Y KHAN BANK

Agricultural Bank of Mongolia

ANNUAL REPORT 2004



KHAN BANK

Agricultural Bank of Mongolia

CONTENTS

KHAN BANKS MISSION 2
QUR COMMITMENT TO CUSTOMERS 3
MESSAGE FROM THE CHIEF EXECUTIVE OFFICER |
FINANCIAL HIGHLIGHTS o

2004 YEAR IN REVIEW

Ce

KHAN BANK AND RURAL MONGOLIA 11
MANAGEMENT AND ORGANIZATION 12
COMMUNITY INVOLVEMENT 14
AUDITED FINANCIAL STATEMENTS L6
KHAN BANK OFFICES 43

=



XAAH bAHK

MouroaetH Xeaee Ax AxyAH bBank

KHAN BANK'S MISSION

TO BE THE PRINCIPAL NATIONWIDE PROVIDER OF FINANCIAL
SERVICES IN MONGOLIA, BY DELIVERING FIRST CLASS

PRODUCTS WITH THE HIGHEST LEVEL OF CUSTOMER SERVICE.
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OUR COMMITMENT TO CUSTOMERS

Khan Bank values and respects our austomers, We adhere to the following policies on
confidentiality and ransparency:

4 All Khan Bank employees shall serve customers equally and openly without
any discrimination as o age, race, sex, occupation, offidal position, economic
status, religion or political affiliation.

+ Khan Bank employees shall not favor customers because they are friends or
relatives, nor shall they have any finandal interest in austomers of receive any
payments, gifts or other benefits from them,

< Neither Khan Bank nor any employee shall accept or pay bribes under any
drcumstances with any person or organization,

% Bank employees shall not use any information on austomer accounts, deposits
or transactions for personal gain nor disclose such information to any
individual or other entity except as provided by law or as required by
execution of a court dedsion,

< No bank employee shall process any transaction from a austomer's account or
deposit without the consent of the customer, nor suspend such transaction
except as required by an offigal notification from a tax officer, sodal insurance
officer, balliff or other offidal acting in a legal capadity.

Khan Bank customers may request the freely available full version of the
Confidentiality Policy from any of the Bank's offices. Any person who is disadvantaged
by a Khan Bank employee who has violated these polices should call the office of the
CEQ in Mongolian or English at 976-11457880 or  email directly to
ceo@khanbank.com
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MESSAGE FROM THE CHIEF EXECUTIVE OFFICER

To Shareholders and Friends:;

Every year since 2001 | have reported in these pages that Khan Bank had an excellent year, and | am pleased
to do so again. The pages that follow document a sharp increase in earnings, streng results against the
usual bank performance criteria, important new shareholders and interesting new initiatives for the future.

For the year 2004 we earned MNT 3.1 billion, an increase of 60 % over 2003. We experienced increased
revenue in all sectors of our business while holding costs very close to plan. Loan income was up 59 %,
investment income up 215 % and fees from transfers and other non-interest sources up 27 %.

Deposits increased by MNT 54.6 billion or 72 % through the year.

In December the International Finance Corporation and Development Alternatives, Inc, became
shareholders of the Bank by purchasing newly issued common stock. IFC is the private investment arm of
the World Bank group and represents an important strategic partnership as we build our business in
Mongolia and explore other investment opportunities.

DAl, a prominent American consulting and management firm based in Bethesda, Maryland, has managed
the Bank since 2000. In December the Bank's management contract with DAl was extended through 2007.
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In October we introduced KHAN VISA, our first entry into the plastic card market. Our initial product, a

togrog debit card, has sold well and will be the foundation for a broader product line to be introduced in
2005.

We continue to invest heavily in expanding the Khan Bank proprietary electronic network. In 2004 we
automated another 38 branches and now 88 of our 394 offices are fully interconnected through satellite
antenna, fiber optic cable or wireless modems. The network improves our competitiveness through
efficient, low cost transaction processing and accounting, and delivers our rapidly developing electronic and
card banking products.

As important, in a vast country with limited infrastructure the Khan Bank network is a critical platform for
managing our large and unique branch system. Through email and our intranet, and eventually voice and
video conferencing, Khan Bankers in some of the most remote places on earth are connected in real time
with the head office and each other,

My picture at the top of this report was taken in front of "Hitching Post" by Ts. Ariuntogs, one of 150 works of
contemporary art in the Khan Bank Collection. This collection is one way amaong many that we support
Mongolia's vibrant arts community in its work at the core of our tradition and culture. Khan Bank is the
ultimate community bank, with a presence in every village and neighborhood in the country, and our
support for the arts is a continuing investment in the future of our communities.

Khan Bank was selected by lvanhoe Mines, through a competitive bidding process, to operate the only
branch at its Oyu Tolgoi (Turquoise Hill) Project in the Gobi Desert, the largest gold and copper discovery in
the world in recent years, which promises to be a major center of economic activity in the coming decade.
We opened a fully on-line office in this remote site to service the payroll, deposit, transfer and salary loan
needs of the company and its employees.

We move into 2005 with continued optimism about the Mongolian economy and the opportunities that

our strong balance sheet, extensive network and talented staff will allow us to take on. As always, | thank our
customers and our more than 2000 Khan Bankers for their support and loyalty that has made us successful.

J. Peter Morrow

Chief Executive Officer
March 28, 2005
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FINANCIAL HIGHLIGHTS

PROFITABILITY

Pre-tax earnings increased sharply in 2004 to a
record level,

Khan Bank's 2004 pre-tax eamings of MNT 4.650
billion was the second highest among all
Mongolian banks. After tax retum on average
assets was 2.6%, and return on average eqguity was
38.8%, the highest among all banks for the fourth
year in a row.

CAPITAL

Total capital in 2004 increased 63% to MNT 12.802
billion.  This induded MNT 1.771 billion in new
capital investment by the International Finance
Corporation and DAl in addition to the Bank's
earnings for the year.

As of December 31, the Bank's capital represented
14,0% of risk adjusted assets exceeding all
prudential requirements,
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LIQUIDITY

Cash and short term investments at December 31 totaled MNT 59.312 billion resulting in a regulatory
liquidity ratio of 34.2% well above Mongolbank's required 18%.

Management'’s policy has been to maintain substantial liquidity in the form of cash and short term
Mongolbank and Govemment of Mongolia securities. The average investment matunity is under sixty days,
and Mongolbank bills may be put to the issuer on demand with payment of an interest penalty.In addition,
there is a functioning local interbank market for repurchase agreements which the Bank participates in from
time to time.

LOANS

The Bank's loan portfolio grew substantially in 2004, Net loans and advances increased 53% from MNT
52.338 billion at year end 2003 to MNT 80.321 billion at December 31, 2004.

The portfolio continues o be diversified with an average loan size of MNT 620,000. Loans to small and
medium sized enterprises represent 56% of the total, loans o individuals 19%, laons to agricul ture 16%, and
mortgage and other loans 9%,

At December 31, loans totaling MNT 3,604 billion were past due representing 4.3% of total loans.
Management believes the bank's spedfic loan loss reserve of MNT 1.990 billion is adequate to cover any
losses that may occur in the future from these loans.

DEPOSITS

At December 31, total deposits were MINT 130,753 billion, up 7 2% over MNT 76.1 28 billion at year end 2003.

Business and Individual deposits constitute 95% of total deposits, Current accounts from non-government
sources at December 31 were MNT 13.958 billion. The Bank generally pays no interest on these accounts.
Time and savings deposits from non-government sources grew to MNT 108.148 billion, up from MNT 60,555
billion, Interest rates on these deposits ranged from 1.2% to 18.0% per annum,

Pension Agency Depaosits were MNT 2.284 billion at December 31. The Bank disburses approximately MNT
6,7 hillion in pension payments to individuals monthly.

Other Government Deposits totaled MNT 4.595 billion, or 3.5% of total deposits,
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2004 YEAR IN REVIEW

NEW INVESTMENT IN KHAN BANK

In December 2004, the Bank welcomed two new shareholders,

The International Finance Corporation (IFQ), part of the World Bank Group, acquired 3% of the Bank in
newly issued common stock for US $1.2 million, In connection with its investment, the IFC also provided a
$1.8 million creditline agreement and will nominate a new member 1o the Board of Directorsin 2005,

Additionally, Development Alternatives, Inc. (DAI), which has managed Khan Bank since 2000, invested US
$300,000 in new common stock for 2.3% ownership. The Bank also extended DAIl's management contract
for an additional three years through December 2007,

For the IFC the investment s at the core of its strateqy for promoting private sector development in
Mongolia. This indudes in particular Khan Bank's customer base of productive micra small and medium
sized businesses across the country.

After the new investments H.S. Securities owns 53% of Khan Bank and Tavan Bogd Trade of Ulaanbaatar
holds 35%,

Khan Bank Chairman Hideo Sawada noted at the closing ceremony *han Bank now has four shareholders —
- three strong private companies from Mongolia, Japan, and America, and an important multinational
investor, IFC. The diverse experience of these investors and the extended contract with DAl are a strong
foundation for the Bank's future growth.”

AWARDS

In 2004, the Mongolian Chamber of Commerce and Industry named Khan Bank as "Best Bank" in the
country, The Association for Protecting Consumer Rights also judged Khan Bank as the "Organization
Which Treats Customers as Kings®.

Global Finance Magazine, New York, USA selected Khan Bank as "Best Bank" in Mongolia for 2003 based on
growth in assets, profitability, strategic relationships, customer service, competitive pricing, and innovative
products, In March 2005, the Bank was again awarded "Best Bank 2004 by Global Finance, thus eaming the
award for the second year in a row,
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INFORMATION TECHNOLOGY

Khan Bank looks to the future when we think about IT. Our success is closely linked to accurately moving
large numbers of transactions efficiently, safely and quickly. Our customers expect no less.

The Bank has already built the most advanced bank operating system in Mongolia. Online banking is
available throughout the country with a total of 88 branches now connected to our central data base and
able to conduct real time transactions with each other. Every aimag and large soum center, over 65% of our
loans and 85% of our deposits are handled over this network. We currently have over 1,000 personal
computers and laptops speeding up our work throughout the bank.

In 2005 the Bank will add an additional 35 branches to the online network. Additionally, the Bank has begun
a two-year project to provide solar and wind power to over 100 rural branches where electricity is either not
available or too sporadic to be reliable.

The Bank will continue to invest in IT to insure the highest level of customer service, improved operating
efficiency and effective management information.
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LOAN ACTIVITY

In 2004, the Bank disbursed 469,000 loans totaling MNT 185.9 billion. We celebrated the Bank's One
Millionth loan in May 2004,

The Bank continues to work on improvement in loan products, polices and procedures to ensure that
lending activities meet the needs of its customers and remain of high quality, The Bank has benefited this
past year from technical assistance from the European Bank for Reconstruction and Development {EBRD),
which is providing two advisors to the Bank under a two year program.

The Bank makes loans in all 394 of its offices, Small business and consumer loans are tailored to the markets
they serve, Over the past four years the Bank has developed herder, agricultural, mortgage, salary, and
pension loans to meet market needs, Its small business loan products have been expanded to meet both
short and long term finanding needs of customers,

In 2004, the Bank introduced "Express Micro® loans, which are ideally suited to traders and small businesses,
These loans are designed for quick approval and disbursement within 1-2 days for qualifying customers,
Again in 2004, the Bank has liberalized loan requirements and reduced interest rates to serve our customers
and to involve a greater range of horrowers.

DEPOSIT PROGRAMS

Khan Bank pioneered the use of direct deposit programs in Mongolia. These programs include pension and
other sodal payment programs, salaries, and loan proceeds. Khan Bank's extensive network, low fees, and
competitive interest rates provide its customers with convenience, safety and service, High levels of
customer satisfaction and support are reflected in the substantial growth in deposits during 2004, The
Bank's MNT 130,753 billion In total deposits at year end remains the largest MNT deposit base in the
country,
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KHAN BANK AND RURAL MONGOLIA

Khan Bank has built the only banking network reaching all geographic areas of Mongolia. The Bank's
network includes every aimag center, every soum center and every border point in the country.In each of its
offices, Khan Bank provides a full range of banking services and is an integral member of the community, its

serves.

Mongolian governmental agencies and Mongolian companies with a need for country-wide reach to the
rural population look to Khan Bank's network. Foreign governments and denor institutions have also joined
in partnership with the Bank, and we are cooperating in several major projects throughout rural Mongaolia.

Programs include the World Bank's Microfinance Development Fund, the Asian Development Bank's
Agricultural Sector Development Program, USAID's Ger Initiative and Agribusiness Development programs,
French Food Aid Fund supporting the agricultural sector, and the Japanese government's solar panel

program.

This past winter, Khan Bank again coordinated the distribution of funds to herder families affected by the
zud for the Swiss Agency for Development and Cooperation.This year the Swiss government donated funds
to 1100 herder households in Dundgobi aimag with the assistance of Khan Bank.

Throughout the country, wherever banking services are needed, Khan Bank is there to help.
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MANAGEMENT AND ORGANIZATION

From August 2000 until March 2003 Khan Bank was operated under a special corporate governance structure
agreed among the Mongolian Government, the U.S. Government and the World Bank. Under these agreements,
the Government agreed not to exercise its normal prerogatives of ownership and to delegate control of the
Bank to an independent Board and Management.

In March 2003, the Bank was privatized by sale through international tender to H.S. Securities of Japan. H.S.
subsequently participated a portion of its shares to the Tavan Bogd group of companies of Ulaanbaatar, and
later the IFC and DAl became shareholders as described earlier in this report.

Since privatization, our Board of Directors has consisted of Mr. Hideo Sawada as Chairman and Mr. Yoshiaki
Mishima of H.S. Securities, Ms. D. Hulan of the Tavan Bogd group of companies, and Mr. J. Peter Morrow, the
Bank's Chief Executive Officer as members.

BOARD OF DIRECTORS

Hideo Sawada, Chairman D.Hulan Yoshiaki Mishima ). Peter Morrow
President, H.5 Securities Senlor Vice President, "Tavan General Manager, Capital Market Chief Executive Officer,
Bogd" group of companies Department H.5. Securities Khan Bank

J. Peter Morrow serves as Chief Executive Officer and Ben Turnbull as Deputy Chief Executive Officer. Since
April 2005, S. Sukhbold has served as Chief Operating Officer. Vice Director D. Gantugs is responsible for
Corporate and Community Relations. E. Oyunbileg serves as Vice Director responsible for Administration
and Human Resources.
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Management Team :

(from left) E. Oyunbileg, Vice
Director, Administration; Ben
Turnbull, Deputy Chief Executive
Officer: J. Peter Morrow, Chief
Executive Officer; D. Gantugs, Vice
Director, Corporate and
Community Relations;
S.5ukhbold, Chief Operating
Officer.

Department Heads:

(from left) D. Nyamdorj, Special
Assets; R. Munkhtuya, Financial
Supervision; 5. Zoltuya, Branch
Administration & Human Resources,
A. Ganchimeg, Marketing;

M. Erdenechimeg, Rural Branch
Supervision; D. Narantuya, Legal; D.
Enkhbold, Information Technology.

Department Heads:

(back from left)

J.Sanchir, Card Center;
M.Unurtsetseg, Administration;
B.Doljin, IT & User Support;
N.Amgalan, Ulaanbaatar Branch
Supervision; A.Minj, Treasury.

(front from left)

B.Undarmaa, Training;
U.Narantsetseg, Institutional
Banking; Ts.Altangerel, Credit
Administration: TJavkhlan,
Internal Audit; 5.Sandagdorj,
Business Development.
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COMMUNITY INVOLVEMENT

During 2004, Khan Bank continued its active involvementin a broad range of community activities.

The Bank's commitment to supporting arts and culture in Mongolia included sponsorship of a variety of
artistic endeavors and events. The Bank was a major sponsor of the International "RBoaring Hooves" Music
Festival held in June and the "Blue Monqgolia® festival of Mongolian songs in September, The Bank remains a
major contributor to the Arts Coundil of Mongolia and throughout the year spansored music concerts and
art exhibits by local artists, These included the solo plano concert of Ts. Enkhtur and painting exhibition of
artist 5. SarantsatsralL.

In the fall, Khan Bank co-produced three street concerts in Ulaanbaatar with the Ulaanbaatar Police
Departiment. In November, the Bank sponsored pop star Sarantuya's concert in Ulaanbaatar, “The Best of
Saraa", The Bank and Sarantuya have continued their cooperation contract in which the Bank is the
exclusive sponsor of the top Mongolian singer.

As it has in past vears, the bank donated the Khan Bank Art Calendar to offices and schools throughout the
394 aimag and soum communities in which Khan Bank has an office, Each year the calendar includes
different works of art from the Khan Bank Corporate Art Collection and is designed to promote Mongolian
contempaorary ars,

The Bank continues to invest in and support the younger generations of Mongolia for their educational
development. Activities this past vear included general sponsorship of the Open Debate Association's
public speaking contest, and summer training by "Zalgamjlagch® Childrens Association, The Bank also
sponsored the Mongolia Young Leaders program at Khan Bank in cooperation with the Zorig Foundation,

This year the Bank provided scholarships to 120 employees for higher education. Additionally, 20 new Khan
Bank Scholarships were awarded to children of Khan Bank employees,

In June, the Bank donated a dassroom to the Institute of Finance and Economics, Chairman
Mr, Sawada made the presentation and received an honorary doctorate from the Institute,

Other major community support events included sponsorship of national television's historical Tsaagan Sar
program, International Children's Day Festival, and the Wrestler's Basketball Tournament, now in its second
year, The Bank provided support to a number of smaller but important events such as the “Traditional
Handiaaft" exhibition in Ulaanbaatar organized by the Ger Initiative Project.

—
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I'sam dancers at the International Roaring Hooves Iraditional music at Roaring Hooves Festival.
Festival, June 2004 in the Gobi Desert,
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International Children's Day Festival, June 2004, Mask painting at Children's Day Festival.

EAGLE
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Participants arriving at the Kazakh Eagle Festival, October Judges at the Eagle Festival.
2004, Bayan-Ulgii aimag.
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REPORT OF THE AUDITORS

To the Board of Directors of Agricultural Bank of Mongolia LLC

We have audited the accompanying financial statements of Agricultural Bank of
Mongolia LLC as at 31 December 2004 set out on pages 2 to 27. These financial
statements are the responsibility of the Bank's directors. Our responsibility is to
express an opinion on these financial statements based on our audit.

We conducted our audit in accordance with International 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 the
directors, as well as evaluating the overall presentation of the financial statements.
We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the financial statements have been properly drawn up in
accordance with applicable International Financial Reporting Standards and the
Guidelines and Regulations issued by Bank of Mongolia so as to give a true and
fair view of the financial position of the Bank as of 31 December 2004 and of the
results of its operations and its cash flows for the year then ended.

B i) ?’b Mongole Akt Co

J‘}; ~
i ..",?l,i_l

28 March 2005
Ulaanbaatar




AGRICULTURAL BANK OF MONGOLIA LLC

INCOME STATEMENT FOR THE YEAR ENDED 31 DECEMBER 2004

Note 2004 2003
MNT '000 MNT '000
Interest income 4 24,376,282 14,266,533
Interest expense 5 (12,941 676) (6,691,178)
Net interest incame 11,434 606 7,575,355
Non-interest income 6 5,060,597 4,001,350
Operating profit 16,495,203 11,576,705
Operating expenses 7 {9.878.561) (7,470,716)
Profit before allowances 6,616,642 4,105,989
Allowances 3 {1,966,192) (726,389)
Profit before taxation 4,650,450 3,379,600
Taxation 9 (1,565,500) (1,445,761)
Profit after taxation 3,084,950 1,933,839

The accompanying notes form an mtegral part of the financial statements.




AGRICULTURAL BANK OF MONGOLIALLC

BALANCE SHEET AS AT 31 DECEMBER 2004

Note 2004 2003
MNT 000 MINT 000

ASSETS
Cash and short term funds 10 5.103.550 3,936,521
Deposits and placements with

other banks and fmanczl mstitutions 1 17,076,792 13,321,566
Investment in secunties 12 37,131,826 13.237.830
Loans and advances 13 80,321,202 52,338,374
Other assets 14 1,077,044 895.836
Property, plani and e qupment 15 6,308,734 4,886,691
TOTAL ASSETS 147,019,148 88616818
LIABILITIES
Deposits from customers 16 130,753,480 76,128,066
Deposits and placements of

other banks and fimancal mstitutions 17 11 3 087,202
Loans from Bank of Mongolia 18 2,608,427 290,265
Subordinated loan 19 2,418,000 2,336,000
Other habihities Wil 843,651 1,186,581
Tax payable 11,500 60,260
TOTAL LIABILITIES 136,635,069 83,088,374
EQUITY
Ordimary shares 21 5,159,130 4,574,130
Share prermum 1,185,685 -
Revaluation surphus 721,687 795,238
Retamed profits 3,317,577 159,076
TOTAL EQUITY 10,384,079 5,528,444
TOTAL EQUITY AND LIABILITIES 147,019,148 88,616,818
COMMITMENTS AND OFF BALANCE

SHEET ITEMS 25 9.840.835 9.390,391

The accompanying notes form an integral part of the financial statements,




AGRICULTURAL BANK OF MONGOLIA LLC

STATEMENT OF CHANGES IN EQUITY

FOR THE YEAR ENDED 31 DECEMBER 2004

At 1 Jammary 2003
Profit for the year

Reahsation of
revaluation surplus

At 31 December 2003

At 1 Jammary 2004
Profit for the vear
lssne of ordinary shares

Reahsation of
revaluation surplus

At 31 December 2004

Non-distributable —#  Distributable

Ordinary Share  Revaluation Retained
shares premium surplus® profits Total
MNT '000 MNT "000 MNT "000 MNT '000 MNT '000
4,574,130 - 881,113 (1,860.638) 3,594 605
1,933,839 1,933 839

: : (85.875) 85.875
4,574,130 795,238 159.076 5,528 444
4,574,130 - 795,238 159.076 5,528 444
; : 3.084.950 3,084 950
585,000 1,185,685 - - 1,770,685

- (73,551) 73,551
5,159,130 1,185,685 721,687 3.317.577 10,384,079

* Revalation surplus anses from the revalvation of the Bank's building carried out by an mdependent

appraiser in 2001,

The accompanying notes form an mtegral part of the financial statements.




AGRICULTURAL BANK OF MONGOLIA LLC

CASH FLOW STATEMENT
FOR THE YEARENDED 31 DECEMBER 2004

2004 2003
MNT '000 MNT '000
A CASH FLOWS FROM OPERATING ACTIVITIES
Profit before taxation 4650450 3.379.600
Adjustments for;
Depreciation of property, plant and equipment 755,745 574,543
Allowances 1,966,192 726,389
Property, plant and equpment written off 11,723 12,006
Loss on disposal of property, plant and equipment 3,358 6,360
Operating profit before working capital changes 7,387,468 4,698,898
Increase in operating assets:
Loans and advances (29.846.764) (27,682.,905)
Other assets (297 .465) (372.,069)
{Decrease) increase in operating liabilities
Deposits from customers 54,625,414 30,430,952
Deposits and placements of other
banks and financial institutions (3,087.191) 3,087,202
Other habilities (342.930) 435,445
(ash generated from operations 28 438 532 10,597,523
Income tax paid (1,614.260) (1,397 831)
Net cash flow from operating activities 26,824 272 9,199,692
CASH FLOW FROM INVESTING ACTIVITIES
(Increase )/decrease In mvestment securities (23,879.995) 514,149
Purchase of property, plant and equipment (2,269.,046) (1,327.198)
Proceeds from disposal or property, plant
and equpment 76,177 9,630
Net cash flow from investing activities (26,072 864) (803 419)
CASH FLOWS FROM FINANCING ACTIVITIES
Increase in subordinated loans 32,000 2,336,000
Increase/(decrease) mn loans from Bank of Mongoha 2,318,162 (28.228)
Increase in statutory funds 1,770,685 -
Net cash flow used in financing activities 4170847 2.307.772
Netincrease in cash and cash equivalents 4922 255 10,704,045
Cash and cash equivalents brought forward 17,258,087 6,554,042
Cash and cash eqguivalents camied forward 22 180 342 17,258.087
(ash and cash equivalents comprises:
Cash and short term fands 5,103,550 3.936,521
Deposits and placement with
other banks and financial nstitutions 17,076,792 13,321,566
22 180 342 17,258,087

The accompanying notes form an integral part of the fimancial statements.




AGRICULTURAL BANK OF MONGOLIA LLC

NOTES TO THE FINANCIAL STATEMENTS - 31 DECEMBER 2004

CORPORATE INFORMATION

The Bank is prncipally engaged in the business of provision of banking and financial services
pursnant to License No, 6 issued by Bank of Mongolia. There have been no significant changes in
the nature of these activities during the year.

The Bank 1s a hmited liability company, incorporated and domiciled in Mongolia. The registered
address and the principal place of business of the Bank 15 Peace Avenue, P.O.Box-185, Ulaanbaatar-
51, Mongolia,

The holding and ultimate holding companies of the Bank are H.S. Investment Co. Ltd. and
H.S.Securities Co, Ltd, respectively, both of which are incorporated in Japan.

These financial statements of the Bank for the year ended 31 December 2004 were authorised for
Bsue by the Board of Directors in accordance with a resolution of the directors on 28 March 2005.

BASIS OF PRESENTATION

The financial statements have been prepared in accordance with applicable Intemational Financial
Reporting Standards and the Guidelines and Regulations issued by Bank of Mongolia.

The financial statements have been prepared under the historical cost convention except for the
measurement of financial assets and habihties of fair values, where applicable, and modifed to
mecinde the revalvation of property, plant and equipment. The reporting cumency uwsed in the
financial statements 15 the Mongolian Togrog, which is denoted by the symbol MNT, shown rounded
to the nearest thousand.

The preparation of financial statements in conformity with International Financial Reporting
Standards requires the use of estimates and assumptions that affect the reported amounts of assets
and babihties and disclosure of confingent assets and habilities at the date of the financial statements
and the reported amounts of revenues and expenses during the reporting year. Although these
estimates are based on management’s best knowledge on current events and actions, actual resulis
nltimately may differ from those estimates.

SIGNIFICANT ACCOUNTING POLKES
(@) Interest Income and Expense

Interest mcome and expense are recognised in the imcome statement for all interest beanng
mstruments on an accrnal basis using the effective yield method, Interest income inchides
coupons eamed on fixed income mvestment and trading secunties and accrued discount and
preminm on treasury bills and other discounted mstruments.

Interest income 15 suspended when interest or primcipal on credit facilities are overdue by more
than 90 days. On commencement of suspension, previcusly accrued mterest not received is
clawed-back. Recognition of imterest subsequent to suspension is on a cash basis. Interest
recognition will resume on an accruals basks when the uncertainties surrounding the recoverability
are removed and the loan is reclassified as performung.




3. SIGNIFICANT ACCOUNTING POLICIES (CONTD)
{b) Fee and Commission Income

Fee and commission income are generally recognised on an accrual basis when the service has
been provided. Pension loan and acceptance fees are recognised as income based on coniractual
arrangements, Fees and commission income dernved by the Bank relate mainly to pension
payment charges, money transfer, applhcation, transaction and other fees are recognised when the
services have been provided.

{0 Foreign Qurrencles

Transactions m foreign curmrencies are initially recorded in Togrog at rates of exchange ruling at
the date of the transaction. At each balance sheet date, foreign currency monetary items are
translated into Togrog at exchange rates ruling at that date, Non-monetary ltems initially
denominated in foreign currencies, which are camed at histoncal cost are translated using the
historical rate as of the date of acquisition and non-monetary items which are carmed at fair valoe
are translated using the exchange rate that existed when the values were determined.

All exchange rate differences are taken to the income statement.

The principal exchange rates used for every unit of foreign currency ruling at the balance sheet
date nsed are as follows:

2004 2003
United States Dollar 1,209.00 1,168.00
Furopean Euro 1.647.40 1,460.20
Japanese Yen 11.65 10.92
Chinese Reminbi 146,10 141.10
Russian Ruble 43,40 39.90

{d) Loans and Advances and Allowance for Loan Impairment

Loans originated by the Bank by providing money directly to the borrower at draw down are
categorised as loans and advances, Third party expenses, such as legal fees, incurred in securing a
lean are treated as pant of the cost of the transaction,

Onginated loans are stated at amortised cost less allowance with impaitment .

An allowance for loan mmpairment 15 established if there 15 objective evidence that the Bank will
not be able to collect all amounts due according to the orginal contractual terms of loans, The
amount of the allowance is the difference between the camrying amount and the recoverable
amount, being the present value of expected cash flows, including amounts recoverable from
gnaraniees and collateral, discounted at the ongmal effective mterest rate of loans,

The loan impairment allowance also covers losses where there 1 objective evidence that probable
losses are present in components of the loan portfolio at the balance sheet date. These have been
estimated based upon historical patterns of losses in each component, the credit ratings allocated
to the borrowers and reflecting the current economic climate in which the borrowers operaie.
When a loan is uncollectable, it 18 wrntten off against the related allowance for impairment or
recognised as an expense in the income statement. Subsequent recoveries are credited to the
allowance for loan losses in the income statement .




(&)

(f)

()

If the amount of the impaiment subsequently decreases due to an event occurnng after the
writedown, the release of the allowance 15 credited as a reduction of the allowance for loan losses.

The maturity of the loan portfolio is presented in Note 13 which shows the remaining period of
loans from the bakance sheet date to the contractnal maturity, Long-term credits are generally not
available in Mongolia except where for programs set up by international financial institutions and
under government financing ammangements, However, in the Mongolian marketplace, shont-term
credits are granted with the expectation of renewing loans at maturity .

Taxation

The Bank provides for current imcome tax based on its income for financial reporting purposes,
adjusted for ems wlhich are not assessable or deductible for income tax purpose, i accordance
with the regulations of the Mongohan Government and 13 measured nsing the tax rates that have
been enacted at the balance sheet date,

Deferred tax is provided for, using the liability method, on temporary differences at the balance
sheet date between the tax bases of assets and liabilities and their carrying amounts in the
financial statements.

In principle, deferred tax kiabilities are recognised for all taxable temporary differences and
deferred tax assets are recognised for all deductible temporary differences, nrnmsed tax losses and
unused tax credits to the extent that it 1 probable that taxable profit will be available against
which the deductible temporary differences, unused tax losses and wnused tax credits can be
utilised, Deferred tax is not recognised if the temporary difference arises from goodwill or
negative goodwill or from the initial recognition of an asset or bability in a transaction which is
not a business combination and at the time of the transaction, affects neither accounting profit
nor taxable profit.

Cash and Cash Equivalents

For the purposes of the cash flow statement, cash and cash equivalents consist of cash and short
term funds, deposits and placements with other banks and financial mstitutions.

Investment Securities

Investments are initially recogmised at c¢ost (which includes transaction costs), Management
determines the appropriate classification of its mvestments at the time of the purchase, being
held-to-matunty or available-for-sale. Investment securities with fixed maturity where
management has both the intent and the ability to hold for yield or capital growth to matunty,
are clssified as held-to-matunty,

Held-to-matunty invesiments are carmied at amortised cost nsing the effective yvield method, less
any allowance for impairment, Investment secunties mtended to be held for an indefinite period
of time, which may be sold m response to needs for liguidity or changes in interest rates,
exchange rates or equity prices are classified as available-for-sale.

Available -for-sale financial assets are subsequenily re-measured at fair value based on quoted bid
prices or amounts derived from cash flow modek. Fair values for unlisted equity secunties are
estimated nsing apphicable price /earmings or price/cash flow ratios refined to reflect the specific
circumstances of the issuer.




3. SIGNIFICANT ACCOUNTING POLICIES {CONTDL)
{@ Investment Securities (contd.)

Unrealised gams and losses ansing from changes in the fair value of secunties classified as
available-for-sale are recognised in equity. Equity securities for which fair values cannot be
measured reliably are recognised at cost less impamrment. When the securities are disposed or
deemed impaired, the related accumnulated fair value adjustments are inclnded in the income
statement as gains and losses from investment secunties.

A financial asset 8 impaired if its camrying amount is greater than its estimated recoverable
amount. The amount of the impairment loss for assets carmed at amortised cost 18 calculated as
the difference between the asset’s camrying amount and the present value of expected future cash
flows discounted at the financial instroment’s original effective interest rate, By comparison, the
recoverable amount of an mstrument measured at fair valve s the present value of expected
futnre cash flows discomnted at the current market rate of interest for a similar financial asset.

Interest eamed on investment secunties 15 reported as interest income. Dividends receivable are
included separately in dividend income when a dividend is declared.

{h) Property, Plant and Equipment

Property, plant and equipment are stated at cost less accumulated depreciation and impairment
losses, The policy for the recognition and measurement of impairment losses 18 In accordance
with Note 3 (j).

Revaluations are made at least once in every five years based on a valuation by an independent
valuer or an open market value basis. Any revaluation increase 18 credited to equity as a
revaluation surplus, except to the extent that it reverses a revaluation decrease for the same asset
previously recognised as an expense, m which case the increase 15 recogmsed in the income
statement to the extent of the decrease previocusly recognised. A revalnation decrease B first offset
against an increase on unutilised earlier valuations in respect of the same asset and i thereafter
recognised as an expense,

Depreciation of property, plant and equipment is provided for on a straight line basis to write off
the cost of each asset to its residual value over the estimated unseful life,

The estimated useful lives used by the Bank are as follows :-

Buildings 40 years
Fomiture, fixtures and vehicles 10 years
Computers 3 yearns

Assets under construction are not depreciated. Depreciation of these assets begins when the
related assets are ready for intended use.

Upon disposal of an item of property, plant or eqmipment, the difference between the net disposal
proceeds and the net carrying amount 1 recognised in the mcome statement and the unutibised
portion of the revaluation surplns on that item may be taken directly to retamed profits,
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Sale and Bepurchase Agreements

Secunties sold subject to linked repurchase agreements (‘repos’) are retained in the financial
statements as available-for-sale or held-to-matunty and the counterparty hability ¥ mncluded m
amounts dune to other financial institutions or as approprate. Secunties purchased under
agreements to resell ('reverse repos’) are recorded as amounts due from other financial institutions
as approprate, The difference between the sale and repurchase pnice is treated as mterest and
accrued over the life of repo agreements wsing the effective yield method,

Impairment of Assets

The Bank reviews the cammying amounts of its assets to determine whether there 15 any indication
that those assets have suffered an impairment loss. If any such indication exists, impaimment is
measured by comparing the camying values of the assets with their recoverable amounts.
Recoverable amount is the higher of net selling price and value m use, which is measured by
reference to discounted future cash flows.

An mmpairment loss 18 charged to the mcome statement immediately, unless the asset is caried at
revalned amount, Any impairment loss of a revalued asset 1s treated as a revalvation decrease to
the extent of any available previously recognised revaluation surplus for the same asset. Reversal
of impairment losses recognised in prior years it recorded when there is an indication that the
impairment losses recognised for the asset no longer exist or have decreased.

Depasits From Customers

Deposits from customers are stated at cost which 1 the fair value of the consideration to be paid
in the future for deposits received,

Financial Instruments

Financial instroments are recognised m the balance sheet when the Bank has become a party to
the contractual provisions of the imstrument. The accounting policies on recognition and
measurement of these ems are disclosed m their respective accounting policies.

Fmancial instruments are classified as liabilities or equity in accordance with the substance of the
contractual arrangement. Interest, dividends and gamms and losses relating to a fmancial
mstrument classified as a hability, are reported as expense or income. Distributions to holders of
fimancial instruments clssified as equity are charged directly to equity, Financial instruments are
offset when the Bank has a legally enforceable right to offset and intends to settle either on a net
basis or to realise the asset and seitle the Liability simultane ously.

Equity Instruments
Statutory fund is clssified as equity and dividends are recognised in equity in the penod in which
they are declared.

(m) Employee Benefits

(i) Short Term Benefits
Wages, salaries and other salary related expenses are recognised as an expense in the vear in
which the associated services are rendered by employees of the Bank,
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3. SIGNIFICANT ACCOUNTING POLICIES {CONTD.)

4,

11

{m} Employee Benefits (contd.)

{0 Short Term Benefits

Short term accumulating compensated absences such as paid anmal leave are recognised when
services rendered by employees that increase their entitlement to future compensated absences,
and short term non-accumulating compensated absences such as sick leave are recognised when

absences occur,

() Defined Contribution Plans

As required by the law, companies in Mongolia make contributions to the government pension
scheme, Social Secunty and Health Fund. Such contnibutions are recognised as an expense in

the income statement as incurred.

INTEREST INCOME

Loans and advances

Deposits and placements with other
banks and financial mstitutions

Bank of Mongolia Treasury bills

Government bonds

INTEREST EXPENSE

Deposits from customers
Deposits and placements of other
banks and financial mstitutions

Subordinated loan

NON-INTEREST INCOME

Fee income;

Pension loan fees
Acceptance fees

Money transfer fees
Pension payment charges
Application fees
Transaction fees

Letter of advice charges
Other fee Income

2004 2003
MNT'000 MNT '000
20,892,634 13,159,885

266,312 60,136
2,876,766 514,145
340,570 532,367
24,376,282 14,266,533

2004 2003
MNT '000 MNT'000
12,685,237 6,396,207

108,209 233,607
148,230 61,364
12,941,676 6,691,178
2004 2003
MNT'000 MNT 'D00
2,335,863 1,827,995
940,851 974,400
361,916 139,583
219,158 215,324
221,581 192,355
214,485 135,308
195,142 91,527
124,929 57,348
4,613,925 3,633,840




6.

MON-INTEREST INCOME {CONTD:)

Other income:

Realised foreign currencies gain

Unrealised foreign currencies gain

Income from penalties

Recovery of collateral previously wrnitten off
Recovery of bad loans

Recovery of other assets previously wntten off
Other operating income

Total non-interest income

OPERATING EXPENSES

Advertising
Armonred guard and security
Business trips

Cash collection service
Communication

Computer expenses
Depreciation of property, plant and equipment
Entertainme nt

Insurance expense

Legal expenses

Balance carried forward
Balance brought forward

Loans and collection expenses
Maintenance of property, plant and equipment
Membership and audit expenses
Cither operating expenses
Persormel costs

- Salanes

- Bonnses and allowances

- Social and health msurance
Rental expenses

Stationery
Traimng
Transportation and fuel supphes
Utilities

2004 2003
MNT'000  MNT'000

165,009 58,501
9,070 95,497
202,247 34,386
6,846 12,053
21,301 65,661
1,163 26,901
33,036 24,511
446,672 367,510
5,060,597 4,001,350

2004 2003

MNT'000  MNT'000

166,781 325,036
106,123 63,696
357,409 181,696
58,357 37,374
624,221 510,000
266,574 163,640
755,745 574 543
56,412 50,359
33,099 12,483
40,752 2
2,665473  1,928.327
2,665473 1,928,827
107,085 58,022
91,472 148,004
85,371 30,990
187.708 107,884
3,118,353 2,324,999
1,302,417 1,058,041
495,776 365,730
188,003 243,987
544,346 450,845
249,355 290,982
315,517 227,503
227 635 184,902
9.878.561  7.470.716
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J. OPERATING EXPENSES (CONTL)

2004 2003
MNT ‘000 MNT '000
Drectors and head of departments 20 16
Branch managers 19 24
Sub -branch mamagers 366 345
Executives and clerical staff 1,546 1,402
1,951 1,787
Of which:
- Head office 173 122
- Branches 1,778 1.665
1,951 1,787
. ALLOWANCES
2004 2003
MNT'000 MNT '000
Allowance for loan losses 1,866,047 553,951
Allowance for impaimment of other assets 114,146 103,954
Allowance for lawsmt claim - 78,930
Wnteback for mvestment m securitics (14.001) (10,446)
1,966,192 726,389
. TAXATION
2004 2003
MNT'000 MNT '000
Current income tax based on results for the vear 1,565,500 1,445,761

The Bank provides for income taxes on the bass of its income for fimancial reporting purposes,
adusted for items which are not assessable or deductible for mcome tax purposes. The mcome tax
rate for profits of banks is 15% for the first MNTI100 million of taxable income, and 30% (2003 ;
40%0) on the excess of taxable mcome over MNT100 milhon. Interest income on government bonds
is not subject to income tax. The allowance for loan losses 18 deductible for mcome tax purposes.

A reconciliation of mcome tax expense applicable to profit before taxation at the statutory income
tax mte to income tax expense at the effective income tax mte of the Bank for the years ended 31
December is as follows:

J004 2003
MNT '000 MNT '000
Profit before taxation 4,650,450 3,379,600
Tax at statutory income tax rate of 30% (2003: 40%) 1,395,134 1,351,340
Effect of income subject to lower tax rate {15,000) (25,000)
Effect of income not subject to tax (120.441) (235,868)
Effect of expemses not allowable for tax purposes 305,807 354,789
Tax expense for the vear 1,363,500 1,445,761

Detferred tax 15 not provided for in the current and previous financial years as there are no temporary
differences.

Management believes that the Bank is in substantial compliance with the tax laws affecting its
operations.

13
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CASH AND SHORT TERM FUNDS
2004 2003
MNT '000 MNT 000

Local cummencies 37344258 3,015,087
Foreign currencies 1,365,561 921,172
Cash in transit 3,561 262

5.103.550  3.936.521

DEPOSITS AND PLACEMENTS WITH OTHER BANKS
AND FINANCIAL INSTITUTHONS
2004 2003
MNT "000 MNT 000

Current accounts with Bank of Mongolia 5,078.513 8,209 854
Flacements with other banks and financial institutions 11,998,274 3,111,712
Securnities purchased under resell agreement 2,000,00:()

17,076,792 13,321,566

Balances with Bank of Mongolhia are maintained in accordance with Bank of Mongoha's
requirements and bear interest at rates ranging from 0.0% to 2.1% (2003 : 0.0% to 0.3%) per
annum, The balances maintained with Bank of Mongolia are determined at set percentages based on
15 days average cash balances.

Placements with other banks and fmancial mstitutions represent foreign currencies ¢urrent accounts
maintained with foreign and local financial institutions and short term deposits with local financial
mstitntions. Placements with foreign financial mstitntion no bear interest (2003 : Nil). Short term
deposits with local financial institution bear interest at rates ranging from 6.5% to 17% (2003 ! 6.9%
to 7.0%) per annum.

INVESTMENT IN SECURITIES
2004 2003
MNT ‘000 MNT ‘D00
secunties held-to-matunty:

Bank of Mongolia Treasury bills 36,500,657 11,690,022
Accretion of discounis 631,169 143 942
37,131,826 11,833,964

Government bonds - 1,417,867
Allowance for impairment losses - (14.001)
- 1,403,866

Net securities held-to-maturity 37,131,826 13,237,830

Bank of Mongobia Treasury bills are interest bearing short term bills wiath matunties of less than three
months, and are issued at a discount. The effective interest rates of these bills range from 4.75% to
16% (2003 : 1.3% to18.0%) per annum,

Government bonds are issued by the Ministry of Finance and Economy with maturities ranging from
30 days to 180 days. Interest tates are in the range of 7.4% to 15.8% (2003 : 4.6% to 15.5%) per
annwm,

14
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LOANS AND ADVANCES

Term loans
Staff loans
Accroed mterest recelvable
Gross loans and advances
Allowance for loan losses

- specific

- general

Net loans and advances

Maturity structure
Matuning within one year
One year to five years
Over five years

Loans and advances analysed by their economic purposes are as follows:

Small and medium enterprises

Personal
Agricultural
Mortgage
Staff

Accrued interest receivable
Allowance for loan losses

- specific

- general
Net loans and advances

Movements mm the non-performing loans ("NPLs") are as follows:

Balance at beginning of year
NPLs dunng the year - gross
Recoveries/regularised during the vear
Gross balance at end of year

Allowance for loan losses

Net baknce at end of vear

Gross NPLs ratio as a percentage of gross loans and advances

Net NPLs ratio as a percentage of net loans and advances

2004 2003
MNT'DOD  MNT'000
79,542,736 51,112,125

1,531,829 979,155

2,011,359 1,147,380
83,085,924 53,239,160
(1,990,022) (389,251

(774700)  (511,535)
30.321,202 52338374

2004 2003
MNT'000  MNT'000
73,092,965 44,837,935

6,840,694 6,694,015

387,543 806,424
80,321,202 52,338,374

Joo4 2003
MNT '000 MINT '000
45,027,680 30,907,192
15,785,933 10,009,620
12,598,193 6,430,280

6,130,930 3,765,033
1,531,829 979,155
81,074,565 52,091,280
2,011,359 1,147,380
(1,990.022)  (389.251)
(774,700)  (511,535)
§0,321,202 52,338,374

2004 2003

MNT'000 MNT '000
937,718 196,645
16,202,278 3,633,838
(13,535,445)  (2,892,765)

3,604,551 937,718
(1,990.022)  (389.251)

1,614,529 548,467

4.3% 1.8%
2.0% 1.0%




14.

Movements in the allowance for loan losses are as follows:

Specific Provision

Balance at beginning of year

Allowance made during the vear

Amount written off

Amount written back in respect of recovernies
Balance at end of year

General Provision

Balance at beginning of year

Arising from acquisition of settlement
centres of other financial instituition

Allowance made during the year

Balance at end of year

2004 2003
MINT 000 MNT 000
389,251 98,875
1,606,322 297,178
(5,551) 3
: (6,302)
1,990,022 389,251
2004 2003
MNT ‘000 MINT 000
511,535 247 960
3440 ;
259,725 263 575
774,700 511,535

At 31 December 2004, all loans and advances to borrowers are denominated in Togrog except for
USD leans amounting to MNT4.4 billion (2003 : MNT2.3 billion), Interest rate ranges from 4.8% to
43.0% (2003 : 4.83% to 48.0%) per annum.

Loans and advances amounting to approxamately MNT77.5 billion at 31 December 2004 (2003 :
MNTS51.2 billion) were classified as normal and provided with a 1% loss reserve, Further, loans
amounting to MNT3.6 billion (2003 : MNT938 million) were classified as NPLs as at 31 December
2004 and allowances of MNT1.99 billion (2003 : MNT389 million) have been allocated against these
NPLs.

The allowance for lean losses 18 considered adequate by the management based upon their formal
reviews and analyses of existing credits using their knowledge of prevailing and anticipated economic
conditions,

OTHER ASSETS
2004 2003
MMNT 000 MNT '000

Other assets 450,089 333 655
Less: Allowance for impairment of other assets (441,090) (333,041)

5,999 614
Consumables and other inventories 651,610 615,389
Prepaid expenses 261,780 109,154
Others 154,655 170,649
Net other assets 1,077,044 895,836
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15. PROPERTY, PLANT AND EQUIPMENT

At cost/valuation

Balance at beginning of year
Addibions

Disposals

Write - offs

Balance at end of year

Representing:
At cost
At valuation

Accumulated depreciation
Balance at beginning of year
Charge for the year
Disposals

Write -offs

Balance at end of year

Net Book Yalue

At 31 December 2004
At cost

At valnation

At 31 December 2003
At cost
At valnation

Depredation charge for 2003

Buildings
MNT '000

5,029,910
835,725
(61,429)

(359)

5.803 847

Furniture,

fixtures and

vehides
MNT '000

1,600,288
583,858
(107,862)
(23,495)

1,316,342
4,487 505

2,052,789

5,803,347

2,756,516
114,988
(33.904)
(107)

2,052,789

2,052,789

2,837,493

355,773
228,433
(55,892)
(15,660)

1,306,074
1,660,280

512,654

2,966,354

1,540,135

471,866
1,801,528

1,540,135

2,273 394

1,244,515

122,480

1,244 515

147,040

Computers Total
MNT '000 MNT '000
1,897,399 8,527,597
349,463 2,269,046
{1,512) (170,803)
(33,120) {76,974)
2692230 10,548,866
2,692,230 6,061,361
- 4 487,505
2,692,230 10,548,866
528,617 3,640,906
412,324 755,745
(1,472) (91,268)
(49.484) (65,251)
389,985 4,240,132
1,802,245 4,648,454
- 1,660,280
1,502,245 6,308,734
1,368,782 3,085,163
- 1,801,528
1,368,782 4,886,691
305,023 574,543

Details of the latest independent professional valuations of buldings at 31 December 2004 are as

follows;

Date of Valuation

31 December 2001

Desaiption of Property

Head office and branches building

Valuation
Amount
MINT 000

4,566,380

Basis of
Valuation

Market value

Had the revalued buildings been carried at historical cost, the net book value of the buildings that
would have been included i the fmancial statenents of the Bank as at 31 December 2004 wonld

have been MNT1,762 million (2003 - MNTI1,308 million).




16. DEPOSITS FROM CUSTOMERS

2004 2003
MNT 000 MNT 000
Cuorrent account, deposits 13,958,423 10,004,025
Demand deposits 16,870,959 10,192,079
Time deposits 91,276,962 50,362,852
Government deposits 6,879,168 4,990,121
Other deposits 1,767,968 578,989
130,753,480 76,128,066

(1) The matunty structure of time deposits, govermment deposits and other deposits are as follows:

2004 2003
MNT "000 MNT "000
Due within six months 57,368,724 34,923,569
Six months to one year 42,130,717 21,008,393
Ome year to five years 374,657 -
99,924 098 55,931,962
(11} The deposits are sourced from the following customers:
2004 2003
MNT "000 MNT ‘000
Business enterprises 19,397.079 12,726,828
Individuals 104,477,233 58,411,117
Government 6,879,168 4,990,121

130,753,480 76,128,066

Current account deposits and other deposits generally bear no mterest. Demand deposits are interest

bearng and may be withdrawn upon demand. Foreign currency demand deposits bear mterest of
0.8% to 3.6% (2003 : 3.6%) per anmum. Local currency demand deposits bear mterest of 9.6% (2003

: 9.6%) per annum.

Foreign cumency time deposits bear interest rates ranging from 1.2% to 3.5% (2003 : 4.0% to 7.2%)
per annum, while for local currency time deposits interest rates range from 9.6% to 19.2% (2003 :
9.6% to 19.2%) per anmum,

Foreign curency govermment deposits bear interest rates ranging from 0.8% to 3.5% (2003 : 4.0% to
7.2%) per annmm. Local currency government deposits bear interest mates ranging from 0.0% to
12.0% (2003 : 0.0% to 12.0%) per annum.

Current account deposits and other deposits generally bear no interest, Demand deposits are Interest
bearng and may be withdrawn upon demand. Foreign currency demand deposits bear mterest of
0.8% to 3.6% (2003 ! 3.6%) per anmum. Local currency demand deposits bear interest of 9.6% (2003
: 9.6%) per annum.Foreign currency time deposits bear interest rates mnging from 1.2% to 3.5%
(2003 : 4.0% to 7.2%) per annnm, while for local cumency time deposits interest rates range from
9.6% to 19.2% (2003 : 9.6% to 19.2%) per annum.

Foreign curency government deposits bear interest rates rangig from 0.8% to 3.5% (2003 : 4. 0% to
7.2%) per annmm. Local cumrency govermmenti deposits bear interest rates ranging from 0.0% to
12.0% (2003 : 0.0% to 12.0%) per antmm.
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DEPOSITS AND PLACEMENTS OF OTHER BANKS
AND FINANCIAL INSTITUTIONS 2004 2003
MNT '000 MNT '000
Foreign currency deposits - 586,688
Local currency deposits 11 500,514
(Obligations on securities sold under repurchased agreements - 2,000,000
11 3,087,202
Foreign cumrency and local comrency deposits are placed by local commercial banks. The foreign
currency deposits bear no interest (2003 : 6% per annmmn) while local currency deposits bear no
interest (2003 : 12.5% per anmum).
LOANS FROM BANK OF MONGOLIA
2004 2003
MNT '000 MNT '000
Term Loan I 72,540 93,440
Term Loan I1 36,270 46,720
Term Loan II1 149,825 150,105
Agricultural Sector Development Project Loan 2,349, 792 -
2,608,427 290,265
Term Loan I

The USD100,000 loan was obtained in vear 2002 and bears service fee at 1% (2003 : 1%) per
anmum, The principal repayments on this loan commenced in December 2003 and will be fully
repaid in December 2007, with principal sum repayable by 5 equal annmal mstallments. The loan was
obtamed to finance the purchase of computer equipments.

Term Loan 11

The USDS0,000 loan was obtained in vear 2002 and bears service fee at 1% (2003 : 1%) per annum.
The prncipal repayments on this loan commenced in December 2003 and will be fully repaid n
December 2007, with principal sum repayable by 5 equal annual instalbments. The loan was obtamed
to finance the cost of additional work performed on the BANCS software implemented by the Bank.

Term Loan ITI

The USD137,694 loan was obtained in year 2002 and principal sum is repayable by 30 equal annual
installments commencing December 2002 and full repayment on December 2032. The loan bears
service fee at 1% per annum but will only commence in year 2007, The loan was for the Bank’s
portion of the BANCS software purchased,

Agricultural Development Sector Project Loan

The Bank obtained a new loan from the Bank of Mongolia, The pwrpose of this loan to provide
financial aid to small and medinm enterprises in the agncultural sector. The loan bears interest at

5.5% per anmum, payable on a monthly basis which commmences on 17 February 20{4. The loan shall
be due and payable i full one year after the loan has been disbursed to the borrower.
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SUBORDINATED LOAN
2004 2003
MNT '000 MNT 000

Leoan from H.S Investment Co. Lid 2,418,000 2,336,000

The Bank obtained the subordimated loan amounting to USD2 million from the holding company to
fund its ongoing business operations. The subordinated loan bears interest at 3% (2003 : 3%) per
anmum. The interest 1s payable on a quarterly basis beginning 31 October 2003. The subordinated
loan shall be dve and payable in full on 31 July 2008.

. OTHER LIABILITIES
2004 2003
MNT D00 MINT 000
Payables 376,646 186,388
Accroed interest on subordinated loan 25,602 24 800
Delay on clearing settlement 428,286 755,662
Other payables 13,117 19,731
843,651 1,186,581
ORDINARY SHARES
Number of Ordinary Shares
of MNTT,000 each Amount
2004 2003 2004 2003
MNT D00 MINT 000
At 1 January 4,574,130 4,574,130 4,574,130 4,574,130
Issned during the vear 585,000 - 585,000 -
At 31 December 5,159,130 4,574,130 5,159,130 4,574,130

Duning the financial vear, the Bank mncreased its ordmnary shares from MNT4,574,130 thousand to
MNT5,159,130 thousand by way of issuance of 585,000 ordinary shares of MNT1,000 thousand each
at an Bsnance price of MNT3,026 thousand per share for cash, for additional working capital
purposes. The share preminm arising, after deducting the tramsaction costs, amounted to
MNTI1,118,685 thousand and this has been credited to the share preminm account. The increase was
approved by Bank of Mongolia. The new shares rank parl passu in all respects with existing shares.

RISK MANAGEMENT POLICES

Management of nsk 1s fundamental to the banking busimess and 1s an essential element of the Bank’s
operations. The main risk inherent to the Bank's operations are those related to credit exposures,
hqumdity and market movements in interest rates and foreign exchange rates, A descnption of the
Bank's risk management policies in relation to those risks are as follows.

Credit risk

The Bank is exposed to credit risk which 1s the nisk that a counter party will be unable to pay
amounts In full when due. The Bank structures the levels of credit 1k it undertakes by placing
hmits on the amount of msk accepted in relation to one borrower, or group of bormrowers, and to
industry segments. Such risks are monitored on a revolving basis and subject to an armual or more
frequent review. Limits on the level of credit risk by borrower and product are approved regularly by
the Bank's management team,
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22. RISK MANAGEMENT POLICIES (CONTD.)
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Creditrisk (Contd )

Exposure to ¢redit risk 18 managed through regular analysis of the ability of borrowers and potential
borrowers to meet mterest and capital repayment obligations and by changing these lending limits
where appropriate. Exposure to credit nsk 1 also managed in part by obtaining collateral,

The Bank has not entered into other related commitments such as guarantees and standby letter of
credit.

Apart from deposits and placements with other banks and financial mstitutions amounting to
MNTS03 million (2003 : MNT126 million) all the banking assets and liabilities were geographically
concentrated in Mongoha.

Currency nsk

The Bank is exposed to effects of fiuctuations in the prevailing foreign currency exchange rates on its
financial position and cash flows, The Bank’s management sets limits on the level of exposure by
currencies (prmarily USD) and in total,

2004 (MNT'000)
Foreign
MNT LSD currencies Total
Assets
Cash and shont term funds 3,734 428 1,151,928 217,194 5,103,550
Deposits and placements with other
banks and financial mstituiions 9,643,057 5,645,331 1,788,404 17,076,792
Investment in securities 37,131,826 - - 37,131,826
Loans and advances 75,883,909 4,437,293 - 80,321,202
(Other assets 1,073,504 3,540 - 1,077,044
127,466,724 11,238,092 2,005,598 140,710,414
Liabilities
Deposits from customers 120,882,288 8,216,410 1,654,782 130,753,480
Deposits and placements of other
banks and financial institutions 11 - - 11
Loans from Bank of Mongolha 2,349,792 258,635 - 2,608,427
Subordinated loan - 2,418 000 - 2,418,000
Other liabilities 675,885 167,766 843,651
Tax payable 11,500 - - 11,500
123,919,476 11,060,811 1,654,782 136,635,069
Net position 3,54?,34§ 177,281 3§[I,316 4,075,345
Commitments and off balance
sheet iterns 9,840,835 - - 9,840,835




22, RISK MANAGEMENT POLIGES (CONTD.)

Assels

Cash and short term funds

Deposits and placements with other
banks and financial mstitutions

Investment in securities

Leans and advances

Other assets

Liabilities

Deposits from customers

Deposits and placements of other
banks and financial institutions

Loans from Bank of Mongolia

Subordmated loan

Oiher habihties

Tax payable

Net position
Commitments and off baknce

sheet tems

Ligquidity risk

2003 (MNT000)
Foreign

MNT UsD currencies Total
3.015,086 862,975 58,460 3,936,521
9.544.130 3,634,135 143,301 13,321,566
13,237,830 - - 13,237 830
50,108,123 2,230,251 52,338,374
858,951 36,885 - 895 836
76,764,120 6,764,246 201,761 83,730,127
72,880,557 3,242 646 4,363 76,128.066
2,500,514 586,688 3,087,202
- 290,265 290,265
- 2,336,000 2,336,000
1,137,479 49,102 1,186,581
60,260 - - 60,260
76,578,810 6,504,701 4,863 83,088,374
185,310 259,545 196,898 641,753
9,390,391 9,390,391

The Bank 1s exposed to frequent calls on its availlable cash resources from current deposits, maturing
deposits and loan drawdowns. The Bank maintains hiquidity management with the objective of
ensuring that funds will be available at all times to honor all cash flow obligations as they become
due, The Bank's Assets and Liabilities Mamagement Commitiee sets hmits on the mmimum
proportion of maturing fonds available to cover such cash outflows and on the minimum level of
mterbank and other bormrowing facilities that should be in place to ¢over withdrawals at unexpected
levels of demand, The following table analyses assets and Labilities of the Bank into relevant matunty
groupings based on the remaining peniod at balance sheet date to the contractual maturity date,




22, RISK MANAGEMENT POLICIES (CONTD)
Liquidity Risk (Contd.)

The contractual matunties of banking assets and babilities for the year ended 31 December 2004 are
as follows (MNT milhon):

23

Llessthan 3to6 G6months 1to5s Over 5
3months months  tolyear  years years Total
Assets
Cash and short term fands 5,103 - - 3,103
Deposits and placements with other
banks and financial mstitutions 14,659 2.413 - 17,077
Investment in securities 37,132 - - - - 37,132
Loans and advances 17,716 19,968 35,408 6,841 388 80,321
Other assets 2 155 920 - - 1,077
74612 22541 36328 6.841 388 140,710
Liabilities
Deposits from customers 59632 28516 42181 375 130,754
Deposits and placements of other
banks and fmancial mstitntions - - - -
Loans from Bank of Mongolia 2,317 169 122 2,608
Subordnated loan - - - 2,418 - 2,418
Other liabilities 844 - - - 844
Tax payable 12 - - - - 12
60,538 28,516 44,498 2,962 122 136,636
Net hguidity gap 14,074  (5,975) (8,170) 3,879 266 4,074
Accumulated gap 14,074 8.099 (71) 3.808 4074

The contractual matunties of banking assets and biabilities for the year ended 31 December 2003 are

as follows (MNT million):

Lessthan  3to6 6months 1105 Over 5
3months months  to 1 year years years Total
Assets
Cash and short term funds 3,936 - - 3,936
Deposits and placements with other
banks and financial institutions 13,522 - - 13,322
Investment In secunties 11,834 402 1,002 - - 13,238
Loans and advances 254 14,599 29,985 6,694 806 52,338
Other assets 1 170 725 - - 896
29347 15171 31712 6,694 806 83,730
Liabdlities
Deposits from customers 30,074 25,046 21,008 76,128
Deposits and placements of other
banks and fimancial mstitutions 3,087 - - - 3,087
Loans from Bank of Mongolia - 40 127 123 290
Subordinated loan - - - 2,336 - 2,336
Other habilities 1,082 26 79 - 1,137
Tax payable 60 - - - - 60
34303 25,072 21,127 2,463 123 83,088
Net Liguidity gap (4956) (9901) 10585 4,231 683 642
Accumulated gap (4,956) (14,857) (4,272) (41) 642
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RISK MANAGEMENT POLICIES (CONTD.)
Interest rate risk

The Bank 18 exposed to the effects of fluctnations in the prevailing levels of market mterest rates on
its fimancial position and cash flows. Interest rate nsk is measured by the extent to which changes in
market mterest rates impact margins and net income, To the extent the term structure of interest
beanng assets differs from that of habilities, net of interest income will increase or decrease as a
result of movements in interest rates. The Bank's expected repricing and matunty dates do not differ
significantly from the contract dates, which are disclosed in the liquidity risk table above,

Inferest rate risk is managed by increasing or decreasing positions within limits specified by the
Bank's management. These limits restrict the potential effect of movements in interest rates on
mterest margin and on the value of mterest sensitive assets and babilites.

The Bank's interest rate policy is reviewed and approved by the Bank's Assets and Liabilites
Management Committee, The Bank's average effective interest rates per annum in 2004 and 2003 for
monetary financial instruments are as follows:

2004 2003
Forelgn Foreign
MNT currencies MNT currencies

Interest eaming assets
Dreposits and placements with other

banks and financial mstitutions 0.0%-17%  6.3%-103% 0.0%-0.3% 6.9%-7.0%
Bank of Mongolia Treasury bills 4.75%-16.0% - 1.3%-18.0% -
Government bonds 7.4%-15.8% - 4.6%-15.5% -
Loans and advances 4.8%-48.0% 18%-24%  4.8%-48.0% 24.0%
Interest bearing liabilities
Demand deposits from customers 9.6% 0.8%-3.6% 9.6% 3.6%
Time deposits from customers 9.6%-19.2% 1.2%-3.5%  9.6%-19.2% 4.0%-7.2%
Government deposits 0.0%-12.0% 08%-35%  0.0%-12.0% 2.4%-3.6%
Deposits and placements of other

banks and financial institations - - 12.5% 6.0%
Loans from Bank of Mongolia = 1.0% - 1.0%
Subordinated loan - 5.0% - 5.0%
RELATED PARTY DISCLOSURES

Parties are considered to be related if one party has the ability to control the other pamty or exercise
significant influence over the other party in making financial or operational decisions, The Bank is
controlled by H.S. Investment Co. Ltd, (incorporated in Japan). The ultimate parent of the group is
H.S. Securities Co. Ltd. (incorporated in Japan),

A number of banking transactions are entered into with related parties m the normal course of
business, These include loans, deposits and foreign currency transactions. These transactions were
carmed out on commercial terms and at market rates. The volumes of related party transactions,
outstanding balances as at the year end, and relating expense for the year are histed below,
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23. RELATED PARTY DISCLOSURES (CONTD.)

{a) Interest expense on subordinated loans
-H.S. Investment Co, Ltd,

(b) Loans to key management personnel

Repayable

- within one year

- one year to five years
- over five veans

Allowance for loan losses
Total

2004 2003
MNT '000 MNT '000
148,230 61,364
337,566 256,675
5,011 -
24,843 44,729
307,712 211,946
337,566 256,675
(3,376) (2,567)
334,190 254,108

The loans to Bank’s employees bear interest rates ranging from 4.8% to 18.0% (2003 : 4.8% to 18.0%)

Per anumin.

24, CAPITAL ADEQUACY

Bank of Mongolia requires comimercial banks to maintain a core capital adequacy ratio of 5% and
risk weighted capital ratio of 10%, compiled on the basis of total equity and total assets as adjusted
for their risk. The capital adequacy ratios of the Bank as at 31 December are as follows:

Core capital ratio
Risk weighted capital ratio

Tier I capital
Statutory fund
Share preminm
Retained profits
Total Tier 1 Capital

Taer II capital
Revalnation surphs
Subordinated loan

Total capital/capital base

Breakdown of risk weighted assets in the various categories of risk weights are as follows:

10
20

100
Total

2004 2003
10.66% 7.94%
14.12% 13.20%

2004 2003

MNT 000 MNT '000
3,159,130 4,574,130
1,185,685 -
3,317,577 159,076
9,662,392 4,733,206
721,687 795,238
2,418,000 2,336,000
12,802,079 7,864,444

2004 2003
MNT '000 MNT "000
Risk Risk
Assets Weighted Assets Weighted
47,313,894 - 25,384,205

11,998,274 2,399,655 3,111,712 1,022,342
88,235,077 88,235,077 58,577,344 53,577,344
147,547,245 90,634,732 89,073,261 59,599,686




25. COMMITMENTS AND OFF BALANCE SHEET ITEMS

2004 2003
MNT “000 MNT ‘000

Ministry of Food and Agnculture Loans 1,627 902 1,290,285
Accrued interest on Loans by the Ministry of Food

and Agriculture 458,568 354,787
Other off balance sheet items 7,754,365 7,745,319

La)

()

(<}

9,840,835 9,390,391

Ministry of Food and Agriculture Loans

On 7 May 2001, the Bank entered into a Bankig Service Agreemeni with the Mimstry of Food
and Agniculture {(MFA). Under this agreement, the Bank is responsible for the distribution of the
loans to the borrowers selected by the MFA, for the momitoring of the bomrowerns' compliance
with loan agreements, and providing the MFA with timely information on the status of these
loans. The Bank, acting on behalf of MFA, has extended MNTI1.18 billion (2003: MNTI1.24
ballion) of outstanding loans extended to agricultural companies,

The Bank eams interest income of 0.2% per month and service charge at 0.25% from the
bommowers, No new loans were disbursed since December 2002, No commission was eamed in
2004 (2003 : MNT Nib).

Ministry of Infrastructure Loan

On 21 October 2003, the Bank had entered into a Solar Energy Loan Agreement with the
Ministty of Infrastructure (MI). Under this agreement, the Bank 15 responsible for the
distnbution of the loans to the bormrowers selected by the Bank, for the monitoring of the
borrowers' comphbance with loan agreements and providing the MI with timely information on
the status of these loans. The Bank, acting on behalf of MI, has outstanding solar energy loans to
herders and farmers amounting to MNT396 million (2003 ; MNT72 million).

The Bank earns applhication fee of MNT4,000 per loan disbursed for the adminstrative service of
this loan. New loans amounting to MNT] billion (2003 : MNT27 million) were disbursed durng
the year.

Alimentary aid loan

On 22 August 2003, the Bank entered into a Loan Disbursement and Banking Service Agreement
with the French Alimentary Aid Fund {(FAAF). Under this agreement, the Bank is responsible
for the examimation and disbursement of the loans to the borrowers recommended by the FAAF,
and the monitonng of the bomrowen' compliance with loan agreements, The Bank, acting on
behalf of FAAF, has outstanding alimentary aid loans to farmers amounnting to MNT52.2 million
(2003 : MNT20 million) as at year end.

The Bank eams commission of 2% on the amount of loans Bsued. New loans amounting to
MNT54.2 million were disbursed during the year {2003 : MNT20 mllion). The commission
earned amounts to MNT3.2 million for the year ( 2003 ; MNT0.4 million).




25, COMMITMENTS AND OFF BALANCE SHEET ITEMS {CONTD)

{d) Other off balance sheet items

At 31 December 2004, other off balance sheet items consisted mainly of loans of MNT4.]1 billion
{2003 : MNT4.0 bilhon) (inclusive of interest), receivables of MNT1.1 billion (2003 : MNTI1.1
billion) and collateral assets obtained from customers amounting to MNTI30 million (2003
MNT221 million).

Also inchnded as other off balance sheet items are "Inhernted” and "Darected” loans amounting to
MNTI1.2 bilhon along with accrued interest of MNTI1.1 billion (2003 : MNTI1.2 bilhion plus
accrued mterest of MNTI.1 billion).

e} Guarantees and letters of credit

The Bank has no goarantees and letters of credit outstanding as of 31 December 2004 (2003 :
Nil).

{f) Capital commitment

As at 31 December 2004 and 2003, the Directors have not anthonsed any capital commitment of
significance.

26, FAIRVALUES OF FINANCIAL ASSETS AND LIABILITIES

Financial mstruments compnse financial assets and fimancial liabilities, The fair value of a financial
instroment 15 the amount at which the instroment could be exchanged or settled between
knowledgeable and willing parties in an amm’s length transaction, other than in a forced or
hquidation sale. Where quoted market prices are not available, the fair valnes are measured at
discounted rates commensurate with the quality and duration of the asset or liability.

A considerable of the financial instroments as at 31 December 2004 and 2003 are short term in
nature with matuniies of less than one vear. Based on fair value assessments as indicated above, the
estimated fair values of most of the financial assets and fmancial liabilities, both short and long term

as at the balance sheet date, approximate their carrying amounts as shown in the bakance sheet.
27, CURRENCY
All amounts are in Mongolian Togrog unless otherwise stated.
28, MONGOLIAN TRANSLATION
These financial statements are also prepared in the Mongolian language. In the eveni of discrepancies

or contradictions between the English version and the Mongolian version, the English version will
prevail.




KHAN BANK MAIN RURAL OFFICES

KHAN BANK

Agricultural Bank of Mongolia

Province Manager Telephone Provincial Offices
ATKRCIngol B, 2010y oy 01332 21236 18
Bayan-Olgii K. Erbolal 01422 23422 13
Bavanknongol B. Tumuwoaial 01442 23223 22
Buigan sSh. Munkhbat 01342 22389 16
Doarknan-Udl, Sslenge 5 Enknauva 01372 35354 12
Domod D. Baatarbuy'og 01582 23202 18
DomogoDbi B. Tarendor| Q1522 22741 [~
Dunagow U. Tumurbootcr 01592 22040 15
oti-ARnal Yo, Chulugnibocnar 01482 24143 20
Sobisumber Ya. Allaniset=eg 02542 50472 3
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Cirkhon K. Dauletba 01352 22451 &
SuUkhDaonCr Y. Lhagvasumen Q1512 21038 13
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ZamireLud 0. Baigalmoa 15245 21355 2
Zavkhan D. Batsalknan 0las2 22587 23
ZUUrknaran 0. Erderetsaizag 134647 22293 1
Uys D. Unuriseiseg 01452 23493 1%
Uvrkhang ci D. Erkhian 01322 23653 21
Umnogobi A ldertsog 01532 222146 17
Khovd Sh, Bathishig 01432 23940 17
Khuvsgul D. Tsefsgee 01382 23824 2=
K e J. Gongol 015462 22498 20

KHAN BANK OFFICES IN ULAANBAATAR

Office Manager Telephone
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100 Al B.Buyanoeliger 354403
Anduud A.Mn,*cgm-:r 358747

Boga Toiru Ts. Mancisaiknan 319705
Baganuwu D.Enkhbaatar 0121-22290
Barur-Kril e LOyunchimeg 303219
Bayangol Ts.Tsetsegman IHISET
Bayankhosnuu | SaruUB alknan 306109

Card Ceaniler J.Sarnchir 246706
Chingeltel D.Enkhbactar 327323, 315593
=ochuurt E.T:ﬂrgﬂmuu F 10027

Ik Delgur Chiungalag J28546

Ikh Tokruu 5.5ukhbat 354065
Khoiloost MN.BOinQsan 35749¢, A0157142
Khar-Uul L.Khardjav 341453

Krueg ChAltangerel SE(244

Minisiy of Agric uifue =.Naranc himeg 457554

MNOkaikh B.BOrKnuL 0123-22092, 23721
MNarantuul Ts.Batsaikhan 451712

Sonsan L.Batkhiuyag 450864

Selke D.Eatzciboo I542FT
Songino-knairkan S.5ovolzul 434321

spon Complex J.Ganbaatar ERRlan
Tavan&ogd BEarange | 345408

Tsaiz D.Culamsuren 452788
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