the temporary differences giving rise to the deferred tax assets and liabilities are, as follows:
	
	2005
	Corrections
	2006
	

	Tax effect of deductible temporary differences  
	
	
	
	22%

	Provision for loan impairment, 

net of statutory provision
	21,86
	-3,4
	18,46
	

	Additional depreciation expense 

on intangible and other assets
	-18,13
	-18,13
	-18,13
	

	Accrual of other expenses
	39,25
	39,25
	0,00
	

	Tax loss on 2005 year
	74,89
	74,89
	0,00
	

	Total net deferred tax asset AZN 22%
	25,93
	-25,93
	0,33
	0,00

	Total net deferred tax asset USD
	29,80
	-29,80
	0,38
	0,00

	Total net deferred tax asset  Pak.Rs.
	1814,67
	-1814,67
	23,09
	0,00


The net deferred tax asset represents income taxes recoverable through future revenues and is recorded as a deferred tax asset on the balance sheet. Deferred income tax assets are recognized for tax loss carry forwards only to the extent that realization of the related tax benefit is probable. 

Note 18: Financial risk management

The risk management function within the Bank is carried out in respect of financial risks (credit, market, geographical, currency, liquidity and interest rate), operational risks and legal risks. The primary objectives of the financial risk management function are to establish risk limits, and then ensure that exposure to risks stays within these limits. 

Credit risk. The Bank takes on exposure to credit risk, which is the risk that a counter party will be unable to pay amounts in full when due. The Bank structures the levels of credit risk it undertakes by placing limits on the amount of risk accepted in relation to one borrower, or groups of borrowers, and to geographical and industry segments. 

Market risk. The Bank takes on exposure to market risks. Market risks arise from open positions in interest rate, currency and equity products, all of which are exposed to general and specific market movements. 
Geografical risk. The geographical concentration of the Bank’s assets and liabilities as at 31 December 2006 is set out below: 

	
	Total assets
	Total liabilities
	Net position 31.12.2006

	Azerbaijan
	8523,68
	466,69
	8056,99

	Nostro account , New York
	199,79
	0,00
	199,79

	Total AZN at 31.12.2006
	8723,47
	466,69
	8256,78

	Total USD at 31.12.2006
	10026,98
	536,43
	9490,55

	Total Pak.Rs at 31.12.2006
	610497,51
	32660,52
	577836,99


Note 18: Financial risk management (continued)
Currency risk. The Bank takes on exposure to effects of fluctuations in the prevailing foreign currency exchange rates on its financial position and cash flows. The table below summarizes the Bank’s exposure to foreign currency exchange rate risk at 31 December 2006. Included in the table are the Bank’s assets and liabilities at their carrying amounts, categorized by currency. 
At 31 December 2006, the Bank has the following positions in major currencies:
	
	Foreign currency in AZN
	AZN
	Total AZN

	Assets
	
	
	

	Cash and cash equivalents
	251,03
	26,60
	277,63

	Mandatory cash balances with the NBA
	15,81
	21,29
	37,10

	Loans and advances to   customers, net
	30,44
	0,00
	30,44

	Investment securities – available for sale
	0,00
	8203,00
	8203,00

	Premises and equipment
	0,00
	103,76
	103,76

	Other assets
	1,07
	70,47
	71,54

	Total assets in AZN
	298,35
	8425,12
	8723,47

	Total assets in USD
	
	
	10026,98

	Total assets in Pak. Rs.
	
	
	610497,51

	Liabilities
	
	
	

	Customer accounts
	176,90
	228,34
	405,24

	Accounts of financial institutions
	35,72
	0,00
	35,72

	Other liabilities
	0,87
	0,00
	25,73

	Total liabilities in AZN
	213,49
	253,20
	466,69

	Total liabilities in USD
	
	
	536,43

	Total liabilities in Pak Rs.
	
	
	32660,52

	Net balance sheet position in AZN 
	84,86
	8171,92
	8256,78

	Net balance sheet position in USD
	
	
	9490,55

	Net balance sheet position in Pak. Rs.
	
	
	577836,99

	Liquidity risk. Liquidity risk is defined as the risk when the maturities of assets and liabilities do not match. The liquidity position of the Bank as at 31 December 2006 is set out below:


	
	Demand less than 1 month 
	From 

1 to 6 month
	From 

6 to 12 month
	Term less


	Total

	Assets
	
	
	
	
	

	Cash and cash equivalents
	277,63
	0,00
	0,00
	0,00
	277,63

	Mandatory cash balances with the NBA
	0,00
	0,00
	0,00
	37,10
	37,10

	Loans and advances to customers, net
	1,72
	28,72
	0,00
	0,00
	30,44

	Investment securities - available for sale
	8203,00
	0,00
	0,00
	0,00
	8203,00

	Premises and equipment
	0,00
	0,00
	0,00
	103,76
	103,76

	Other assets
	0,00
	0,00
	0,00
	71,54
	71,54

	Total assets
	8482,35
	28,72
	0,00
	212,40
	8723,47

	
	
	
	
	
	

	Liabilities
	
	
	
	
	

	Customer accounts
	203,74
	10,21
	191,29
	0,00
	405,24

	Accounts of financial institutions
	35,72
	0,00
	0,00
	0,00
	35,72

	Other liabilities
	25,73
	0,00
	0,00
	0,00
	25,73

	Total liabilities
	265,19
	10,21
	191,29
	0,00
	466,69

	
	
	
	
	
	

	Net liquidity gap at 2006
	8217,16
	18,51
	-191,29
	212,40
	8256,78

	
	
	
	
	
	


Note 18: Financial risk management (continued)

Mandatory cash balances with the NBA are included within demand and less than one month as the majority of liabilities, to which these balances relate to, are also included within this category. The matching and controlled mismatching of the maturity and interest rates of assets and liabilities is fundamental to the management of the Bank. It is unusual for banks ever to be completely matched since business transacted is often of uncertain term and of different types. An unmatched position potentially enhances profitability. The maturity of assets and liabilities and the ability to replace, at an acceptable cost, interest-bearing liabilities as they mature, are important factors in assessing the liquidity of the Bank and its exposure to changes in interest rates and exchange rates. 

Interest rate risk. The Bank takes on exposure to the effects of fluctuations in the prevailing levels of market interest rates on its financial position and cash flows. Interest margins may increase as a result of such changes but may reduce or create losses in the event that unexpected movements arise.

Note 19: Commitments and contingent liabilities

Legal proceedings. As of 31 December 2006, the Bank was not engaged in any litigation proceedings. From time to time and in the normal course of business, claims against the Bank are received. On the basis of its own estimates the Management is of the opinion that no material losses will be incurred and, accordingly, no provision has been made in these financial statements.
Tax legislation. Commercial and tax legislation in the Republic of Azerbaijan contains provisions that sometimes imply more than one treatment for transactions. Moreover, the tax authorities may make arbitrary judgements regarding business activities and transactions, including the arbitrary classification of the activities of the enterprise when the regulatory basis for this decision is deemed insufficient. Thus, Management’s judgement of the Bank’s business activities and transactions may not coincide with the interpretation of the tax authorities. In the event that the tax authorities challenge a particular transaction treatment, the Bank may be assessed penalties and taxes on present and past transactions. Although the actual tax due on a transaction may be minimal, penalties can be significant. Management believes that these financial statements adequately reflect the activities of the Bank.  If a particular treatment were to be challenged by the tax authorities, the Bank may be assessed additional taxes, penalties and interest, which can be significant. Tax years remain open to review by the tax authorities for three years.
Capital commitments. As at 31 December 2006 the Bank had no significant capital commitments.

Credit related commitments. Credit related commitments might comprise loan commitments, letters of credit and guarantees. The contractual amount of these commitments represents the amount of exposure should the contract be fully drawn upon and if the client default or the value of any existing collateral becomes worthless. Outstanding credit related commitments as at 31 December are, as follows:

	
	2006 AZN
	2006 USD
	2006 Pak.Rs.

	Commitments to extend credit
	9,8
	11,26
	685,84

	Guarantees
	0,00
	0,00
	0,00

	Letters of credit
	0,00
	0,00
	0,00

	Total commitments and contingent liabilities
	9,8
	11,26
	685,84

	
	
	
	


The total outstanding contractual amount of unused credit lines, letters of credit and guarantees does not necessarily represent future cash requirements as these financial instruments may expire or terminate without being funded.

Note 20: Fair value of financial instruments 

Fair value is the amount, at which a financial instrument could be exchanged in a current transaction between willing parties, other than in a forced sale or liquidation, and is best evidenced by a quoted market price. The estimated fair values of financial instruments have been determined by the Bank using available market information, where it exists, and appropriate valuation methodologies. However, judgement is necessarily required to interpret market data to determine the estimated fair value. The Management has used available market information in estimating the fair value of financial instruments, the market information may not be fully reflective of the value that could be realised in the current circumstances. The market information may not be fully reflective of the value that could be realised in the current circumstances.

Financial instruments carried at fair value. Cash and cash equivalents and investment securities available for sale are carried on the balance sheet at their fair value. External independent market quotations are not available for certain investment securities available for sale. 

Note 21: Related party transactions

For the purposes of these financial statements, parties are considered to be related if one party has the ability to control the other party or exercise significant influence over the other party in making financial or operational decisions as defined by IAS 24 “Related Party Disclosures”. In considering each possible related party relationship, attention is directed to the substance of the relationship, not merely the legal form.
Bank has no related party transactions to the year end.
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