Mashregbank psc Group

Consolidated Financial Statements and
Independent Auditor’s Report
For the Year Ended December 31, 2005

’I’ | I,I' H I,I' Illll’ |l IIIl Iw ’ ”” ’I ”” ” ”

i H\I\ |||||||||

¥ACIKZE [am
CDMPAN!ES Hause 12!04!2006




Mashreqbank psc Group

Consolidated Financial Statements and
Independent Auditor’s Report
For the Year Ended December 31, 2005

Table of Contents

Page
Independent Auditor's Report : 1
Consolidated Balance Sheet 2
Consolidated Income Statement 3
Consolidated Statement of Changes in Equity 4
Consolidated Cask Flow Statement 5

Notes to the Consolidated Financial Statements 6-48




Ref.: 7848¢fs05

Independent Auditor's Report

The Shareholders
Mashreqbank psc
Dubai

United Arab Emirates

We have audited the accompanying consolidated balance sheet of Mashregbank psc (the “Bank™)
and Subsidiaries (collectively the *Group™) as of December 31, 2005 and the related consolidated
statements of income, changes in equity and cash flows for the year then ended. These consolidated
financial statements are the responsibility of the Directors of the Bank. Our responsibility is to
express an opinion on these consolidated financial statements based on cur audit.

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

In our opinion, the consclidated financial statements referred to above present fairly, in all material
respects, the financial position of the Group as of December 31, 2005 and the results of its operations
and its cash flows for the year then ended in accordance with International Financial Reporting
Standards and the Central Bank of the United Arab Emirates requirements.

Also, in our ppinion, the Bank has maintained proper books of accounts and the information included
in the Directors' Report is in agreement with the accounting records. We obtained all the information
and explanations which we considered necessary for our audit. According to the information available
to us, there were no contraventions during the year of the U.AE. Federal Commercial Companies
Law No. 8 of 1984, as amended, or of the Bank's Articles of Association which might have materiafly
affected the financial position of the Bank or the results of its operations for the year.

As discussed in Note 40, the accompanying 2005 financial statements have been reissued to include
the proposed dividends which were approved by the Board of Ditectors and ratified by the
shareholders on March 8, 2006.

Deloitte & Touche

Saba Sindaha (Reg. No. 410)
Dubai
January 19, 2006
{March 11, 2006 as to Note 40)




Assets

Cash and balances with central banks
Deposits and batances due from banks
Loans and advances (net)

Interest receivable and other assets
Investment in securities

Investment property

Property and equiprnent

Total assets

Liabilities

Customers' deposits

Beposits and balances due to banks
Insurance and life assurance funds
Medium-tetm floating rate notes
Long-term loans

Interest payable and other liabilities

Total liabilities

Shareholders' equity

Share capital :

Statutory and [egal reserves
General reserve

Cumulative translation adjustment
Cumulative changes in fair values
Retained earnings

Equity attributable to equity holders
of the parent

Minority interest

Total equity

Mashregbank psc Group
Consolidated Balance Sheet as of

Note
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13
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18(b)
18(c)

Total liabilities and shareholders’ equity

The accompanying notes form an integral part of these consolidated financial statements.

December 31, 2005

December 31, 2004

AED'Go0 US$'000 AEDGO0 US§'000
Equivalent Equivalent
4,004,935 1,090,372 3,058,500 832,698
7,066,495 1,923,903 4,649,506 1,265,861
22,269,429 6,063,008 17,606,168 4,793,403
893,548 243,274 835,018 227,33%
11,090,130 3,019,366 5,479,984 1,491,964
224,193 61,014 145493 39,611
193,827 52,771 174,159 47416
45742467 12,453,708 31,948,828 8,698,292
30,004,792 8,169,014 21,107,058 5,746,544
3,500,231 952,962 3,090,409 841,386
260,448 70,909 189,143 51,495
2,295,625 625,000 1,101,900 300,000
30,665 8,349 45786 12,466
1,495,887 407,266 1,159,461 315,671
37,587,648 - 10,233,500 26,693,757 7,267,562
866,195 235,828 787,450 214,388
468,839 127,645 393,984 (07,265
312,000 84,944 312,000 84,944
(16,605) {4,357} (9,845) (2,680)
1,467,341 399,494 516,459 140,610
4,160,362 1,132,688 2,850,220 775,992
7,258,732 1,976,242 4,850,268 1,320,519
896,087 243,966 404,803 110,211
8,154,819 2,220,208 3,255,071 1,430,730
45,742 467 12,453,708 31,548,828 8,698,292

The financia) statements on pages 2 to 48 were approved by the Board of Directors (Note 41) and signed on its behalf

by:

Abdulla Ahmed Al Ghurair
Chairman

Abdul Aziz Abdulla Al Ghurair

Chief Executive Officer




Mashregbank psc Group

Consolidated Income Statement
for the year ended

December 31, 2003

December 31, 2004

Note  AED'000 US$'000 AED000 US$'000
Equivalent Equivalent
Interest income 21 2,024,336 551,140 1,423,612 387,588
Interest expense 22 (1,049,752)  (285,802) (558,584  (152,078)
Net interest income 974,584 265,338 865,028 235,510
Net commission income 313,331 85,306 245,701 66,894
Other income 23 1,818,941 495,219 610,293 166,156
Operating income 3,106,856 845,863 1,721,022 468,560
General and administrative expenses 24 (776,887)  (211,513) (568,933)  (154,896)
Allowances for loans and advances and
other financial assets 25 (311,319) (84,759) (312.470) (85,072)
2,018,650 549,591 839,619 228,592
Write-off of cumutative transtation
adjustment on disposal of subsidiary 39 - - (10,165) (2,767
Income before taxes 2,018,650 549,591 829,454 225,825
Income tax (6,578) (1,791) {4,083} (1,112)
Net income for the year 2,012,072 547,800 825,371 224713
Attributed to:
Equity holders of the parent 1,739,350 473,550 751,076 204,486
Minority interest 19 272,722 74,250 74,295 20,227
2,012,072 547,800 825,371 224,713
Earnings per share 26 AED2008  US§547 AFD 867 US$236

The accompanying notes form an integral part of these consolidated financial statements.
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Mashreqbank pse Group

Consolidated Cash Flow Statement
for the year ended December 31

December 31, 2005 December 31, 2004
AED'000 USS5'000 AED'000 US$'000
Equivalent Equivalent

Cash flows from operating activities
Net income for the year 2,012,072 547,800 825,371 224,713
Adjustments to reconcile net income to net cash

provided by operating activities:

Depreciation of property and equipmenit 34370 9,357 35,763 9,737
Fair value adjustment — trading investments (58,798) (16,008) (24,034) (6,544)
Translation adjustment for the year - {6,160} {1,677} 3,614 984
Allowance for impatrment of loans and advances 208,442 56,750 242,263 65,958
Fair value adjustment — property investment (39,713) (10,812) (15,505) (4,221)
Loss on sale of property and equipment 2,45% 669 1,765 481
Cumulative translation adjustment written off - - 10,165 2,767

Changes in operating assets and liabilities:
Increase in deposits with central banks for regulatory purposes  (272,702) (74,245) (126,939) (34,560)

Increase in bank deposits maturing after three months (703,377) (191,499) (395,681 (107,727)
Increase in advances to customers (4,871,703) (1,326,356) (3,349,020) (911,794)
Increase in interest receivable and other assets (58,530) (15,935) (297,148} (80,901}
Increase in trading securities - net 3,872,757y  (1,054,385) (1,496,700) (407,437)
Increase in customers” deposits 8,897,734 2,422,471 2,343,768 638,107
Increase in medium-term floating rate notes 1,193,725 325,000 1,101,900 300,000
Decrease in long-term loans (15,121) (4,117) (5,892) (1,604)
Increase in deposits and balances due to banks 409,822 111,577 804,414 219,008
Increase in insurance and life assurance funds 71,305 19,413 59,970 16,327
Increase in interest payable and other liabilities 336,426 91,594 359,150 97,7181
Net cash provided by operating activities 3,267,494 889,597 77,224 21,025
Cash flows from investing activities
Purchase of property and equipment (58,750) (15,995) (40,653) (11,068)
Proceeds from sale of property and equipment 2,253 613 447 122
Purchase of non-trading investments, net (589,596) (160,521) (52,495} (14,292)
Net cash used in investing activities (646,093) (175,903) (92,701) (25,238)
Cash flows from financing activities
Dividend paid to shareholders (275,608) {75,036) (178,966) (48,725)
Dividend paid to minority (11,814} (3,216) (9,087) (2,474)
Capital introduced by minority 53,366 14,529 - -
Net cash used in financing activities (234,056) (63,723) {(188,053) (51,199)

Increase/(decrease) in cash and cash equivalents
(Notes 27 & 28) 2,387,345 649,971 {203,530) (55,412)

The accompanying notes form an integral part of these consolidated financial statements.




Mashregbank psc Group

Notes to Consolidated Financial Statements
for the year ended December 31, 2005

Status and activities

Mashregbank psc (the “Bank™) was incorporated in the Emirate of Dubai in 1967 under a decree
issued by The Ruler of Dubai, The Bank operates through its branches in the United Arab
Emirates, Bahrain, Egypt, Hong Kong, India, Qatar, the United Kingdom and the {nited States
of America.

At December 31, 2005, Mashreqbank psc Group (the “Group™} comprises the Bank and its
subsidiaries as follows:;

Country of Ownership

incorporation interest

Yo

Osool - a Finance Company United Arab Emirates 98
Oman Insurance Company Limited United Arab Emirates 63.65
Mindscape Information Technology United Arab Emirates 99
Mashreq Securities LLC United Arab Emirates 99.98
Makaseb Funds Company BSC Kingdom of Bahrain 99.9
Injaz Services FZ LLC United Arab Emirates 100
Roya Executive Ltd. British Virgin Islands *

* Roya Executive Ltd. is consolidated by virtue of control.

During 2004, the Bank liquidated its wholly-owned subsidiary *Mashreq Asia Limited —
Hong Kong” and transferred all of its assets and liabilities at net book value to Mashregbank —
Hong Kong branch, which was opened in 2004,

Adeoption of new and revised International Finaneial Reporting Standards

In the current year, the Group has adopted all of the new and revised Standards and
Interpretations issued by the Intemnational Accounting Standards Board (the IASB) and the
International Financial Reporting Interpretations Committee (IFRIC) of the IASB that are
relevant to its operations and effective for accounting periods beginning on January 1, 2005. The
adoptien of these new and revised Standards and Interpretations has resulted in changes to the
Bank’s presentations and disclosure in the financial statements as required by the following
International Accounting Standards:

Presentation of financial statements (IAS 1)

Property, plant and equipment (IAS 16)

Related party disclosures (IAS 24)

Financial Instruments: Disclosure and Presentation (IAS 32)
Financial Instruments: Recognition and Measurement (IAS 39)




: Mashreqbémk psc Group

Adoption of new and revised International Financial Reporting Standards

(continuad)

At the date of authorization of these financial statements, the following Standards and
Interpretations were in issue but not yet effective:

IFRS 6

IFRS 7

IFRIC 4

IFRIC 5

IAS 39

Exploration for and Evaluation of Mineral Resources (Effective from January 1,
2006}

IFRS 6 is not relevant to the Group's operations as the Group does not carry out
exploration for and evaluation of mineral resources.
Financial Instruments Disclosures (Effective from January 1, 2007)

IFRS 7 replaces the disclosures required by IAS 30, Disclosures in the Financial
Statements of Banks and Similar Financial Institutions, and parts of the
disclosure requirements in [AS 32, Financial Instruments: Disclosure and
Presentation. The Group wilt apply IFRS 7 from annual periods beginning
January 1, 2007,

Determining whether an Arrangement Contains a Lease (Effective from January 1,
2006)

IFRIC 4 requires the determination of whether an arrangement is or contains a
lease, to be based on the substance of the arrangement.

Right to Interests Arising from Decommissioning, Restoration and Environmental

Rehabilitation Funds (Effective from January 1, 2006)

IFRIC 5 is not relevant to the Group’s operations.

(Amendment), the Fair Value Option (Effective from January 1, 2006)

This amendment changes the definition of financial instruments classified at fair
value through profit and loss and restricts the ability to designate financial

instruments as part of this category.

The Management anticipate that the adoption of these Standards and Interpretations (where
applicable) in future periods will have no material impact on the financial statements of the

Group.




Mashreqbank pse Group

Significant accounting policies

(a)
)

(i)

(b

(©

Accounting convention and basis of preparation

The consolidated financial statements of Mashregbank pse Group are prepared under the
historical cost convention, except for certain financial instruments and investment
property which are carried at fair value, in accordance with International Financial
Reporting Standards (IFRS) and Central Bank of the U.AE. requirements as relates to
the measurement and classification of properties acquired in settiement of debts and
impairment of loans and advances.

Basis of consolidation

The consolidated financial statements incorporate the financial statements of
Mashregbank psc and entities controlled by the bank (its subsidiaries). Control is
achieved where the Bank has the power to govem the financial and operating policies of
an entity 5o as to obtain benefits from its activities.

All significant intra-group transactions, balances, income and expenses are eliminated.

Minority interests in the net assets of consolidated subsidiaries are identified separately
from the Group’s equity therein. Minority interests consist of the amount of those
interests at the date of the original business combination and the minority’s share of
changes in equity since the date of the combination. Losses applicable to the minority in
excess of the minority’s interest in the subsidiary’s equity are allocated against the
interests of the Group except to the extent that the minority has a binding obligation and
is able to make an additional investment to cover the losses.

Management estimates

The preparation of financial statements requires the management to make estimates and
assumptions that affect the reported amounts of financial assets and liabilities and
disclosure of contingent assets and liabilities at the date of the financial statements, and
the reported amounts of revenue and expenses during the reporting period. Actoal results
could differ from those estimates, In this regard, management believes that the critical
accounting policies where judgement is necessarily applied are those which relate to
Iean impairment.

Trade and settlement date accounting

All regular way purchases and sales of financial assets are recognized on the settlement
date and are initially measured at fair value, plus directly atiributable transaction costs.
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Mashregbank psc Group

Significant accounting policies (continued)

@

Derivative financial instruments and hedge accounting

The Bank uses derivative financial instruments, including forward foreign exchange
coniracts, interest rate futures, forward rate agreements, currency and interest rate swaps,
currency and interest rate options (both written and purchased) to hedge the related
associated risk.

Derivative financial instruments are initially measured at cost, being the fair value at
contract date, and are subsequently re-measured at fair value. All derivatives are carried
at their fair values as assets where the fair values are positive and as liabilities where the
fair values are negative.

Fair values are generally obtained by reference to quoted market prices, discounted cash
flow models and recognized pricing models as appropriate.

Changes in the fair value of derivative financial instruments that do not qualify for
hedge accounting are recognized in the income statement as they arise.

For the purpose of hedge accounting, hedges are classified into two categories: (a} fair
value hedges which hedge the exposure to changes in the fair value of a recognized asset
or liability; and (b) cash flow hedges which hedge exposure to variability in cash flows
that are either attributable to a particular risk associated with a recognized asset or
Lability, or a forecasted transaction / firm commitment that will affect future reported
net income,

In order to qualify for hedge accounting, it is required that the hedge should be expected
to be highly effective, i.e. the changes in fair value or cash flows of the hedging
mstrument should effectively offset comesponding changes in the hedged item and
should be reliably measurable. At inception of the hedge, the risk management objective
and strategy is documented inciuding the identification of the hedging instrument, the
related hedged item, the nature of risk being hedged, and how the Bank will assess the
effectiveness of hedging relationship. Subsecquently, the hedge is required to be assessed
and determined to be an effective hedge on an ongoing basis.

In relation to fair value hedges, which meet the criteria for hedge accounting, any gain or
loss from re-measuring the hedging instruments to fair value is recognized in the
consolidated income statement.
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Mashregbank psc Group

Significant accounting policies (continued)

(d)

(e}

Derivative financial instruments and hedge accounting (continued)

In relation to cash flow hedges which meet the criteria for hedge accounting, the portion
of the gain or loss on the hedging instrument that is determined to be an effective hedge
is recognized initially in other reserves under shareholders’ equity and the ineffective
portion, if any, is recognized in the income statement. For cash flow hedges affecting
future transactions, the gains or losses recognized in other reserves, are fransferred to the
income statement in the same period in which the hedged transaction affects the income
statement. Where the hedged forecasted transaction or firm commitment results in the
recognition of an asset or a liability, then, at the time the asset or liability is recognized,
the associated gains or losses that had previously been recognized in other reserves are
inchided in the initial measurement of the acquisition cost or other carrying amount of
the asset or liability. For all other cash flow hedges, gains or losses recognized initially
in other reserves are transferred to the income statement in the period in which the
hedged transaction impacts the income statement,

Hedge accounting is discontinued when the hedging instrument expires or is sold,
terminated or exercised, or no longer qualifies for hedge accounting. At that point of
time, any cumulative gain or loss on the cash flow hedging instrument that was
recognized in other reserves is retained in shareholders’ equity until the forecasted
transaction occurs. Where the hedged forecasted transaction is no longer expected to
oceur, the net cumulative gain or loss recognized in equity is transferred to the income
statement for the year.

Derivatives embedded in other financial instruments or other non-financial host
contracts are treated as separate derivatives when their risks and characteristics are not
closely related to those of the host contract and the host contract is not carried at fair
value with unrealized gains or losses reported in the income statement.

Revenue recognition

Interest income and expense are recognized on a time proportion basis, taking account of
the principal outstanding and the rate applicable. Interest income and expense include
the amortization of discount or premium using the effective interest rate method. When
the interest or principal is in doubt, the recognition of income ceases. Commission and
fee income are generally accounted for on the date the transaction arises. Recoveries in
respect of loans fully provided are accounted for on a cash receipt basis.

Insurance premiums from general insurance activities are recognized in the accoutiting
period in which they incept except for premium income from life assurance policies
which is accounted for on a cash basis and premium income on marine cargo policies
which is accounted for on the expected date of voyage. Insurance policy acquisition and
maintenance costs are charged to expense as incurred.




Mashregbank psc Group

3. Significant accounting policies (continued)

¢i] Foreign currency transactions

The individual financial statements of each group entity are presented in the currency of
the primary economic environment in which the entity operates (its functional currency).
For the purpose of the consolidated financial statements, the results and financial
position of each entity are expressed in U.A.E Dirham (AED), which is the functional
currency of the Bank, and the presentation currency for the consolidated financial
staterments.

The reporting currency of the Group is the U.AE. Ditham (AED). However, for
presentation purposes only, additional columns for US Dollar equivalent amounts have
been presented in the consolidated Balance Sheet, Income Statement, Changes in Equity
and Statement of Cash Flow and certain notes to the financial statements using a
conversion rate of US§S 1.00 = AED 3.673,

Transactions dencminated in foreign cumencies are recorded in their respective local
currencies at the rates of exchange prevailing at the time of the transactions. Monetary
assets and liabilities denominated in foreign cumencies at the balance sheet date are
translated at the exchange rates prevailing at that date. Gains and losses are reflected
in net income for the year.

Assets and liabilities of foreign branches are translated into U.A.E. Dirham at the rates
of exchange ruling at year end. Income and expenses are translated at average rates of
exchange during the year. The resulting differences are included under shareholders’
equity as curmulative translation adjusttnent and are written off to the income statement
on closure or disposal of the related branch.

(g) Loans and advances

Loans and advances are stated at cost less any amounts written off and allowance for
impairment.

Allowance for impairment is made against 1cans and advances when their full recovery
as per contracted terms is in doubt taking into consideration IFRS requirements for fair
value measurement and Central Bank of the U.A.E. guidelines.
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Mashregbank psc Group

Significant accounting policies (continved)

(h)

Loan impairment

(i)  Individually assessed loans

Represent mainly, corporate loans which are assessed individually and classified by
Credit Risk Unit in order to determine whether there exists any objective evidence that a
loan is impaired.

Impaired loans are measured based on the present value of expected future cash flows
discounted at the loan’s effective interest rate or at the loan’s observable market price, if
available, or at the fair value of the collateral if the recovery is entirely collateral
dependent.

Impairment loss is calculated as the difference between the loan’s camrying value and its
present vaiue calculated as above.

(i) Collectively assessed loans
Impairment losses of collectively assessed loans include the allowances on:

a)  Performing loans
b)  Retail loans with common features which are rated on a portfolio basis and where
individual loan amounts are not significant.

Performing loans

Where individually assessed loans are evaluated and no evidence of loss is present or
has been identified, but there may be potential losses in the fisture based upon risk rating
and expected migrations, product or industry characteristics.

Impairment covers losses which may arise from individual performing loans that are
impaired at the balance sheet date but were not specifically identified as such until some
time in the future.

The estimated impairment is calculated by the Bank’s management for each identified
portfolio as per the requirements of the Central Bank of the U.A.E. and based on
historical experience, credit rating and expected migrations in addition to the assessed
inherent losses which are reflected by the economic and credit conditions.

Retail loans with common features which are rated on a portfolio basis and where
individual loar amounts are not significant

Impaiﬁncnt of retail loans is calculated by applying formulaic approach which allocates
progressively higher {oss rates in line with the overdue installment date.

Impaired loans are written off only when all legal and other avenues for recovery or
settlement are exhausted.
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Mashregbank psc Group

Significant accounting policies (continued)

M

Investments

Trading portfolio

The trading portfolio is carried at fair value with any gain or loss arising from changes in
fair value included in the consolidated income statement for the period in which it arises.

Non-trading investments

These are classified as follows:

e Held-to-maturity
«  Available-for-sale

Al] investments are initially recognized at cost, being the fair vatue of the consideration
given including acquisition costs asgociated with the investment.

Premiums and discounts on investments designated as held-to-maturity are amortized on
a systematic basis to maturity using the effective interest method and taken to interest
expense and interest income.

Held-to-maturity

At subsequent reporting dates, debt securities that the Group has the expressed intention
and ability to hold to maturity (held-to-maturity debt securities) are measured at
amortized cost using the effective interest rate method, less any @mpairment loss
recognized to reflect irecoverable amounts. An impairment loss is recognized in the
consolidated income staterment when there is objective evidence that the asset is
impaired, and is measured as the difference between the investment's carrying amount
and the present value of the estimated future cash flows discounted at the effective
interest rate computed at initial recognition. Impairment losses are reversed in
subsequent periods when an increase in the investment’s recoverable amount can be
related objectively to an event occurring after the impairment was recognized, subject to
the restriction that the carrying amount of the investment at the date the impairment is
reversed shall not exceed what the amortized cost would have been had the impairment
not been recognized.
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Mashreqbank psc Group

Significant accounting policies (continued)

@

@

Investments (continued)
Avgilable-for-sale

After initial recognition, investments which are classified as “available-for-sale” are re-
measured at fair value. Gains and losses arising from the changes in fair value are
recognized directly in equity, until the security is disposed of or is determined to be
impaired, at which time the curnulative gain or loss previously recognized i equity is
included in the income statement for the period. Impairment losses recognized in the
consolidated income statement for equity investments classified as available-for-sale are
not subsequently reversed through consolidated income statement. Impairment losses
recognized in the consolidated income statement for debt instruments classified as
available-for-sale are subsequently reversed if an increase in the fair value of the
instrument can be objectively related to an event occurring after the recognition of the
Impairment loss.

Fair values

For investments traded in organized financial markets, fair vaiue is determined by
reference quoted market bid prices at the close of business on the balance sheet date.

For investments where there is no quoted market price, a reasonable estimate of the fair
value is determined by reference to the current market value of another instrument
which is substantially the same, or is based on the expected cash flows, or the
undetlying net asset base of the mvestiment,

Impairment of tangible and intangible assets

At each balance sheet date, the Group reviews the carrying amounts of its tangible and
intangible assets to determine whether there is any indication that those assets have
suffered an impairment loss. If any such indication exists, the recoverable amount of the
assets is estimated in order to determine the extent of the impairment loss (if any).
Where it is not possible to estimate the recoverable amount of an individual asset, the
Group estimates the recoverable amount of the cash-generating unit to which the asset
belongs.

Recoverable amount is the higher of fair value less costs to sell and value in use. In
assessing value in use, the estimated future cash flows are discounted to their present
value using a pre-tax discount rate that reflects current market assessments of the time
value of money and the risks specific to the asset.

If the recoverable amount of an asset (or cash-generating unit) is estimated to be less
than its carrying amount, the carrying amount of the asset (cash-generating unit) is
reduced to its recoverable amount. An impairment loss is recognized in the income
statement, unless the relevant asset is carried at a revalued amount, in which case the
impairment loss is treated as a revaluation decrease.
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Significant accounting policies (continued)
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Impairment of tangible and intangible assets (continued)

Where an impainment loss subsequently reverses, the carrying amount of the asset (cash-
generating unit) is increased to the revised estimate of its recoverable amount, such that
the increased carrying amount does not exceed the carrying amount that would have
been determined had no impairment loss been recognized for the asset (cash-generating
unit) in prior years. A reversal of an impaimmemnt loss is recognized in the income
staternent, unless the relevant asset is carded at revalued amount, in which case the
reversal of the impairment loss is treated as a revaluation increase.

Investment property

Investment property comprises investment in buildings and frechold land held for capital
appreciation and t0 ean rentals. These are initially stated at cost comprising purchase
price and any directly attributable expenditure. For subsequent measurement purposes,
the Group has chosen the fair value model as permitted by IAS 40, “Investment
property”, under which the investment property is carried at fair value with any
revaluation gains or losses recognized in the income statement.

Property and equipment
Freehold land in use by the Group is carried at cost.

Buildings, equipment, office funiture and vehicles are stated at cost less accumulated
depreciation and impairment loss, if any. Depreciation is determined using the straight-
line method over the estimated useful lives of the respective assets as follows:

Years
Bank buildings 20-25
Office equipment (including computers) and vehicles 3-5
Furniture, fixtures and computer mainframe hardware 6- 7
Improvements to freehold properties and others 5-10

One year after property and equipment are fully depreciated, they are maintained at a net
book value of one currency unit by setting off accumulated depreciation against cost.
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Significant accounting policies (continued)
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Repurchase transactions

Securities sold under agreements to repurchase (“repos™) continue to be recognized in
the balance sheet and are measured in accordance with the accounting policies for
trading or for non-trading investments. The counter party liability for amounts received
under these agreements is included in due to banks.

The difference between sale and repurchase price is treated as interest expense and
expensed over the life of each agreement.

Employees’ end-of-service indemnity

Provision is made for estimated amounts required to cover employees’ end-of-service
indemnity at the balance sheet date as per U.A.E. Labour Law. In the opinion of
maragement, the provision would not have been materially different had it been
calculated on an actuarial basis.

Pension and national insurance

Penston and national insurance contributions for U.A E. citizens are made by the Group
in accordance with Federal Law No.7 of 1999,

Taxes on income

Where applicable, provision is made for current and deferred taxes arising from the
operating results of overseas branches that are operating in taxable jurisdictions.

Offsetting of financial assets and Labilities

Financial assets and liabilities are offset and reported net in the balance sheet only when
there is a legally enforceable right to set off the recognized amounts or when the Group
intends to settle on a net basis, or to realize the asset and settle the liability
simultaneously.

OAY balance sheet financial instruments

The Group utilizes forward foreign exchange contracts in the management of its foreign
currency positions. All foreign exchange contracts are marked to market and the
resultant gains and net losses are recognized in the income statement.

Cash and cash equivalents

Cash and cash equivalents comprise cash on hand and demand deposits, and other short-
term liquid investments that are readily convertible to a known amount of cash and are
subject to an insignificant risk of changes in value.
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Critical accounting judgements and key sources of estimation uncertainty

In the process of applying the Group’s accounting policies, which are described in Note 3,
management has made the following judgements that have the most significant effect on th
amounts recognized in the financial statements. i

Impairment of loans

The Group’s accounting policy for allowances in relation to impaired loans and advances is
described in Note 3(h). Impairment is calculated on the basis of discounted estimated future cash
flows.

The allowance for loan losses is established through charges to income in the form of an
allowance for loan loss. Increases and decreases in the allowance due to changes in the
measurement of the impaired loans are included in the allowance for lean losses and affect the
incotne statement accordingly,

Individually assessed loans

Impairment losses for individually assessed loans are determined by an evaluation of exposure on
a case-by-case basis. This procedure is applied to all classified corporate loans and advances
which are individually significant accounts or are not subject to, the portfolio-based-approach.

The following factors are considered when determining impairment losses on individually
assessed accounts:

1. The customer’s aggregate borrowings.

2, The customer's risk rating, i.e. ability to perform profitable business and generate
sufficient cash to repay the borrowed amount.

3. The value of the collateral and the probability of successfil repossession.

4. The cost involved to recover the debts.

The Bank’s policy requires regular review of the level of impairment allowances on individual
facilities and regular valuation of the collateral and its enforceability.

Impaired loans continiue to be classified as impaired unless they are brought fully current and the
collection of scheduled interest and principal is considered probable.
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Critical accounting judgements and key sources of estimation uncertainty
(continued)

' Collectively assessed loans

Collectively assessed allowances are made in respect of losses incurred in portfolios of retail
loans with cormmon features and where individual loan amounts are not significant.

The portfolio approach is applied to account in the following portfolios:

Personal loans,
Credit cards,
Auto loans, and
Mortgage loans

Ll

These portfolio allowances are reassessed on a periodical basis and allowances are adjusted
accordingly.
Performing loans

The management of the bank assess, based on historical experience and the prevailing
economical and credit conditions, the magnitude of loans which may be impaired but not
identified as of the balance sheet date.

Cash and balances with central banks

December 31,
2003 2004
AED '000 AED '000
Cash on hand 188,174 132,967
Balances with central banks:
Current accounts and other balances 179,026 485,500
Statutory cash ratio requirements 962,735 690,033
Certificates of deposit with the Central Bank of the U.A.E. 2,675,000 1,750,000
4,004,935 3,058,500

The Bank is required to maintain statutory deposits with various central banks on demand, time
and other deposits as per the statutory requirements.
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Deposits and balances due from banks

Demand
Ovemnight
Time

The above represent balances due from:

Banks abroad
Banks in the U.AE,

Loans and advances (net)

Overdrafts
Loans
Credit Cards
Others

Less: Allowance for impairment

December 31,

2005 2004
AED ‘000 AED 000

476,430 98,184

601,747 243,902

5,988,318 4,307,420
7,066,495 4,649,506
6,591,780 4,569,147

474,715 80,359

7,066,495 4,649,506
December 31,

2005 2004
AED '000 AED'000
4,138,257 3,322,695

18,158,121 14,488,545
717,354 578,290
83,050 41,957
23,096,782 18,431,487
(827,353) (825,319}
22,269,429 17,606,168
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Loans and advances (net) — continued

Analysis by econormic activities

Manufacturing

Construction

Trade

Transport and communication
Services

Banks and Financial Institutions
Personal

Government/Public Sector
QOthers

Less: Allowance for impairment

December 31,

2005 2004
AED '000 AED 000
2,226,809 2,098,875
1,863,605 1,474,735
5,753,797 4,241,170

650,465 563,464
2,070,183 1,686,777
3,383,933 1,968,318
6,467,614 5,765,635

361,079 311,211

319,297 321,302

23,096,782 18,431,487

(827,353) (825,319)
22,269,429 17,606,168

At December 31, 2005 the fair value of collateral held was AED 6,693 million (2004:

AED 4,721 million).

In certain cases, the Bank continues to carry classified doubtful debts and delinguent accounts
on its books even after making 100% allowance for impairment. Interest is accrued on most of
those accounts for litigation purposes only and accordingly not taken to income. Accounts are
written off only when alf legal and other avenues for recovery or settlement are exhausted. The
value of loans and advances, including fully provided accounts on which interest is not taken to
income amounted to AED 382 million at December 31, 2005 (2004: AED 463 million).




(e)

®

Mashregbank psc Group

Loans and advances (net) - continued

The movements in the allowance for the impairment of loans and advances during the year
were as follows:

December 31,
2005 2004
AED "000 AED'000
Balance at beginning of the year 825,319 667,024
Impairment allowance for the year 250,628 280,101
Amounts written off during the year (211,363) (106,278}
Recoveries during the year (37,231) (15,528)
Balance at end of year 827,353 825,319

The ameunt of impairment allowance for the year includes AED 42 million (2004: AED 38
million) of interest accrued on impaired loans and advances for litigation purposes which is not
taken to income.

Included in the total impairment allowance at the balance sheet date is AED 453 miillion (2004:
AED 303 million) being allowance against losses which are likely to be present in any bank’s
loans and advances portfolio and which have not been specifically identified.

Interest receivable and other assets
December 31,

2005 2004
AED '000 AED 000

Interest receivable 119,185 86,004
Prepaid interest and expenses 27,793 21,798
Taxes paid in advance 42,132 47,461
Clearing suspense 3,309 1,442
Positive fair value of derivatives 255,807 387472
Insurance related receivables 259,912 193,052
Credit Cards interchange receivables 83,757 44 983
Others 101,653 52,806

893,548 835,018
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Investment in securities

December 31,
2005 2004

AED '000 AED '000
Trading portfolio
Debt securities 3,483,519 1,369,520
Equities 435,107 171,343
Discretionary managed fund 2,241,815 1,107,732
Other investments 706,803 287,094

6,867,244 2,935,689
Available-for-sale
Debt securities 727,804 759,590
Equities 3,264,079 1,129,991
Others 52,016 13,043

4,043,899 1,902,624
Held-to-maturity
Debt securities 178,987 641,671
Total 11,090,130 5,479,984

“Trading” and “available-for-sale” investments at December 31, 2005 included AED 564.62
million held in the names of “related party” nominees for the account and for the benefit of the

Bank (AED 30.79 million in 2004).
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Investment in securities (continued)

The fair value of investmments classified under held-to-maturity amounted to AED 193.684
million as of December 31, 2005 (2004: AED 642.283 million).

The above investments include debt securities aggregating to AED 463.922 million (20G:04:
AED 583.213 million) [held-for-trading at fair value of AED 345.674 million (2004:
AED 356.268 million), available-for-sale at fair value of AED 118248 million (2004:
AED 80.025 million) and in 2004, it also included debt securities held-to-maturity at amortized
cost of AED 146.920 million - at fair value of AED 146.920 million)] sold under a repurchase
agreement (“repo™) and which are fully substitutable (Note 13).

Investment property
2005 2004
AED '000 AED '000
Interest in buildings and freehold land - January 1, 145493 140,942
Additions during the year 87,897 -
Sold during the year (49,000) (10,954)

Change in fair value during the year 39,713 15,505

224,103 145,493

The fair value of investment property as of December 31, 2005 has been arrived at on the basis
of a valuation carried out on Decermnber 12, 2005 by The Real Estate and Valuation Centre in
Land Department, Government of Dubai.
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Customers' deposits

December 31,
2005 2004

AED '000 AED '000
Current and other accounts 5,129,216 3,570,057
Saving accounts 401,584 412,415
Time deposits 24,473,992 17,124,586

30,004,792 21,107,058
Deposits and balances due to banks

December 31,
2005 2004

AED '000 AED '000
Demand 484,226 350,553
Ovemight 240,025 240,737
Time 2,775,980 2,499,119

3,500,231 3,090,409

The above represent borrowings from:
Banks in the U.A.E, 264,855 119,738
Barks abroad 3,215,438 2,970,671
Overseas central banks 19,938 -

3,500,231 3,090,409

Borrowings from banks abroad for 2005 include counter party liability relating to a 3-year
repurchase agreement (“repo™) for AED 367.3 million (US$ 100 million) maturing in September
2006. The loan carries a floating rate of interest which is fixed by reference to the 3 months
USD-LIBOR-BBA.

Borrowings from banks abroad include an amount of AED 918.25 million (US$ 250 million)
[2004: AED 550.95 million (US$ 150 million)] being a § years loan obtained through a
syndicate of banks maturing in December 2010, The loan carries a floating rate of interest which
is fixed by reference to a 6 months LIBOR.




14.

15,

16.

Mashregbank psc Group

Insurance and life assurance funds

Unearned Life  _ December3l,
Outstanding premium  Additional assurance 2005 2004
claims reserve reserve fund Total Total

AED000  AED'000 AED’000 AED080  AED000 AEDQ00

January 1, 59,761 88,033 19,747 21,602 189,143 129,173
increase 19,955 41,402 - 9,948 71,305 59,970
December 31, 79,716 129,435 19,747 31,550 260,448 189,143

Reserve funds are calculated as a percentage of annual premiums eamed, net of reinsurance.
Additional reserves are also made for the estimated excess of potential claims and claims
incurred but not reported at the balance sheet date.

Medium-term floating rate notes

During 2004, Mashreqbank psc has established a Euro Medium Term Note (EMTN)
programme for US$ 750 million {AED 2,754.75 million) under fiscal agency agreement dated
February 4, 2004 with JP Morgan Chase Bark.

Under the EMTN programme, Mashregbank psc has issued first tranche of US$ 300 million
(AED 1,101.9 million} Floating Rate Notes in February 2004 due on February 27, 2009 at
discount 0f 0.242%. The notes bear an interest rate equal to the 3 months LIBOR phus 0.55%.

During March 2005, Mashregbank psc has issued the second tranche of US$ 325 million
(AED 1,193.7 million) Floating Rate Notes due on March 23, 2010 at discount of 0.416% and
interest rate of 3 months LIBOR plus 0.40%,

Long-term loans
These represent long-term loans provided by the Real Estate Committee of the U.AE. to

refinance real estate loans made by the Bank to various U.A.E. citizens, which are included
in loans and advances.
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Interest payable and other liabilities
December 31,

2005 2004
AED 000 AED 000

Accrued interest payable 175,392 122,159
Income received in advance 136,495 74,154
Provision for staff terminal benefits 79,561 72,254
Provision for taxation 39,200 41,799
Pay orders issued 111,765 43,392
Negative fair value of derivatives 226,766 410,876
Credit Cards interchange fee income 31,540 17,027
Insurance premium collected in advance 211,197 174,525
Accrued expenses 212,604 95,868
Inter-group transaction 88,913 18,826
Others 182,454 88,581

1,495,887 1,159,461
Shareholders’ equity
Share capital

Puring 2005 a proposed bonus share distribution, of 1 share for each 10 shares, was approved
by the Board of Directors and ratified by the shareholders at the Annual General Meeting.

As of December 31, 2005, 86,619,520 ordinary shares of AED 10 each (2004: 78,745,018
ordinary shares of AED 10 each) were issued and are fully paid up.

Statutory and legal reserves

In accordance with Union Law 10/80 of U.AE., 10% of the net income for the year is to be
transferred to statutory reserve. Such transfers to reserves may cease when they reach the
levels established by the respective regulatory authorities (in the U. A. E. this level is 50% of
the issued share capital). The legal reserve relates to the Bank's foreign operations. Neither the
statutory reserve nor the legal reserve is available for distribution.

General reserve

The general reserve is computed pursuant to the Bank’s Articles of Association and can be
used for the purposes determined by the Ordinary General Meeting.
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Minority interest

Balance, January 1,

Dividends

Share in cumulative changes in fair values
Share of net income for the year

Share of minority in newly formed subsidiaries

Contra accounts and commitments

Contra accounts {memoranda)
Guarantees

Letters of credit

Acceptances

Derivative financial instruments (Note 35)

Other commitments
Uncalled capital on investments held

Total contra account and commitments (a +b + ¢)

December 31,

2005 2004
AED 000 AED 000

404,803 216,606

(11,814) {9,087)
177,010 122,989
272,722 74,295
53,366 -
896,087 404,803
December 31,

2005 2004
AED 000 AED '000
14,228,204 9,423,370

4,027,133 3,517497

800,164 831,786
19,055,501 13,772,653
25,384,441 33,210,054

1,273 2,023
44,441,215 46,984,730
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Contra accounts and commitments (continued)

Contra accounts — maturity profile

29

The maturity profile of the Bank’s contra accounts were as follows:

2005
Over Over
Within 3t06 6to12 Over
3 months months months 1 vear Total
AED000 AED'000  AED000 AED’000 AED’000
Guarantees 10,244,920 763,249 1,838,528 1,381,507 14,228,204
Letters of credit 2,807,415 554,258 447,475 217,985 4,027,133
Acceptances 575,813 148,250 24,030 52,071 800,164
Total 13,628,148 1,465,757 2,310,033 1,651,563 19,055,501
2004
Over Over
Within 3tob 6io 12 Over
3 months months months 1 year Total
AED’000 AED'000  AED'000 AED’000 AED000
Guarantees 5,045,597 1,424,150 489,019 2,464,604. 9423370
Letters of credit 2,149,312 936,856 431,329 - 3,517,497
Acceptances 611,741 207,364 12,681 - 831,786
Total 7,806,650 2,568,370 933,029 2,464 604 13,772,653

Interest income

Loans and advances
Central Banks
Banks

Investments

Year ended December 31,

2005 2004
AED 000 AED 000
1,470,281 1,088,427
61,373 15,455
329,382 235,098
163,300 84,632
2,024,336 1,423,612
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22. Interest expense
Year ended December 31,

2005 2004
AXD 000 AED '000
Customers’ deposits 698,460 397.591
Centra] Banks 23 -
Banks 351,269 160,993
1,049,752 558,584

23,  Other income
Year ended December 31,
2005 2004
AED 000 AED '000

Net realized investment gain 1,026,401 104,646
Fair value adjustments of trading investments 58,798 24,034
Fair value adjustments of investment properties 39,713 15,505
Dividends income 29,970 23,453
Income from investment property 2,925 4425
Credit Card related fee income 108,522 81,644
Fees and charges on banking services 261,992 158,782
Foreign exchange gains (net) 90,164 62,148
Insurance underwriting profit 143,326 93,953
Loss on sale of property and equipment (2,459) (1,765)
Rental income from properties 5,080 4,064
Others 54,509 39,404
1,818,941 610,293

24.  General and administrative expenses

Year ended December 31,
2005 2004
AED ‘000 AED '000
Salaries and employee related expenses 499,065 346,232
Depreciation on property and equipment 34,370 35,763
Other general and administration expenses 243,452 186,938
776,887 568,933

Compensation of key management (included above under “salaries and employee related expenses™)
comprise salarigs, bonuses and other benefits amounting in total to AED 101.36 million (AED 51.79
million in 2004). :
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Earnings per share

Earnings per share are calculated by dividing the net profit for the year by the number of shares

outstanding during the year as follows:

Net income for the year (AED'000)
{Attrtbuted to equity holders of the parent)

Number of ordinary shares outstanding

Earnings per share (AED)

Year ended December 31,

2005 2004
AED '000 AED '000
1,739,350 751,076
86,619,520 86,619,520

20.08 8.67

The number of ordinary shares outstanding as of December 31, 2004 has been adjusted to

reflect the bonus shares issued during 2005 [Note 18(a)].

Foreign restricted assets

Net assets equivalent to AED 49.800 million as of December 31, 2005 (2004 AED 48.723
million) maintained by certain branches of the Bank, operating outside the United Arab
Emirates, are subject to exchange control regulations of the countries in which these branches

operate.
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Cash and cash equivalents

33

Cash and cash equivalents consist of cash on hand, central bank certificates of deposits,
balances with banks and money market placements, as follows:

Cash on hand, current accounts
and deposits with central banks
Deposits and balances due frem banks

Less: Deposits with central banks
for regulatory purposes

Less: Deposits maturing after 3 months

Increase in cash and cash equivalents — 2005

[(a) - (b)]

Cash on hand, current accounts
and deposits with central banks
Deposits and balances due from banks

Less: Deposits with central banks
for regulatory purposes

Less: Deposits maturing after 3 months

Decrease in cash and cash equivalents — 2004

[(a)-(b)]

December 31,

2005
AED '000

4,004,935
7,066,495

11,071,430

(962,735)

- (1,952,150)

8,156,545 (a)

2004

AED'000

3,058,500
4,649,506

7,708,006

(690,033)
(1,248,773)

5,769,200 (b)

—_————

2,387,345
December 31,
2004 2003
AED '000 AED '000
3,058,500 2,483,731
4,649,506 4,905,185
7,708,006 7,388,916
(690,033) (563,094)
(1,248,773) (853,092)

5,769,200 (a)

(203,530)

5,972,730 (b)
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Related party transactions

Certain “related parties” (such as, directors and major shareholders of the Bank and companies
of which they are principal owners) are customers of the Bank and its subsidiaries in the
ordinary course of business. Transactions with such related parties are made on substantially
the same terms, including interest rates and collateral, as those prevailing at the same time for
comparable transactions with unreiated parties. Such related party transactions are disclosed
below. Other “related party transactions” is disclosed in Notes 9 and 24 to these financial
statements.

Year-end related party balances included in the balance sheet are as follows:

December 31,
2005 2004
AED '000 AED '000
Advances to customers 409,221 277454
Deposits from customers | 541,148 568,305
Letters of credit, gnarantees and acceptances 1,431,794 989,661

Net income for the year includes related party transactions as follows:

Interest income 32,186 12,559
Interest expense 19,412 14,293

Other income 43,968 33,917
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Fair values of financial assets and liabilities

Fair value is the amount for which an asset could be exchanged or a liability settled between
knowledgeable, willing parties in an arm’s length transaction. Differences can arise between
carrying values and fair value estimates as a result of changes in market conditions.

The fair values of on-balance sheet financial instruments, except for held-to-maturity
investments, loans and advances and customer deposits, are not significantly different from the
camrying values inciuded in the financial statements. The estimated fair value of investments
held-to-maturity is based on quoted market prices when available or pricing models in the case
of certain fixed rate bonds. Fair value of these investments is disclosed in Note 9. It is not
practical to determine the fair value of loans and advances and customer deposits with
sufficient reliability. Also, it is not practical to determine the fair value of certain derivatives
that are traded over the counter as they are considered illiquid.

Derivatives

In the ordinary course of business, the Bank utilizes the following derivative financial
instruments for both trading and hedging purposes:

Swaps are commitments to exchange one set of cash flows for another. For interest rate swaps,
counter-parties generally exchange fixed and floating rate interest payments in a single
currency without exchanging principal. For currency swaps, fixed interest payments and
principal are exchanged in different currencies. For cross-currency rate swaps, principal, fixed
and floating interest payments are exchanged in different currencies.

Forwards and futures are contractual agreements to either buy or sell a specified currency,
commodity or financial instrument at a specified price and date in the future. Forwards are
custornized contracts transacted in the over-the-counter market. Foreign currency and interest
rate futures are transacted in standardized amounts on regulated exchanges and changes in
futures contract values are rnarked to market daily.

Forward rate agreements are similar to interest rate futures, but are individually negotiated.
They call for a cash settlernent for the difference between a conftracted interest rate and the
miarket rate on a specified future date, on a notional principal for an agreed period of time.

Options are contractual agreements under which the seller (writer) grants the purchaser (holder)
the right, but not the obligation, to either buy or sell at fixed future date or at any time during a
specified period, a specified amount of a currency, commeodity or financial instrument at a pre-
deterrained price.
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Derivatives (continued)

Derivatives held for hedging purposes

The Bank deals in derivatives including forward exchange contracts, swaps, options and
futures on behalf of its customers. These dealings with and exposure to financial markets are .
matched by equal and opposite dealings and exposure to corporate customers.

The Bank uses forward foreign exchange contracts and currency swaps to hedge against
currency risks and interest rate swaps to hedge against the interest rate risk arising from interest
rate exposures. In all such cases, the hedging relationship and objective, including details of the
hedged items and hedging instrument are formally documented.

The following table {on page 42) shows the positive and negative fair values of derivative
financial instruments, together with the notional amounts analyzed by the term to maturity.
The netional amounts, which provide an indication of the volumes of the transactions
outstanding at the year end, do not necessarily reflect the amounts of future cash flows
involved, These notional amounts, therefore, are neither indicative of the Bank’s exposure to
credit risk, which is generally limited to the positive fair value of the derivatives, nor market
risk.
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Risk management

The Bank has senior management committees to oversee the risk management. The Credit
Policy Committee (CPC) and Credit Risk Management Division (CRMD) define policies,
processes and systems to manage and monitor credit risk. Bank’s Assets & Liabilities
Committee (ALCO), which meets on a monthly basis sets policies, system and limits for
interest rate risk, foreign exchange risk and liquidity risk. The Bank also has a Risk Review
function which independently reviews adherence to all nsk management policies and
processes. The Bank's internal audit function which is part of risk review primarily evaluates
aperational risk.

Credit Risk Management

Policies relating to credit are reviewed and approved by the Bank’s Credit Policy
Committee. All credit lines are approved centrally for UAE branches, and for overseas
branches by the Bank’s Credit Risk Management Division in accordance with the Bank’s
credit policy set out in the Credit Policy Manual. Credit and Marketing functions are
segregated. In addition, whenever possible, loans are secured by acceptable forms of
collateral in order to mitigate credit risk. The Bank further limits risk through
diversification of its assets by geography and industry sectors.

All credit facilities are administered and monitored by the Credit Administration
Department. Periodic reviews are conducted by Credit Examination teams from the Risk
Review Division and facilities are risk graded based on criteron established in the Credit
Policy Manual.

Cross border exposure and financial institutions exposure limits for money market and
treasury activities are approved as per guidelines established by the Bank’s Credit Policy
Committee and are monitored by the Credit Risk Management Division.

The Credit Policy Committee is responsible for setting credit policy of the Bank. It also
establishes industry caps, approves policy exceptions and conducts periodic portfolio
reviews to ascertain portfolio quality.

Different credit underwriting procedures are followed for retail and commercial/
institutional lending as described below.

Retail lending

Each retail credit application is considered for approval according to a product program,
which is devised in accordance with guidelines set out in the product policy approved by the
Bank’s Credit Policy Committee (CPC). All approval authorities are delegated by the CPC
or by the Chief Executive Officer acting on behalf of the CPC. Different authority levels
are specified for approving product programs and exceptions thereto, and individual
loans/credits under product programs. Each product program contains detailed credit
criteria (such as salary multiples, bank statements, age, residency, etc.) and regulatory,
compliance and documentation requirements, as well as other operating requirements.
Credit authority levels range from Level 1 (approval of a credit application meeting all the
criteria of an already approved product program) to Level 5 (the highest level where CPC
approval of the specific credit application is necessary).
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Risk management (continued)

Commercial/Institutional lending

All credit applications for commercial and institutional lending are subject to the Bank’s
credit policies, vnderwriting standards and industry caps (if any) and to regulatory
requirements, as applicable from time to time. The Bank does not lend to companies
operating in industries that are considered by the Bank inherently risky and where
specialized industry knowledge is required. In addition, Mashregbank sefs credit limits for
all customers based on their creditworthiness.

All credit lines or facilities extended by the Bank are made subject to prior approval
pursuant to a delegated signature authority system under the ultimate authority of the CPC
or the Bank’s Chief Executive Officer under the supervision of the Board. At least two
signatures are required to approve any commercial or international credit application.
However, depending on factors such as the size of the applicant, its risk rating, the client
type or a specific policy issue, a third concurring signature is usually required.

The Bank has established country limits for cross border risk. Individual country limits are
defined based on a detailed credit policy defining acceptable country credit risk exposure
and evaluating and controlling cross border risk. These limits are regularly reviewed by the
Bank’s credit risk management and periodically by the CPC.

Credit review procedures and loan classification

The Bank’s credit review department (the CRD) subjects the Bank's risk assets to an
independent quality evaluation on a regular basis in conformity with the guidelines of the
Central Bank of the U.A.E. and Bank’s internal policies in order to assist in the early
identification of accrual and potential performance problems, The CRD validates the risk
ratings of all commercial clients, provides an assessment of portfolio risk by product and
segment for retail customers and monitors observance of all approved credit policies,
guidelines and operating procedures across the Bank.

All commercial/institutional loan facilities of Bank are assigned one of eight risk ratings out
of which 1-4 are performing grades and 5-8 are classified or criticized grades. Current risk
rating system is being substantially strengthened to provide more objectivity and granularity
and also to comply with Basel I IRB guidelines.

If a credit is overdue for 180 days or more, interest is suspended and is not credited to
income. Specific allowance for impairment of classified assets is made based on
recoverability of outstanding and risk ratings of the assets.
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Risk management (continued)

Credit review procedures and loan classification (continued)

The Bank writes off retail advances once they are 180 days past their due date while credit
card balances are written off when they are 150 days past their due date.

The Bank also complies with IAS 39, in accordance with which it assesses the need for any
impairment losses on its loan portfolio by calculating the net present value of the expected
future cash flows for each loan. As required by Central Bank of the U.A E. guidelines, the
Bank takes the higher of the loan loss provisions required under IAS 39 and Central Bank
regulations.

Assets & Liability Committee (ALCO)

ALCO has a broad range of authority delegated by the Board of Directors to manage the
Bank’s asset and liability structure and funding strategy. ALCQ meets on a monthly basis
or more often as circumstances dictate to review liquidity ratios, asset and liability structure,
interest rate and foreign exchange exposures, internal and statutory ratio requirements,
funding gaps and general domestic and international economic and financial market
conditions. '~ ALCO formulates liquidity risk management guidelines for the Bank’s
operation on the basis of such review. The Bank uses an interest rate simulation model to
measure and monitor interest rate sensitivity and varying interest rate scenarios.

The members of ALCO comprise the Chief Executive Officer, the Head of Commercial
Banking, the Head of Retail Banking, the Head of Treasury & Capital Markets, the Head of
Credit Risk Management and the Chief Financial Officer of the Bank.

Liguidity risk management

The Bank manages its liquidity in accordance with Central Bank of the U.A.E. requirements
and Bank’s internal guidelines. The Central Bank of the U.A.E. sets cash ratio requirements
on overall deposits ranging between 1.0 percent and 14.0 percent according to the tenor of
the deposits. The Central Bank of the U.A.E. also imposes a mandatory 1:1 utilization ratio
whereby loans and advances (combined with inter-bank placernents having a remaining
term of greater than three months) should not exceed stable funds as defined by the Central
Bank of the U.A_E. Stable funds are defined by the Central Bank of the U.A E. to mean free
own funds, inter-bank depasits with a remaining term of more than six months and stable
customer deposits. To guard against liquidity risk, the Bank has diversified its funding
sources and manages its assets with liquidity in mind, seeking to maintain a balance of cash,
cash equivalents and readily marketable securities. ALCO sets and monitors liquidity ratios
and regularly revises and updates the Bank’s liquidity management policies to ensure that
the Bank is in a position to meet its obligations as they fall due.
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Risk management (continued)

Market risk management

Market risk is primarily composed of price risk and arises out of treasury, trading and
investment activities. Price risk includes earning impact owing to level and volatility of
interest rates, foreign exchange rates, derivatives prices and debt/equity prices.

The Bank carries a limited amount of market risk as a policy preference and it is continuously
monitored. Foreign exchange and detivatives trading for the account of the Bank is managed
by a proprietary trading limit with a stop loss limit set by the Assets and Liabilities Committee.

Interest rate risk management

Interest rate risk arises from the possibility that changes in interest rates will affect the value
of financial instruments. The Bank is exposed to interest rate risk as a result of mismatches
or gaps in the amounts of assets and liabilities.

The Bank uses simulation-modeling tools to periodically measure and monitor interest rate
sensitivity. The results are analyzed and monitored by ALCO, Since most of the Bank’s
assets and liabilities are floating rate, deposits and loans generally reprice simultancously
providing a natural hedge, which reduces interest rate exposure, Moreover, the majority of
the Bank’s assets and liabilities reprice within one year, thereby further limiting interest rate
risk.

Open foreign exchange positions

The Bank’s assets are typically funded in the same currency as that of the business
transacted in order to eliminate foreign exchange exposure. However, the Bank does
maintain a long US dollar position within limits approved by the Bank's Assets & Liabilities
Committee (ALCO). As of December 31, 2005, the Bank's other net foreign exchange
exposure was not significant except for AED 204 million short position in Qatari Riyals
(2004: AED 209 million) and AED 18 million long position in Pakistani Rupees (2004:
AED 18 million) and AED 14 million in long Indian Rupees (2004: AED 55 million) and
AED 22 million in long Egyptian Pound.

Fiduciary activities

Assets held by the Bank in trust, in a fiduciary and custodial capacity on behalf of its
customers, are not included in these financial statements. These include assets held in a
fiduciary capacity for a related party as of December 31, 2005 of AED 445.96 million (2004:
AED 234.946 million).
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Capital adequacy

Capital base (a)

Risk weighted assets:
On-balance sheet assets
Off-balance sheet assets

Total risk-weighted assets (b)

Capital adequacy ratio [(a)/(b) x 100]

December 31,

2005 2004
AED 000 AED '000
7,146,899 4,877,406
27,545,030 20,014,697
8,788,359 7,305,286
36,333,389 27,319,983
19.67% 17.85%

The above capital adequacy ratio is computed based on circulars issued by the U.AE. Central

Bank.

Overseas branches

During 2004, the Bank liquidated its wholly-owned subsidiary “Mashreq Asia Limited —
Hong Kong” and transferred all of its assets and liabilities at net book value to Mashreqbank —

Hong Kong branch, which was opened in 2004.

A cumulative translation adjustment of AED 10.165 million, previously charged to equity, has
been reclassified to the income statement of the year ended December 31, 2004 as a result of

the disposal of the above foreign subsidiary.
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Proposed dividends
December 31,
2005 2004
AED '000 AED '000

Cash dividend of AED 2 per share (2004: AED 3.5

" per share) 173,239 275,608
Bonus shares - 78,745

173,239 354,353
Dividends per share (AED) 2.0 4.5

The proposed cash dividends shown above was approved by the Board of Directors and
ratified by the sharcholders at the Annual General Meeting on March 8, 2006. The 2005
financial statements were reissued to reflect these events.

Fund management

Makaseb Funds Company BSC (Subsidiary — Note 1) manages a number of equity funds
which are not consolidated in the financial statements. The funds have no recourse to the
general assets of the Group; further the Group has no recourse to the assets of the funds.

Comparative figures

Certain amounts for the prior year were reclassified to conform to current year presentation,
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