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Key Shareholders:

e External auditors for 2015: Ernst & Young

e Chairman of the Board:

o Albaraka Banking Group — 54.06%

o Topbas Family- 6.55%

o Mr. Adnan Ahmed Yusuf ABDULMALEK
e General Manager:

o Dr. Fahrettin YAHSI

e Number of Branches

o Islamic Development Bank- 7.84%

o 212 domestic branches

o 1 foreign branch
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Corporate Profile

Albaraka Turk Katilim Bankasi A.S. (ALBRK’, ‘Albaraka Turk’ or ‘the bank’), a franchise of Albaraka
Banking Group (ABG), operates as a participation bank in Turkey. Incorporated in 1984, the bank initially
operated as a Special Finance House, and was converted to a full-fledged participation banking institution in
2005. ALBRK is listed on Borsa Istanbul. The bank’s delivery network comprised 212 (Dec’14: 201) domestic
branches and 240 ATMs as of Dec’15. The bank also has 1 foreign branch located in Erbil, Iraq. Expansion
strategy entails focus on use of alternative delivery channels, including off-site ATMs and mobile and internet

banking. Branch expansion over the near term is expected to be limited to 10 branches per annum.

In context of the Turkish banking industry, the bank can be categorized as a small-sized bank, holding 1.6%
of the industry’s aggregate deposits. However, as has been noted in case of other participation banks, ALBRK
has gradually gained market share. The bank reported asset growth of 28% during 2015, backed by growth in
deposits, though borrowings from financial institutions and through public instrument/s has also increased
marginally as a proportion of total funding. Annual growth target has been set at 16% to achieve an asset base
of TL 63b by 2020. Continuing growth momentum in the coming periods is expected to be more challenging
against the backdrop of tightening TL liquidity, expected increase in the cost of foreign funding and recent
developments in competitive landscape such as the entry of large state-owned banks in the participation
banking domain. Nevertheless, as the presence of new players, and the visible push by the government to
promote the sector, translates into greater public awareness, the sector’s position within the overall banking

industry will improve.

Albaraka Turk stands to benefit from the sector’s enhanced penetration, with its established franchise and its
pioneer status in the country’s participation banking segment. Capital constraints may however pose
challenges; a dip in share of core banking assets! to 72% by end-2015 (2014: 77%), with a sizable portion of
funds deployed in zero to low risk weighted cash & equivalent assets reflects a capital conservation strategy.
The bank’s conservative asset mix is reflected in its financings to deposits ratio, which trends below both

participation banking sector and the overall banking industry averages.

Table 1: Key Financial Indicators 2013 2014 2015 Figure 1: Market Share (in terms of deposits)
Total Assets (In TL, millions) 17217 | 23046 | 29,562 8% 29.0%
Net Financings (In TL, millions) 12,060 16,184 19,505 1.6% 1.6%
Net Investments (In TL, millions) 1,001 1,464 1,862 . 1'6(y// 27.1% 27-0%
Cash & Equivalents (In TL, millions) | 3,661 | 4,777 | 7,387 1.4% L3% /25'1% | Js0%
Deposits (In TL, millions) 12526 | 16,643 | 20,346 1.2% g5
Total Liabilities (In TL, millions) | 15,719 | 21255 | 27,458 1.0% - 23.0%
Net Equity (In TL, millions) 1,497 1,791 2,104 0.8% / L 21.0%
Operating Revenue (In TL, millions) 895 978 1,188 0.6% / 20.1%
Net Income (In TL, millions) 241 | 253 | 303 e - 19.0%
Cost/Income Ratio (%) 452% | 514% | 551% 0-4% 1.0
ROA (%) 16% | 13% | 12% 0.2% o
NPF Ratio (%) 0.2% 0.2% 1.0% 0.0% T T T 15.0%
Tier 1 CAR (%) - 10.92% | 9.92% 2012 2013 2014 2015
Total CAR (%) 14.86% | 14.15% | 15.27% Market Share - Turkish Banking Industry
Financing (Net) to Deposit Ratio (%) | 96% 97% 96% Market Share - Particpation Banking Industry

1 Net Financings (2015: 66%; 2014: 70%) and Net Investments (2015: 6%; 2014: 6%)
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Ownership Structure & Shareholder Profile

There haven’t been any major changes in the bank’s [ aple 2: Ownership Structure | Shareholding

ownership structure in 2015. Besides ABG, the other major Foreign Shareholders 66.1%
institutional shareholder of the bank is Islamic Development Albaraka Banking Group 54.1%
Bank (IDB). Some prominent local and foreign individuals Tl Dl B (D) 7 5%
also hold a stake in the bank. Brief profiles of the bank’s
L Al Harthy Family 3.5%
institutional shareholders are presented below:

Other 0.7%

7. ABG: A prominent Islamic banking group with [ 1.ocal Shareholders 9.1%
subsidiary banking operations in 11 countries Wolirs il 55%
including Algeria, Bahrain, Egypt, Jordan, Lebanon, o7 550
Pakistan, Sudan, South Africa, Syria, Turkey and - o
Tunisia. In addition, ABG has representative offices Seuaalltubide 2L
in Libya and Indonesia, and a financial sector subsidiary in Saudi Arabia. The group is credited with
introducing participation banking in several emerging market economies as well as contributing
towards the industry’s development through product innovation. As of end-Dec’15, ABG had a
consolidated asset base of USD 24.6b, an equity base of USD 2.1b and reported net profit of USD
286m for the year. Albaraka Turk remains its largest subsidiary contributing more than 40% of its
consolidated profits and about 40% of consolidated assets.

2. IDB: A multilateral development financial institution, with 56 international signatories and net

approved operations in these countries valued at an excess of USD 100b. The bank was created with
the purpose of supporting economic development and social progress of member countries. It
participates in relevant projects in member countries and grants loans for productive projects and
enterprises besides providing financial assistance to member countries in other forms for economic

and social development.
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...... Strategic Assets

ALBRK has strategic interest in various domestic entities, operating in the financial services and real estate

industries. A brief profile of these businesses is provided in Table 3.

Table 3: Strategic Holdings

Name Classification | Holding Details Book Value
Katilim Set up as a Joint Venture Shari’a compliant private
Emeklilikve pension company in 2013 with Kuveyt Turk Katilim
Hayat A.S. Joint Venture 50% Bankasi A.S. KEH is engaged in the business of | TL 15.5m
(KEH) underwriting private pension schemes and life
insurance policies.
Bereket BVK provides Shari’a compliant asset leasing services
Varlik and is based in Turkey. As of Dec’2015, asset base of
KiralamaA.S. Subsidiary 100% the company was in excess of TL 1b. The company TL 0.3m
(BVK) has not generated any return on equity in the past few
years.
Albaraka AGPY was established in 2015 as a real estate
Gayrimenkul - management company. The company had an asset
Po};tfﬁy Yon Subsidiary 100% base ogf TL 4.8m arrl)d iz currently inpits ?nfancy. TL50m
A.S. (AGPY)
KGF was established in 1993, with an objective to
Kredi Garanti enhance access to finance for SMEs operating in
Fonu A.S. Associate 1.69% Turkey. KGF’s asset base had grown to TL 316m by TL 4.7m
(KGF) Dec’15 and return on equity stood over 6% for the
year.

The bank’s largest strategic holding, KEH has depicted noted growth, against the backdrop of favorable
government policies in form of tax benefits and direct contributions to encourage savings. Turkish economy

has long been driven by consumer demand and features a low saving rate, at around 15%?2 of GDP. Keeping

this in view, the pension company is likely to serve as a growth area and increase revenues from ancillary

services over the coming periods.

2 Source: World Bank
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Key Rating Highlights

...... Strong Franchise Value

Despite ALBRK’s smaller scale of operations, Albaraka is a well recognized franchise in the country given its
status as the pioneer of participation finance in the country. Moreover, the association with ABG also

provides the bank with operational synergies, given the Group’s international presence.
...... Moderate Growth Expectations

The bank reported asset growth of 28% during 2015 and annual growth target has been set at 16% to achieve
an asset base of TL 63b by 2020. Sustaining growth momentum is expected to be more challenging in the
coming periods, against the backdrop of tightening TL liquidity, expected increase in the cost of foreign
funding and recent developments in competitive landscape such as the entry of large state-owned banks in
the participation banking domain. Nevertheless, as the presence of new players, and the visible push by the
government to promote the sector, translates into greater public awareness, the sector’s position within the
overall banking industry will improve.

...... Portfolio Quality Indicators suggest increase in Credit Risk Levels

With slowdown in the overall economy, asset quality indicators have depicted adverse movement with gross
financing impairment ratio increasing to 2.4%. Though present impairment levels remain manageable, the
increase in past due but not impaired financings is significant and reflects increase in portfolio’s credit risk

levels.
...... Stable Operational Profitability

The bank’s profitability indicators remain sufficient though have weakened slightly in 2015, with return on
average assets reducing to 1.2% (2014: 1.3%). This can broadly be attributed to increase in administrative
expenses on account of branch expansion, foreign exchange loss and slow growth in fee and commission
income. Nonetheless, in absolute terms, net profit increased considerably to TL 303m (2014: TL 253m) with
healthy growth in business volumes. Moreover, as newly opened branches reach desired operating levels, the
cost structure will optimize accordingly.

...... Capital Reinforcement is required to Pursue Growth Targets

The bank’s capital provides sufficient loss absorption buffer for its existing levels of business operations.
However, internal generation falls short of the capital required to keep pace with the anticipated participation
banking sector growth levels. Hence, external capital reinforcement is warranted to tap available opportunities
and reinforce its position in the market.

...... Governance Systems

Governance systems derive strength from regulatory guidance which is broadly aligned with European Union
(EU) Acquis Communautaire. Moreover, association with ABG provides the bank with particpation banking
related guidance. There are, however, a few areas where there may be room for improvement vis-a-vis best
practices, which have been highlighted in the detailed report.
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Economic Ovetrview

The Republic of Turkey (“Turkey’ or [ Table 4: Economic Indicators 2013 2014 2015
‘the country’) is the 18" largest | GDP Growth Rate3 42% | 2.9% 4.0%
economy in the World, featuring a | Inflation? 75% | 89% 7.7%
GDP of USD 800b. Given per capita | Cutrent Account Deficit (% of GDP)# 77% | 5.5% 45%
GDP of around USD 10,500, the Foreign Reserve(In USD Billions)* 131.0 127.3 110.5
. . International Investment Position (In USD -395.6 | -440.4 -367.4
country is categorized among the Billions)!
. . . ons
upper middle income countries of the =5 4k "eC TGPy 361% | 33.5% | 32.9%
World as per the World Bank |["pypiic Sector External Debt (% of GDP)? 147% | 150% | 159%
classification. The country boasts a | FDI (% of GDP)3 1.7% 11% 1.2%
relatively diversified GDP, with the | Unemployment 9.0% | 9.9% 10.3%

services sector being the most
significant contributor (~2/3), followed by industrial (>1/4%) and agricultural sectors (<10%). The
country’s major industrial output includes textile, processed food, automobiles, electronics and a number of

commodities such as steel, petroleum, lumber etc.

Having achieved significant growth for about a decade (2002-2012), which averaged at 5.2%, growth
momentum has moderated over the past few years. Key issues facing the country include an unfavorable
trade balance, continued currency depreciation, extensive reliance on foreign funding, turbulence on the
southern border and deterioration in security condition. The political uncertainty of 2015 also contributed to
the dip in average monthly consumer confidence index? 72.5 in 2014 to 62.3 in 2015.

The large young population base and the resultant strong demand dynamics have supported the country’s
economic resilience; the GDP growth for 2015 was registered higher than the forecasts at 4.0%. Keeping in
view Turkey’s vulnerability to expected contraction in Fed’s monetary policy and its prevailing socioeconomic
conditions, the GDP growth is expected to remain range-bound within 3-4% over the short to medium term
horizon. Recent political developments in Turkey may precipitate economic challenges and require

caution towards exposures on vulnerable or speculative sectors of the economy

Following a period of consistently high inflation levels, it has slowed to a three year low at 6.57% in April
2016, leaving room for the central bank to cut interest rates and align its monetary policy with the
government focus on incentivizing growth. Economic slowdown in major markets (EU & China) has kept
pressure on exports despite improved competitiveness as a result of Lira depreciation. However, current
account position has benefited from low oil prices with the deficit reducing to 4.5% of GDP in 2015.

Given the consistent current account deficits posted over the years, foreign reserves have trended down on a
timeline basis, albeit remain sizable in relation to the quantum of current account deficit. Overall gross debt
to GDP, at 55%5, is considered manageable; nevertheless a sizable proportion (>70%) of this debt pertains to
the private sector, which exposes the economy to the risk of sudden accelerated capital outflows.

3Source: Turkish Statistical Institute
4Source: Central Bank of the Republic of Turkey
5Source: The Undersectretariat of Treasury
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...... Banking Sector

The banking sector in Turkey comprises a total of 53 institutions, which include 34 deposit banks, 13
development banks and 6 participation banks. It dominates the country’s financial sector, with its asset base
of USD 808b comprising more than 70% of the financial sector assets. Despite reporting a CAGR of 19%¢
over the past decade, industry assets comprise about 111% of the GDP, trending considerably below the
Euro area’ average of more than 300%, reflective of room for growth. Historically, the sector has generated
considerable interest from international investors, and has on an average accounted for more than 10% of the
Foreign Direct Investment (FDI) over the past few years. As of Sep’15, foreign investors held about 32%
shareholding stake in the industry.

Turkish banking sector derives strength from its strong capitalization, adequate asset quality and sound
profitability indicators, though these have depicted unfavorable trends in recent periods. The trend of loan
growth  outpacing  deposit  growth

i ) . ~ Figure 2: Growth Trend in Funding Sources
continued in 2015 with the loan to deposit

ratio increasing to 119% by the year-end. @ 600
Credit growth in 2015 has softened 2 500 e ——
relative to prior years, and actually i_‘:" 400 /
showcased a dip in foreign currency terms, 4 =
given reduced funding availability. The £ 300
banking sector has historically featured a 200
high reliance on foreign funding. However 100
over the last year, the sector’s access to
foreign funding has diminished given - . . T T .
domestic and external macroeconomic 2011 2012 2013 2014 2015
changes, including TL depreciation and . . .
Loans Deposits Foreign Funding (LT+ST)

expectations vis-a-vis US monetary policy.

TL funding also remains stressed given low savings rate and increasing competition. Growth momentum in
the past few years has been mainly fueled by consumer and SME loans. Of the banking sector’s total
financings portfolio, these segments account for about a quarter each, while corporate loans comprise the
other half. With lower funding availability, credit off take may be scaled back going forward.

In the latest Regulatory Consistency Assessment Programme (RCAP) report, issued by Basel Committee on
Banking Supervision (BCBS) in Mar’2016, the country’s banking sector has been graded ‘C’ and the
underlying components of the risk-based capital framework are assessed as compliant. This was achieved
subsequent to the 16 new regulations announced by Banking Regulation and Supervisory Agency (BDDK) in
Feb’16.

...... Participation Banking Sector

Specialized Participation Banking (PB) rules and regulations were promulgated in 2005 in Turkey. Previously,
companies offering related services were operating under restrictive Specialized Finance House licenses. Since
the promulgation of regulations, the sector has grown at a high Compound Annual Growth Rate (CAGR) of

6In USD terms
7 Includes 32 member states of European Banking Federation
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28%; however, its market share remains small at 5% in total banking sector assets. Lately, there has been
increased focus on growing the sector given the government’s bid to create an Islamic finance center in
Istanbul. Accordingly, a separate Participation Banking division has been setup at Banking Regulation &
Supervisory Agency and two large state-owned banks have established sister participation banking units. The
vision, as documented in the ‘Participation Banking Strategy Document’ published by Participation Banks
Association of Turkey, remains focused on increasing the sector’s share in total assets to 15% by 2025.
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Financial Analysis
...... Financing and Investment Assets

ALBRKs financing clientele largely comprises corporate® entities that represented 61%° (2014: 62%) of the
aggregate financings portfolio. Although in absolute terms, the bank’s exposure to Small & Medium sized
Businesses (SMBs!Y) increased by about TL 430m, in proportionate terms the SMB portfolio has trended
down to 24% from 26% previously. The retail'! segment showcased modest growth and comprised about
14% (2014: 12%) of the portfolio. As per the bank’s strategic plan, SMB portfolio and retail portfolio is
envisaged to be the growth driver going forward, with composition of these targeted to increase to 40% and
20% respectively.

SMB financing represents significant potential for growth in Turkey and some other banks maintain noted
presence in the segment; however, given that ALBRK is structured mainly as a corporate bank and that SMB
financing requires specialized systems and resources, the pace of the bank’s foray will likely be cautious.
Growth in the retail segment is expected to continue to be driven by mortgage financing which comprises
about 90% of the retail portfolio, particularly when viewed in the context of expected cuts in policy rate.

Sector-wise, the portfolio depicts concentration against commercial construction at 27%, though the
exposure has reduced over time in proportionate terms. The bank has plans to further reduce the share of the
sector in portfolio mix going forward. Exposure against other sectors has been range bound at under or
around 5%. Counterparty concentration has remained around prior year’s levels, with top-100 and top-200
counterparties comprising 38% and 46% of the aggregate portfolio respectively. The bank’s unfunded credit
portfolio is relatively small and increased by only 3% in 2015 to TL 8.7b. Letters of Guarantee (LGs)
comprises about 90% of the total portfolio. Unfunded credit growth is targeted at 26% in 2016.

) ) ) Table 5: Asset Quality Indicators | 2014 2015
With slowdown in the overall economy, asset quality
L . . Gross NPFs 327 468
indicators have depicted adverse movement with gross Weite O, o 03
-Write- S
fi ing i i t ratio i ing to 2.4%. Though
1nanc1ng.1mpz.urmen rla o1 1ncreas1.ng o Yo o ou%l e a0 T
present - 1mp a“me;’t ives remain .Hjnj,gea & ™€ "past due but not impaired 837 | 2,103
1r.1cr.ease in past due but not m‘npalreA inancings 1.s Gross Impairment 0% T 24%
significant and reflects the portfolio’s heightened credit Corporate 5 | 17
- . 0 . 0
risk. Given the increase in NPFs, specific provisions SMB 33% | 43%
coverage has dipped to 60%. Further, the bank also 5o 6% | 18%
maintains general provisioning to the tune of TL 171m or SpeciRCIPIovisions Coverage 87.9% | 60.0%
36% in relation Fo NPFs. Of the .aggregatf.: NPFs, about Net Impairment 02% | 1.0%
half are categorized as uncollectible, which represents Net NPFs to Tier-I Equity 53% | 91%

financings that are past due by more than a year.

8 Includes entities having annual revenues of at least TL 40m

9 As per bank’s internal classification

0Includes entities with annual revenue ranging from TLIm to TL 40m

11 Includes entities/individuals with annual revenue/income below TL 1m
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The bank’s  investment p ortfolio extensively Table 6: Investment Portfolio 2013 2014 2015

comprises public debt securities issued by the e S eetities | 93.1% | 93.7% | 88.6%
Sovereign of Turkey. Given that the bank is

Other Marketable Securities 5.3% 4.7% 8.2%

domiciled in Turkey, the exposure is considered to

. posur : Equity Securities 0.6% | 05% | 0.7%
be the highest grade credit available in the local Strategic Holdings 0% | 10% | 1.4%
context. All public debt securities, and broadly, all 5= 00% 1 00% | 1.1%
marketable debt securities, are listed on the stock Agaregate 1001 | 1464 | 1.862

exchange. [Exposure to equities and other
investment classes is small.

...... Funding, Liquidity and Market Risk

Given TL depreciation, there has been a flight towards foreign currency positions on the deposits side,
intensifying the competition among banks for TL liquidity. Growth in FCY deposits accounted for about
60% of ALBRK’s 22% total deposits growth. Reliance on corporate deposits has also increased as presented
in Figure 3. The largest 100 depositors comprise about a quarter of the aggregate portfolio. In order to
increase its TL funding, the bank has expanded its short-term Sukuk program.

Figure 3: Deposit Breakup & Composition

120%
g 25,000 100%
Z 20,000 —
- 0,
F 15000 EE— — 80%
£
10,000 — — — 60%
5,000 +——  — —
I ] a0%
2014 2015
" 20%
» Precious Metal 339 294
= Profit Sharing 0%
Accounts 13,060 15,897
2014 2015
= Current Accounts 3,244 4,155

® Retail m Instituitional ™ Others (Precious Metal)

ALBRK’s liquidity position remains sound and has improved further with increase in the proportion of cash
& equivalents in the asset mix. As of end-2015, liquid asset'? coverage of total funds stood at 34.2% (2014:
30.1%). The bank’s sound liquidity position is also evident from a Liquidity Coverage Ratio (LCR) of 284%
reported as of end-2015. Foreign currency specific average LCR clocked in at north of 500% at year end.

...... Capitalization

The bank’s capital provides sufficient loss absorption buffer for its existing levels of business operations.
However, internal generation falls short of the capital required to keep pace with the anticipated participation
banking sector growth levels. Hence, external capital reinforcement is warranted to tap available opportunities
and strengthen its position in the market.

12 These comprise forward transactions
13 Includes Placements with Central Bank, Balances with Other Banks and Public Sector Debt Securities
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In 2015, the regulatory capital adequacy ratio (CAR) improved to 15.27% (2014: 14.15%), on the back of
issuance of USD 250m BASEL III compliant tier-1I Sukuk. The overall quality of capital has dipped as tier-11
forms now comprise 35% (2014: 23%) of the eligible regulatory capital. By end-2015, tier-1 CAR stood
reduced at 9.92% (2014: 10.92%). In absolute terms, net equity amounted TL 2.1b, whereas, an additional TL
642m has been raised in the form of subordinated Sukuk.

...... Profitability

The bank’s profitability indicators remain fundamentally sound though have weakened slightly in 2015, with
return on average assets reducing to 1.2% (2014: 1.3%). This can broadly be attributed to increase in
administrative expenses on account of branch expansion, foreign exchange loss and slow growth in fee and
commission income. Nonetheless, in absolute terms, net profit increased considerably to TL 303m (2014: TL
253m) with healthy growth in business volumes. Moreover, as newly opened branches reach desired

operating levels, the cost structure is expected to optimize accordingly.

Figure 4: Yields on Financings &Securities Portfolio & Cost

Table 7: Profitability Indicators 2014 2015 12.0%
RoAA 1.3% 1.2% 10.0% 10.1% 9.9% 9.5% 9.5% 9.5%
Core RoAAM 1.6% 1.4% 5.0% 7 e 7.6% 7.8% 8.0% 8.0%
RoAE 15.4% | 15.6% =

6.0%
Efficiency?’® 60.7% | 64.0% 4 0% 5.7% 5.6% 5.5% 5.3% 5.3%
Net Interest Margin!6 46.5% | 45.8% -
Spreads 5.3% | 5.5% 2.0%
-Return on Financings & Investments | 9.8% 9.9% 0.0% T T T T 1
-Cost of Funding 4.5% 4.5% 4Q14 1Q15 2Q15 3Q15 4Q15

Yield on Financings Yield on Securities Portfolio

Average Cost of Funding

Spreads have remained largely stable as reduction in yield on financings was offset by improving yield on
securities portfolio and declining cost of funding. Spreads may come under pressure against the backdrop of
anticipated cut in policy rate, which may not materialize on the liabilities side given the intensifying
competition for TL deposits. In absolute terms, funded asset revenues amounted to TL 1,935m (2014: TL
1,502m), an increase of about 30% from prior years and which is largely commensurate with growth in asset
base. Contractual maturities of assets and liabilities indicate mismatch in the short-term, given sizable demand
and short-term deposits. This exposes the bank to market risk given the time lag between full materialization
of change in benchmark rates on the assets and liabilities side.

Net fee and commission income amounted to TL 136m (2014: TL 128m) for the year. About 70% of the net
fee & commission income pertains to unfunded credits. Fee and commission income in relation to funded
revenues compate favorably in relation to some other Turkish banks. Administrative overheads increased
broadly by 30% to TL 654m (2014: TL 502m) given expansion in branch network and inflationary increases
in compensation and other cost levels. Employment cost represents 55% of total administrative expenses.

Non-core income representing irregular streams of income, which includes provision reversals, gain on sale
of assets and income from trading activities amounted to TL 158m (2014: TL 143m). The income primarily

14 Core RoAA = (Net Profit Share Income +Net Fees & Commission Income +Dividend Income — Operating Expenses)/ Average Assets
15 Efficiency = Operating Expenses/ (Net Profit Share Income +Net Fees & Commission Income +Dividend Income)
16 Net Interest Margin = Net Profit Share Income / Profit Shate Income

10
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emanates from provision reversals of TL 89m (2014: TL 80m) and trading income of TL 53m (2014: TL
53m). In 2015, the trading income derived positive impetus from a gain on derivative financial instrument!” of
TL 68m (2014: TL 21.1m), the impact of which was mitigated by the foreign exchange losses of TL 17.7m
(2014: income of TL 30.6m). Incremental provisions of TL 157m (2014: TL 150m) remain manageable in
relation to banking revenues, however, trends in asset quality indicators need to be tracked closely.

17" These comprise forward transactions

11
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Governance Review

The Turkish banking sector is governed by the Banking Regulation & Supervisory Agency (BDDK) under the
Banking Law No. 5411. As per BDDK’s self-assessment, banking regulations in Turkey are broadly aligned
with European Union (EU) Acquis Communautaire and other international standards like International
Accounting Standards. Although the banking law contains specific provisions regarding ‘Collections of
Particpation Funds’, it does not cover any specific recommendations with regards to governance of bank’s
adherance to interest-free principles. Regular audits are undertaken by BDDK to guage compliance of
banking sector entities with the banking law and to ascertain financial soundness and effectiveness of risk

management systems in place.

Capital Markets Board of Turkey (CMBT) also regulates the institution in the areas of Sukuk issuances and
corporate governance (CG) practices. CG guidelines have been issued by CMBT in the areas of shareholder
rights, responsibilities and operations of Board of Directors, dealings with stakeholders, and public
disclosures and transparency requirements.

...... Board Composition and Operations

The Board of Directors (Board) of ALBRK comprises 12 members and is chaired by Mr. Adnan Ahmed
Yusuf ABDULMALEK, who is the President and Chief Executive of ABG. In 2015, there have been two
changes in Board composition, given replacement of the IDB nominated director and of another non-
executive director. Overall the Board has depicited stability with average association of directors being over 7

years.

The bank has 5 non-executive directors that are not nominated by major shareholders; of these, 3 were
previously associated with the bank in executive capacity while 1 is classified as an independent director.
Local regulations require a minimum of 3 independent directors on the Board, though all audit committee
members, despite their affiliation with major shareholders, are regarded as independent under these
regulations. Independent directors’ representation may not be deemed sufficient if internationally accepted
best practice criteria is applied to determine independence.

Table 8: Board of Directors Composition

Name Status/ Representing Service on Board (Years)
1. | Adnan Ahmed Yusuf ABDULMALEK Non-Executive 11
2. Yal¢in ONER Non-Executive 16
3. Osman AKYUZ Executive 16
4. Mzt. Bekir PAKDEMIRLI Non-Executive 1
5. Ibrahim Fayez Humaid ALSHAMSI Non-Executive 11
6. Hood Hashem Ahmed HASHEM Non-Executive 5
7. Mitat AKTAS Non-Executive 8
8. Hamad Abdulla A. EQAB Non-Executive 8
9. Fahad Abdullah A. ALRAJHI Non-Executive 8
10. Muhammad Zarrug M. RAJAB Non-Executive 1
11. Kemal VAROL Independent 3
12. Dr. Fahrettin YAHSI General Manager 7
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Collectively, Board members possess well-rounded professional skills and experience, including in banking,
consultancy, auditing and accounting, finance, academia and public service. The Board is elected for a three
year term and directors are eligible for reelection; the General Manager is a member of the Board by virtue of
the rights and responsibilties of his position.

During 2015, the Board of ALBRK met 6 times; overall partcipation is adequate, though a few directors
could not attend some of the meetings. Five committees exist at the Board level to facilitate in discharging the
Board’s reponsibilities. Composition and the minimum required meeting frequency of these committees are
presented in Table 9. The Audit Committee monitors the activities and performance of the Risk Management
department; however, its terms of reference do not specifically mention risk management as a key area of
responsibility. The bank may consider forming a dedicated Risk Management Committee in line with best
practice. Committee compositions, particularly in case of Audit Committee, diverge from international best
practice given lack of adequate number of fully independent directors, when independence is determined
based upon internationally acceptable more stringent criteria.

Table 9: Board Committees Composition & Meeting Frequency

Meeting
Committee Frequency Members
Required Actual
e  Adnan Ahmed Yusuf ABDULMALEK
Credit On Need Weekly e  Osman AKYUZ
Committee Basis e Prof. Dr. Kemal VAROL
e Dr. Fahrettin YAHSI
Audit e  Hamad Abdulla Ali EQAB
Committee 4 5 e Hood Hashem Ahmed HASHEM
e  Mitat AKTAS
Remuneration e Adnan Ahme(.i. Yusuf ABDULMALEK
Committee 1 1 e  Osman AKYUZ
e Dr. Fahrettin YAHSI
Res:;’:i - ] : e Ibrahim Fayez Humaid ALSHAMSI
Committee e  Fahrettin YAHSI
Corporate e Prof. Dr. Kemal VAROL
Governance - 6 e Ibrahim Fayez Humaid ALSHAMSI
Committee e Fahad Abdullah A ALRAJHI
...... Organizational Setup and Management Profile

ALBRK’s management structure comprises 3 business divisions, 6 support divisions, 4 control departments
and 2 monitoring and planning departments. All control functions i.e. legislation and compliance, inspection,
internal control and risk management report to the Audit Committee. Several departments come under the
purview of the heads of business and support divisions, who in turn report to the General Managers. Two
departments reporting directly to the General Manager include Credit Administration & Monitoring and
Strategy and Corporate Performance departments. The bank’s organizational structure and decision making

13




“

Fiduciary Rating Report - Albaraka Tiirk Katilim Bankasi A.S. v

process also includes 9 executive committees. Pictorial depiction of the organization structure is provided as
Annexure A.

ALBRK’s management team is speatheaded by Dr. Fahrettin YAHSI, who has been associated with the
institution since 1998, and assumed his current role in 2009. Management team is qualified and has largely
depicted stability over the years, with all senior management personnel, except one, having association of
more than ten years with the bank. Overall turnover in the organization was reported slightly high at around
7% in 2015, though as per management representations, it remains favorable vis-a-vis the banking industry.

...... Adherence to Interest-free Banking Principles

Governance Infrastructure

The governance infrastructure implemented at the bank derives strength from its main sponsor ABG that
undertakes interest-free banking across several jurisdictions. ABG provides guidance in the areas of
governance, interest-free product development, compliance and in some instances has directly deployed
resources from other units for capacity building. ABG also conducts annual audit of the governance

infrastructure, separate from the bank’s own inspection.

Internally, the bank’s compliance with interest-free banking principles is governed by the Consultancy
Committee, which is appointed by the Board of Directors. Best practice entails that the members of the
committee be appointed by the general assembly of sharcholders. There hasn’t been any change in
composition of the committee since the prior review in 2015. The Consultancy Committee is composed of 2
foreign scholars, who also sit on the Shari’a Supervisory Board of ABG, and 2 local Shari’a scholars. Inclusion
of both foreign and local members adds to the committee’s diversity. During 2015, 3 committee meetings
were convened, which falls below the quarterly requirement identified in the committee charter.
Remuneration of the committee members is not linked to the organization’s performance in line with the

recommended practice.

The bank has in recent periods strengthened its executive management setup that supports compliance with
interest free banking principles. A new position of Participation Banking Controller has been established
which is occupied by the secretary of the Consultancy Committee, Mr. Shehada MOUZAHEM. He has
previously served the bank and another unit of ABG in various capacities. The Participation Banking
Controller facilitates the committee in discharging its duties, which includes approving product structures and
preparing annual report on the bank’s level of compliance vis-a-vis interest free banking principles. The bank
is in the process of developing policies and procedures for the function, which will formally document its
responsibilities.

In its report to the Board for the financial year 2015, the committee has expressed the opinion that contracts,
operations, transactions, and profit and loss distribution to investment accounts during the year were in
accordance to the rules and principles of participation banks. In line with best practice, it is recommended
that the consultancy committee’s opinion be published in the annual report or on the bank’s website.

The audit conducted by the inspection department covers areas related to compliance vis-a-vis interest free
banking principles. Specialized resources available to the department remain scatce, though training of staff is
frequently conducted to improve the quality of output. The Consultancy Committee vastly relies on the

findings of the department to formulate its opinion, and is accordingly, involved in planning and supervising
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the inspection process. Some transactions are also now directly being reviewed through the Participation
Banking Coordinator.

Product Profile

The bank’s financings portfolio comprises Murabaha based transactions to the extent of 94% of the total.
Leasing (Ijarah) portfolio has been showcasing moderate growth and comprised 4.9% of financings portfolio
as of end-2015 vis-a-vis 4.3% at the prior year end. The bank also undertakes profit/loss (Musharaka)
projects, albeit these remain a very small portion (1.2%) of the portfolio.

The bank does not employ tawarruq structure to disburse financings as per the instructions of the
Consultancy Committee and in line with the general consensus among scholars that discourages use of
Tawarruq. The Consultancy Committee does however allow the bank to restructure non-performing
transactions using the Tawarruq structure. So far, the Tawarruq mechanism has only been used to restructure

corporate finance transactions.

Equity trading portfolio is limited and only comprises companies listed on the index maintained by the
Participation Banks Association of Turkey. All significant investments require approval of the Consultancy
Committee. Profit distribution to participation accountholders is carried out in accordance with the
mechanism stipulated by BRSA, and expected profit rates are updated on the bank’s website on a daily basis.
The bank does not maintain investment risk and profit equalization reserves.

...... Self Regulation

Control Functions

The bank has 4 control functions in place which include Inspection (i.e. audit), Internal Control, Risk
Management and Legislation & Compliance. These functions effectively institute internal controls and risk
management setup at the bank. Lately, the bank has developed a ‘Credit Strategy and Risk Appetite Policy’,
which serves as a guide for fund allocation decisions. The policy covers vatrious qualitative and quantitative
risk factors along with strategic targets, including those vis-a-vis exposure concentrations. The policy

document also comprises a consolidated function-wise risk matrix, which sets risk weights for all functions of
the bank.

Financing Process & Risk Assessment

Financings approval process of the bank is risk based. The branch network is divided into 7 regional offices
that are responsible for credit assessment of all credit proposals below TL 2m. Proposals exceeding this
threshold are referred to the head office. The organizational structure includes dedicated credit and risk
management departments, responsible for initial credit appraisals and risk monitoring respectively. The
regional offices are equipped with 1 or 2 staff members of the credit department for risk assessment. A
dedicated executive management Risk Follow-up Committee is also in place at the bank.

Table 10: Internal Risk Classification of Financings

The bank maintains an internal credit scoring system, which 2014 2015
generates internal ratings for all counterparty exposures. A Above Average 6% 4%
break-up of these ratings for the financings portfolio is Average 75% 1%
provided in Table 10. The risk classification of the portfolio Below Average 9% 99
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hasn’t changed measurably since end-2014, though a significant increase in past due but not impaired
portfolio and general industry trend in Turkey indicate a heightened credit risk environment. This may
indicate a need to revisit risk parameters of the internal credit scoring system to accurately capture the

portfolio’s credit quality.

Information Technology (IT) Infrastructure

In 2015, the bank successfully moved to the newly developed Core Banking System (CBS). The bank has
proprietary rights of this CBS and is marketing it to other banks in Turkey. Continually updating IT
infrastructure has been one of the strategic priorities of the bank to enable it to effectively compete and

expand its delivery network in a cost-effective manner.

The bank has a separate Business Continuity and Crisis Management Committee that identifies and monitors
probable operational risks. ALBRK presently has 2 disaster recovery sites, one located in Ankara and another
in Izmir.

...... Transparency

Being a listed entity, ALBRK is subject to disclosure requirements of BDDK as well as Borsa Istanbul. The
bank publishes its financial statements in accordance with the Turkish Accounting Standards (T'AS), which
are deemed in compliance with the International Financial Reporting Standard (IFRS). Financial disclosures
in annual report are comprehensive and largely comply with best practice. The bank also publishes investor
presentations, which provides basic review of the bank’s financial position and performance. Governance
related disclosures are also sufficient; however, there remains room for improvement when compared to
international benchmarks. The bank’s financial audit for 2015 was undertaken by Ernst & Young, which has
been its auditor since 2009. As per local banking regulations, rotation of auditors is required over 7 year

intervals. In accordance with these regulations, auditors have been changed in the ongoing year.
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...... Stakeholders Relations

In line with the Group level policy, ALBRK maintains a strong focus on stakeholder relationship
management. Infrastructure and management initiatives undertaken for each of the category of stakeholders
are listed as follows:

Shareholder Relations

The bank’s shareholding comprises considerable minority shareholders, holding about a quarter of the
company’s ownership stake. Accordingly adequate safeguards to protect interests of minority shareholders are
considered essential from a Corporate Governance perspective. Although the bank’s policy framework
enforces stricter regulations vis-a-vis regulations, such as the provisions to maintain exposures to risk groups
(mainly related parties) below 15% of equity, as of Dec’15, there were 3 related party risk exposures that
exceeded this limit.

Shatreholder assistance infrastructure at the bank includes a dedicated ‘Investor Relations’ functions, which
manages shareholder queries. Contact details, including a contact number and an email address, are provided
on the bank’s website. Furthermore, all material information is also relayed to shareholders through the
Public Disclosute Platform (PDP) of Borsa Istanbul.

Customer Relations

The focus on customer satisfaction has been enhanced under the SIMURG project. The management
routinely gauges customer satisfaction levels by conducting surveys and in the outgoing year, surveys
conducted for both corporate and retail clientele reflect improvement in satisfaction levels on a timeline basis.
The bank also conducts mystery customer satisfaction surveys to gauge service quality levels at branches,
which also depicts improvement.

Employee Relations

Hiring and retention of high caliber staff has been included as one of key focus areas of the bank’s recently
developed strategic plan. In 2015, the bank initiated the mentorship project, which included training for unit
managers. These trainings are expected to enhance skill transfer among employees, thereby helping in overall

succession planning. The bank plans to enhance program to include more unit managers going forward.

In addition to the trainings, the bank continues to support educational initiatives for employees and lately
employees are being encouraged to partake in financial planning certification training programs. In order to
retain high caliber staff, the bank has formed competency pools. The initiative is focused on enhancing the
motivation and loyalty of high competency workforce. These competency pools were formed on the basis of
external evaluation to maintain objectivity.
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Annexure A
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